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Contributed by: Charles Osborne, Slaughter and May

Slaughter and May is a leading international 
law firm with a worldwide corporate, commer-
cial and financing practice. The highly experi-
enced tax group deals with the tax aspects of 
all corporate, commercial and financial trans-
actions. Alongside a wide range of tax-related 
services, the team advises on the structuring 
of the biggest and most complicated mergers 
and acquisitions, the development of innovative 

and tax-efficient structures for the full range of 
financing transactions, the documentation for 
the implementation of transactions so that the 
desired tax objectives are met, the tax aspects 
of private equity transactions and investment 
funds from initial investment to exit, and tax in-
vestigations and disputes from opening enquir-
ies to litigation or settlement.

Contributing Editor
Charles Osborne advises 
businesses on all areas of tax 
law. His practice includes 
advising on tax consultancy 
matters, a wide range of 
transactions (including public 

and private M&A, debt and equity markets 
transactions, and group reorganisations), as 
well as on contentious issues (at both enquiry 
and litigation stages). Charles is a member of 
the British Venture Capital Association’s Tax 
Committee and is part of Slaughter and May’s 
private equity team.

Slaughter and May
One Bunhill Row
London
Greater London
EC1Y
UK

Tel: +44 20 7600 1200
Fax: +44 20 7090 5000
Email: charles.osborne@slaughterandmay.com
Web: www.slaughterandmay.com
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International Tax Policy in the Trump Era: A 
Turbulent Global Landscape
The main issue on the mind of many international 
tax practitioners at the time of writing (and I dare 
say for years to come) is Donald Trump and the 
impact he is having on the global tax landscape. 
As noted in the introduction to this excellent 
guide last year, it is hardly a novel development 
to find the progress of international tax reform 
at the mercy of US politics, but the immediate 
impact that the new US President has had is 
beyond even what many practitioners expected 
– whether through his withering statements on 
the OECD’s Pillar One and Pillar Two projects, 
his introduction of significant tariff regimes, or 
simply his approach to domestic US tax reform, 
there is no doubt that we are entering a period 
of dramatic change in the global tax landscape 
as a result of US influence.

And yet, as the pages of this guide show, 
there currently remains a great deal of stabil-
ity in domestic corporate tax regimes, following 
trends long established and not yet knocked off 
course by the influence of Mr Trump.

This guide is divided by jurisdiction before being 
broken down further into the following sections 
– (1) types of business entities and their basic 
tax treatment, (2) key features of the tax regime 
applicable to incorporate businesses, (3) the 
division of the tax base between corporations 
and non-corporate businesses, (4) key features 
of the taxation of inbound investments, (5) key 
features of the taxation of non-local corpora-
tions, (6) key features of the taxation of foreign 
income of local corporations, (7) anti-avoidance, 
(8) audit cycles, and (9) BEPS. Although by no 
means exhaustive, I hope that these sections 
provide anyone looking to make an investment 
into an unfamiliar jurisdiction with sufficient 
insight into the corporate tax landscape in that 

jurisdiction and a flavour of the key issues that 
may be relevant for their business.

At the outset, it is worth setting out a few key 
themes or trends that are drawn out in the 
answers of the many practitioners who have 
contributed a section on their jurisdiction of 
practice.

Tax competition is alive and kicking
Against the backdrop of various OECD projects 
to clamp down on different forms of tax com-
petition, and the EU looking to resolve its own 
conundrum (that it is not a fiscal unity while still 
being concerned that there is a level tax playing 
field amongst member states) tax competition 
nonetheless continues to thrive. Although some 
of this results in significant attention from the 
media, such as the introduction of tariffs in the 
United States, and the various counter-meas-
ures that those countries affected have taken in 
response, it is also playing out through quieter 
and less flashy methods, such as through the 
efficiency of a jurisdiction’s tax administration 
and the consistency or certainty in the applica-
tion of its tax rules. Of course, with an increase 
in financial demands on governments (due to, 
for example, national defence obligations), 
the answer to the question as to whether tax 
administration budgets remain at their current 
levels and can continue to provide even their 
current service levels, or are instead one of the 
first budgetary casualties, remains to be seen – 
in the United States, plans are already afoot to 
reduce the IRS workforce by an estimated 20% 
this year.

Avoidance crackdown
Still reeling from dealing with COVID-19, the 
impact on the global economy of the war in 
Ukraine, and various efforts to restart their 
economies, the need for many jurisdictions to 

https://gpg-pdf.chambers.com/view/396681494/
https://gpg-pdf.chambers.com/view/396681494/
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increase spending on national defence might be 
the last straw. In any event, tax is likely to play 
a major part in the success or failure of govern-
ments in juggling these various financial issues 
and obligations. However, as well as the pos-
sibility of introducing new taxes, governments 
are also looking to enforcement as another 
avenue worth exploring if they are to balance 
their budgets. For some, that means encourag-
ing fast and early payment of taxes; for others, 
it involves an aggressive clampdown on eva-
sion and avoidance behaviours. Either way, it is 
clear that if improved enforcement is to occur, 
tax administrations will need to devote further 
resources, whether through more work hours, 
or through new technological improvements, to 
the way they enforce and collect tax – some-
thing unlikely to be possible if government purse 
strings are tightened further. The approach that 
each jurisdiction takes to this thorny issue will 
be something to watch over the coming years.

Status of OECD reforms
Many jurisdictions have already implemented a 
version of the OECD’s Pillar Two reforms. The 
introduction of these rules represents the cul-
mination of many years of international engage-
ment at the OECD level and is a reflection of a 
gradual change in attitude towards tax planning/
mitigation over that same period. Yet the impact 
of their introduction is potentially only just begin-
ning to be felt by taxpayers. The complexity of 
the rules, the enormous compliance burden of 
carrying out the required calculations, the prac-
tical application of the rules to real-world sce-
narios, and the interaction of taxpayers with tax 
authorities on areas of uncertainty, look set to 
have a significant and long-term impact on the 
tax landscape for years to come.

Of course, all that is before the wild card thrown 
into the mix by the new Trump administration, 
which has expressly disavowed any commit-
ments previously made by US governments with 
respect to the OECD reforms and has stated that 
such reforms have no force or effect in the Unit-
ed States in the absence of an Act of Congress. 
The OECD’s Pillar One project has been seen as 
dead in the water by many practitioners for some 
time now, long before the new Trump adminis-
tration, but it is very much a question of “watch 
this space” to see what impact the US approach 
now also has on Pillar Two around the world.

Conclusion
Corporate taxation is not immune to the broad 
changes happening across the world in the polit-
ical and economic arena. The next few years will 
prove a significant test to the trends and devel-
opments in this space, which have been pro-
gressing steadily over the last few years. Wheth-
er these trends will survive is anyone’s guess, 
but there will almost certainly be some element 
of reset or rebalancing in line with broader inter-
national political and economic changes.
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Schindler Attorneys is a leading Austrian law 
firm for transactional work with extensive ex-
perience in the fields of M&A, private equity, fi-
nance, real estate, corporate, employment, data 
protection, litigation, tax and securities law. The 
firm’s ambition is to provide top-quality services 
and to become an instrumental part of its cli-
ents’ business. Schindler Attorneys seeks long-
term, collaborative relationships with clients 
and partner firms as the team firmly believes 
that trusted co-operation is the key to success. 
The firm is frequently involved in cross-border 

matters and co-ordinates or participates in mul-
ti-jurisdictional teams on a regular basis. It has 
a leading market position for both national as 
well as cross-border corporate reorganisations. 
The Schindler Attorneys lawyers who focused 
on that area were among the first in Austria to 
implement cross-border mergers, European 
Companies (SE) structures, and corporate mi-
grations. The firm’s legal tax services are pro-
vided by one partner, two counsels and one as-
sociate.

Authors
Clemens Philipp Schindler is a 
founding partner of Schindler 
Attorneys. Before establishing 
the firm, Clemens spent six 
years at WOLF THEISS, where 
he led some of the firm’s most 

prestigious transactions and headed its Brazil 
operations. Clemens is admitted in Austria as 
an attorney-at-law and a certified public tax 
adviser, focusing on corporate and tax advice 
in relation to public and private M&A, private 
equity, and corporate reorganisations – most of 
which have a cross-border element. 
Furthermore, he specialises in international 
holding structures, including charter financing 
and leasing operations. His practice is 
complemented by private client work (eg, as 
counsel to families owning stakes in large 
corporations). 

Daniel Kropf is counsel at 
Schindler Attorneys. Daniel has 
extensive experience in 
international tax law, corporate 
taxation, tax planning and tax 
advice in connection with M&A, 

real estate transactions, and representing 
clients before Austrian courts and authorities in 
tax and criminal tax proceedings. He is dual-
qualified as an attorney and as a certified 
public tax adviser in Austria. Before joining 
Schindler Attorneys, Daniel worked with 
international tax advisory firm BDO and 
renowned international law firms, including 
CMS. He has three degrees from the University 
of Linz and the University of Vienna and 
completed advanced courses in international 
tax law and criminal fiscal law at the Chamber 
of Public Tax Advisers. 
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Schindler Attorneys
Kohlmarkt 8-10
1010 Vienna
Austria

Tel: +43 1 512 2613
Fax: +43 1 512 2613 888
Email: office@schindlerattorneys.com
Web: www.schindlerattorneys.com

1. Types of Business Entities, 
Their Residence and Basic Tax 
Treatment
1.1 Corporate Structures and Tax 
Treatment
Businesses in Austria are typically carried out 
via a limited liability company (Gesellschaft mit 
beschränkter Haftung, or GmbH) or – to a lesser 
extent, typically in the case of a listed company 
– via a joint stock company (Aktiengesellschaft, 
or AG).

Under a GmbH, the shareholders are authorised 
to give instructions to a managing director. There 
is typically a low degree of fungibility of shares 
and a wider range of possibilities for the design 
of the articles of association.

Under an AG, a supervisory board and a man-
agement board are mandatory, with both oper-
ating independently from the shareholders in 
terms of business decisions. There is typically a 
higher degree of fungibility of shares.

GmbHs or AGs are separate taxpayers for Aus-
trian corporate income tax (Körperschaftsteuer) 
purposes.

With the Corporate Amendment Act 2023, a 
new legal form – the so-called flexible company 
(“FlexCo”)‒ was introduced in 2024. A simplified 
internal decision-making process of the share-
holders and the possible creation of so-called 
company value shares intends to facilitate the 
corporate participation of employees. The leg-
islator describes the FlexCo as a hybrid of a 
GmbH and an AG, as the FlexCo provides the 
option of holding its own shares as well as cer-
tain flexible capital measures.

Generally, shareholders of corporations are not 
liable for the liabilities of the companies, apart 
from in very exceptional cases (eg, in the case 
of effective management of the corporation by 
a shareholder).

1.2 Transparent Entities
In Austria, the most commonly used tax-trans-
parent entities are the general partnership (Off-
ene Gesellschaft, or OG) and the limited partner-
ship (Kommanditgesellschaft, or KG).

An OG is a type of partnership entity consisting 
of at least two individuals or legal entities. Each 
of the partners in an OG bears personal, unlim-
ited, direct and joint liability to the partnership’s 
creditors for its obligations. In contrast to incor-
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porated entities, OGs may be set up without any 
initial capital. An OG comes into legal existence 
as soon as it is entered into the Commercial 
Register. The OG possesses a legal identity from 
a civil law perspective (whereas it is transparent 
from a tax law perspective) and constitutes an 
independent entity with rights and obligations 
vis-à-vis external parties.

In contrast to an OG, in a KG not all of the part-
ners bear full and unlimited liability for the part-
nership’s obligations. Rather, it is only required 
that there be (at least) one general partner 
(Komplementär) who – just as in an OG – bears 
unlimited liability to the partnership’s creditors 
(the “general partner”). The remaining partners 
can have limited liability vis-à-vis the creditors; 
they are referred to as “limited partners” (Kom-
manditisten). The liability of each limited partner 
ends as soon as their limited partnership share 
(liability share) has been fully paid in. Only the 
liability share is registered and public.

A special form of KG is the Gesellschaft mit 
beschränkter Haftung und Compagnie Komman-
ditgesellschaft (“GmbH & Co KG”). This form is 
characterised by the fact that its sole personally 
liable general partner is a GmbH. In a typical set-
up, the shareholders of the GmbH are – at the 
same time – also limited partners of the KG. In a 
typical GmbH & Co KG, sole management and 
representation authority over the KG is vested 
in the GmbH acting as the general partner. The 
GmbH, in turn, is represented by its manag-
ing director(s). This means that the duty of the 
GmbH’s managing director(s) is/are to manage 
the affairs of the GmbH & Co KG and fulfil all the 
related obligations.

1.3 Determining Residence of 
Incorporated Businesses
According to Austrian corporate income tax law, 
a corporation with its registered seat or place of 
management in Austria is subject to unlimited 
tax liability. The registered seat of a corporation 
is deemed to be located at the place stipulated 
in the articles of association and registered in the 
commercial register. The place of management 
is deemed to be where the corporation’s senior 
management makes its executive decisions.

Double taxation treaties (DTTs) regulate that the 
place of effective management is decisive in the 
case of a dual residence of a corporation (the 
“tie-breaker rule”). Important elements for deter-
mining this place include the residency of board 
members and the location of board meetings.

1.4 Tax Rates
Taxation of Corporations
The income of a corporation is qualified as busi-
ness income that is subject to corporate income 
tax at a rate of 23% (since 2024). If the remaining 
income is subsequently distributed to the share-
holders (as distribution of profits/dividends), then 
those already taxed profits are taxed again at the 
level of the receiving shareholders (principle of 
separation, or Trennungsprinzip).

Taxation of Partnerships
Partnerships such as OGs or KGs are transpar-
ent for income tax purposes (no taxation at the 
level of the partnership) so that profits and loss-
es are directly taxed at the partners’ level and 
the applicable tax rate depends on whether the 
partner is a corporation (23% corporate income 
tax) or an individual (progressive tax rate up to 
55%). The assets, liabilities and income of the 
partnership are generally allocated to the part-
ners in proportion to their partnership interests.
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Individuals
The taxation of the income of individuals (who 
own a business or are a partner in a transparent 
partnership carrying out business) – generated 
by themselves or through the partnership – gen-
erally depends upon their personal tax rate. The 
progressive tax rates for 2025 range from:

• up to EUR13,308 – 0% tax rate;
• EUR13,309 to EUR21,617 – 20% tax rate;
• EUR21,618 to EUR35,836 – 30% tax rate;
• EUR35,837 to EUR69,166 – 40% tax rate;
• EUR69,167 to EUR103,072 – 48% tax rate;
• EUR103,073 to EUR 1 million – 50% tax rate; 

and
• more than EUR1 million – 55% tax rate (until 

2025).

However, special tax rates apply for income from 
capital investments and income from the aliena-
tion of private real estate, as follows.

• Income from capital investments (eg, divi-
dends or capital gains from the sale of shares 
in a corporation) are taxed at 27.5%. The 
application of this special tax rate has the 
disadvantage that income-related expenses 
or operating expenses that are directly con-
nected with the income from capital invest-
ments may not be deducted.

• Income from the alienation of private real 
estate is taxed at a 30% real estate sales tax 
rate (with certain tax exemptions and reduc-
tions available).

2. Key General Features of the Tax 
Regime Applicable to Incorporated 
Businesses
2.1	 Calculation	for	Taxable	Profits
Corporations determine their income through 
the comparison of business assets and annu-
al financial statements. Business profits and 
expenses are not calculated for the period in 
which they are actually received or paid but, 
rather, are attributed to the specific period in 
which goods are delivered or services rendered 
(“accrual method”).

Corporations are legally obliged to keep books 
according to the accounting standards set in in 
commercial law and these standards are gener-
ally also binding for tax purposes (Grundsatz der 
Maßgeblichkeit). However, there are some devia-
tions between commercial law rules and tax law 
rules, especially in terms of the main principles 
of asset valuation and the depreciation of assets.

2.2 Special Incentives for Technology 
Investments
In Austria, an R&D tax credit (so-called Forschun-
gsprämie) is available for companies that have 
project-related R&D expenses. The maximum 
tax credit is EUR1 million per year. Its evaluation 
is carried out by the Austrian Research Promo-
tion Agency (Forschungsförderungsgesellschaft, 
or FFG), based on the project proposal.

This tax credit is acknowledged as a high incen-
tive to undertake R&D activities by Austrian 
companies, given that this grant is treated as 
an immediate cash credit on a company’s tax 
account.

2.3 Other Special Incentives
Austria allows an investment allowance (Inves-
titionsfreibetrag) for depreciable fixed assets 
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acquired after 31 December 2022. Pursuant 
to this rule, 10% of the acquisition or produc-
tion costs of such assets can be deducted as 
a tax allowance. If the asset qualifies as being 
related to greening or environmental measures, 
the investment allowance is 15%. A maximum of 
EUR1 million in acquisition or production costs 
per year can be used as the basis for this allow-
ance.

2.4 Basic Rules on Loss Relief
The utilisation of losses as special expenses is 
possible for corporations. First, the positive and 
negative income of one year is netted. Second, 
corporations may choose to carry forward the 
losses indefinitely. However, only 75% of the 
total amount of income of the taxable year is 
tax deductible and the remaining losses can be 
carried forward to the following years.

A special restriction for corporations using car-
ried-forward losses exists in the event of buying 
unprofitable “shell companies”. The utilisation of 
losses will be denied where significant changes 
are made within a short period of time to:

• the shareholder structure of a corporation (eg, 
more than 75% of the shares in the corpora-
tion are sold);

• the organisational structure of a corporation 
(eg, new managing board); and

• the economic structure of a corporation (eg, 
new business model).

As a measure against the COVID-19 crisis, a 
temporary carry-back of losses was implement-
ed. Operating losses for the year 2020 could be 
used for the tax assessment of the year 2019 
and remaining losses for the year 2020 could be 
deducted from the income of the year 2019 (up 
to a maximum of EUR5 million) and 2018 (up to 

a maximum of EUR2 million). The 75%-limitation 
rule did not apply.

2.5 Imposed Limits on Deduction of 
Interest
At arm’s length interest expenses are, in prin-
ciple, deductible for Austrian corporate income 
tax purposes. A number of interest deduction 
limitation rules must be observed to determine 
if interest expenses are deductible in the case at 
hand. The following are the most important rules.

• Interest arising from the leveraged financing 
of acquisition of participations is tax deduct-
ible, as long as the participation is part of a 
corporation’s business assets. Interest is not 
deductible if the participation is acquired by 
a corporation in the same consolidated tax 
group.

• Interest deduction is not allowed where the 
corporation receiving the interest payment is 
a member of the same group of companies or 
significantly influenced by the same share-
holder – for example, where the corporation 
is paying the interest and at the level of the 
receiving corporation, the interest income is 
not subject to taxation at all or only subject to 
a tax rate of less than 10%.

• With effect from 1 January 2021, Austria 
implements the EU Anti-Tax Avoidance Direc-
tive and introduced a new interest limitation 
rule (so-called Zinsschranke). This new rule 
caps the deduction of borrowing costs (net 
interest expenses) at 30% of the taxable 
result (the tax-relevant EBITDA). The new 
interest limitation rule covers all borrow-
ing costs, irrespective of whether these are 
incurred in relation to unrelated third parties 
or within a group.



AUstRIA  Law aNd PraCTiCE
Contributed by: Clemens Philipp Schindler and Daniel Kropf, Schindler Attorneys 

16 CHAMBERS.COM

2.6 Basic Rules on Consolidated Tax 
Grouping
Austrian tax law recognises consolidated tax 
grouping for corporate income tax purposes by 
enabling groups of corporations to offset the 
losses and profits within a group of subsidiaries 
at the parent company level.

Group taxation requires a group parent. Regard-
ing group members, a share in the statutory cap-
ital and the voting rights of that group member of 
more than 50% is necessary. The participation 
may be either held directly or indirectly through 
another group member or a partnership. All Aus-
trian corporations, as well as comparable for-
eign corporations that are resident in the EU or 
in a state that has concluded an agreement for 
exchange of information and mutual assistance 
in the collection of taxes with Austria, may qual-
ify as a group member. An application for group 
taxation must be submitted to the group parent’s 
competent tax authority and the tax group needs 
to exist for a period of at least three full years.

As a consequence of group taxation, the total 
profits or losses of the group members are 
attributed to the group parent corporation. As 
regards local group members, the degree of par-
ticipation of the latter is not relevant – ie, the total 
profits or losses of a group subsidiary are sub-
ject to attribution even if the participation is less 
than 100%. However, profit attribution rules for 
foreign group members are different to those for 
Austrian group members. If a foreign subsidiary 
generates a loss, this loss has to be allocated to 
the group parent corporation on a pro rata basis, 
depending on the percentage of the participa-
tion in the foreign subsidiary.

2.7 Capital Gains Taxation
Capital gains (and losses) realised on assets of 
an Austrian corporation are considered normal 

business income that is taxable at the statutory 
tax rate (23% corporate income tax), unless it 
concerns a capital gain on a shareholding that 
meets the requirements for the participation 
exemption to be applied.

Under the international participation exemption, 
capital gains and dividend income from qualified 
shareholdings are fully exempt from the Austrian 
corporate income tax base.

Under the domestic participation exemption, 
profit distributions of domestic corporations are 
exempt from taxation and this exemption applies 
without any minimum holding requirements and 
holding periods. However, capital gains realised 
on the alienation of shares in domestic corpora-
tions are subject to regular taxation.

2.8 Other Taxes Payable by an 
Incorporated Business
Enterprises, whether transparent or opaque, 
may become subject to VAT when providing 
services or selling goods in Austria.

Real estate transfer tax (RETT) applies to an 
exhaustive list of domestic real estate transac-
tions. The main rule covers purchase contracts 
or similar transfer agreements. RETT also applies 
where the right to dispose of 95% or more of the 
shares or the accumulation of 95% or more of 
the shares of a corporation or partnership hold-
ing immovable property in Austria is transferred 
to one shareholder or to a tax group.

2.9 Incorporated Businesses and 
Notable Taxes
Incorporated businesses are generally subject 
to VAT. However, they are usually able to claim 
input VAT as well. The general VAT rate is 20%, 
but a reduction to 10% is available for some 
products and services.
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3. Division of Tax Base Between 
Corporations and Non-Corporate 
Businesses
3.1 Closely Held Local Businesses
Closely held local businesses are mostly struc-
tured as limited liability companies in Austria.

3.2 Individual Rates and Corporate Rates
The income from self-employment (ie, business 
profit) is subject to an overall progressive income 
tax rate of up to 55%.

The income (profit) of a corporation is subject to 
a 23% corporate income tax rate (first level) and 
profit distributions are subject to 27.5% capi-
tal gains tax rate at shareholder level (second 
level). If the shareholder also acts as a manag-
ing director of the corporation, the directors’ 
fees are subject to the progressive tax rate and 
only an at arm’s length remuneration is deduct-
ible at the level of the company. Excessive fees 
(eg, directors’ or management fees) or benefits 
to shareholders or affiliates are treated as non-
deductible hidden profit distributions.

3.3 Accumulating Earnings for 
Investment Purposes
In Austria, there are currently no measures in 
place to prevent corporations from accumulat-
ing earnings for investment purposes.

3.4 Sales of Shares by Individuals in 
Closely Held Corporations
There are no special taxation rules for closely 
held corporations in Austria. The general rules 
apply.

3.5 Sales of Shares by Individuals in 
Publicly Traded Corporations
Where shares are part of the private assets of 
an individual, capital income from dividends and 

the alienation (eg, sale) of shares are taxed at a 
flat tax rate of 27.5%. Capital gains on the sale 
of shares are also taxed at this flat tax rate if the 
individual’s stake is below 1%.

These rules also apply for shareholdings in pri-
vately held corporations.

4. Key Features of Taxation of 
Inbound Investments

4.1 Withholding Taxes
The withholding tax (WHT) is principally levied on 
dividends at the applicable tax rate for individu-
als (27.5%) or corporations (23%).

EU corporations that are subject to a limited tax 
liability benefit from the EU Parent-Subsidiary 
Directive – under which, they may obtain a 100% 
tax exemption for dividends.

• There is no obligation to withhold and pay 
WHT in Austria (so-called relief at source) if:
(a) a profit distribution is made by an Aus-

trian corporation;
(b) the EU recipient corporation holds at 

least one tenth of the share capital of the 
Austrian subsidiary; and

(c) a minimum holding period of one year is 
observed.

• There is nevertheless an obligation to with-
hold and pay WHT in Austria if there are 
reasons to suspect abuse. Abuse is assumed, 
in particular, if the EU recipient corporation 
has no function and its sole purpose is to 
avoid Austrian WHT. In order to rule out such 
a suspicion of abuse, the EU recipient cor-
poration must submit a written declaration to 
the Austrian corporation that it carries out an 
activity that goes beyond the scope of asset 
management, employs its own staff and has 
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its own business premises (so-called proof 
of substance). These declarations can be 
submitted on a form provided by the Austrian 
Federal Ministry of Finance. On this form, a 
certificate of residence of the EU recipient 
corporation must also be obtained from the 
competent EU tax office promptly after the 
profit distribution.

• If proof of substance cannot be provided by 
the EU recipient corporation (which will often 
be the case with a holding company or an 
acquisition vehicle), relief at source is gener-
ally not possible and the Austrian corporation 
would have to withhold WHT on the distribu-
tion and pay it to the Austrian tax office. The 
EU recipient corporation would then still have 
the option to apply to the Austrian tax office for 
a refund of the WHT from the following year. 
In such a refund procedure, the Austrian tax 
office would check whether there actually is 
abuse or whether the conditions for an exemp-
tion from WHT are met and therefore the WHT 
should be refunded to the EU recipient corpo-
ration. As soon as a refund is granted, relief at 
source can subsequently be granted for three 
years under certain conditions.

The dividend WHT can also be reduced at 
source under the applicable DTTs in accordance 
with the formal requirements laid down in the 
DTT Relief Regulation (Doppelbesteuerungsab-
kommen-Entlastungsverordnung, or DBAEV). A 
recipient seeking to reduce the dividend WHT 
will have to provide a certificate of residence 
issued on Austrian forms “ZS-QU1” (for individu-
als) or “ZS-QU2” (for legal entities). Additionally, 
legal entities must also satisfy the relevant sub-
stance requirements as previously mentioned.

The DTT Relief Regulation limits the dividend 
WHT exemption at source in certain cases – for 
example, foreign foundations, trusts and invest-

ment funds do not qualify for dividend WHT 
exemption at source. Austrian corporate income 
tax law further includes a special provision that 
allows a foreign entity to apply for a refund of the 
total Austrian WHT – including the share of WHT 
that Austria is entitled to tax under the relevant 
DTTs – if the foreign entity is unable to credit 
the Austrian WHT in its country of residence (eg, 
because the dividend income is exempt).

At EU level, further provisions and limitations 
regarding WHT are expected under the new 
rules of the Unshell Directive and the Directive 
on Faster and Safer Relief of Excess Withholding 
Taxes (the “FASTER Directive”).

4.2 Primary Tax Treaty Countries
The most common tax treaty countries are Ger-
many, Luxembourg, Switzerland and the UK.

4.3 Use of Treaty Country Entities by 
Non-Treaty Country Residents
Austrian tax law has several anti-treaty shopping 
clauses to prevent the abuse of DTTs. Austrian 
tax authorities check whether an entity claiming 
tax relief with reference to a tax treaty generates 
its income through its own activities and wheth-
er there are considerable reasons to act via the 
tax-privileged entity in question. Furthermore, 
several Austrian DTTs include subject-to-tax, 
switch-over and remittance clauses to prevent 
certain income from not being taxed in either of 
the two treaty countries.

4.4 Transfer Pricing Issues
The main issue in tax audits regarding transfer 
pricing is ensuring compliance with the arm’s 
length principle. Other issues are the exami-
nation of the transfer pricing methodologies 
chosen, the assessment of the attribution of 
beneficial ownership in the companies’ assets 
as declared, and ensuring the fulfilment of for-
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mal requirements when issuing the obligatory 
reports.

The Austrian tax authorities strictly apply the at 
arm’s length principle (as included in Austrian 
tax law) in most double taxation treaties and 
elaborated on in the OECD’s Transfer Pricing 
Guidelines, as amended under the OECD/G20 
Base Erosion and Profit Shifting Project (BEPS). 
Therefore, transactions between affiliated com-
panies should be at arm’s length, while proper 
documentation should be available to substanti-
ate the at arm’s length nature of the transactions.

4.5 Related-Party Limited Risk 
Distribution Arrangements
All transactions within a group of companies 
must meet the requirements of the arm’s length 
principle.

4.6 Comparing Local Transfer Pricing 
Rules and/or Enforcement and OECD 
Standards
Austria makes explicit reference to the OECD 
standards in the guidelines issued by the Minis-
try of Finance.

Austria generally follows the OECD’s Transfer 
Pricing Guidelines.

4.7 International Transfer Pricing 
Disputes
Austria has concluded DTTs with more than 90 
countries. Most of these DTTs follow the OECD 
Model Convention, which contains provisions 
on mutual agreement procedures (MAPs). Inter-
national transfer pricing disputes are usually 
resolved through a MAP process.

In cases where a taxpayer exercises economic 
activities in a state with which Austria has not 
yet concluded a DTT, the Austrian Ministry of 

Finance may mandate that taxpayers subject to 
double taxation be partly or fully exempt certain 
items of taxation.

5. Key Features of Taxation of Non-
Local Corporations

5.1 Compensating Adjustments When 
Transfer Pricing Claims Are Settled
Generally, in cases where a transfer pricing 
claim is settled, the Austrian tax authorities act 
in accordance with the settlement. However, 
compensating adjustments must be based on a 
previously agreed pricing method that is applied 
in predefined scenarios of uncertainty and must 
lead to an arm’s length result.

5.2	 Taxation	Differences	Between	Local	
Branches and Local Subsidiaries of Non-
Local Corporations
Local branches (permanent establishments in 
fiscal terms) are generally taxed on the basis 
of the same rules and principles as subsidiar-
ies of non-local corporations. In practice, there 
are usually problems – or at least discussions 
– regarding the allocation of income/expenses 
and assets.

5.3 Capital Gains of Non-Residents
Austrian income tax law differentiates between 
unlimited and limited tax liability. Non-residents 
are subject to limited tax liability, with the conse-
quence that only that income that was generated 
in Austria (including domestic capital gains) is 
subject to Austrian income taxation. Generally, 
capital gains are subject to capital gains tax 
(27.5% for individuals and 23% for corpora-
tions).

However, where the shareholder is resident in a 
country with which Austria has concluded a DTT, 
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Austria may – depending on the specific treaty – 
be prohibited from levying capital gains taxation.

5.4 Change of Control Provisions
In order to avoid the buying of shell companies 
to make use of the losses saved up in a corpo-
ration, the utilisation of such losses is denied 
in cases where the identity of the corporation 
changes owing to a change in the organisational, 
economical and shareholder structure. Thus, a 
change of control might result in the forfeiture of 
tax losses carried forward.

Furthermore, RETT applies where the right to 
dispose of 95% or more of the shares or the 
accumulation of 95% or more of the shares of 
a corporation or partnership holding immovable 
property in Austria is transferred to one share-
holder or to a tax group.

5.5 Formulas Used to Determine Income 
of	Foreign-Owned	Local	Affiliates
No specific formulas are used to determine the 
income of foreign-owned local affiliates selling 
goods or providing services. However, it must 
be ensured that the determination follows the 
arm’s length principle.

5.6 Deductions for Payments by Local 
Affiliates
There are no specific rules regarding deductions 
for payments by local affiliates for management 
and administrative expenses incurred by a non-
local affiliate. However, in general, the arm’s 
length principle and the transfer pricing rules 
must be taken into consideration.

5.7 Constraints on Related-Party 
Borrowing
Any borrowing between related parties must 
comply with the arm’s length principle.

To distinguish between a shareholder loan rec-
ognisable for tax purposes (with interest deduc-
tion) and hidden equity, the Austrian Supreme 
Administrative Court states that agreements 
between related parties are only recognised if 
they fulfil the following three criteria (so-called 
relative case law). The agreement:

• must be sufficiently expressed externally (in 
writing);

• must have an unambiguous content; and
• must be concluded in accordance with the 

arm’s length principle, meaning on terms that 
unrelated parties would have agreed upon.

These three criteria must be cumulatively pre-
sent at the time of the conclusion of the agree-
ment. The lack of one of these three conditions 
results in the tax invalidity of the agreement (with 
the consequence that interest is not deductible).

6. Key Features of Taxation 
of Foreign Income of Local 
Corporations
6.1 Foreign Income of Local 
Corporations
A corporation with its registered seat or place of 
management in Austria is subject to unlimited 
tax liability. This means that the corporation’s 
worldwide income (all domestic and foreign prof-
its) is subject to corporate income tax in Austria.

Foreign income (eg, profits of a permanent 
establishment) is part of the taxable income in 
Austria. Given that foreign income will generally 
also be taxed in the other state, double taxation 
is avoided through DTTs. If a DTT applies, the 
regulations laid down therein have priority.
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6.2 Non-Deductible Local Expenses
Where foreign income is tax exempt in Austria, 
the corresponding expenses that are economi-
cally directly connected to such income are not 
deductible in Austria.

6.3 Taxation on Dividends From Foreign 
Subsidiaries
Under Austrian law, capital gains (eg, profit dis-
tributions in the form of dividends) are gener-
ally subject to corporate income tax. However, 
dividends from domestic subsidiaries are tax 
exempt because of the participation exemption. 
Foreign dividends,as well as capital gains from 
foreign subsidiaries, are generally tax exempt 
under certain conditions.

Under the Austrian participation exemption, divi-
dend income distributed to an Austrian corpo-
ration is tax exempt under the following condi-
tions:

• a minimum participation in the foreign sub-
sidiary (which needs to be comparable to an 
Austrian corporation) of at least 10%; and

• a holding period of one year without interrup-
tion.

The exemption is not limited to dividends from 
EU corporations, as profit distributions from 
subsidiaries in third states are also exempt if the 
requirements are met. Austria thereby exceeds 
the scope of the EU Parent-Subsidiary Directive.

Furthermore, in cases where an Austrian corpo-
ration holds less than 10% of a foreign subsidi-
ary and the subsidiary (which needs to be com-
parable to an Austrian corporation) is resident in 
the EU or in a jurisdiction with which Austria has 
agreed on a comprehensive exchange of infor-
mation, profit distributions (“portfolio dividends”) 
are also exempt from corporate income tax.

6.4 Use of Intangibles by Non-Local 
Subsidiaries
Intangibles may be transferred or leased (roy-
alties) at arm’s length conditions, resulting in 
taxable income (transfer price or royalties) at 
standard rates.

6.5 Taxation of Income of Non-Local 
Subsidiaries Under Controlled Foreign 
Corporation-Type Rules
As part of the implementation of the EU Anti-
Tax Avoidance Directive, Austria introduced 
a controlled foreign companies (CFC) regime 
on 1 January 2019, which leads to the attribu-
tion (taxation in Austria) of low-taxed “passive 
income” from foreign subsidiaries under the fol-
lowing conditions.

The CFC rules apply if:

• an Austrian parent corporation (subject to 
unlimited tax liability) directly or indirectly 
holds more than 50% of the voting rights or 
capital of a controlled foreign subsidiary or is 
entitled to more than 50% of the controlled 
entity’s profit;

• the controlled foreign subsidiary does not 
conduct “substantial economic activity” 
supported by staff, equipment, assets, and 
premises; and

• more than a third of the controlled enti-
ty’s profits stem from low-taxed passive 
income.“Passive income” is defined as:

• interest or any other income generated by 
financial assets;

• royalties or any other income generated from 
IP;

• dividends and income from the disposal of 
shares, insofar as they would be taxable;

• income from financial leasing;
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• income from insurance, banking and other 
financial activities; or

• income from invoicing companies that earn 
sales and service income derived from goods 
and services purchased from – and sold to – 
associated enterprises and which add no or 
little economic value.

The income is considered low-taxed if it is taxed 
at an effective tax rate that does not exceed 
12.5%.

In addition, Austria also has a so-called switch-
over rule for dividends distributed from low-
taxed subsidiaries to Austria. Pursuant to this 
rule, received dividends will not be subject to 
the participation exemption but – under certain 
conditions – will be subject to regular corpo-
rate income tax and the tax levied in the source 
state will be credited (ie, a switch from exemp-
tion method to credit method). The switch-over 
rule does not apply if the passive income has 
already been covered by the above-mentioned 
CFC rules.

6.6 Rules Related to the Substance of 
Non-Local	Affiliates
The CFC rules described in 6.5 Taxation of 
Income of Non-Local Subsidiaries Under Con-
trolled Foreign Corporation-Type Rules only 
apply where the controlled foreign subsidiary 
does not conduct “substantial economic activ-
ity” supported by staff, equipment, assets, and 
premises. Thus, it would be possible to avoid 
the attribution of such foreign passive income 
(and taxation in Austria) by providing evidence of 
such “substantial economic activity” supported 
by staff, equipment, assets, and premises (ie, 
the so-called substance test).

6.7 Taxation on Gain on the Sale of 
Shares	in	Non-Local	Affiliates
The gains made by local corporations on the sale 
of shares in non-local affiliates are tax exempt 
where the two conditions mentioned in 6.3 Taxa-
tion on Dividends From Foreign Subsidiaries 
are met – namely, a minimum participation in 
the foreign subsidiary (which needs to be com-
parable to an Austrian corporation) of at least 
10% and a holding period of one year without 
interruption.

7. Anti-Avoidance

7.1 Overarching Anti-Avoidance 
Provisions
Section 22 of the Austrian Federal Fiscal Code 
provides for a general anti-avoidance rule that 
applies in the case of abusive tax structures.

Tax planning may reach a point beyond which 
it cannot be tolerated – ie, where transactions 
are entered into, or entities are established, 
solely for the purpose of obtaining special tax 
advantages. A legal structure is inappropriate or 
unusual and therefore an abusive tax structure 
if it only makes sense when taking into account 
the related tax-saving effect, given that the main 
purpose or one of the main purposes is to obtain 
a tax advantage that defeats the object or pur-
pose of the applicable tax law.

Individuals are also covered by the general anti-
avoidance rule (Section 22 of the Austrian Fed-
eral Fiscal Code). A new version of the provision 
was introduced in 2018 and clearly follows the 
EU Anti-Tax Avoidance Directive (ATAD) in the 
decisive passages. The legislative materials for 
Section 22 also reveal the implementation of the 
ATAD as the legislator’s clear main objective.
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In addition, Section 21 of the Austrian Feder-
al Fiscal Code can be considered as another 
general anti-avoidance rule that provides for 
the “substance over form” approach. Per this 
approach, the economic substance of facts and 
circumstances – rather than their formal appear-
ance – is to be taken into consideration when 
assessing tax questions.

8. Audit Cycles

8.1 Regular Routine Audit Cycle
Austria has no periodic routine audit cycle. Tax 
audits are typically carried out at the discretion 
of the tax authorities.

9. BEPS

9.1 Recommended Changes
The status of implementation in Austria regard-
ing the BEPS recommended changes can be 
summarised as follows:

• Action 1 (address the challenges of the digital 
economy) – not yet implemented, although 
discussions are ongoing;

• Action 2 (neutralise the effect of hybrid mis-
match arrangements) – implemented through 
the Multilateral Convention to Apply Meas-
ures Related to Tax Treaties to Prevent Base 
Erosion and Profit Shifting (MLI/BEPS/OECD/
G20) (the “Multilateral Instrument”, or MLI);

• Action 3 (strengthen CFC rules) – implement-
ed through the adoption of the ATAD;

• Action 4 (limit base erosion via interest 
deductions and other financial payments) 
– implemented through the adoption of the 
ATAD;

• Action 5 (counter harmful tax practices more 
effectively and strengthen transparency) – 

implemented through Council Directive (EU) 
2018/822 of 25 May 2018 amending Directive 
2011/16/EU as regards mandatory automatic 
exchange of information in the field of taxa-
tion and through the adoption of several pro-
visions of the Austrian Federal Fiscal Code;

• Action 6 (prevent treaty abuse) – implemented 
through the MLI;

• Action 7 (prevent the artificial avoidance of 
permanent establishment status) – imple-
mented through the MLI;

• Action 8 (assuring that transfer pricing out-
comes are in line with value creation: intan-
gibles) – new OECD standards implemented 
through the transfer pricing guidelines (Ver-
rechnungspreisrichtlinien (VPR) 2021);

• Action 9 (ensure that transfer pricing out-
comes are in line with value creation: risks 
and capital) – new OECD standards imple-
mented through the VPR 2021;

• Action 10 (ensure that transfer pricing out-
comes are in line with value creation: other 
high-risk transactions) – new OECD stand-
ards implemented through the VPR 2021;

• Action 11 (establish methodologies to collect 
and analyse data on BEPS and the actions to 
address it) – the data collected in compliance 
with the Austrian Transfer Pricing Documenta-
tion Act (Verrechnungspreisdokumentation-
sgesetz, or VPDG) could be used for corre-
sponding analysis;

• Action 12 (require taxpayers to report aggres-
sive tax planning arrangements) – imple-
mented through the adoption of DAC6 via 
the Austrian EU Reporting Requirement Act 
(EU-Meldepflichtgesetz, or EU-MPfG);

• Action 13 (re-examine transfer pricing docu-
mentation) – new OECD standards imple-
mented through the VPDG;

• Action 14 (make dispute resolution mecha-
nisms more effective) – implemented through 
the MLI; and
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• Action 15 (develop a multilateral instrument) – 
implemented through the MLI.

9.2 Government Attitudes
The Austrian government has fully supported the 
BEPS project at all times.

On 3 October 2023, the Austrian Ministry of 
Finance has published its draft for a Pillar Two 
implementation law, the Austrian Minimum 
Taxation Act (Mindestbesteuerungsgesetz, or 
MinBestG), which came into force at the end 
of December 2023. Austria implemented Pil-
lar Two by means of a separate law rather than 
amending the Austrian Corporate Income Tax 
Act. It includes an Income Inclusion Rule (IIR, 
applicable for fiscal years starting on or after 
31 December 2023) and an Undertaxed Profits 
Rule (UTPR, applicable for fiscal years staring on 
or after 31 December 2024), as well as a Quali-
fied Domestic Minimum Top-Up Tax (QDMTT). 
Moreover, all safe harbours as suggested by 
the OECD in its various Pillar Two publications 
(eg, temporary safe harbours, a permanent safe 
habour for non-material constituent entities, a 
QDMTT safe harbour, and an temporary UTPR 
safe harbour) are implemented.

Austrian entities are, in general, required to 
file a GloBE Information Return (GIR) within 15 
months after the end of the reporting fiscal year 
(18 months for the transitional year). However, 
the Austrian Minimum Taxation Act also provides 
the option to transfer the obligation to file the 
GIR to another Austrian entity.

Failures to comply with the administration of the 
new rules can be sanctioned with a fine of up to 
EUR100,000 (EUR50,000 in case of gross neg-
ligence).

9.3	 Profile	of	International	Tax
Since the publication of LuxLeaks, the Panama 
Papers and similar reports, public interest in 
international taxation has grown substantially. 
As a result, the Austrian business and political 
press frequently reported on such developments 
and on scientific contributions concerning how 
to make taxation more efficient. However, nei-
ther the BEPS project nor the implementation of 
its recommendations receives significant media 
attention.

9.4 Competitive Tax Policy Objective
The Austrian economy relies to a large exten-
ton foreign markets. Consequently, the Austrian 
government pursues a competitive tax policy 
objective. In recent years, the corporate income 
tax rates have been reduced from 25% to 24% 
(2023) and 23% (2024 and subsequent years). 
However, Austria has also introduced several 
anti-abuse and CFC rules to limit BEPS, as well 
as introducing statutory provisions to strength-
en tax transparency. Austria seeks to achieve 
international standards for fair and realistic tax 
competition.

9.5 Features of the Competitive Tax 
System
Austria does not have a competitive tax system, 
state aid, or other similar constraints that might 
be particularly affected by anti-BEPS measures.

9.6 Proposals for Dealing With Hybrid 
Instruments
The BEPS and ATAD proposals addressing 
hybrid instruments have been implemented in 
Austria and as such are included in Austrian tax 
law and/or Austrian DTTs.

9.7 Territorial Tax Regime
Austria has no territorial tax regime. An Aus-
trian resident corporation is liable to corporate 
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income tax on its worldwide profits (unlimited tax 
liability), whereas a non-resident corporation is 
only taxed on its Austrian-source income (limited 
tax liability).

9.8 Controlled Foreign Corporation 
Proposals
As part of the implementation of the ATAD, Aus-
tria introduced a CFC regime on 1 January 2019, 
which leads to the attribution (taxation in Austria) 
of low-taxed passive income from foreign sub-
sidiaries under the conditions described in 6.5 
Taxation of Income of Non-Local Subsidiaries 
Under Controlled Foreign Corporation-Type 
Rules.

9.9 Anti-Avoidance Rules
Further to recently adopted anti-avoidance rules 
(eg, CFC rules and the switch-over rule) driven 
by BEPS and EU legislation, Section 22 of the 
Austrian Federal Fiscal Code further provides for 
a relatively new general anti-avoidance rule that 
applies in the case of abusive tax structures.

Thus, Austrian tax law already provides adequate 
regulations to address the abuse of benefits and 
tax avoidance in general.

9.10 Transfer Pricing Changes
As a result of new amended transfer pricing doc-
umentation rules with the implemented country-
by-country reporting (CbCR), as well as the mas-
ter file and the local file, IP must be documented 
more extensively.

9.11 Transparency and Country-by-
Country Reporting
Transfer pricing reporting standards (includ-
ing CbCR) have been updated and amended 
recently by the Austrian Transfer Pricing Docu-
mentation Act and published guidelines from the 
Austrian tax administration.

As part of the implementation of EU Directive 
2021/2101, there are also new reporting obliga-
tions for financial years beginning after 21 June 
2024, for the purposes of “public CbCR” (CbCR-
Veröffentlichungsgesetz).

9.12 Taxation of Digital Economy 
Businesses
No general national statutory changes have been 
made in Austria yet. However, the government 
supports the OECD’s initiatives in this regard.

9.13 Digital Taxation
The EU Directive on Administrative Coopera-
tion (“DAC7”) has already been implemented 
into Austrian law. DAC7 contains rules on infor-
mation exchange among digital platforms. The 
European Council further adopted a directive 
amending EU rules on administrative co-oper-
ation (“DAC8”) in 2023. DAC8 introduces rules 
on the information exchange of crypto-assets 
and advance tax rulings for the wealthiest indi-
viduals. The new rules should be implemented 
into Austrian law this year, as the deadline for 
implementation is 31 December 2025.

On a domestic level, Austria took already unilat-
eral action on digital taxation in 2019 by intro-
ducing the Digital Tax Act (Digitalsteuergesetz, 
or DiStG). This legislation imposes a 5% tax on 
online advertising services provided for consid-
eration within Austria, but only for corporations 
surpassing defined turnover thresholds from 
such services.

9.14	 Taxation	of	Offshore	IP
Austria has not yet introduced any provisions 
dealing with the taxation of offshore IP.
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1. Types of Business Entities, 
Their Residence and Basic Tax 
Treatment
1.1 Corporate Structures and Tax 
Treatment
Most businesses in Belgium adopt a corporate 
form, not only for tax reasons but also, and 
often primarily, for the benefit of limited liability. 
The most commonly used Belgian corporations 
offering limited liability are the closely held com-
pany (bv in Dutch; sp in French) and the limited 
liability company on shares (nv in Dutch; sa in 
French). Businesses not incorporated in the form 
of a limited liability company are either sole pro-
prietorships or contractual arrangements offer-
ing no separate legal personality and no limited 
liability. These are all tax transparent, whereas 
corporations – even those that do not have lim-
ited liability – are taxed as such under the Cor-
porate Income Tax (CIT) rules, which are part of 
the Income Tax Code of 1992 (ITC92).

1.2 Transparent Entities
Civil partnerships are often utilised to structure 
family assets (such as shareholdings, art col-
lections and real estate), with a view to parents 
keeping control while all or part of the value is 
transferred to the next generation(s), and also in 
the construction industry to form a consortium 
to execute a large construction project.

European Economic Interest Groupings (EEIGs) 
are utilised to structure the supporting and/or 
ancillary activities (for the benefit) of two or more 
taxpayers of several EU member states. If an 
EEIG is established in Belgium, it should not cre-
ate a permanent establishment in Belgium for 
the non-Belgian participants.

1.3 Determining Residence of 
Incorporated Businesses
Corporations are tax resident in Belgium if either 
or both of the following is located in Belgium:

• the place of effective management; or
• the principal place of business of the corpo-

ration.

Transparent entities are not subject to corpora-
tion tax, so the determination of their tax resi-
dence is not relevant. For civil law purposes, 
Belgian law will apply if the entity is governed 
by the relevant Belgian laws, provided the Bel-
gian conflict-of-law rules do not make any other 
jurisdiction competent in terms of governing law.

1.4 Tax Rates
Corporate taxpayers are taxed at the rate of 25%. 
Small and medium-sized enterprises (SMEs) are 
taxed at a rate of 20% on the first EUR100,000 
of net taxable income (subject to certain condi-
tions). Individuals are subject to a progressive 
scale of Personal Income Tax on the net income 
of their business: a first tranche of progressively 
taxable income is taxed at 0%, the next tranche 
at 25%, and so on. As soon as the total income 
that is taxable at the progressive rates exceeds 
approximately EUR48,320 (per annum), the top 
rate of 50% kicks in. Personal income tax rates 
are subject to a municipal surcharge of, typically, 
5–10%, increasing the aggregate top rates to 
approximately 52.5–55%.

2. Key General Features of the Tax 
Regime Applicable to Incorporated 
Businesses
2.1	 Calculation	for	Taxable	Profits
The accounting profits are the basis for deter-
mining the taxable income of a corporation. 
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On the one hand, there is an exhaustive list of 
non-deductible items, which are added back to 
the accounting profits (most fines, most local 
taxes, the CIT itself, the non-deductible part of 
automobile costs, etc). A number of tax-exempt 
items are added to the retained earnings meas-
ured on the first day of the taxable year, so that 
the increase of retained earnings diminishes (or 
the decrease grows) (eg, tax-exempt capital 
gains on shares that qualify for the participation 
exemption).

Finally, a number of specific tax attributes and 
tax incentives are deducted, such as dividends 
that are deductible by virtue of the participation 
exemption, net profits of permanent establish-
ments that are exempt in Belgium by virtue of 
bilateral tax treaties, etc. Corporate taxpayers 
are taxed on an accruals basis.

2.2 Special Incentives for Technology 
Investments
The Innovation Income Deduction is a beneficial 
regime to encourage investment in technology, 
which allows a deduction of 85% of qualifying 
innovation income determined in accordance 
with the OECD’s nexus rules.

On wages for qualifying scientific workers, 80% 
of the statutory amount of Wage Withholding Tax 
does not need to be transferred to the tax collec-
tor, substantially reducing the “cost to company” 
for employing such workers.

2.3 Other Special Incentives
Belgium has an attractive tax regime for the 
financing of audiovisual and certain other crea-
tive works, allowing corporate investors in such 
projects to deduct their investments from their 
taxable income, up to certain thresholds. Bel-
gium also has an EU-proof tonnage tax regime 
in place for the shipping industry. For the dia-

mond industry, Belgium applies a so-called carat 
tax that offers a relatively low – to some extent 
notional – tax base for diamond traders. Group 
finance (or treasury) centres enjoy a beneficial 
regime for computing the 5:1 thin capitalisation 
interest limitation (by netting interest owed or 
paid against interest earned or received).

2.4 Basic Rules on Loss Relief
Belgium allows Net Operating Losses (NOLs) to 
be carried forward with no time limits (no carry 
back). However, certain tax deductions go into 
a basket, including NOLs carried forward from 
previous tax years, and current-year profits over 
EUR1 million can be reduced by no more than 
70% (limited to the amount of the basket), lead-
ing to a minimum taxable income of 30% on 
income over EUR1 million. With the exception 
of capital losses on shares, capital losses are 
deductible from current income, as capital gains 
are taxable as ordinary income (again, with the 
exception of capital gains on qualifying shares), 
although the taxation of capital gains on fixed 
assets can be deferred, under strict conditions.

2.5 Imposed Limits on Deduction of 
Interest
Interest on non-mortgage loans with no fixed 
term – other than those paid to affiliated com-
panies under a framework agreement for cen-
tralised treasury management within a group 
– is limited to the monetary financial institution 
interest rate published by the National Bank of 
Belgium (for loans up to EUR1 million with a vari-
able rate and an initial interest rate up to one 
year provided to non-financial corporations), 
raised by 2.5%. All other kinds of interest must 
meet the arm’s length standard in order to be 
fully deductible. Any excessively high interest is 
not tax-deductible.
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Then there is a 5:1 thin capitalisation rule, where-
by interest paid or owed, directly or indirectly, 
to related parties and/or lenders based in tax 
havens is deductible only to the extent that the 
tainted loans do not exceed five times the tax-
payer’s equity.

Finally, an interest limitation rule that is compliant 
with the Anti-Tax Avoidance Directive (ATAD) has 
been transposed into Belgian national law, limit-
ing the deduction of the “exceeding borrowing 
cost” (which is the positive difference between 
(i) all interest and other costs being economically 
equivalent to interest that are considered as a 
business expense, and (ii) any interest and other 
financial income being economically equivalent 
to interest that is included in the profits of the 
tax year and not exempt from tax in Belgium by 
virtue of a tax treaty) to either EUR3 million or 
30% of the taxpayer’s Belgian earnings before 
interest, taxes, depreciation and amortisation 
(EBITDA), whichever is higher.

2.6 Basic Rules on Consolidated Tax 
Grouping
Under the so-called group contribution regime, 
corporate taxpayers that are 90% or more 
directly related (parent and subsidiary; sisters 
of the same common parent company) will be 
allowed to form a group, and a profitable mem-
ber of the group will be allowed to transfer a por-
tion of its profits to a loss-making member of the 
group, which will then remain effectively untaxed 
due to compensation with losses by the recipi-
ent entity. The entity transferring such profits 
will be required to pay the recipient company an 
amount in lieu of the CIT that it would have paid 
in the absence of the group contribution; this 
payment is not tax-deductible for the payer and 
not taxable for the recipient. This compensation 
has to be actually paid and cannot be booked 
as a debt. More specific details are explained in 

a circular letter, providing more certainty on mat-
ters such as the treatment of the compensation 
with foreign losses.

2.7 Capital Gains Taxation
In principle, capital gains are taxed as ordinary 
profits, with certain exceptions.

The first exception is capital gains on qualify-
ing shareholdings (as part of the participation 
exemption regime), which are 100% tax-exempt 
if the shareholding represents at least 10% of the 
share capital of the underlying company or has 
an (historic) acquisition value of at least EUR2.5 
million, and has been maintained for an uninter-
rupted period of at least one year immediately 
preceding the disposal.

The second exception is that capital gains on 
tangible fixed assets can be deferred, provided 
that the assets were on the taxpayer’s balance 
sheet and have been depreciated for at least five 
consecutive taxable periods, and that the entire 
proceeds of the disposal – not only the capital 
gain – are invested into qualifying depreciable 
assets in Belgium or an EEA member state within 
three (or five) years following the realisation of 
the gain. The qualifying capital gain is not (imme-
diately) taxed but is deducted from the tax base 
of the assets in which the proceeds of the dis-
posal are reinvested. Depreciations will then only 
be allowed on this reduced tax base, resulting 
in the taxation of the temporarily exempt capital 
gain over time, as the newly invested assets are 
depreciated. This temporary exemption regime 
is usually referred to as “rollover”.

2.8 Other Taxes Payable by an 
Incorporated Business
Belgium applies the EU VAT system. A peculi-
arity is that, at the option of the lessor and the 
lessee, new buildings can be leased by VAT tax-
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payers to VAT taxpayers under the VAT regime, 
which was previously not possible. As a result, 
the lessor can deduct the input VAT paid on the 
development and construction of the building. 
This option can be of interest whenever the les-
see or tenant is a VAT taxpayer with a full or 
substantial right to deduct input VAT – ie, most 
regular commercial and industrial businesses 
other than financial institutions, insurance com-
panies and investment funds.

Other transactional taxes are mostly “regional-
ised” and may differ depending on the region 
where the transaction is situated (Flanders, 
Brussels Capital Region or Wallonia). For exam-
ple, the sale of real estate triggers a real estate 
transfer tax of 12% in Flanders and 12.5% in 
Brussels and Wallonia.

The trading (but not the issuance) of shares and 
bonds and the like is subject to stamp taxes 
(with a relatively moderate cap per transaction).

Finally, regional and local taxes are due on a 
variety of business activities, and are some-
times burdensome. For example, many cities 
and municipalities impose a local tax on hotel 
rooms, engines, equipment and machinery, etc.

2.9 Incorporated Businesses and 
Notable Taxes
There are several other taxes that may be due, 
depending on the business operated by corpo-
rations (or unincorporated businesses) and the 
region where they are operating. For example, 
businesses selling certain goods packed in plas-
tic or other packaging material (aluminium cans, 
etc) must pay “recycling tax”. Logistical opera-
tors may be subject to a special tax on trucks 
driving through one of the Belgian regions. In the 
wake of the financial crisis of 2008, banks are 
subject to a so-called bank tax. The operation 

of an “old” nuclear power plant is also subject 
to “nuclear tax”.

3. Division of Tax Base Between 
Corporations and Non-Corporate 
Businesses
3.1 Closely Held Local Businesses
Because of the high marginal tax rates in the 
personal income tax system (over 50% on any 
aggregated income in excess of approximately 
EUR48,320 per year), inter alia, most businesses 
opt for incorporation, taking advantage of the 
lower CIT rates of 25% and 20% for the first 
tranche of EUR100,000 of taxable profits for 
SMEs.

3.2 Individual Rates and Corporate Rates
The distribution of profits in the form of dividends 
triggers a dividend withholding tax of 30% (a 
lower rate may be available under certain condi-
tions), which is the final tax for a Belgian resident 
individual shareholder.

3.3 Accumulating Earnings for 
Investment Purposes
In essence, the most significant rule that would 
discourage the accumulation of earnings in a 
corporation (instead of distributing earnings in 
the form of wages/salaries or dividends) is the 
fact that capital gains on investment assets are 
taxable in the hands of corporate taxpayers, 
whereas capital gains on privately held invest-
ment assets (shares and other securities, real 
estate, etc) are normally tax-exempt in the hands 
of private individual taxpayers.

3.4 Sales of Shares by Individuals in 
Closely Held Corporations
Dividends, including liquidation gains, are taxed 
at 30%. If the distributing company is estab-
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lished in Belgium, this 30% will be levied in the 
form of a dividend withholding tax, which is 
the final tax for the individual shareholder. For 
dividends stemming from non-Belgian shares, 
either the Belgian financial intermediary will levy 
the 30% withholding tax, or the taxpayer will be 
required to declare the dividend income in their 
personal income tax return and pay a flat rate of 
30% on this income.

Under certain conditions, a reduced rate of with-
holding or personal income tax may be available.

Capital gains on shares are normally tax-exempt 
in the hands of private individuals. Exceptions 
may apply – for example, if the taxpayer, togeth-
er with their close family, owned more than 25% 
of the share capital in a Belgian company at any 
time during the five-year period immediately 
preceding the sale, and the shares are sold to 
a corporate buyer outside the EEA, the capital 
gains tax rate would be 16.5%. Also, so-called 
speculative gains are taxable (at a flat 33% rate) 
if the individual shareholder has bought and sold 
the shares in a speculative way (short holding 
period, borrowed funds to buy the shares, etc).

In 2019, the Belgian Constitutional Court 
quashed the so-called securities account tax, 
and a new securities account tax of 0.15% on 
securities accounts held by individual taxpay-
ers was introduced in early 2021. The tax is due 
on securities accounts with an average value in 
excess of EUR1 million.

3.5 Sales of Shares by Individuals in 
Publicly Traded Corporations
Please see 3.4 Sales of Shares by Individuals 
in Closely Held Corporations.

4. Key Features of Taxation of 
Inbound Investments

4.1 Withholding Taxes
The general withholding tax rate is 30%. Lower 
rates and even exemptions are available – for 
example, for dividends paid to qualifying parent 
companies established in countries with which 
Belgium has a bilateral tax treaty in force or for 
interest paid to so-called financial holding com-
panies. Subject to certain conditions, a 15% or 
20% rate applies to dividends paid by SMEs and 
related to shares issued in remuneration for a 
contribution in cash that took place after 1 July 
2013.

SMEs can also opt to create a so-called liqui-
dation reserve that gives rise to an extra 10% 
corporate income tax due from the company, 
with no additional withholding tax due from the 
shareholder upon the liquidation of the com-
pany. Dividends paid out of this liquidation 
reserve prior to the liquidation of the company 
give rise to a 20% withholding tax if the distri-
bution occurs within the five years following the 
creation of the liquidation reserve, and 5% if the 
distribution occurs after five years. A 15% rate 
applies to dividends paid by certain real estate 
investment companies.

Belgian federal tax authorities draw attention to 
corporate groups, where the top holding com-
pany serves as a cash-pooling company – ie, 
the lender vis-à-vis the entire group. This is a 
common practice for construction/promotion 
companies, for example.

4.2 Primary Tax Treaty Countries
Foreign investors in Belgian stock sometimes 
make use of (interposed) holding companies 
in Luxembourg or Hong Kong, among other 
locations, because a zero rate of Belgian with-
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holding tax is available, and dividends leaving 
Luxembourg and Hong Kong are exempt from 
withholding tax, either by default or subject to 
further planning. The Belgian tax authorities will 
scrutinise these structures and refuse the zero 
rate in any case of clear treaty shopping.

For interest-bearing instruments, the Nether-
lands and Luxembourg are sometimes used for 
the same reasons, but also with the same caveat 
for treaty shopping.

4.3 Use of Treaty Country Entities by 
Non-Treaty Country Residents
The Belgian tax authorities will scrutinise these 
structures and refuse the zero rate in any case 
of clear treaty shopping. In several advance tax 
rulings, the Ruling Commission has listed a num-
ber of criteria to test the reality and substance 
of interposed companies in jurisdictions such as 
Luxembourg.

4.4 Transfer Pricing Issues
Belgium will pay special attention to all signifi-
cant internal dealings, such as the purchase 
and sale of raw materials and semi-finished or 
finished goods by related parties, but also to 
interest rates on intercompany loans and other 
financial arrangements and services provided by 
or to Belgian corporate taxpayers to or by non-
Belgian related parties or parties (even unrelated) 
that are subject to no or low effective taxation.

4.5 Related-Party Limited Risk 
Distribution Arrangements
In the past, limited risk distribution arrangements 
(eg, commissionaire structures) were commonly 
used and not aggressively scrutinised by the 
Belgian tax authorities, but this is rapidly chang-
ing, especially since Belgium decided in 2017 to 
opt in to the Multilateral Convention to Imple-
ment Tax Treaty Related Measures to Prevent 

Base Erosion and Profit Shifting (MLI) provision 
on commissionaire structures (Article 12). Prac-
titioners generally advise taxpayers to apply for 
an advance tax ruling from the Ruling Commis-
sion in order to prevent any dispute with the tax 
auditors afterwards.

4.6 Comparing Local Transfer Pricing 
Rules and/or Enforcement and OECD 
Standards
Belgium has adopted a somewhat far-reaching 
version of the country-by-country reporting 
standard (BEPS Action 13), inter alia, by impos-
ing CbC reporting for financial years starting 
on or after 1 January 2016. Other than this, 
the OECD standards are by and large adopted. 
Country-by-country reporting will also be impor-
tant in rolling out the measures under Pillar Two. 
For more information, please see 9.2 Govern-
ment Attitudes.

4.7 International Transfer Pricing 
Disputes
Compared to previous years, the Belgian fed-
eral tax authorities seem to have adopted a 
different approach of late. For example, more 
importance is placed on personalised question-
naires rather than standardised questionnaires. 
Whereas audits previously usually focused on a 
single entity, today’s audits more often focus on 
several (or even all) Belgian group entities.

Statistics on this are regularly published by the 
OECD. The latest data pertains to 2023 and 
reveals that 59 mutual agreement procedures 
(MAPs) on transfer pricing out of a total of 78 
(equal to 76%) were closed in 2023 with an 
agreement that fully eliminates double taxation 
or fully resolves taxation that is not in accord-
ance with a tax treaty.
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These instruments were promoted by the Bel-
gian federal tax authority as key elements in 
dispute resolution. Therefore, the Belgian fed-
eral tax authority is continuously increasing the 
capacity of its staff specialising in this matter. 
MAPs are becoming more and more common 
but meet the following two major obstacles:

• the initiative lies with the taxpayer; and
• they involve a procedure that takes time, 

energy and money.

5. Key Features of Taxation of Non-
Local Corporations

5.1 Compensating Adjustments When 
Transfer Pricing Claims Are Settled
There is currently little or no experience in Bel-
gium of compensating adjustments in connec-
tion with transfer pricing claims; how this will 
work out in practice remains to be seen.

5.2	 Taxation	Differences	Between	Local	
Branches and Local Subsidiaries of Non-
Local Corporations
By and large, local Belgian branches are taxed 
on an equal footing with Belgian subsidiaries, 
with the only major exception being that Belgium 
does not levy any “branch profits tax” in lieu of 
the dividend withholding tax to which Belgian 
subsidiaries are subject when distributing divi-
dends to their parent companies or non-resident 
(corporate) shareholders.

5.3 Capital Gains of Non-Residents
Belgium does not impose (capital gains or other) 
tax on the sale of stock in a Belgian company by 
non-resident corporate shareholders. In excep-
tional circumstances, non-resident individual 
shareholders may be subject to Belgian capital 

gains tax on the sale of stock in Belgian compa-
nies, but not as a general rule.

5.4 Change of Control Provisions
Belgium does not have any change of control 
provisions that would apply to the disposal of an 
indirect holding in a Belgian corporation higher 
up the non-resident group or parent company. 
However, Belgium does have change of control 
provisions limiting the use of certain tax attrib-
utes – especially NOLs – by the Belgian corpo-
ration itself upon the occurrence of a change of 
control, unless such change of control is moti-
vated by bona fide financial or economic rea-
sons.

5.5 Formulas Used to Determine Income 
of	Foreign-Owned	Local	Affiliates
Minimum taxable profit formulas are used for 
non-resident taxpayers operating in Belgium 
through a branch only if:

• no tax return is filed;
• the tax return is filed late; or
• the book-keeping is not in accordance with 

normal business practices.

A comparison will then be made with at least 
three comparable taxpayers, and an absolute 
minimum of EUR47,800 of taxable profit per year 
will be applied.

5.6 Deductions for Payments by Local 
Affiliates
Belgium does not have specific standards for 
determining the deduction for payments by local 
companies for management and administrative 
expenses incurred by non-local affiliates. Any 
reasonable formula can be used (based on sales, 
staff or any other reliable criteria).
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5.7 Constraints on Related-Party 
Borrowing
Belgium has a 5:1 thin capitalisation rule in place 
to limit the amount of deductible interest paid 
or owed by a local company – whether foreign-
owned or not – to non-local ultimate beneficiar-
ies. The interest on such loans (as well as on 
direct or indirect loans from lenders based in 
tax havens) is only deductible to the extent the 
tainted loans do not exceed five times the Bel-
gian borrower’s equity. In addition, for interest 
paid or owed directly or indirectly to tax-exempt 
or low-tax lenders, the burden of proof regard-
ing the reality of the loans and the arm’s length 
character of the interest rate is reversed; if the 
Belgian tax authorities reject the deductibility of 
such interest, it is up to the taxpayer to prove 
that the loans are real and genuine, and that the 
interest rate is at arm’s length.

The interest on loans between related parties 
whose contract was concluded after 17 June 
2016 is subject to the new interest deduction 
limitation based on EBITDA. For more informa-
tion, please see 2.5 Imposed Limits on Deduc-
tion of Interest.

6. Key Features of Taxation 
of Foreign Income of Local 
Corporations
6.1 Foreign Income of Local 
Corporations
Belgian resident corporations are taxed on 
their worldwide income, unless Belgium’s right 
to impose tax is limited by any provisions of a 
bilateral tax treaty. The rule whereby foreign-
source income that was not exempt in Belgium 
by virtue of a bilateral tax treaty was reduced to 
one quarter of the normal Belgian tax rate was 
repealed several years ago. Under specific cir-

cumstances, Belgium allows a foreign tax credit 
for dividends, interest and royalties that were 
subject to withholding tax in the source country.

6.2 Non-Deductible Local Expenses
There are no specific rules in Belgium to attrib-
ute costs or expenses to foreign income that is 
exempt from corporation tax in Belgium pursu-
ant to the application of a bilateral tax treaty 
provision. For example, interest on a loan to 
acquire foreign real estate is not non-deductible 
by default, even though the income from such 
real estate will normally be exempt in Belgium by 
virtue of the applicable tax treaty (if any).

6.3 Taxation on Dividends From Foreign 
Subsidiaries
In principle, dividends from subsidiaries (foreign 
or Belgian) are taxed in the hands of a Belgian 
corporate shareholder but, subject to several 
conditions, such dividends will be 100% deduct-
ible by virtue of the dividends-received deduc-
tion.

The main conditions for the dividends-received 
deduction to apply are that the participation 
must be at least 10% in the share capital of the 
subsidiary or must have an historic acquisition 
value of at least EUR2.5 million, and that such 
participation must have been maintained for an 
uninterrupted period of at least one year (not 
necessarily prior to the distribution of the divi-
dend). In addition, a complex subject-to-tax test 
applies to prevent dividends that have not been 
sufficiently taxed at the level of the subsidiary 
being exempt in Belgium.

6.4 Use of Intangibles by Non-Local 
Subsidiaries
Please see 2.2 Special Incentives for Technolo-
gy Investments and 9.4 Competitive Tax Policy 
Objective regarding the specific rules on taxing 
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income from intangibles developed by local cor-
porations (and that may or may not be used by 
foreign subsidiaries). Other than that, the normal 
transfer pricing rules apply, which require the for-
eign subsidiaries to pay arm’s length royalties or 
other remuneration for the use of such intangi-
bles (as long as they are owned or licensed by 
the Belgian corporation). Also, the transfer of a 
locally developed intangible to a foreign affili-
ate will be required to be made on arm’s length 
terms, and a (taxable) gain may have to be rec-
ognised and will be taxed in Belgium accord-
ingly.

6.5 Taxation of Income of Non-Local 
Subsidiaries Under Controlled Foreign 
Corporation-Type Rules
At the end of 2017, Belgium introduced CFC 
rules that are mostly in line with the EU’s ATAD, 
opting for the transactional approach. However, 
practitioners are of the view that those rules will 
rarely apply because an arm’s length attribution 
of income to Belgium will normally follow from 
the application of the transfer pricing rules.

As of assessment year 2024, Belgium applies 
an entity approach, under which certain defined 
passive income (dividends, etc) of the CFC is 
taxable in the hands of the controlling company 
unless (among other things) the CFC has suf-
ficient economic substance. In contrast to the 
previous regime, it would be much more effec-
tive in practice. For more information, please see 
9.8 Controlled Foreign Corporation Proposals.

6.6 Rules Related to the Substance of 
Non-Local	Affiliates
There are no specific rules in Belgium to deter-
mine the substance of non-local affiliates, except 
the guidelines derived from a number of advance 
tax rulings in connection with interposed (most-
ly finance) companies in Luxembourg or other 

jurisdictions where interest, dividend or royalty 
income can be taxed at a low effective rate, with 
some planning. These criteria are quite formalis-
tic (book-keeping, office space, knowledgeable 
local directors, complying with local tax and 
company laws, etc).

This does not mean that the syphoning off of 
“Belgian” profits to letterbox companies in low-
tax jurisdictions will not be challenged on the 
basis of lack of substance in such jurisdiction, 
or even on the basis that such companies are 
effectively managed in Belgium and their prof-
its are, therefore, subject to corporation tax in 
Belgium.

6.7 Taxation on Gain on the Sale of 
Shares	in	Non-Local	Affiliates
Under appropriate circumstances, Belgium 
exempts capital gains on shares in Belgian or 
non-Belgian affiliates. The conditions for this 
capital gains exemption are, by and large, the 
same as those that apply to the dividends-
received deduction. For more information, 
please see 6.3 Taxation on Dividends From 
Foreign Subsidiaries.

7. Anti-Avoidance

7.1 Overarching Anti-Avoidance 
Provisions
Belgium has a General Anti-Abuse Rule (GAAR) 
in place, under which transactions that are set 
up with the sole or predominant aim of benefit-
ting from an advantageous tax rule (a deduc-
tion, exemption, deferral, etc) or avoiding the 
application of a disadvantageous tax rule can be 
recharacterised by the tax authorities such that 
the advantageous rule is denied or the disadvan-
tageous rule takes effect. If the tax authorities 
make such assertion, the taxpayer has the right 
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to demonstrate that they had substantial non-tax 
motives for entering into the transaction in the 
way it was set up.

8. Audit Cycles

8.1 Regular Routine Audit Cycle
In principle, Belgian corporate taxpayers are 
audited every other year. In most instances, 
corporate tax and VAT audits will be conducted 
simultaneously. There is expected to be a major 
focus on taxpayers in an international environ-
ment in 2025. Data mining-based audits will play 
a prominent role here; for larger taxpayers espe-
cially, data mining will be used to seek “suspi-
cious” elements that would warrant a more thor-
ough audit.

There is a special audit team that focuses on 
transfer pricing, which can identify potential tar-
gets on its own (with the help of data mining) or 
it can be informed by the local tax inspectorate 
if the latter believes that a taxpayer may have 
substantial transfer pricing issues. If there is a 
suspicion of fraud or aggressive tax abuse, the 
Special Investigation Service may start its own 
investigation, independent from the local tax 
inspectorate.

In addition to audits based on data mining, so-
called joint audits with other member states are 
also being used more frequently. Going forward, 
it can be assumed that the use of this technique 
will continue to increase.

9. BEPS

9.1 Recommended Changes
The following BEPS recommended changes 
have already been implemented:

• Action 2 (anti-hybrid rule and anti-abuse 
rules);

• Action 3 (CFC regulation);
• Action 4 (financing cost surplus);
• Action 5 (innovation income deduction + 

common reporting standard);
• Action 6 (prevention of tax treaty abuse, 

implemented in Belgium through the MLI);
• Action 7 (definition of “permanent establish-

ment”)
• Actions 8–10 (transfer pricing);
• Action 12 (mandatory disclosure of aggres-

sive tax planning schemes);
• Action 13 (master file and local file reporting);
• Action 14 (participation in the mutual agree-

ment procedure); and
• Action 15 (the MLI).

9.2 Government Attitudes
The Belgian coalition government is generally in 
favour of BEPS – and the EU version of BEPS, 
ATAD I and ATAD II – and is seeking to com-
ply with it without much “gold plating”. Belgium 
wants to stay competitive in order to attract 
inward investments from the most significant 
trading partners, such as the USA, Japan, Can-
ada, Germany, France, etc.

Belgium implemented the European Directive 
on ensuring a global minimum level of taxation 
for multinational groups at the end of 2023. This 
fits within the framework of the OECD’s Pillar 
Two initiative and has been applicable since 1 
January 2024. In essence, the objective is that a 
qualifying multinational or “substantial domestic 
group” will pay at least 15% corporate tax on 
its “excess profits” in each jurisdiction in which 
it operates.

9.3	 Profile	of	International	Tax
Since the publication of LuxLeaks, the Pana-
ma Papers and similar reports, public interest 
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in international tax has grown substantially, 
which certainly increases pressure on the pre-
sent coalition government to close a number 
of international loopholes (with BEPS-compli-
ant anti-hybrid measures, the introduction of a 
BEPS-compliant interest limitation rule, etc).

9.4 Competitive Tax Policy Objective
The Belgian legislature has already transposed 
the BEPS and ATAD measures without much 
“gold plating”, to create a level playing field with 
other jurisdictions that offer similar non-tax ben-
efits to potential or existing inward investors. A 
good example is the transformation of the Patent 
Income Deduction into the Innovation Income 
Deduction, which includes the nexus rule 
imposed by BEPS but widens the scope com-
pared to the former regime and covers, inter alia, 
copyright-protected software (under the former 
regime, only income from patents was eligible 
for the beneficial regime, which entailed an 80% 
exemption of qualifying gross income, whereas 
the new regime exempts 85% of qualifying net 
income).

Also, the headline CIT rate has been reduced to 
25%, in order to be competitive with jurisdic-
tions such as the Netherlands and Luxembourg, 
which often compete for the same inward invest-
ments as Belgium.

In addition, Belgium has an interesting tax 
regime in place for employing highly qualified 
researchers working in the R&D industry in Bel-
gium by allowing the employer to keep 80% of 
the wage withholding tax that must normally 
be transferred to the Revenue Service for itself, 
thereby substantially reducing the gross cost of 
employing such workers. Only 20% of the nor-
mal wage withholding tax has to be effectively 
transferred to the Revenue Service, while the 

employees are entitled to credit 100% against 
their personal income tax liability.

Yet another strong feature of Belgium’s interna-
tional tax system is the participation exemption, 
which now exempts 100% of qualifying divi-
dends (up from 95%) and capital gains deriving 
from qualifying participations in other Belgian or 
non-Belgian companies.

Last but not least, a well-functioning Ruling 
Commission allows for reliable advance tax rul-
ings on all kinds of anticipated investments and 
other transactions (including unilateral and multi-
lateral transfer pricing issues), creating advance 
legal certainty in areas of law where there would 
otherwise be a relatively high degree of uncer-
tainty and “litigation risk”.

9.5 Features of the Competitive Tax 
System
The most vulnerable feature of the Belgian 
(international) tax regime that remained after the 
transposition of BEPS and ATAD I and II was 
the so-called Expat Regime, which essentially 
provided for an attractive income tax regime for 
highly qualified workers temporarily seconded 
to Belgium. A new tax regime for inbound tax-
payers and researchers came into force on 1 
January 2022. The benefits of both favourable 
regimes lie in the exempted reimbursement of 
certain expenses, recurring additional costs and 
specific reimbursements, in addition to the sal-
ary. Under the new regime, expats will no longer 
be able to invoke the automatic granting of a 
non-resident tax status in Belgium, thereby elim-
inating the situation of tax statelessness.
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9.6 Proposals for Dealing With Hybrid 
Instruments
Belgium has already implemented rules to deal 
with hybrid instruments, defining what is to be 
understood by the term “hybrid mismatch”.

Tax rules targeting hybrid mismatches cover the 
following, inter alia.

• Hybrid mismatch arrangements – profits of 
an EU-based establishment that are realised 
through such an arrangement and that are not 
considered taxable in the permanent estab-
lishment’s jurisdiction will be taxable at the 
level of the Belgian head office.

• Hybrid entities – such entity incorporated 
or established in Belgium will be consid-
ered to be a taxable entity in Belgium if one 
or more associated non-resident entities is 
established in one or more jurisdictions that 
consider the Belgian entity to be taxable. The 
hybrid entity’s income will be taxed in Bel-
gium to the extent that it is not already taxed 
under the laws of Belgium or any other juris-
diction. This rule does not apply to collective 
investment vehicles.

• Hybrid mismatch payments – such payments 
are considered a non-deductible expense for 
the Belgian payer if the receipt thereof does 
not give rise to a corresponding inclusion at 
the level of the non-Belgian recipient.

While these new rules are very technical and 
complex, they would seem to be compliant 
with BEPS and ATAD, without too much over-
kill, although it remains to be seen how these 
highly technical rules will pan out in practice. On 
22 October 2024, a circular letter was published 
regarding the rules transposed into Belgian law 
from the European directives aimed at combat-
ting tax avoidance practices through hybrid mis-
matches.

9.7 Territorial Tax Regime
Belgium does not have a territorial tax regime. 
A Belgian resident company is liable to CIT on 
its worldwide profits and income, while a non-
resident company is taxed in Belgium on its 
Belgian-source income only.

9.8 Controlled Foreign Corporation 
Proposals
Although Belgium has a worldwide tax system 
rather than a territorial one, it introduced com-
prehensive CFC rules at the end of 2017, which 
are mostly in line with the EU ATAD. Under the 
new Belgian CFC rules (as of assessment year 
2024), there is an entity approach under which 
certain defined passive income (dividends, etc) 
of the CFC is taxable in the hands of the control-
ling company unless (among other things) the 
CFC has sufficient economic substance. On 13 
December 2024, a circular letter was published 
to clarify the amended CFC rules.

Said CFC rules stay defective in two significant 
ways:

• practitioners are of the view that the rules will 
rarely apply because an arm’s length attribu-
tion of income to Belgium will normally follow 
from the application of the transfer pricing 
rules; and

• the above CFC rules may create situations of 
effective double taxation of the same income 
with different companies of the group, despite 
the specific measure to avoid double taxa-
tion.

Neither the EU ATAD nor the Belgian implemen-
tation thereof determines how double taxation is 
prevented if Belgium and another member state 
simultaneously apply their respective CFC leg-
islation.



BeLGIUM  Law aNd PraCTiCE
Contributed by: Frank De Langhe and Evert Moonen, De Langhe Attorneys 

41 CHAMBERS.COM

Multiple arguments can be made against the 
introduction of a sweeper CFC rule into Belgian 
law. For example, it seems at least unfair to tax 
the income of a foreign subsidiary with adequate 
substance just because it is a resident of a tax 
haven. In this respect, it must be noted that the 
Belgian rule excludes the income of the CFC to 
the extent that it is realised through its own sig-
nificant people functions.

9.9 Anti-Avoidance Rules
In practice, it remains to be seen whether the 
double taxation convention limitation of benefit 
or anti-avoidance rules will have an impact in 
Belgium. In April 2018, Belgium’s highest tax 
court (the Court of Cassation) ruled that income 
earned by a Belgian-resident sportsman from 
activities performed in the Netherlands remains 
tax exempt in Belgium (by virtue of Article 17 of 
the 2001 bilateral treaty between Belgium and 
the Netherlands), although the same income had 
not effectively been taxed in the Netherlands, 
and notwithstanding the “subject-to-tax” clause 
in the 2001 treaty. The inclusion of the subject-
to-tax provision in Article 23(1) was seen as 
an anti-abuse provision, which should prevent 
double non-taxation. Please note that the same 
Court of Cassation ruled again on 6 September 
2024 that such income (this time originating from 
a pension) must be exempted in Belgium, even 
if it was not effectively taxed in the Netherlands.

9.10 Transfer Pricing Changes
The Revenue Service has increased its atten-
tion on transactions whereby IP assets are trans-
ferred out of the country. In a notorious case, the 
Special Investigation Team of the Belgian Rev-
enue Service challenged the transfer of a pat-
ent application to a non-Belgian related entity 
as “sham”. The case was decided in favour of 
the taxpayer by the Tribunal of First Instance, 
but the Revenue Service has appealed the case. 

The Court of Appeal later ruled again in favour 
of the taxpayer, stating that the transfer of the 
patent application had a real substance, rather 
than being “sham”.

9.11 Transparency and Country-by-
Country Reporting
Most Belgian practitioners are not opposed to 
transparency or CbC reporting, with the follow-
ing stipulations:

• administrative formalities and red tape should 
be kept within reasonable proportions;

• the additional revenue that is expected to be 
generated by such systems should lead to a 
reduction of the headline (corporate) income 
tax rates and/or the paying off of Belgium’s 
public debt (which currently exceeds 100% of 
the country’s GDP), rather than the creation of 
additional government spending; and

• when taxpayers comply with transparency 
and CbC reporting rules for several years in 
a row, they should earn “compliant taxpayer” 
label and enjoy less cumbersome and time-
consuming tax audits in return.

9.12 Taxation of Digital Economy 
Businesses
No statutory changes have yet been made, but 
Belgium supports the OECD’s initiatives to con-
sider certain “light” forms of presence in the 
country as a permanent establishment to which 
profit has to be allocated (and taxed).

9.13 Digital Taxation
The Belgian coalition government is in favour 
of a multilateral approach toward digital taxa-
tion, preferably in co-operation with the OECD 
or EU. In the so-called Statement on a Two-Pillar 
Solution to Address the Tax Challenges Arising 
from the Digitalisation of the Economy, some 
countries, including Belgium, decided that the 
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withdrawal of already existing national digital tax 
regimes in countries that had already individu-
ally introduced a national digital tax will be co-
ordinated. The European Commission was due 
to propose a directive on a tax for digital services 
during mid-2021. Although the rollout of a digital 
taxation remains high on the European agenda, 
this proposal is still on hold.

9.14	 Taxation	of	Offshore	IP
Belgium has not yet introduced any provisions 
dealing with the taxation of offshore intellectual 
property. 
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Belgium Reinforces its Arsenal Against 
Foreign Low-Taxed Entities… and Risks 
Further Frustrating EU Freedom of Movement
Introduction
Disregarding entities for tax purposes when they 
benefit from foreign low-taxed regimes is the lat-
est trend in the Belgian set of rules to fight tax 
evasion.

A bill of 22 December 2023 illustrates this ten-
dency perfectly. It introduces amendments 
to two existing measures which will sensibly 
change Belgium’s approach to look-through 
taxation:

• the bill reinforces Belgium’s so-called con-
trolled foreign company regime (CFC) which 
allows the tax authorities to disregard foreign 
entities controlled by Belgian companies by 
taxing their passive income directly to the 
Belgian controlling entity as if it were its own; 
and

• the bill also makes considerable changes to 
the Belgian so-called “Cayman Tax” which 
applies to natural persons who reside in Bel-
gium and hold interest in a low-taxed foreign 
entity.

If the CFC regime is a well-known anti-abuse 
provision that Belgian law incorporated under 
EU pressure when it transposed the ATAD Direc-
tive, the Cayman Tax is a Belgian invention which 
aims to make ineffective the holding, by natural 
persons, of private assets through “offshore” 
entities which are little to not taxed (referred to 
as “floating estates”).

This tax was introduced in the Belgian income 
tax Code by a law of 10 August 2015 and has 
since undergone several changes, the last of 
which came with the aforementioned bill which 
entered into force on 1 January 2024.

This bill was intended to amend the Cayman Tax 
in areas identified as lacking to reach its pur-
pose. In practice, however, this translates into a 
system which reaches far beyond this purpose 
and could entail material breaches of EU Law. 
Belgian resident shareholders of entities which 
were never intended to avoid taxes are likely to 
be impacted.

The Cayman tax in a nutshell
Entities that qualify as legal structures
Entities that fall under the purview of the Cay-
man tax are referred to as “legal structures”. The 
Cayman Tax knows three categories of legal 
structures:

• Category 1: trusts;
• Category 2: low- or non-taxed entities with 

legal personality; and
• Category 3: an entity of category 1 or 2 com-

bined with an insurance contract.

The present contribution will concentrate on 
category 2 structures (companies and associa-
tions).

Entities that are established in a non-EEA state 
qualify as a low or non-taxed entities of category 
2 when they undergo taxation in their state of 
residence at a level lower than 15% of a taxable 
base determined under Belgian law. This rate is 
lowered to 1% when the entity is established in 
the EEA.

Belgium based companies and associations, 
by definition, exceed these minima and will 
therefore never qualify as legal structures. Enti-
ties based outside of Belgium may very well fall 
under its purview, if only because of country dif-
ferences in the calculation of taxable bases.
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A common example of these differences is the 
implementation of the participation exemption 
in the different EU member states, with cer-
tain States requiring companies to meet lower 
thresholds to benefit from the regime than 
those applicable in Belgium. The Soparfi can be 
a striking example of such a situation if, for a 
given year, its sole income is tax exempt divi-
dends distributed by its daughter company in 
which it holds a participation which meets the 
Luxembourg minimum of EUR1.2 million but not 
the Belgian minimum of EUR2.5 million

Other differences could lead to the same result, 
such as the difference in rules regarding disal-
lowed expenses or abnormal or gratuitous ben-
efits.

Accordingly, Belgian residents who hold shares 
in foreign companies should in theory assess 
every year whether these can be considered 
“reasonably taxed” under the Cayman Tax. In 
practice, this assessment is not always carried 
out, especially for companies which carry out an 
economic activity as these are excluded from the 
Cayman Tax’s effects.

Look-through taxation
Legal structures are treated as transparent for 
fiscal purposes: their income is taxed to their 
Belgian resident founder – in the meaning pro-
vided for in the law – as if it were their own (ie, 
no conversion of the income’s nature).

Excluded from the look-through regime are enti-
ties:

• established in a state which exchanges infor-
mation with Belgium;

• that exercise an economic activity (except 
management of their founders’ assets); and

• that have premises, staff and equipment at 
their disposal.

This exception is referred to as the substance-
based exception.

The applicability of the look-through regime ver-
sus a double tax treaty (DTT) remains uncertain. 
An entity qualifying as “person” and “resident” 
under the DTT could argue for its application, 
avoiding transparent taxation – one reason tax-
payers do not systematically conduct the annual 
Cayman Tax assessment. While one taxpayer 
reached an agreement with the tax authorities 
on this issue, their official position, published in 
late 2024, contradicts that agreement.

Taxation of distributions as dividends
Any and all distributions made by legal struc-
tures are taxable as dividends. The legal struc-
ture, considered non-existent when it receives 
income, therefore regains a fiscal reality when it 
makes distributions.

To prevent double taxation of the same income 
(first upon receipt and then upon distribution), 
the Cayman Tax provides that income which has 
already been taxed transparently in Belgium is 
exempt from taxes when it is distributed. The 
oldest income is presumed to be distributed first 
to ensure that an entity’s accumulated reserves 
prior to becoming a legal structure are used up 
first (the “first in, first out” or “fifo” rule).

Distributions made by entities with sufficient 
substance do not fall under the aforementioned 
rule.

Other implications
Other consequences arise when an entity quali-
fies as a legal structure.
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The existence of the legal structure has to be 
mentioned by the relevant tax payer in their tax 
return. Not doing so could lead to a EUR6,250 
fine, applicable per tax year and per legal struc-
ture.

When the tax payer’s return mentions/should 
mention the existence of a legal structure, 
the statute of limitations to tax an incorrect or 
incomplete filing is automatically extended to 
ten years.

The Cayman tax: unpredictable, penalising 
and contrary to EU freedom of movement
The Cayman Tax’s unpredictable application to 
foreign category 2 entities, especially holding 
companies which cannot claim the substance-
based exclusion, is an ongoing issue. A reason-
ably-taxed foreign holding structure could, from 
one year to the next, qualify as a legal structure, 
or not, simply because of country differences 
in calculation of taxable bases. Applied to EU-
based companies and associations, this unpre-
dictable scope of application has raised serious 
questions of conformity with EU laws and the 
four principles of freedom of movement: per-
sons, capital, goods and services.

One would have hoped the new bill of 22 
December 2023 would have resolved the issue. 
In pursuit of strengthening the Cayman Tax, the 
Belgian legislator seems to have lost sight of the 
tax’s objective, extending the existing issue of 
predictability and – in some situations – penalis-
ing the use of legal structures with no legitimate 
reason. This can be illustrated by the following 
amendments.

The existing issue of predictability
If the European case law allows for restrictions 
to the freedom of movement, these must be 
based on a legitimate objective and be propor-

tionate to that objective. One aspect of a provi-
sion’s proportionality is its legal certainty: is it 
clear, precise and predictable with regard to its 
effects, in particular where it may have unfavour-
able consequences for individuals and undertak-
ings? When a rule of law is unpredictable, it is 
not proportionate to the legitimate objective it 
pursues as it risks targeting situations that are 
outside that objective.

The European Court of Justice confirmed the 
application of these principles to tax provisions 
seeking to prevent tax evasion/avoidance. The 
Court confirmed a tax provision is unpredict-
able and therefore never proportionate to its 
legitimate anti-tax avoidance objective when its 
scope of application is not circumscribed with 
sufficient precision at the outset and its applica-
tion remains a matter of uncertainty.

The Cayman Tax’s uncertain application to EU 
based holding companies from year-to-year 
raises a real question of compliance with these 
principles and can have important implications 
in practice. Take for instance the situation of a 
holding company which from one year to the 
next qualifies as a legal structure. Its income 
and its distributions will qualify as taxable divi-
dends. If it no longer qualifies as such when it 
distributes the income taxed transparently, the 
Belgian resident shareholder will never be able 
to mitigate double taxation: they cannot claim 
the exemption on the basis of the past transpar-
ent taxation as it only applies to legal structures. 
In such a situation, the Cayman Tax’s unpredict-
able application leads to double taxation of the 
same income.

A new imperfect look-through regime
One of the major changes to the Cayman Tax 
pertains to the aforementioned exemption of 
distributions when the distributed income has 
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already been taxed transparently in Belgium. 
Starting 1 January 2024, the exemption of dis-
tributions will only apply to income which, when 
it was taxed transparently in Belgium, has effec-
tively led to payment of taxes in Belgium.

Prior to this change, effective taxation was not 
required, as long as the income had undergone 
its normal tax regime in Belgium. This meant a 
30% flat tax rate for interest and dividends and 
an income tax exemption for most capital gains 
on shares. The look-through regime was “per-
fect” in the sense that it acted as if the legal 
structure did not exist.

Moving forward, all distributions of dividends 
and interest will be exempt but distributions of 
tax exempt capital gains will qualify as a taxable 
dividend. The entire Cayman Tax’s logic is turned 
on its head: rather than treating income placed in 
low or non-taxed foreign entities as if they didn’t 
exist, they are now treated more harshly.

An illustration of the harsh nature of this rule can 
be found in its combination with the new pre-
sumption applicable to dedicated UCIs. From 
1 January 2024 onwards, foreign UCIs are pre-
sumed to constitute legal structures when they 
are “not collective” or “dedicated”. Other UCIs 
are excluded from the Cayman Tax’s scope of 
application provided they meet the requirements 
of the UCITS directive 2009/65/CE or their man-
ager meets the requirements of the AIFM direc-
tive 2011/61/UE.

A UCI is dedicated when more than 50% of its 
shares are held by a single person or by several 
persons linked to each other. A person is con-
sidered linked:

• to relatives to the fourth degree;
• spouses;

• legal cohabitants;
• individuals domiciled at the same address; 

and
• individuals or entities that exercise control 

over another entity (eg, majority of voting 
rights).

Except if proven otherwise, a UCI is presumed to 
be dedicated when its manager receives instruc-
tions from the UCI’s shareholders or when no 
independent asset manager has been appoint-
ed.

The legislator did not want the fiscal advan-
tages generally granted to UCIs to be misused 
for purposes that are not linked to promoting 
and facilitating investment, say by families who 
might be tempted to make use of these types of 
structures and their fiscal advantages to retain 
their assets.

If the perfect look-through regime could reach 
that objective, the new imperfect regime goes 
far beyond. All capital gains on shares realised 
by foreign dedicated UCIs are from now on tax-
able – if not upon receipt, upon distribution. This 
includes capital gains realised and reserved 
before 1 January 2024 and distributed after.

But why should investing via a foreign dedicated 
UCI be more heavily taxed? The dedicated UCI 
does not facilitate avoidance of taxes on capi-
tal gains – there would have been none had the 
assets been held directly. Rather than counter-
act tax avoidance, the Cayman Tax now penal-
ises, with no legitimate reason, the use of foreign 
structures such as foreign dedicated UCIs.

The use of dedicated UCIs is generally justi-
fied by a family’s wish to professionalise their 
investment taking into account their shareholder 
structure (only members of the same family) and 
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investment type (not limited to listed transferable 
securities).

Belgium does not offer the legislative frame-
work to reach these families’ objective: Belgian 
investment vehicles either don’t allow the share-
holder structure to be exclusively composed of 
members of the same family (the Belgian pri-
vate Pricaf) or, when they do, their investment 
category is exclusively limited to real estate (the 
Belgian FIIS). In the absence of a Belgian solu-
tion, families have looked elsewhere for a legisla-
tive framework which matches their needs. The 
Luxembourg RAIF is one such example.

There are many other reasons a Belgian resident 
tax payer may have opted for a foreign struc-
ture at a given time. For instance, expatriates 
might hold shares in foreign holding companies 
according to a set up that is perfectly common 
in their home country but could qualify as legal 
structures under the Cayman Tax.

These tax payers made a choice at a given time 
which suited their personal needs and situation. 
If a perfect look-through regime can be justified 
to some extent, there is no legitimate reason an 
additional tax burden should now be imposed on 
them. When the foreign dedicated UCI or hold-
ing company is a EU-based entity, this is a clear 
violation of EU freedom of movement.

The newly adopted government agreement 
reveals a plan to introduce a 10% tax on capital 
gains, set to take effect in 2026, with a general 
exemption for:

• all gains below EUR10,000;
• all gains accrued before the measure’s entry 

into force; and
• participations exceeding 10%.

A key question is how this tax will interact with 
the Cayman tax and whether it will resolve capi-
tal gains taxation upon distribution. In principle, 
taxed gains should be eligible for tax-free distri-
bution, but this may not apply universally – for 
instance to gains accrued before the law, cre-
ating an evidentiary challenge in distinguishing 
pre- and post-reform gains.

The new notion of intermediary structure
Starting 1 January 2024, the notion of intermedi-
ary structure is introduced in the Cayman Tax. 
This is, according to the legislator, to prevent 
avoidance of the Cayman Tax through the addi-
tion of a reasonably taxed entity between the 
Belgian resident founder and the legal structure.

Accordingly, a company, regardless of where it 
is located and whether or not it is itself a legal 
structure, is considered an intermediary struc-
ture when there is a legal structure at any level 
further down the chain of ownership. The inter-
mediary structure will itself not be subject to 
the Cayman Tax, however, its existence will not 
prevent the fiscal transparency and taxation of 
distributions of any and all entities further down 
the chain of ownership which qualify as legal 
structures.

Again, this is inconsistent with the Cayman Tax’s 
objective. When a company does not fall with-
in the scope of the Cayman Tax, it is precisely 
because it is reasonably taxed and, therefore, 
the income it would receive from a daughter enti-
ty will be taxable to it, as the parent company, 
and, when it distributes the income to its own 
shareholders, the income will again be taxable 
to these shareholders. There is no taxation void 
which needs to be filled with the introduction of 
this new notion of intermediary structure.
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With EU-based companies, any risk of tax eva-
sion or avoidance is further covered by the CFC 
regime and the mother-daughter regime exclu-
sion that applies to non-genuine entities. Thank-
fully, to prevent dual application of transparency 
regimes, an exclusion is provided for when the 
entity is already taxable transparently to its par-
ent company under the Belgian CFC regulations.

No valid reason explains why this exception 
only applies when the intermediary structure 
is a company subject to Belgian income taxes. 
The CFC regime, derived from an EU directive, 
is transposed across member states, meaning a 
CFC held by a parent in another member state 
should also qualify for exclusion. Any other con-
clusion violates EU freedom of movement prin-
ciples.

The new notion of intermediary structure intro-
duces a new look-through layer of taxation: the 
daughter company’s income is taxable trans-
parently to the Belgian resident founder as if it 
were their own, even if their share in said entity is 
held through another, reasonably taxed, entity. In 
addition to exceeding the Cayman Tax’s objec-
tive, this new notion is likely to be highly penalis-
ing for Belgian income tax residents.

Not only will they be exposed to a risk any entity 
in a group could randomly fall under the Cay-
man Tax (issue of legal certainty), when an entity 
does qualify as a legal structure, its income will 
be taxable to the Belgian shareholder and that 
shareholder will be faced with the practical issue 
of mitigating the double taxation he suffers from 
this new and unforeseen look-through taxation.

In theory, mitigation is achieved by allowing the 
transparently taxed income to flow up the chain 
of ownership to be distributed to shareholders 
tax free. In practice however, for shareholders, 

this entails having full knowledge of the chain of 
ownership as well as having access to all of the 
data which will allow them to know whether an 
underlying entity is a legal structure or not, what 
income it receives, and what it distributes to its 
parent company.

When asked about this issue, the Finance 
Minister confirmed publicly listed companies 
and (non-dedicated) UCIs would never consti-
tute intermediary structures as it is impossible 
for their shareholders to obtain the necessary 
information. Confirmation cannot be found in the 
text itself but is included in the bill’s preparatory 
works.

For unlisted companies, on the other hand, 
shareholders – even those with a minority share-
holding – are considered able to gather all the 
necessary data. In our opinion, this conclusion 
is presumptuous and, if they can’t obtain it, they 
won’t be able to mitigate the new look-through 
taxation. What of a group with a listed entity fur-
ther down the chain of ownership for instance?

Even if the information can be obtained, there is 
also the additional issue of shared jurisdiction 
to levy taxes on dividends distributed by foreign 
intermediary structures: if the Belgian taxes 
on the dividend can be mitigated, what about 
the foreign withholding tax (widely allowed at a 
reduced rate by DTTs)? Will the applicable DTT 
offer a solution? It is highly doubtful: how could 
these international treaties foresee a situation 
which was created after their adoption?

As for the absence of a grandfathering clause, 
it creates yet another predictability issue. All 
legal structures which, until now, have not been 
taxed transparently (because they were held 
through an intermediary structure) will see their 
distributions taxed as dividends, at least until 



BeLGIUM  TrENdS aNd dEvELOPmENTS
Contributed by: Jérôme Terfve, Sabrina Scarnà, Pauline Maufort and Ella Harnett, Tetra Law

51 CHAMBERS.COM

the reserves they have accumulated prior to 
qualifying as legal structures have been entirely 
drained (fifo).

Exit tax
As part of the Cayman Tax’s measures to prevent 
tax payers from avoiding its application and to 
encourage the repatriation of assets to Belgium, 
the new law introduces two cases in which an 
exit tax is due.

All of a structure’s “accumulated profits” is 
“deemed to have been distributed” to its founder 
when:

• the economic rights, shares or assets of the 
legal structure are transferred to another 
legal structure or entity or are transferred to 
another state (other than Belgium); and

• the legal structure’s founder transfers their fis-
cal residence to another state.

A fictional dividend is therefore deemed distrib-
uted which means, in the absence of a grand-
fathering clause, that all accumulated reserves 
will be taxable as dividends, even when they 
were constituted before the founder became a 
resident of Belgium and even if, at that time, the 
entity was not a legal structure.

The text does not provide for any possibility to 
exclude the application of the exit tax by proving 
the transfer does not occur for tax purposes. The 
text also does not provide for the possibility to 
take into account a situation “upon entrance”.

For instance, what of the situation of the share-
holder of a Luxembourg Soparfi who intends to 

move to another state? If the move occurs in a 
year when the Soparfi qualifies as a legal struc-
ture, all of its undistributed profits would qualify 
as a taxable dividend, irrespective of the fact 
that it might not have qualified as a legal struc-
ture in the years prior to the move or that the 
move is not driven by any fiscal motives. When 
the transfer occurs within the EU, this is in our 
opinion another clear violation of EU freedom of 
movement.

This is a major issue for Belgium. Any person 
who moves to Belgium for professional or per-
sonal reasons for a couple of years before mov-
ing elsewhere could fall under this rule if they are 
the founder of – directly or through an intermedi-
ary structure – an entity that qualifies as a legal 
structure.

Fortunately, the liquidation fiction does not apply 
when the exceptions to transparent taxation are 
met, in particular the exception applicable to 
foreign entities with sufficient substance. The 
notion of intermediary structure however com-
plicates things: it is not sufficient to prove the 
company the Belgian resident holds shares in 
has sufficient substance, all further entities have 
to meet this requirement to also benefit from the 
exclusion.

***

With these newly adopted amendments, the 
Cayman tax is not only unpredictable in its appli-
cation, it is disproportionate to its purpose. It is 
expected that the Cayman tax’s numerous EU 
law violations will be addressed by the compe-
tent courts.
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tax advice and litigation strategies.
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1. Types of Business Entities, 
Their Residence and Basic Tax 
Treatment
1.1 Corporate Structures and Tax 
Treatment
Businesses generally adopt a corporate form 
in order to perform their economic activities in 
Brazil. The main corporate forms used by busi-
nesses are corporations (sociedade anônima) 
and limited liability companies (limitada).

Sociedade Anônima
As a rule, a sociedade anônima must have at 
least two shareholders, which can be individuals 
or legal entities, residents or non-residents. How-
ever, the Brazilian Corporations Law establishes 
that exceptionally a sociedade anônima can be 
(i) incorporated as a wholly owned subsidiary, 
by public deed, as long as the sole shareholder 
of the corporation is a Brazilian company; or (ii) 
converted into a wholly-owned subsidiary as a 
consequence of the acquisition of its shares by 
a Brazilian company or merger of its shares into 
a Brazilian company.

There is no minimum capital requirement, and 
the liability of shareholders is limited to the price 
of the shares subscribed or acquired by them.

A sociedade anônima can be publicly held, if the 
securities issued are admitted for trade in capital 
markets, or closely-held, if the securities issued 
are not admitted for trade in capital markets.

Limitada
There is no minimum number of partners required 
to incorporate a limitada. As such, it is possible 
to incorporate a limitada with only one partner 
(limitada unipessoal).

There is also no minimum capital requirement 
and the liability of the quotaholders is limited to 
the amount of their respective quotas, but all 
quotaholders are jointly liable for the paying up 
any unpaid portion of the quota capital.

Limitadas cannot be publicly held.

Brazilian legislation also allows foreign compa-
nies to incorporate branches in Brazil and estab-
lishes that such a branch shall be treated as a 
Brazilian legal entity for tax purposes. The tax 
deductibility of expenses not associated with the 
activities of the branch in Brazil is accordingly 
restricted.

The establishment of a foreign company’s 
branch depends on a special permit granted by 
the federal government of Brazil and any amend-
ment to the company by-laws or its articles of 
association requires the approval of the federal 
government in order to be valid in Brazil. In view 
of this, it is not common for foreign companies 
to incorporate branches in Brazil.

1.2 Transparent Entities
The most commonly used transparent entities 
in Brazil are consortiums and investment funds.

Consortium
Commonly used to explore public concessions, 
a consortium is an association set up by two or 
more companies for a predetermined amount of 
time to carry out a specific project or undertak-
ing.

The member companies of a consortium are 
liable for their obligations as established in the 
consortium agreement, which must be regis-
tered in the Commercial Registry. As a rule, there 
is no joint responsibility between the member 
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companies of a consortium, unless required in 
specific legislation.

Revenues, costs and expenses registered by 
the consortium shall be shared according to the 
provisions of the consortium agreement and 
the member companies must include such rev-
enues, costs and expenses in their own results, 
according to their percentage of ownership in 
the consortium.

Investment Funds
As transparent entities, the income generated 
by investment funds is taxed at the level of the 
investors, and the fund manager is liable for 
withholding the income tax due.

The taxation of the investors in investment funds 
will vary according to the type of fund, the area 
of investment and the length of the investment 
(ie, long-term or short-term).

1.3 Determining Residence of 
Incorporated Businesses
In order to determine the residence of a legal 
entity for tax purposes, Brazilian tax legislation 
takes into consideration only the place of incor-
poration of the legal entity, meaning that any 
kind of legal entity that is incorporated in Brazil 
will be considered as a Brazilian resident and 
taxed as such, regardless of its place of effective 
management.

1.4 Tax Rates
Businesses in Brazil, even if they are owned 
directly by individuals, are subject to corpo-
rate income tax (IRPJ) at a 15% rate. A sur-
charge of 10% is applicable for taxable income 
exceeding BRL240,000 per year (approximately 
USD40,000).

In addition to the IRPJ, a social contribution on 
net profit (CSLL) is also due by Brazilian com-
panies at a 9% rate, except for financial entities, 
which are currently subject to 15% or 20% rates, 
depending on the financial activity performed.

In the context of the implementation of Pillar 2 
rules in Brazil, an additional contribution to the 
CSLL has been created, in force as of 2025, to 
meet the requirements of a Qualified Domestic 
Top-up Tax (QDMTT). Although still referred to as 
CSLL, the characteristics of the additional CSLL 
are quite different from the ordinary CSLL.

In line with Pillar 2 rules, the additional CSLL may 
be due by companies that are part of a multina-
tional group and that have generated annual rev-
enues of EUR750,000,000.00 or more, reflected 
in the consolidated financial statements of the 
Ultimate Parent Entity (UPE) in at least two of 
the four fiscal years immediately preceding the 
year under analysis.

2. Key General Features of the Tax 
Regime Applicable to Incorporated 
Businesses
2.1	 Calculation	for	Taxable	Profits
Brazil legal entities may be subject to the calcu-
lation of IRPJ and CSLL based on the following 
two main regimes: actual profit or deemed profit.

Actual	Profit	System
Under the actual profit system, the taxable 
income corresponds to the accounting profit 
accrued by the company adjusted in accord-
ance with the additions and exclusions set forth 
by tax legislation, minus the offsetting of accu-
mulated tax losses from previous years (limited 
to 30% of the adjusted profit). The main tax 
adjustments are:
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• permanent additions – eg, non-deductible 
expenses, profits earned abroad and losses 
resulting from the equity pick-up method of 
accounting;

• permanent deductions – eg, profits resulting 
from the equity pick-up method of account-
ing, interest on net equity and tax benefits;

• temporary additions – eg, provisions; and
• temporary deductions – eg, differences in 

depreciation between tax and accounting 
criteria

Deemed	Profit	System
The deemed profit system may apply to com-
panies with yearly revenues of up to BRL78 mil-
lion (approximately USD13 million) or companies 
that are not mandatorily subject to the actual 
profit system. Under the deemed profit regime, 
the taxable basis corresponds to deemed per-
centages of the gross revenues of the compa-
ny (such percentages vary from 1.6% to 32% 
depending on the activities of the company) plus 
other taxable revenues, without any deductions 
for costs and expenses or tax losses carried for-
ward. Accrual or cash basis may apply.

2.2 Special Incentives for Technology 
Investments
Lei do Bem
A special incentive for technological innovation 
(the lei do bem) is applicable to legal entities that 
carry out research on new products and manu-
facturing processes, and improvements in qual-
ity, productivity and competitiveness of existing 
products and manufacturing processes. This 
technological innovation incentive provides for 
the following benefits.

IRPJ and CSLL benefits:

• deduction of expenses related to technologi-
cal innovation R&D;

• additional exclusion from the IRPJ and CSLL 
taxable basis of percentages varying from 
60% to 100% of the expenses related to 
technological innovation R&D (conditions 
must be met);

• full depreciation in the year of acquisition of 
new assets used in technological innovation 
R&D; and

• accelerated amortisation of costs with the 
acquisition of intangibles linked to the tech-
nology innovation R&D.

Other benefits:

• 0% withholding tax on payments or credits to 
non-residents for the registration and mainte-
nance of trade marks, patents, and cultivars 
abroad;

• 50% reduction of the excise tax (IPI) levied on 
the purchase of assets destined for techno-
logical R&D; and

• government subvention of up to 60% of the 
value of the remuneration of researchers 
holding master’s or PhD degrees.

Companies in the automotive sector that invest 
in R&D or in the production of technology in the 
country may benefit from financial credits cor-
responding to 50% of the amounts disbursed 
with these R&D investments, limited to 5% of the 
total gross revenue from the sale of goods and 
services in the second calendar month prior to 
the month in which the credit is calculated. Such 
financial credits will be granted in the form of 
CSLL credits that may be offset against federal 
taxes due by the companies or be refunded in 
cash.

2.3 Other Special Incentives
Brazilian tax legislation provides for IRPJ incen-
tives in order to promote the development of 
certain regions’ economic sectors.
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Incentives for Regional Development
Companies in the North and Northeast of Bra-
zil may benefit from a 75% IRPJ reduction if 
their activities are considered as a priority (such 
activities are defined by Presidential Decrees). 
In general terms, taxpayers may benefit from 
this reduction for a ten-year period provided 
they apply and have their projects approved 
before 31 December 2028. The benefit shall be 
approved by the Brazilian Federal Revenue Ser-
vice based on a prior technical analysis of the 
regional Superintendencies (SUDAM/SUDENE).

The IRPJ reduction only applies to profits direct-
ly related to certain encouraged economic activi-
ties (eg, infrastructure related to energy, telecom-
munications, transportation, pipeline installation, 
gas production, water supply, and sanitation ser-
vices projects; tourism; manufacturing industry 
in several areas including machinery and equip-
ment, food and beverages, and pharmaceuti-
cals; electro-electronic, mechatronics, informa-
tion technology, and biotechnology; and the 
component industry).

Oil and Gas Sector Incentives
Companies that act in the oil and gas sector 
in Brazil may fully deduct from the IRPJ and 
CSLL taxable basis expenses and depreciation/
exhaustion charges related to the exploitation of 
oil and gas. In some situations, an exemption of 
withholding income tax may apply.

Agricultural Sector Incentives
Companies that act in the agricultural sector in 
Brazil are allowed to fully offset their tax losses 
carried forward, without the need to comply with 
the 30% limitation mentioned in 2.4 Basic Rules 
on Loss Relief, as well as to benefit from accel-
erated depreciation of goods acquired for use in 
agricultural activities for IRPJ/CSLL purposes.

Incentives for the Modernisation of 
Equipment
In order to encourage the modernisation of 
machinery and equipment used by Brazilian 
companies in their production processes, a 
new incentive was created in 2024 allowing the 
option for accelerated depreciation quotas for 
new goods destined for the fixed assets of com-
panies in specific economic sectors.

Companies in the economic sectors in question 
will be able to consider depreciation of:

• up to 50% of the value of the asset in the 
year in which the asset is installed or put into 
service or in a condition to produce; or

• up to 50% of the value of the asset in the 
year following that in which the asset is 
installed or put into service or in a position to 
produce.

The sectors and machinery and equipment that 
can benefit are defined by administrative regula-
tions.

2.4 Basic Rules on Loss Relief
Under the actual profit regime, tax losses can be 
carried forward without any statute of limitations, 
provided that the offsetting does not exceed 
30% of the taxable basis of any given period. 
No carry-back is allowed.

Non-operating tax losses may be offset only 
against non-operating profits.

A restriction to the offsetting of tax losses is 
imposed where there is a change (i) of control, 
and (ii) in the business activities pursued by a 
Brazilian company. Accordingly, a company can-
not offset its tax losses if, from the date of the 
accrual of such losses to the date of their off-
setting, a change in the control of the company 
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and in the company’s business activities has 
occurred concurrently.

In the case of a spin-off, the company forfeits tax 
losses proportionally to the value of the spun-off 
part of its net worth. In the case of a merger, the 
merged company’s tax losses cannot be offset 
against the profits of the surviving company.

2.5 Imposed Limits on Deduction of 
Interest
The general rule for the deduction of interest 
paid by local corporations is that the interest 
paid will only be considered deductible for tax 
purposes if it can be demonstrated that the loan 
to which the interest is related was necessary to 
the maintenance of the company’s activity.

In addition to the general rule, the deduction of 
interest derived from loans with related parties 
and/or parties resident in tax havens or subject 
to privileged tax regimes, are subject to compli-
ance with thin capitalisation and transfer pricing 
rules.

Regarding the thin capitalisation rules:

• if the creditor is a related party, the total debt 
amount shall not exceed twice the value of 
the equity stake held by the related party in 
the Brazilian company’s net worth;

• if there is more than one creditor that is a 
related party, the total debt amount shall not 
exceed twice the value of the equity stake of 
all the related parties abroad in the Brazilian 
company’s net worth; or

• if the creditor (related party or not) is located 
in a tax haven or subject to a privileged 
tax regime, the total debt amount shall not 
exceed 30% of the Brazilian company’s net 
worth.

Regarding the transfer pricing rules, as of 2024, 
the interest rate of the loan must comply with the 
arm’s length principle.

2.6 Basic Rules on Consolidated Tax 
Grouping
Consolidated group taxation is not applicable in 
Brazil and, as a rule, group companies are not 
allowed to utilise separate company losses.

Exceptionally, there are some tax settlement 
programmes provided by the federal govern-
ment that allow companies to offset tax losses 
accrued by group companies against federal 
taxes due.

2.7 Capital Gains Taxation
The capital gains accrued by a Brazilian com-
pany will be included in the IRPJ/CSLL taxable 
base, subject to general rates described in 1.4 
Tax Rates.

2.8 Other Taxes Payable by an 
Incorporated Business
VAT on Sales and Services (ICMS)
VAT is a state tax levied on the imports of goods, 
the domestic circulation of goods, inter-munic-
ipal or interstate transport services, and com-
munication services.

Generally ICMS rates are:

• 17% to 21% (rates vary depending on the 
goods) on imports and circulation of goods 
within the same state;

• 17% to 21% on communication services;
• 12% on transportation services;
• 4% on interstate transactions involv-

ing imported goods that do not undergo a 
manufacturing process after their customs 
clearance or involving goods submitted to 
manufacturing if that manufacturing results in 
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a final product more than 40% of the value of 
which is in its imported content;

• 7% on shipments from taxpayers based in 
the South/Southeast to taxpayers based in 
the North/ Northeast/Central West and the 
state of Espírito Santo; and

• 12% on other interstate transactions.

Tax on Services (ISS)
ISS is a municipal tax on services levied on the 
import and the domestic rendering of services 
listed in a Federal Supplementary Law. The ISS 
minimum and maximum rates are, respectively, 
2% and 5%. The ISS rates vary in accordance 
with the service provided and the municipality 
competent to charge the tax.

IPI
IPI is a federal tax charged on the domestic 
shipment of goods from a manufacturing entity 
(or from an entity that the IPI legislation quali-
fies as a manufacturing entity even if there is 
no direct manufacturing, such as entities that 
import products for resale in Brazil), or on the 
import of goods (upon customs clearance of 
manufactured products). IPI rates vary accord-
ing to the nature of the good (pharmaceutical 
products, for instance, are subject to zero rates 
as they are considered essential, whereas luxury 
or superfluous articles can be taxed at rates of 
up to 300%) and its classification under the IPI 
Table of Rates. IPI rates generally range from 
3.25% to 19.5%.

PIS and COFINS are also due upon import of 
goods (rates of 2.1% and 9.65% respectively) 
and services (rates of 1.65% and 7.6% respec-
tively).

Social Security Contributions on Revenues 
(PIS/COFINS)
PIS and COFINS are federal social security 
contributions levied on revenues earned by 
legal entities. Exceptions apply (eg, dividends 
and revenues derived from exports of goods or 
services). As a rule, PIS and COFINS rates are 
1.65% and 7.6% respectively, if the company 
is subject to the non-cumulative system, and 
0.65% and 3% respectively, if the company is 
subject to the cumulative system.

Customs Duty (II)
The customs duty (II) is a federal tax due on Bra-
zilian importers levied on imports of goods and 
charged for the clearance of such goods from 
customs. Applicable rates vary per imported 
item and may range from 0% to 35%. II is not 
a VAT.

Consumption Tax Reform (IBS, CBS and 
Selective Tax)
In December 2023, the Brazilian Federal Con-
stitution was amended to implement consump-
tion tax reform, aiming to simplify indirect taxes 
in Brazil. The main change provided by this 
amendment is the replacement of the ISS and 
ICMS with the Tax on Goods and Services (IBS), 
and the PIS/COFINS with the Contributions on 
Goods and Services (CBS). It is intended the 
CBS and IBS will work as a dual VAT, providing 
simplification, with unified laws, and aligning the 
Brazilian tax system with international practice.

Further, the current IPI will be eliminated (except 
for some products that have an equal product 
manufactured in the Manaus Free Trade Zone), 
and a new Selective Tax will be created to apply 
to transactions (domestic and imports) with 
goods and services that are harmful to the envi-
ronment or health.
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The amendment also establishes a transition 
period of ten years in which the ISS, ICMS, 
PIS/COFINS and IPI will coexist with the IBS 
and CBS until they are eliminated in 2033. PIS, 
COFINS and IPI (for most products) are intended 
to be phased out as of 2027, and ICMS and ISS 
rates will be gradually reduced while IBS and 
CBS rates gradually increase.

Supplementary Law 214/2025 created IBS, 
CBS and the new Selective Tax, and provided 
for detailed regulation on such taxes. Applicable 
IBS, CBS and Selective Tax rates still depend on 
further regulation.

2.9 Incorporated Businesses and 
Notable Taxes
Tax on Financial Transactions (IOF)
A tax is levied on credit transactions at a 
0.0041% daily rate plus a 0.38% surcharge, and 
on exchange transactions generally at a rate of 
0.38% and insurance transactions at rates vary-
ing from 0% to 7.38%, as well as on securities 
at variable rates.

Urban Property Tax (IPTU)
A municipal tax is levied annually on the own-
ership or possession of any real estate located 
in urban areas. The rates vary according to the 
municipality. In the city of São Paulo, the rates 
range from 1% to 1.5% with discounts or addi-
tions granted based on the market value and use 
of the relevant property.

Tax on Vehicle Ownership (IPVA)
A state tax is levied annually on the ownership 
of land, water and air motor vehicles. The appli-
cable rate may vary according to each state. In 
São Paulo, the tax rate varies from 1.5% to 4%.

Tax on Real Estate and Related Rights 
Transfer (ITBI)
A municipal tax is levied on inter vivos and remu-
nerated transfers of ownership or in rem rights 
over real estate. The applicable rate may vary 
according to the municipality. In the city of São 
Paulo, the general rate is 3%.

Social Security Contributions
Social security contributions due by companies 
are generally composed of a fixed rate of 20%, 
which is supplemented by rates generally vary-
ing from 0.5% to 6% in the case of compen-
sation paid to employees. The contributions to 
support welfare services (which are in addition 
to social security contributions) comprise rates 
of up to 5.8% over the compensation paid to 
employees.

3. Division of Tax Base Between 
Corporations and Non-Corporate 
Businesses
3.1 Closely Held Local Businesses
Closely held local businesses usually operates 
in corporate form.

3.2 Individual Rates and Corporate Rates
Income earned by individual professionals is 
subject to progressive rates up to 27.5%.

In principle, the 34% corporate rate (25% IRPJ 
rate plus the 9% CSLL rate) is higher than the 
individual rate. However, if the company is sub-
ject to the deemed profit regime, there are some 
situations in which the effective corporate rate 
could be lower than the individual rate.

In view of this situation, if the Brazilian tax 
authorities understand that a company has been 
incorporated with the sole purpose of allowing 
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the individual to earn income at a lower tax 
rate with little to no substance (eg, offices and 
employees), Brazilian tax authorities may chal-
lenge the existence of the company and tax the 
income as if it had been earned by the individual.

3.3 Accumulating Earnings for 
Investment Purposes
Brazilian tax legislation does not provide for 
any taxation on the distribution of dividends. In 
view of this, Brazil does not have rules prevent-
ing closely held corporations from accumulating 
earnings for investment purposes.

3.4 Sales of Shares by Individuals in 
Closely Held Corporations
Distributions of dividends from Brazilian Com-
panies is exempt from income tax, regardless 
of the beneficiary (individual or legal entity and 
resident or non-resident).

If an individual sells it shares in a Brazilian 
closely held corporation, the positive difference 
between the sale price and the acquisition cost 
will be taxed as capital gains and therefore sub-
ject to progressive rates of 15% to 22.5%. If 
the beneficiary of the capital gain is domiciled 
in a tax haven, a 25% withholding income tax 
applies, regardless of the amount of the capital 
gain.

3.5 Sales of Shares by Individuals in 
Publicly Traded Corporations
Distributions of dividends from Brazilian com-
panies is exempt from income tax, regardless 
of the beneficiary (individual or legal entity and 
resident or non-resident).

The gain on the sale of shares by Brazilian indi-
viduals in publicly traded corporations is subject 
to taxation at a 15% rate, as a rule. However, 

gains in day trade operations are subject to a 
tax rate of 20%.

The gains on the sale of shares in publicly traded 
corporations by non-residents are, in principle, 
tax exempt. If the non-resident investor is locat-
ed in a tax haven the gains will be taxed accord-
ing to the rules applicable to investors resident 
in Brazil.

4. Key Features of Taxation of 
Inbound Investments

4.1 Withholding Taxes
Distributions of dividends from Brazilian com-
panies is exempt from income tax, regardless 
of the beneficiary (individual or legal entity and 
resident or non-resident).

In general, royalties and interest paid by Bra-
zilian residents to non-resident companies is 
subject to withholding tax at a rate of 15%. If 
the non-resident company is a resident of a tax 
haven, a higher tax rate of 25% is applicable. 
With regard to interest, certain specific cases 
involving investment funds may be subject to 
a zero rate.

Tax authorities in Brazil have shown themselves 
to be determined to collect withholding taxes 
on the import of services. Local legislation has a 
broad concept of technical services – consider-
ing any service provided through the use of spe-
cific knowledge or that involves administrative 
assistance or consultancy, irrespective of any 
transfer of technology to be technical in nature 
– and the tax authorities’ interpretation is that 
withholding tax is due regardless of the place 
where the services are provided. Tax authorities 
also seek to frame the import of services as roy-
alties for treaty purposes. Most recent treaties 
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have specific provisions for technical services 
that generally allow Brazil to charge the with-
holding tax on amounts paid by Brazilian resi-
dents.

In addition, a contribution for the intervention 
in the economic domain (CIDE) is also due at 
a 10% rate by Brazilian residents on royalties 
and compensation for technical services paid to 
non-resident companies. CIDE is borne by the 
Brazilian resident (it is not a withholding tax).

4.2 Primary Tax Treaty Countries
Considering that dividends are exempt in Brazil 
and that the double tax treaties signed by Brazil 
allow the taxation of capital gains, there is gener-
ally no reason for foreign investors to use spe-
cific tax treaty countries to make investments in 
Brazil. However, the countries with which Bra-
zil has signed a tax treaty and which have the 
highest amount of investments in Brazil are the 
Netherlands, Luxembourg and Spain.

4.3 Use of Treaty Country Entities by 
Non-Treaty Country Residents
Due to the Brazilian IRPJ/CSLL particularities 
and to the fact that dividends are exempt in 
Brazil, it is not usual for Brazilian tax authorities 
to challenge the use of treaty country entities 
by non-treaty country residents. Nevertheless, 
the most recent double tax treaties signed by 
Brazil provide for limitations on the entities that 
are entitled to the benefits of a double tax treaty.

4.4 Transfer Pricing Issues
As of 2024, when Brazilian transfer pricing rules 
were substantially changed for the purposes 
of alignment with the OECD transfer pricing 
guidelines, the biggest issue for inbound inves-
tors operating in Brazil is the adaptation of their 
transactions to the new transfer pricing rules, 
mainly in regard to uncertainty about tax treat-

ment to be given by the Brazilian tax authorities 
in relation to customs duties when the taxpayer 
performs a year-end adjustment.

Another relevant transfer pricing issue in Brazil is 
that double tax treaties signed by Brazil do not 
provide for compensating adjustments.

4.5 Related-Party Limited Risk 
Distribution Arrangements
Considering that the new Brazilian transfer pric-
ing rules, mandatorily in force as of 2024, are 
based on the arm’s length principle, it is possi-
ble that discussions on the use of such arrange-
ments will arise in the coming years.

4.6 Comparing Local Transfer Pricing 
Rules and/or Enforcement and OECD 
Standards
The Brazilian transfer pricing rules have been 
substantially revised to align with the OECD 
transfer pricing guidelines. As these only came 
into force in 2024, potential issues relates to 
difficulties in obtaining local comparables and 
timing issues with performing year-end adjust-
ments. Local legislation requires that the year-
end adjustment is made until the end of the cal-
endar year to which it refers.

4.7 International Transfer Pricing 
Disputes
Historically, the Brazilian tax authorities have 
tended to be aggressive regarding transfer pric-
ing rules, even using secret comparables.

Transfer pricing disputes are generally settled in 
administrative tax courts. Brazil does not include 
compensating adjustments in double tax treaties 
(Article 9.2 of the OECD Model Tax Convention). 
As such, double tax treaties are not used to set-
tle transfer pricing disputes.
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Although the mutual agreement procedure (MAP) 
is regulated in local legislation, this procedure is 
not yet common in Brazil.

5. Key Features of Taxation of Non-
Local Corporations

5.1 Compensating Adjustments When 
Transfer Pricing Claims Are Settled
The Brazilian transfer pricing legislation in force 
as of 2024 provides for compensating adjust-
ments when the transfer pricing adjustment is 
performed spontaneously by the taxpayer, as 
long as certain requirements are complied with. 
Compensating adjustments are not allowed 
when a transfer pricing claim is settled.

Although MAPs are provided for in local legisla-
tion, Brazil does not have significant practical 
experience with them; instead, transfer pricing 
issues have historically been resolved through 
administrative and/or judicial discussions.

5.2	 Taxation	Differences	Between	Local	
Branches and Local Subsidiaries of Non-
Local Corporations
Local branches and subsidiaries of non-local 
corporations are subject to the same tax treat-
ment.

5.3 Capital Gains of Non-Residents
Capital gains acquired by non-resident individu-
als and legal entities on the sale of stock in local 
corporations are subject to withholding tax at 
progressive rates of 15% to 22.5%. If the ben-
eficiary of the capital gain is domiciled in a tax 
haven, a withholding tax of 25% applies, regard-
less of the amount of the capital gain.

There are no rules providing for the taxation on 
the indirect sale of stock of a Brazilian company.

5.4 Change of Control Provisions
Brazilian tax legislation does not provide any 
rules for the taxation on the indirect sale of stock 
of a Brazilian company. However, if the Brazilian 
tax authorities understand that a foreign hold-
ing company was used to avoid the triggering of 
taxation on capital gains in Brazil, they could dis-
regard the holding company and consider that 
the price was paid for the acquisition of local 
company stock and thus subject to capital gain 
taxation as described in 5.3 Capital Gains of 
Non-residents. There was an attempt to include 
change of control provisions in Brazilian tax leg-
islation in the past, but it was unsuccessful.

5.5 Formulas Used to Determine Income 
of	Foreign-Owned	Local	Affiliates
Brazilian subsidiaries and branches are subject 
to same rules for determining taxable income as 
described in 2.1	Calculation	for	Taxable	Profits, 
regardless of being locally or foreign owned.

5.6 Deductions for Payments by Local 
Affiliates
As a general rule, in order for an expense to be 
deductible it is necessary to prove that such 
expense is necessary, usual and normal for the 
performance of the company’s activities/under-
takings and that it relates to services that were 
actually performed.

As for payments for management and adminis-
trative expenses incurred by a non-resident affili-
ate, since they are transactions with related par-
ties, it is also necessary to comply with transfer 
pricing rules. As such, if expenses correspond to 
back office services, they probably fall under the 
definition of low value-added intragroup services 
thus being subject to a simplified approach for 
transfer pricing (5% margin on costs).



BRAZIL  Law aNd PraCTiCE
Contributed by: Júlio de Oliveira, Stephanie Makin and Antonio Carlos Harada, Machado Associados 

66 CHAMBERS.COM

5.7 Constraints on Related-Party 
Borrowing
The constraints applicable to related-party bor-
rowing are transfer pricing and thin capitalisa-
tion rules, described in 2.5 Imposed Limits on 
Deduction of Interest.

6. Key Features of Taxation 
of Foreign Income of Local 
Corporations
6.1 Foreign Income of Local 
Corporations
Brazilian companies are taxed on their world-
wide income.

Capital gains and income earned abroad, as 
well as the profits accrued by branches, affili-
ated companies or direct and indirect controlled 
companies abroad, are included in the taxable 
basis of IRPJ/CSLL, at a general rate of 34%, 
in the year they are accrued, regardless of their 
distribution or availability to the Brazilian control-
ling company.

In order to avoid double taxation, Brazilian leg-
islation allows Brazilian companies to offset the 
income tax paid abroad with the IRPJ and CSLL 
due in Brazil, up to the limit of IRPJ and CSLL 
levied in Brazil on such income.

6.2 Non-Deductible Local Expenses
Foreign income is not exempt in Brazil, so 
there are no rules limiting the deduction of local 
expenses because of attribution to exempt for-
eign income.

6.3 Taxation on Dividends From Foreign 
Subsidiaries
Due to the fact that profits earned by foreign 
subsidiaries are included in the taxable basis of 

IRPJ/CSLL of the controlling Brazilian company 
in the year that such profits are accrued, divi-
dends paid by subsidiaries are not taxed at the 
moment of their distribution.

6.4 Use of Intangibles by Non-Local 
Subsidiaries
The licensing of an intangible developed by a 
Brazilian company to a related party abroad is 
subject to Brazilian transfer pricing rules and 
thus should be compensated according to the 
arm’s length principle. Corresponding compen-
sation or transfer pricing adjustment is subject 
to IRPJ/CSLL.

6.5 Taxation of Income of Non-Local 
Subsidiaries Under Controlled Foreign 
Corporation-Type Rules
Brazilian worldwide taxation rules tax profits 
earned by any subsidiary, affiliate or branch 
abroad. In view of this broad application of 
worldwide taxation, it is arguable that the Bra-
zilian rules could be considered as a CFC-type 
rules.

Nevertheless, Law 15.079 of December 2024 
determined that a bill of law providing for chang-
es in Brazilian worldwide taxation rules should 
be presented by the Federal Executive Branch in 
the first half of 2025, including the introduction 
of a CFC regime.

6.6 Rules Related to the Substance of 
Non-Local	Affiliates
Brazilian tax legislation does not provide for any 
rules related to substance of non-resident com-
panies. However, Brazilian courts have already 
issued decisions stating that if the non-resident 
company’s substance is not verified it could be 
disregarded for tax purposes.
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6.7 Taxation on Gain on the Sale of 
Shares	in	Non-Local	Affiliates
The capital gains are included in the IRPJ/CSLL 
taxable basis, similarly to capital gains from local 
from local investments (see 2.7 Capital Gains 
Taxation).

7. Anti-Avoidance

7.1 Overarching Anti-Avoidance 
Provisions
The Brazilian National Tax Code (CTN) provides 
for a general anti-avoidance rule stating that 
Brazilian tax authorities may disregard acts and 
transactions carried out with the sole purpose 
of masking the occurrence of the tax triggering 
event or the nature of the elements constituting 
the tax obligation. Although controversial, Bra-
zilian tax authorities tend to disregard acts and 
transactions when they identify a lack of a valid 
economic purpose.

8. Audit Cycles

8.1 Regular Routine Audit Cycle
There is no regular routine audit cycle in Brazil. 
The only requirement related to tax audits estab-
lished in Brazilian legislation is that they need to 
be concluded within the statute of limitations of 
five years.

9. BEPS

9.1 Recommended Changes
Brazil has already implemented the following 
recommended changes based on the OECD’s 
Base Erosion and Profit Shifting actions:

• action 1 – taxation on remittances related to 
digital economy;

• action 3 – implementation of CFC rules;
• action 4 – implementation of thin capitalisa-

tion rules;
• action 5 – list of tax havens and privileged tax 

regimes;
• action 6 – implementation of anti-abuse 

clauses in the recent tax treaties signed;
• actions 8–10 – alignment of the local transfer 

pricing rules with the OECD guidelines;
• action 13 – implementation of the country-by-

country report; and
• action 14 – implementation of the mutual 

agreement procedure (MAP).

9.2 Government Attitudes
As an active member of the OECD/BEPS Frame-
work, Brazil intends to implement most of the 
BEPS’ actions. However, the government has 
already stated that some of the actions will 
not be implemented (eg, MLI and disclosure of 
aggressive tax planning). Brazil is in the process 
of implementing Pillar 2, having already imple-
mented a QDMTT and an Income Inclusion Rule 
(IIR), which is expected to be proposed in the 
first half of 2025.

9.3	 Profile	of	International	Tax
International taxes have a high public profile in 
Brazil, as the country has already implemented 
CFC rules and aligned its transfer pricing rules 
with the OECD guidelines. This should have 
a positive influence on the implementation of 
BEPS recommendations.

9.4 Competitive Tax Policy Objective
The Brazilian state has shown interest in hav-
ing an internationally competitive tax policy in 
order to attract foreign investments. However, in 
recent years, the main focus of the tax adminis-
tration has been to maximise the country’s tax 
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collection. This focus is in line with most BEPS 
action plans.

9.5 Features of the Competitive Tax 
System
The Brazilian tax system is complex and pro-
vides for several different taxes and tax incen-
tives, mainly in the indirect tax area, which have 
led to long-standing disputes between taxpay-
ers and tax authorities. A tax reform aimed at 
simplifying the system, minimising the number 
of taxes, limiting different tax treatments and 
reducing tax litigation, was approved in the 
National Congress and the relevant laws and 
regulations are under strong debate. In this 
sense, Supplementary Law 214/2025 has been 
recently published to create the new taxes IBS, 
CBS and the Selective Tax, although their effects 
will still gradually begin as of 2026. At this point, 
it is still uncertain whether objectives of the con-
sumption tax reform will be met.

As the recent main focus of the administration 
has been to maximise the tax collection, some 
measures have been taken to restrict the exclu-
sion of tax incentives in the calculation of the 
IRPJ/CSLL and PIS/COFINS taxable bases.

9.6 Proposals for Dealing With Hybrid 
Instruments
Brazilian tax legislation provides for the tax 
deduction of a type of remuneration paid to 
shareholders (calculated on the net worth), 
known as interest on net equity (JCP) – there 
has been some discussion on whether this could 
be considered as a hybrid instrument. Changes 
were recently introduced to legislation aiming to 
limit the amount of this deduction.

9.7 Territorial Tax Regime
Brazil does not have a territorial tax regime.

Brazil has had rules limiting the deduction on 
interest for quite some time and this has not 
adversely affected investment.

9.8 Controlled Foreign Corporation 
Proposals
Brazil does not have a territorial tax regime.

9.9 Anti-Avoidance Rules
Considering that Brazilian tax authorities already 
adopt a substance over form approach and tend 
to disregard contracts, structures and transac-
tions where they believe there to be a strong 
case for doing so based on a lack of substance 
argument, it is not likely that the new double tax 
convention limitations will have any impact on 
inbound and outbound Brazilian investors.

9.10 Transfer Pricing Changes
In June 2023, Brazil modified its transfer pric-
ing rules for the purposes of alignment with the 
OECD transfer pricing guidelines.

Given that the transfer pricing rules in force until 
the end of 2023 were different from the OECD 
guidelines as they were based on fixed margins 
provided for in the legislation, the introduction of 
more subjective rules based on the arm’s length 
principle substantially changed the transfer pric-
ing regime in Brazil.

As the new transfer pricing rules were only 
recently implemented in Brazilian legislation 
(January 2024) and they have not been fully reg-
ulated by the tax authorities, it is not yet possible 
to determine whether the taxation of profits from 
intellectual property will be a source of contro-
versy under the new regime.
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9.11 Transparency and Country-by-
Country Reporting
Brazil has adopted a very favourable position 
on transparency in international taxation mat-
ters, being part of the information exchange 
network provided for in BEPS action 14 and hav-
ing implemented the country-by-country report 
rules.

9.12 Taxation of Digital Economy 
Businesses
Although Brazil has not implemented changes in 
the legislation regarding digital economy busi-
nesses, Brazilian tax authorities have significant-
ly changed their approach regarding the taxation 
of remittances made abroad related to the digi-
tal economy, taxing transactions that were not 
taxed before (or were subject to lower taxation).

9.13 Digital Taxation
A few proposals related to digital taxation have 
been discussed in the National Congress, but 
none of these have been successful yet. Nev-
ertheless, Brazilian tax authorities adopt an 
aggressive approach aiming to tax almost all 
digital transactions at source.

9.14	 Taxation	of	Offshore	IP
Royalty payments related to offshore intellectual 
property deployed in Brazil is subject to with-
holding tax at a general rate of 15%. Payments 
made to tax havens are subject to an increased 
rate of 25%.
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Tax Reform on Consumption (Dual VAT and 
Selective Tax)
Corporate taxation in Brazil has undergone pro-
found transformations in recent months. Fol-
lowing a constitutional reform that allowed the 
creation of a new tax regime on consumption 
(Dual VAT and Selective Tax), the country cre-
ated a new legal regime for transfer pricing rules, 
aligned with the OECD, as well as implement-
ing its Qualified Domestic Minimum Top-Up Tax 
(QDMTT) within the scope of Pillar 2.

This document aims to present the current sce-
nario of tax reform on consumption, due to the 
recent enactment of Complementary Law No 
214, of 16 January 2025, called the General Law 
of IBS, CBS and Selective Tax.

I) The constitutional bases of the reform: 
Constitutional Amendment No 132/2023
Constitutional Amendment No 132/2023 was 
approved with the aim of bringing the Brazil-
ian tax system closer to that observed in most 
developed and developing countries. Its new 
features are:

• the creation of a dual VAT – the Tax on Goods 
and Services (IBS), under shared jurisdiction 
between States and Municipalities, and the 

Contribution on Goods and Services (CBS), 
under jurisdiction of the Federal Union;

• the creation of a Selective Tax, levied on 
activities that are harmful to health or the 
environment, with a primarily extra-fiscal 
purpose;

• authorisation for some Brazilian states to 
create an unprecedented tax on primary and 
semi-finished products, mainly affecting min-
ing, agribusiness and the oil and gas sector, 
which may even be charged on exports; and

• in return, the gradual elimination of current 
taxes on consumption at all federal levels was 
foreseen by 2033: Tax on Services (munici-
pal VAT), Tax on Goods and Transport and 
Telecommunications Services (State VAT), 
Contributions on Gross Revenue and Tax on 
Industrialised Products (Federal VAT).

VAT is a non-cumulative tax levied at all stages 
of the production process, ensuring, at each 
stage, the credit corresponding to the tax paid 
in the previous stage. This characteristic of VAT 
makes it a neutral tax – the incidence of which is 
independent of the way in which production and 
circulation are organised, so that the tax paid 
by the consumer at the final stage of sale cor-
responds exactly to what was collected through-
out the entire production chain.
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For this reason, the following characteristics are 
part of the nature of a VAT: (1) broad tax base; (2) 
full appropriation of credits from previous stag-
es, leading to tax neutrality throughout a produc-
tion chain; and (3) few or no exceptions to the 
general taxation rule (tax incentives or beneficial 
sectoral treatments).

The tax will be levied at the destination, and 
its rates will be set by the entities receiving the 
goods and services. Thus, the CBS rate will be 
set by the Union, and the IBS rate will be the sum 
of the state and municipal rates, set according to 
the tax policy of each federative entity.

As a rule, tax rates should be the same for all 
goods and services. However, there are excep-
tions authorised by the constitutional text.

The hypotheses for reducing the dual VAT rate 
by 60% are as follows:

• education services;
• health services;
• medical devices;
• accessibility devices for people with disabili-

ties;
• medicines;
• basic menstrual health care products;
• urban, semi-urban and metropolitan public 

road and metro passenger transport services, 
which may also be exempt, in accordance 
with the law;

• food intended for human consumption;
• personal hygiene and cleaning products 

mostly consumed by low-income families;
• agricultural, aquaculture, fishing, forestry and 

extractive plant products in natura;
• agricultural and aquaculture inputs;
• national artistic, cultural, event, journalistic 

and audiovisual productions, sports activities 
and institutional communication; and

• goods and services related to sovereignty 
and national security, information security and 
cybersecurity.

The Constitution authorised a 30% reduction in 
dual VAT rates for the provision of intellectual, 
scientific, literary or artistic services, provided 
that they are subject to supervision by a pro-
fessional council. This is the case for lawyers, 
doctors, engineers, accountants and other inde-
pendent professionals. Likewise, it authorised a 
100% reduction, in accordance with the law, for 
the following cases: (1) vegetables, fruits and 
eggs; (2) medical and accessibility devices for 
people with disabilities; (3) medicines and basic 
menstrual health care products; (4) services pro-
vided by non-profit Scientific, Technological and 
Innovation Institutions (ICT); (5) passenger cars, 
when purchased by people with disabilities or 
by professional taxi drivers; (6) higher education 
services under the University for All Program 
(Prouni); and (7) urban rehabilitation activities in 
historic areas and critical areas for urban recov-
ery and reconversion.

Alongside dual VAT, Constitutional Amendment 
No 132/2023 authorised the Union to establish 
a tax with a markedly extra-fiscal, rather than 
revenue-raising, nature to discourage certain 
acts of consumption that would, theoretically, 
be “harmful to health and the environment”: the 
Selective Tax.

The Selective Tax will have the following char-
acteristics:

• its creation must occur by complementary 
law, and the setting of its rates may be done 
by ordinary law;

• extraction was included among the temporal 
criteria, alongside the production, marketing 
and import of goods and services;
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• operations involving electricity and telecom-
munications were immunised;

• when charged at the time of extraction, the 
tax will have a maximum rate of 1% on the 
market value of the extracted product and will 
be levied regardless of its destination;

• it will be a single-phase tax; and
• its rates may be specific, per unit of measure-

ment adopted, or ad valorem.

In this context, Dual VAT and Selective Tax were 
effectively created.

II) The General Law of IBS, CBS and Selective 
Tax: Complementary Law No 214/2025
II) i) The transition to the new tax regime
The new taxes will effectively become a reality in 
the routine of companies and individual taxpay-
ers through a transition process, which will begin 
in 2026 and culminate in 2033.

The main points of the transition are as follows.

In 2026: 

• IBS at 0.1% and CBS at 0.9%.
• Those who comply with the additional obli-

gations provided for in the legislation are 
exempt from paying IBS and CBS.

• If there is no exemption, the 1% of IBS/
CBS can be deducted from Cofins (without 
increasing the burden) and, from 2027 to 
2028, the 0.1% of IBS will be deducted from 
CBS.

• If the taxpayer does not have sufficient debts 
to make the Cofins deduction, the amount 
collected may be offset against any other 
federal tax or be reimbursed within 60 days.

In 2027:

• CBS full implemented. PIS and Cofins are 
abolished, and IPI is at a rate of 0%, except 
for industrialised products in the Manaus Free 
Trade Zone.

• Selective Tax is now charged.

From 2029 to 2032:

• ICMS and ISS are reduced by 10% per year, 
until 2033, when they will be extinguished.

• ICMS tax benefits will be maintained until 
2032 (in the ICMS/IBS ratio).

• IBS and CBS reference rates during this 
period will be set by Senate resolution.

• Individuals or legal entities entitled to gen-
erous benefits related to ICMS, due to 
the reduction in the level of these benefits 
between 1 January 2029 and 31 December 
2032, will be compensated by resources from 
the Tax or Financial-Fiscal Benefits Compen-
sation Fund.

• ICMS, ISS and IPI will be extinguished in 
2033.

• With respect to ICMS credit balance accu-
mulated in 2032, provided that they are 
approved by the States (expressly or tacitly), 
the credits may be:
(a) compensated with IBS;
(b) transferred to third parties;
(c) reimbursed by the management commit-

tee, if no compensation is possible;
(d) in the case of fixed assets, for the re-

maining term;
(e) in other cases, in 240 months; and
(f) credits will be adjusted by IPCA from 

2033.
• Cofins credits, including those presumed, not 

appropriated or not used until the termination 
of contributions, may be used to offset the 
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amount due from the CBS, provided they are 
duly registered before 2027.

The implementation of this new legislation will 
bring significant challenges and opportunities 
for companies and taxpayers, requiring careful 
analysis of the approved provisions, demanding 
strategic actions and operational adjustments to 
ensure compliance and efficiency.

II) ii) Dual VAT
II) ii) a) Incidence hypothesis
Dual VAT will have the following incidence 
hypothesis.

• Material criterion onerous transactions 
involving goods or services (any supply with 
consideration), as well as non-onerous trans-
actions involving goods or services expressly 
provided for in the Complementary Law.

• Time criterion at the time of supply or pay-
ment, even if partial, whichever occurs first, 
with supply understood as the start of trans-
portation, in the provision of transportation 
services initiated in the Country; the end of 
transportation, in the provision of transporta-
tion services initiated abroad; and the end of 
supply, in the case of other services.

• Spatial criterion 
(a) tangible movable property, the place of 

delivery or provision of the property to 
the recipient, understood, if not in per-
son, as the final destination indicated 
by the purchaser to the supplier, if the 
transportation service is the responsibility 
of the supplier (CIF), or to the third party 
responsible for the transportation, if the 
transportation service is the responsibility 
of the purchaser (FOB); 

(b) real estate, intangible movable property, 
including rights, related to real estate 
and services physically provided on real 

estate, the place where the property is 
located; 

(c) cargo transportation service, the place of 
delivery or provision of the property to the 
recipient; and

(d) other services and other intangible mov-
able property, including rights, the place 
of the recipient’s main residence - place 
registered in the registry with unique iden-
tification (CNPJ).

• Quantitative criterion 
(a) the calculation basis is the value of the 

transaction, equivalent to the full amount 
charged by the supplier for any reason, 
including amounts corresponding to 
increases resulting from adjustments 
to the value of the transaction, interest, 
fines, increases and charges, discounts 
granted under condition, transportation 
value charged as part of the value of 
the transaction, taxes and public prices, 
including tariffs, levied on the transaction 
or borne by the supplier (except IBS/CBS, 
IPI, ICMS, ISSQN, PIS and Cofins), other 
amounts charged or received as part of 
the value of the transaction, including 
insurance and fees; 

(b) sum of the rates of the federative entities 
of destination (location of the transaction/
spatial criterion), with an estimated refer-
ence rate of 28%.

• Personal criterion the passive subject is the 
supplier who carries out operations (i) in 
the development of economic activity, in a 
habitual manner, (ii) in a volume that charac-
terises economic activity, or (iii) in a profes-
sional manner, even if the profession is not 
regulated; and that are expressly provided for 
in other cases in the Complementary Law; the 
active subject is the Management Committee 
and the Union.
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• Suppliers whether resident or domiciled 
abroad, regular contributors to IBS and CBS 
and are required to register with regard to 
transactions carried out in the country.

• Platform the digital platform, even if domiciled 
abroad, is responsible for paying the IBS and 
CBS relating to material goods subject to 
international shipment whose operation was 
carried out through it.

• Recipient liability The recipient of an interna-
tional shipment is jointly and severally liable 
for the payment of the IBS and CBS relating 
to the material goods subject to the interna-
tional shipment if: (i) the supplier resident or 
domiciled abroad is not registered; or (ii) the 
taxes have not been paid by the taxpayer 
resident or domiciled abroad, even if regis-
tered, or via a digital platform.

• Purchaser the purchaser of goods or services 
who is a taxpayer of the IBS and CBS under 
the regular regime may pay the IBS and CBS 
levied on the transaction if payment to the 
supplier is made using a payment instrument 
that does not allow segregation (split pay-
ment).

• Split payment split payment will be applicable 
to all transactions, except cash or check. It 
will operate concurrently with the other pay-
ment hypotheses: compensation and pay-
ment by the taxable person (supplier). Future 
regulation may establish a transition period or 
non-obligation for certain situations. 

The calculation of Dual VAT will be centralised 
in a single establishment, on a monthly basis. A 
positive balance generates payment and a nega-
tive balance generates credit to be refunded.

II) ii) b) Compensation and reimbursement
Taxpayers who have a credit balance at the end 
of the assessment period may request full or 
partial reimbursement.

Deadlines are as follows:

• Up to 30 days, for requests from taxpayers 
included in compliance programmes devel-
oped by the IBS Management Committee and 
the RFB in relation to: 
(a) fixed assets; and
(b) reimbursement requests whose value is 

equal to or less than 150% of the average 
monthly value of the difference between 
IBS and CBS credits and debits.

• Up to 60 days, for other cases of compliance 
programs.

• Up to 180 days, in other cases.
• Up to 360 days, if a credit inspection proce-

dure is initiated.

Exports:

• Exports of goods and services abroad are 
exempt from IBS and CBS, ensuring that the 
exporter is entitled to appropriate and use 
credits relating to transactions in which he 
or she is the purchaser of goods or services, 
subject to the restrictions on credit provided 
for by law.

• In indirect exports (commercial exporters), 
IBS/CBS is suspended and converted to 
a 0% rate, provided that the commercial 
exporter is certified in the OAE Program and 
meets other legal requirements.

Non-cumulativity:

• The taxpayer subject to the regular regime 
may appropriate IBS and CBS credits when 
there is the extinction, by any of the modali-
ties provided for, of the debts related to the 
transactions in which he is a purchaser, with 
the exclusive exception of those considered 
for personal use or consumption.
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• In other words, the values of the appropriated 
credits will correspond to the amounts of IBS 
and CBS actually paid or extinguished by 
compensation in relation to the acquisitions.

• This is a controversial aspect, since the Con-
stitution did not link the right to IBS and CBS 
credit to the extinction of the previous obliga-
tion (payment in the broad sense). This may 
lead to an unconstitutionality dispute before 
courts. However, it is in the interests of most 
of the private sector to have the lowest pos-
sible rate of default, since default would imply 
a risk of nominal increases in the rates of new 
taxes. Therefore, despite the unconstitutional-
ity, it is not certain that the linking of credit to 
payment will be challenged in court.

• Transactions that are immune, exempt or 
subject to a zero rate, deferral or suspension 
will not allow the appropriation of credits by 
purchasers of goods and services.

• Immunity and exemption will result in the 
cancellation of credits relating to previous 
transactions. In the case of transactions sub-
ject to a zero rate, credits relating to previous 
transactions will be maintained.

Exceptions to non-cumulativity:

• There will be an exception to the non-cumula-
tive nature, with a prohibition on crediting, for 
goods and services considered for personal 
use and consumption. The law provides an 
exemplary list for this purpose:
(a) jewellery, precious stones and metals;
(b) works of art and antiques of historical or 

archaeological value;
(c) alcoholic beverages;
(d) tobacco derivatives;
(e) weapons and ammunition; and
(f) recreational, sporting and aesthetic goods 

and services.

• Goods and services acquired or produced by 
the taxpayer and provided free of charge or 
at a value below market value to individuals, 
including employees of the taxpayers.

• Other goods and services considered for 
personal use and consumption:
(a) residential real estate and other goods 

and services related to its acquisition and 
maintenance; and

(b) vehicle and other goods and services re-
lated to its acquisition and maintenance, 
including insurance and fuel.

• Goods and services used predominantly in 
the taxpayer’s economic activity are not con-
sidered to be for personal use or consump-
tion.

• The law also lists goods and services that are 
not considered for personal use or consump-
tion:
(a) uniforms;
(b) personal protective equipment;
(c) food and non-alcoholic beverages made 

available at the taxpayer’s establishment 
for its employees and managers during 
the working day;

(d) health services made available at the 
taxpayer’s establishment to its employees 
and managers during the working day; 
and

(e) daycare services provided at the taxpay-
er’s establishment for its employees and 
managers during working hours.

• Benefits regulated as a result of a collec-
tive bargaining agreement or convention are 
also not goods and services that are consid-
ered for personal use or consumption. This 
includes the following:
(a)  Health care plan services and provision 

of:
(i) transportation vouchers;
(ii) meal vouchers; and
(iii) food vouchers.
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(b) Educational benefits for employees and 
dependents, arising from a collective 
bargaining agreement or convention, 
including:

(i) granting of scholarships;
(ii) discounts on consideration, provided 

they are offered to all employees, 
with the possibility of differentiation 
for:

• low-income employees; and
• employees with a larger family nucleus.
• Other goods and services in accordance with 

criteria established in regulations.

II) iii) Selective tax
This tax is under the jurisdiction of the Union, 
established by complementary law, the rates of 
which will be defined in ordinary law. Its man-
agement will be the responsibility of the Brazil-
ian Federal Revenue Service and its litigation 
will be before the Administrative Council of Tax 
Appeals.

The law states that the following are harmful to 
health or the environment: vehicles; vessels and 
aircraft; smoking products; alcoholic beverages; 
sugary drinks; mineral goods and coal; gambling 
and fantasy sport.

The tax will be levied on production, extraction, 
marketing or import.

II) iii) a) Minerals
Regarding mineral goods, the following stand 
out:

• Iron ore was listed alongside oil and gas as 
the only ones subject to tax due to acts of 
extraction, with a rate limited to 0.25%.

• The incidence will occur at the time of extrac-
tion. The calculation basis will be the refer-
ence value of the extracted raw product. 

Even if the product is exported, there will be 
incidence.

• Coal was included without it having been for-
mally classified as  “mineral good”. This could 
generate controversy over the application 
of the 0.25% tax rate, restricted to mineral 
goods extracted in the country.

• The triggering event occurs at the time of 
extraction and its calculation basis will be the 
reference value of the raw extracted mineral 
asset. An act by the head of the Executive 
Branch of the Union will define the methodol-
ogy for calculating the reference value, based 
on market indexes.

If the Constitution only authorises the levy of 
tax on mineral goods at the market value of the 
extracted raw product, and if there is no specific 
market value in a given case, the only legally 
possible consequence is non-incidence.

II) iii) b) Exports
The Selective Tax, due to the Constitution, does 
not apply to exports. The version approved by 
the National Congress, reflecting constitutional 
immunity, listed in item I of Article 413 the non-
incidence of the tax on exports.

The Executive Branch chose to veto section I 
of Article 413, understanding that it would also 
apply to extracted mineral goods, in alleged 
disagreement with §6 of Article 153 of the Con-
stitution, which determines the incidence on 
mineral goods in extraction “regardless of their 
destination”.

If the intention of the Executive Branch, in veto-
ing item I of Article 413, was to determine that 
the tax would be levied on mineral exports, this 
would be a useless veto.
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Exports of these products will be economically 
burdened by the tax levied at the time of extrac-
tion, even though they will not be subject to a 
new incidence at the time of exportation itself. 
The approval of the bill was merely a change in 
the calculation basis in relation to the version 
originally approved by the House of Deputies. 
The final version determined that the market 
value of the extracted product would be the 
calculation basis, whereas the House previously 
determined that the basis would be the market 
value of the exported mineral product, the con-
sumed mineral product or the mineral product 
transferred in a non-burdensome transaction.

This normative dynamic was not affected by the 
vetoed clause, which was an expletive rule, as it 
merely reproduced a fully effective constitutional 
mandate (immunity).

However, there will certainly be litigation in this 
regard, as tax authorities are not authorised to 
charge the Selective Tax on exports of mineral 
goods.

The fact that the tax is levied at the time of 
extraction – and not at the time of export – is not 
a reason to set aside the general immunity pro-
vided for in the Constitution. The interpretation 
of constitutional immunities must be broad and 
generous, giving them maximum effectiveness. 
Allowing the levy of the tax on the extraction of 
a product that is exported implies, in practical 
terms, taxing the export, in violation of the con-
stitutional norm.

II) iv) Points of attention and tax planning
The following issues merit particular attention for 
corporate taxpayers in Brazil.

• Corporate restructuring for tax purposes:
(a) sales and services to companies in the 

same economic group will be subject to 
transfer pricing testing, which may be 
waived in future regulations; and

(b) reassessment of existing corporate and 
tax plans based on: (a) use of credits or 
flow of accumulated credits; (b) use of tax 
incentives in certain states and/or munici-
palities; (c) other tax savings hypotheses.

• Supplier selection: credit linked to payment.
• Customer and market selection: possible tax 

rate reduction with credit maintenance.
• Cautious assessment of the loss of tax 

benefits as the transition progresses (2029 to 
2032).

• Review of contracts and commercial arrange-
ments:
(a) contracts, particularly long-term con-

tracts, will need to include provisions on 
Selective Tax, IBS and CBS: pricing, joint 
liability, economic-financial rebalancing, 
etc; and

(b) reassessment of capex and opex in in-
vestment projections.

• For possible acquisitions (M&A), reassess-
ment of valuation.
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1. Types of Business Entities, 
Their Residence and Basic Tax 
Treatment
1.1 Corporate Structures and Tax 
Treatment
There are several options available when doing 
business in Canada. The choice of structure is 
generally dictated by a number of factors, based 
mainly on tax and liability considerations. The 
most used structures are:

• corporations;
• unlimited liability companies (ULCs);
• partnerships;
• joint ventures; and
• sole proprietorships.

Corporations
Businesses are generally carried on by corpora-
tions, which are legal entities with a patrimony 
distinct from their shareholders’. Such entity 
may be incorporated under the Canada Busi-
ness Corporations Act or under an equivalent 
law of a province or territory. Corporations’ pop-
ularity stems from two main factors:

• the shareholders’ liability exposure is limited 
to their investment in the corporation; and

• the corporation is taxed as a separate entity, 
generally at lower rates than individuals.

ULCs
ULCs are a form of corporation that is only avail-
able in three provinces of Canada (Alberta, Nova 
Scotia and British Columbia), and the specifici-
ties may vary between each jurisdiction. ULCs 
are distinct legal entities, but in some situations 
the shareholders’ liability is unlimited. Under 
Canadian tax laws, ULCs are considered cor-
porations and are taxed as separate entities. 
They are sometimes used where there are US 

shareholders, since ULCs may be treated as 
“disregarded entities” under US tax laws, there-
fore allowing taxation of the ULC’s income in 
the US shareholders’ hands directly for US tax 
purposes.

Partnerships
Both general partnerships and limited partner-
ships are relationships governed by provincial 
legislation between two or more persons who 
carry on a business.

In a general partnership, each partner is liable 
for the partnership’s liabilities in relation to third 
parties.

In a limited partnership, there are two kinds of 
partners:

• general partners, who are exposed to unlim-
ited liability; and

• limited partners, whose liability is limited to 
their capital investment if the limited partners 
take no part in the management or control of 
the business.

A partnership is not subject to income tax as a 
separate entity. Rather, the partnership acts as 
“flow-through” entity where the net income is 
calculated at the partnership level and allocated 
to its partners, who are liable for the taxes on 
such income.

Joint Ventures
Joint ventures share some similarities with 
partnerships but, unlike the latter where two 
or more partners conduct business together, a 
joint venture is created when two or more per-
sons wish to collaborate for a specific project. 
A joint venture is not taxed as a separate entity, 
and the liability of each partner is set out in the 
joint venture agreement. Such agreement usu-
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ally clearly states that the parties do not wish to 
form a partnership, or the joint venture could be 
considered as such.

Sole Proprietorships
Sole proprietorships are unincorporated busi-
nesses owned by a single individual. Such indi-
vidual’s liability is unlimited, and the income 
generated by the business is added to the indi-
vidual’s other income, if any, and taxed at the 
personal rates.

1.2 Transparent Entities
Partnerships are commonly used to create 
investment funds, as the potential limitation of 
liability and the absence of taxation at the entity 
level are valuable advantages to the partners.

Since the income and loss are calculated jointly 
for the parties in a joint venture, such entity is 
popular in real estate investments as the joint 
parties may personally determine the deprecia-
tion expense that will be utilised when calculat-
ing their income, instead of having it calculated 
at the partnership level.

1.3 Determining Residence of 
Incorporated Businesses
The residence of an incorporated business is 
determined in two steps:

• first, by reviewing the deeming provisions of 
the Income Tax Act (ITA); and

• if none are applicable, by application of the 
common law.

The ITA deems a corporation to be a Canadian 
resident throughout a tax year if the corporation 
was incorporated in Canada after 26 April 1965. 
Where the corporation was not incorporated in 
Canada or was incorporated in Canada prior to 
26 April 1965, its residency status for Canadian 

tax purposes will depend on where its central 
management and control is located.

The aforementioned deeming provisions will not 
apply if the corporation is deemed to be resi-
dent in another country, pursuant to a tax treaty 
between Canada and the other country.

A partnership with one or more non-resident 
partners is not “Canadian partnership” and is 
therefore treated as a non-resident partnership 
for income tax purposes. The partnership may 
then need to withhold taxes prior to allocating 
income to certain partners.

1.4 Tax Rates
The federal tax rates applicable to incorporated 
businesses resident in Canada vary depending 
on the type of income earned, whether the cor-
poration is a private corporation, and whether 
the corporation is controlled by Canadian resi-
dents for income tax purposes. A private corpo-
ration that is resident in Canada and controlled 
by Canadian residents qualifies as a Canadian 
controlled private corporation (CCPC). As of 1 
January 2024, the federal tax rates for CCPCs 
are as follows:

• active small business income (up to 
CAD500,000): 9%;

• active business income (above CAD500,000): 
15%; and

• investment income (other than dividends): 
38.67%, a portion of which (representing 
30.67% of said investment income) is refund-
able upon the payment of taxable dividends 
by the corporation at a rate of CAD1 of 
tax reimbursed to the corporation for each 
CAD2.61 of dividends paid to its sharehold-
ers.
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The federal tax rate applicable to corporations 
that do not qualify as CCPCs is 15% for busi-
ness and investment income, as of 1 January 
2024. The active small business income rate is 
not available to corporations that do not qualify 
as CCPCs.

As for dividend income, taxable dividends 
received by corporations resident in Canada are 
generally deductible for the purpose of comput-
ing their taxable income. However, private cor-
porations may be subject to a refundable tax 
on dividends received from corporations that 
are not “connected”, or on dividends received 
that entitled the payer corporation to a dividend 
refund. The dividends received would then be 
subject to a 38.33% tax, which is refundable 
upon the payment of taxable dividends at a rate 
of CAD1 of tax reimbursed to the receiver cor-
poration for each CAD2.61 of dividends paid to 
its shareholders.

A payer corporation is “connected” to the receiv-
er corporation if the latter (or persons not deal-
ing at arm’s length with the latter) controls the 
payer corporation or if the receiver corporation 
owns more than 10% of the shares of the payer 
corporation in votes and value.

As of 2025, the federal tax rates applicable to 
individuals are as follows:

• 15% on the first CAD57,375 of taxable 
income; plus

• 20.5% on the portion of taxable income 
between CAD57,375 and CAD114,750; plus

• 26% on the portion of taxable income 
between CAD114,750 and CAD177,882; plus

• 29% on the portion of taxable income 
between CAD177,882 and CAD253,414; plus

• 33% on the portion of taxable income over 
CAD253,414.

The net income of a partnership is taxable at 
the partner’s level at the rates applicable to the 
partner, since it is a flow-through entity.

Corporations and individuals are also subject to 
provincial income tax.

2. Key General Features of the Tax 
Regime Applicable to Incorporated 
Businesses
2.1	 Calculation	for	Taxable	Profits
The taxable income of a corporation is com-
posed of business income, property income 
(interest, rent, royalties and dividends) and 50% 
of capital gains (see 2.7 Capital Gains Taxa-
tion), and is the result of its income for the year 
minus allowable deductions. The deductions a 
corporation is allowed to claim are expenses 
incurred for the purpose of earning business or 
property income. This usually covers salaries, 
insurance expenses, maintenance and repairs, 
licences, accounting and legal fees and advertis-
ing expenses.

The net income reported on financial statements 
will often not be the same as the net income 
calculated for tax purposes, since some income 
and expenses reported in financial statements 
may not be used in the calculation of net income 
for tax purposes. Income is generally reported 
using the accrual method – only farmers, fish-
ermen and self-employed commission sales 
agents may use the cash method.

2.2 Special Incentives for Technology 
Investments
The Scientific Research and Experimental 
Development Program (SR&ED) encourages all 
Canadian businesses, regardless of their size 
or sector, to develop new, improved or techno-
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logically advanced products by using three tax 
incentives:

• an income tax deduction;
• an investment tax credit (ITC); and
• a refund, in specific circumstances.

The ITC amount and the availability of a refund 
under the SR&ED depend on whether the cor-
poration qualifies as a CCPC, and on the quali-
fied expenditures incurred in Canada (wages, 
machinery, equipment, etc). Unused ITCs may 
be carried back three years or forward for 20 
years. Provincial incentives are also available.

2.3 Other Special Incentives
Canadian film or video production tax credits are 
available for certain expenses for certified films 
or videos.

Also, an accelerated investment incentive 
was introduced in 2018 that provides for an 
enhanced first-year depreciation deduction 
on certain depreciable properties, and for the 
immediate write-off of the full cost of machinery 
and equipment for manufacturing and process-
ing businesses and of the full cost of specified 
clean energy equipment for clean energy busi-
nesses. Those deductions are in their phase-out 
period and will be progressively reduced from 
2024 to 2027.

Canadian taxable corporations have access to 
four refundable tax credits forming the clean 
economy ITCs, which aim to support the transi-
tion to net zero emissions. Those credits are:

• Carbon Capture, Utilization and Storage 
(CCUS) ITC;

• Clean Technology ITC;
• Clean Hydrogen ITC; and
• Clean Technology Manufacturing ITC.

Those ITCs apply to eligible expenditures or 
property that is acquired and becomes avail-
able for use before 31 December 2034 (with the 
exception of the CCUS ITC, which ends on 31 
December 2040). It is generally only possible 
to claim one of the clean economy ITCs for the 
same eligible property.

Canada has implemented a temporary measure 
to reduce corporate income tax rates by 50% 
for qualifying zero-emission technology manu-
facturers.

Provinces may also offer targeted incentives for 
specific industries (the production of multimedia 
titles, to support digital transformation in print 
media companies, etc).

2.4 Basic Rules on Loss Relief
A corporation may incur two types of losses:

• capital losses; and
• non-capital losses.

Capital Losses
Capital losses occur upon the disposal of a 
capital property for an amount that is less than 
its cost. Generally, a capital loss may only off-
set capital gains – it cannot be applied to other 
income unless it qualifies as an allowable busi-
ness investment loss (ABIL). Capital losses may 
be carried back three years or carried forward 
indefinitely.

An ABIL is a capital loss incurred on the sale 
of shares of a small business corporation to a 
third party, or upon the bankruptcy, insolvency 
or winding-up of a small business corporation. 
ABILs may offset income from all sources. They 
can be carried back three years or carried for-
ward for ten years, after which they are con-
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verted into capital losses and may be carried 
forward indefinitely.

Non-Capital Losses
Generally, a non-capital loss is any loss incurred 
from carrying on a business. Non-capital losses 
may offset income from all sources. They can 
be carried back three years or carried forward 
for 20 years.

When a business is carried on through a limited 
partnership, a limited partner’s share of the limit-
ed partnership’s loss from a business or property 
may only be deducted by the limited partner if 
such loss does not exceed the limited partner’s 
“at-risk amount” (generally the amount of capital 
contributed by the partner to the partnership) for 
the year. The excess loss can be carried forward 
indefinitely.

2.5 Imposed Limits on Deduction of 
Interest
Generally, interest expense is considered a capi-
tal expenditure and is not deductible unless it 
meets specific requirements in the ITA, which 
include that the amount must be payable in the 
year under a legal obligation to pay interest, and 
that the amount must be reasonable.

Where the above conditions are fulfilled, the ITA 
nevertheless restricts the deduction for interest 
paid or payable by certain corporations resident 
in Canada in a taxation year on debts owing to 
specified non-residents if the ratio of these debts 
to the corporation’s equity exceeds 1.5:1.

Furthermore, for taxation years beginning after 
30 September 2023, the ITA restricts the deduc-
tion for excessive interest and financing expens-
es. The rules adopt an “earnings stripping” 
approach, which restricts a taxpayer’s deduc-
tions for interest expense and other financing 

costs to an amount that is proportionate with 
the taxable income generated by its activities in 
Canada. The rules limit the amount of net interest 
and financing expenses that may be deducted in 
computing a taxpayer’s income to no more than 
a fixed ratio of earnings before interest, taxes, 
depreciation and amortisation (EBITDA). The 
ratio is 40% for taxation years beginning after 
30 September 2023 and before 1 January 2024, 
and is lowered to 30% for taxation years begin-
ning after 31 December 2023.

Certain entities may be exempt from these rules, 
either because they do not meet the de mini-
mis thresholds or because they operate almost 
entirely in Canada and meet the conditions 
prescribed under the ITA. Other sector-specific 
exclusions may apply in respect of borrowings 
made for certain projects.

2.6 Basic Rules on Consolidated Tax 
Grouping
Unlike other jurisdictions, Canada does not have 
a formal system providing for the consolidated 
taxation of corporate groups.

A corporation’s losses may be used by other 
members of the corporate group through reor-
ganisations or financing arrangements, but such 
transactions require thoughtful planning, and 
may even require advanced tax rulings.

2.7 Capital Gains Taxation
Only 50% of the capital gain of a corporation 
is taxable, and the resulting amount is taxed as 
investment income. The tax rate will depend on 
whether the corporation qualifies as a CCPC 
(see 1.4 Tax Rates for additional information on 
tax rates paid by corporations).

There are no exemptions or reliefs on the taxa-
tion of capital gains for corporations.
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2.8 Other Taxes Payable by an 
Incorporated Business
In addition to the federal income tax, corpora-
tions may be subject to goods and services tax, 
municipal taxes, land transfer taxes, federal and 
provincial social security contributions and pro-
vincial payroll taxes.

Corporations are also subject to provincial 
income tax.

2.9 Incorporated Businesses and 
Notable Taxes
See 2.8 Other Taxes Payable by an Incorpo-
rated Business.

3. Division of Tax Base Between 
Corporations and Non-Corporate 
Businesses
3.1 Closely Held Local Businesses
Most businesses are carried on by corporations.

3.2 Individual Rates and Corporate Rates
One of the main advantages of providing servic-
es through a corporation is the ability to benefit 
from the small business deduction, which pro-
vides a preferential tax rate of 9% at the federal 
level on the first CAD500,000 of active business 
income earned by a corporation that qualifies 
as a CCPC. Active business income above 
CAD500,000 is taxed at a federal rate of 15%.

However, this preferential tax rate does not apply 
to personal services businesses carried on by 
a corporation. A personal services business is 
one that provides services where the individual 
who performs the services on behalf of the cor-
poration (ie, the incorporated employee) would 
reasonably be regarded as an employee of the 
person or partnership to which the services were 

provided, but for the existence of the corpora-
tion. These rules are not restricted to profession-
als.

The taxable income of a personal services busi-
ness is taxed at a flat rate equal to the top mar-
ginal personal tax rate, thus removing the advan-
tage afforded by the lower corporate tax rates.

3.3 Accumulating Earnings for 
Investment Purposes
Passive income rules provide for a gradual 
reduction of the small business active income 
limit of CAD500,000 available to CCPCs (the 
Business Limit) on which the preferential tax 
rate of 9% applies where a corporation, togeth-
er with its associated corporations, earned 
investment income of between CAD50,000 and 
CAD150,000 in a year. The reduction effectively 
decreases the annual Business Limit by CAD5 
for each CAD1 of investment income earned in 
excess of CAD50,000.

Pursuant to such rules, when the aggregate 
investment income of a CCPC earning active 
income and its associated corporations is 
CAD150,000 or higher for a given year, the CCPC 
will not have access to the preferential tax rate 
of 9% applicable to active business income and 
will therefore be taxed at the regular rate of 15%.

3.4 Sales of Shares by Individuals in 
Closely Held Corporations
Dividends From Private Corporations
Three types of dividends can be paid by a cor-
poration resident in Canada in favour of an indi-
vidual resident in Canada:

• eligible dividends (dividends paid by a corpo-
ration taxed at the 15% rate);

• non-eligible dividends (dividends paid by a 
corporation taxed at the 9% rate); and
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• capital dividends.

At the federal level, if an individual receives an 
eligible dividend, a grossed-up amount equal 
to 138% of the dividend is included in comput-
ing the individual’s income and the individual is 
allowed a dividend tax credit equal to 15.02% 
of the grossed-up amount, the whole resulting 
in an eligible dividend being taxable in the hands 
of an individual at a top federal marginal tax rate 
of 24.81%.

At the federal level, if an individual receives a 
non-eligible dividend, a grossed-up amount 
equal to 115% of the dividend is included in 
computing the individual’s income and the indi-
vidual is allowed a dividend tax credit equal to 
9.03% of the grossed-up amount, the whole 
resulting in a non-eligible dividend being taxable 
in the hands of an individual at a top federal mar-
ginal tax rate of 27.57%.

Eligible and non-eligible dividends are also tax-
able at the provincial level.

A capital dividend is a dividend paid by a corpo-
ration out of its capital dividend account (which 
is essentially composed of the non-taxable por-
tion of capital gains realised by the corporation) 
and is not taxable in the hands of the individual.

Gain on the Sale of Shares in Private 
Corporations
50% of a capital gain realised by an individual is 
taxable at the individual’s applicable federal and 
provincial income tax rate, including a capital 
gain realised on shares of a private corporation. 
This results in an effective federal marginal tax 
rate for capital gains of 16.5% and an effec-
tive total marginal tax rate for capital gains of 
between 22.25% and 27.40%, depending on the 

applicable provincial rate (see 2.7 Capital Gains 
Taxation).

An eligible individual resident in Canada is enti-
tled to a lifetime capital gains exemption on 
gains realised on the disposal of qualified small 
business corporation shares. If the capital gain 
realised by the individual qualifies under these 
rules, the capital gain – up to the limit – will be 
exempt from income tax. The lifetime capital 
gains exemption limit is indexed annually and is 
set at CAD1,044,291 for 2025. This amount has 
been calculated based on the CAD1,016,836 
limit for 2024 and the indexation increase of 
2.7% for 2025 announced by the Canadian Rev-
enue Agency. The 2024 federal budget proposed 
to increase the limit after 24 June 2024, and for 
the entirety of 2025 to CAD1,250,000.

3.5 Sales of Shares by Individuals in 
Publicly Traded Corporations
Dividends From Publicly Traded Corporations
Dividends received from a Canadian public cor-
poration are eligible dividends. Therefore, at 
the federal level, a grossed-up amount equal 
to 138% of the dividend is included in comput-
ing the individual’s income and the individual is 
allowed a dividend tax credit equal to 15.02% 
of the grossed-up amount, the whole resulting 
in an eligible dividend being taxable in the hands 
of an individual at a top federal marginal tax rate 
of 24.81%.

Dividends received from a company residing in 
another country are not subject to the gross-
up nor the dividend credit. The entire dividend 
amount is taxable in Canada and may be subject 
to withholding in the other country.
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Gain on the Sale of Shares in Publicly Traded 
Corporations
50% of a capital gain realised by an individual is 
taxable at the individual’s applicable federal and 
provincial income tax rate, including a capital 
gain realised on shares of a publicly traded cor-
poration (see 2.7 Capital Gains Taxation).

4. Key Features of Taxation of 
Inbound Investments

4.1 Withholding Taxes
Canada imposes a federal 25% withholding tax 
on certain types of passive income from Cana-
dian sources, such as interests, dividends and 
royalties paid or credited to non-residents.

Subject to limited statutory exemptions, the 
Canadian payer is required to withhold tax 
from the gross amount paid or credited to the 
non-resident payee, and to remit it to the tax 
authorities on its behalf. The withholding tax rate 
can often be reduced to 15%, 10% or even 0% 
under Canada’s tax treaties. However, before 
withholding less than 25%, the Canadian payer 
will normally require a completed declaration of 
eligibility for benefits under a tax treaty (ie, Form 
NR301, NR302 for a partnership, or NR303 for a 
hybrid entity such as a US LLC).

4.2 Primary Tax Treaty Countries
Canada currently has 94 tax treaties in force with 
foreign countries, which mainly follow the OECD 
Model Tax Convention (subject to exceptions).

4.3 Use of Treaty Country Entities by 
Non-Treaty Country Residents
The OECD Multilateral Instrument (MLI) entered 
into force in Canada on 1 December 2019 and 
introduces “principal purpose test” into most of 
Canada’s tax treaties, which will deny the ben-

efits of the applicable treaty where one of the 
principal purposes of the arrangement or trans-
action is to obtain the benefits of the treaty. For 
example, if determination is made that one of 
the principal purposes for using a subsidiary in 
a particular treaty jurisdiction is to access the 
benefits of that treaty, then the benefits of that 
treaty are denied.

The tax authorities’ position is that, in certain cir-
cumstances, Canada’s General Anti-Avoidance 
Rule (GAAR) could be applied to transactions 
that are undertaken primarily to secure a tax 
benefit afforded by a tax treaty.

4.4 Transfer Pricing Issues
Transactions regarding goods, services (ie, 
management) and intangibles (ie, patents, trade 
marks) with non-arm’s length non-residents 
are required to occur under arm’s length terms 
and conditions. Otherwise, adjustments will be 
made to ensure that the Canadian payer’s trans-
fer prices or cost allocations reflect arm’s length 
terms and conditions.

Should the Canadian tax authorities adjust trans-
fer pricing, penalties could apply if the taxpayer 
has not made reasonable efforts to determine 
and use arm’s length transfer prices. Prescribed 
documentation must be maintained, since a tax-
payer who fails to do so will not be considered 
to have made “reasonable efforts” to determine 
and use arm’s length transfer prices.

Multinational business groups with more than 
EUR750 million in annual consolidated revenues 
must file a country-by-country report contain-
ing various financial and operational information. 
Country-by-country reporting requirements in 
Canada were added in congruence with recom-
mendations made as part of the OECD Base 
Erosion and Profit Shifting (BEPS) project.
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4.5 Related-Party Limited Risk 
Distribution Arrangements
Related-party limited risk distribution arrange-
ments should reflect arm’s length terms and 
conditions in line with the transfer pricing prin-
ciples outlined in 4.4 Transfer Pricing Issues.

In addition, consideration should be given to 
Article 12 of the OECD MLI regarding the avoid-
ance of permanent establishment status through 
the use of an agent that is not independent.

4.6 Comparing Local Transfer Pricing 
Rules and/or Enforcement and OECD 
Standards
Canadian transfer pricing rules are generally in 
line with the OECD principles.

4.7 International Transfer Pricing 
Disputes
The Canada Revenue Agency (CRA) encourages 
taxpayers who are subject to double taxation 
to consider the Mutual Agreement Procedure 
(MAP) programme.

In its 2024 Consolidated Information on Mutual 
Agreement Procedures, the OECD mentions 
that:

• the CRA had 203 negotiable MAP cases on 1 
January 2023;

• the CRA accepted 61 new MAP cases during 
2023, and closed 86 MAP cases;

• the average time to complete a negotiable 
MAP case was 27.57 months;

• of the 86 MAP cases closed in 2023, 59 
(68.60%) resulted in full relief from double 
taxation upon negotiation, three (3.49%) had 
objections not justified, and eight (9.30%) 
were resolved through unilateral relief – the 
remaining 16 cases (18.60%) were withdrawn 
by the taxpayer, were resolved via domestic 

remedy or without relief, resulted in partial 
relief of double taxation upon negotiation, 
resulted in no agreement, were denied MAP 
access or had another unmentioned out-
come; and

• as of 31 December 2023, the CRA is engaged 
in negotiable MAP cases involving taxpayers 
from different jurisdictions, with the United 
States representing 41.57% of these MAP 
cases.

5. Key Features of Taxation of Non-
Local Corporations

5.1 Compensating Adjustments When 
Transfer Pricing Claims Are Settled
Under domestic law, upward and downward 
adjustments can be made to transfer pricing 
disputes. It should be noted that downward 
adjustments are made only if, in the opinion of 
the tax authorities, the circumstances indicate 
the adjustments are appropriate.

The CRA has mentioned that it may decide not 
to exercise its discretion with regards to down-
ward adjustments where the taxpayer’s request 
has been prompted by the actions of a foreign 
tax authority and the taxpayer has the right to 
request relief under the MAP article of the appli-
cable treaty, or where such request can be con-
sidered abusive.

Unless the issue is one that the CRA has decid-
ed not to consider, as a matter of policy, the CRA 
is willing to negotiate MAP cases when taxpay-
ers themselves initiate a downward transfer pric-
ing adjustment in Canada within the treaty time 
limits. The CRA will engage in the MAP process 
if the other jurisdiction is willing to make a cor-
responding upward adjustment, provide a posi-
tion statement and engage in negotiations. This 
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approach is said to be consistent in avoiding 
both double taxation and double non-taxation.

5.2	 Taxation	Differences	Between	Local	
Branches and Local Subsidiaries of Non-
Local Corporations
A non-Canadian entity may operate in Canada 
through a subsidiary or a branch.

Through a Canadian Subsidiary
Assuming it is a resident of Canada for tax pur-
poses, a Canadian subsidiary will be taxed on 
its worldwide income from all domestic law 
sources. In general, a corporation is a Canadian 
resident if it is incorporated or has its central 
management and control in Canada.

Subject to treaty relief, the Canadian subsidi-
ary will have to withhold tax on several types of 
payments to non-residents, including dividend 
distributions, interest paid to non-arm’s length 
parties, participating interest, certain manage-
ment or administration fees and rents, royalties 
and similar payments.

Through a Canadian Branch
Under the branch scenario, the non-resident 
corporation will be liable for income tax on its 
Canadian-source business income at the same 
rates as Canadian resident corporations.

Moreover, and as a general rule, a 25% branch 
tax (which may be reduced under certain tax 
treaties to the rate applicable to dividend dis-
tributions) will apply to the after-tax profits of a 
non-resident corporation that are not reinvested 
in Canada.

The branch tax is intended to approximate the 
withholding tax that would have applied to tax-
able dividends from a Canadian subsidiary if 
the non-resident corporation had incorporated 

a Canadian subsidiary to carry on business in 
Canada instead of using a branch.

5.3 Capital Gains of Non-Residents
Generally, Canada does not tax the capital gains 
realised by a non-resident on the disposal of 
shares in a Canadian resident corporation.

An exception to that principle applies if the dis-
posed shares qualify as “taxable Canadian prop-
erty”, which generally includes shares of corpo-
rations that are not listed on a designated stock 
exchange if more than 50% of the fair market 
value of the shares was derived from one or any 
combination of the following at any time in the 
previous 60-month period:

• real or immovable property located in Cana-
da;

• resource property located in Canada;
• timber resource property located in Canada; 

or
• options or interests in any of the above.

In general, tax on the disposal of taxable Cana-
dian property should not result in double taxa-
tion for a non-resident residing in a jurisdiction 
with which Canada has a tax treaty.

5.4 Change of Control Provisions
Change of control provisions will not trigger 
immediate tax or duty charges. However, the fol-
lowing occurs when there is a change of control:

• the taxation year of the corporation is 
deemed to end, and a new taxation year is 
deemed to begin;

• the corporation cannot deduct non-capital 
loss carry-forwards unless it carries on the 
business that gave rise to the loss for a profit 
or with a reasonable expectation of profit, in 
which case the losses are deductible only 
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against the corporation’s income from the 
same or a similar business;

• the corporation’s net capital loss carry-for-
wards expire;

• accrued capital losses cannot be carried 
forward; and

• the carry-forward of ITCs is restricted follow-
ing the change of control.

The disposal of an indirect holding in a Canadian 
corporation higher up the foreign group could 
trigger the change of control provisions because 
“indirect control” has to be considered, as well 
as “direct control”.

A decision of the Supreme Court of Canada 
(SCC) has also introduced the concept of “effec-
tive control”, which has been described by the 
SCC as including “forms of de jure and de facto 
control”.

5.5 Formulas Used to Determine Income 
of	Foreign-Owned	Local	Affiliates
There is no mandatory formula to determine the 
income of a foreign-owned local affiliate selling 
goods or providing services in Canada. Transac-
tions with the corporate group’s foreign entities 
should rely on the “arm’s length principle” of the 
transfer pricing rules.

5.6 Deductions for Payments by Local 
Affiliates
Generally, a local affiliate’s expenses are non-
deductible, unless they are made or incurred for 
the purposes of earning income from a business 
or property. Therefore, local affiliate expenses 
that are made or incurred for the purposes of 
earning foreign business or property income 
would normally be deductible to reduce the tax-
payer’s net income.

5.7 Constraints on Related-Party 
Borrowing
Canada has a set of thin capitalisation rules that 
may apply where the lender to a Canadian cor-
poration is a non-resident person who, alone or 
with other related persons, owns more than 25% 
of the Canadian corporation’s shares (by vote or 
value). The interest expense on the loan would 
otherwise be deductible to the Canadian corpo-
ration. These rules may also apply to trusts and 
to partnerships of which a Canadian-resident 
corporation is a member.

The acceptable level of non-arm’s length inter-
est-bearing debt allowed for the Canadian thin 
capitalisation rules is a debt-to-equity ratio of 
1.5:1. Interest deduction will be limited propor-
tionally if a debtor’s outstanding debts to “speci-
fied non-resident shareholder” exceed that ratio.

Any non-deductible “excess” interest is treated 
as a dividend for withholding tax purposes and 
would trigger withholding tax at a rate of 25% 
(which may be reduced under certain tax trea-
ties).

Debt financing provided by a Canadian corpo-
ration to its non-resident shareholders or any 
other non-resident persons connected to the 
non-resident shareholders is generally deemed 
to be a dividend paid to the non-resident, and 
is subject to Canadian withholding tax at a rate 
of 25% (which may be reduced under certain 
tax treaties).

Notable exceptions are where the loan is repaid 
within one year after the end of the lender’s 
taxation year and the repayment is not part of 
a series of loans and repayments, or where the 
loan is considered “pertinent loan or indebted-
ness” (PLOI) under the PLOI regime. In such a 



CAnADA  Law aNd PraCTiCE
Contributed by: Marc-André Godard, Pierre Allard, Isabelle Gagnon and Mehrez Houacine, 
BCF Business Law LLP 

94 CHAMBERS.COM

scenario, the Canadian corporation must include 
a deemed interest income in its taxable income.

Canada also has “excessive interest and financ-
ing expense limitation rules”, the purpose of 
which is to restrict interest and financing deduc-
tions to a proportion of the profits of certain 
taxpayers. In general terms, interest expens-
es are required not to exceed 30% of taxable 
income calculated before interest income, inter-
est expense, income taxes and depreciation 
expense. Any portion of an interest expense 
in excess of such percentage is generally not 
deductible in computing income. A deduction 
so denied may be carried back for three years 
and carried forward indefinitely, provided that it 
is within the above percentage in the year the 
deduction is claimed. Also, an election may be 
made to transfer unused cumulative excess 
deductions within a group of eligible corpora-
tions in Canada.

6. Key Features of Taxation 
of Foreign Income of Local 
Corporations
6.1 Foreign Income of Local 
Corporations
A Canadian resident corporation is subject to 
Canadian corporate income tax on worldwide 
income. Foreign income is taxed in Canada at 
the same federal and provincial corporate tax 
rates as local income.

However, if a corporation has income sourced 
from another country and is taxed in that other 
country, it could be entitled to apply for foreign 
tax credits against its tax payable in Canada, to 
prevent double taxation on the same income. 
Separate foreign tax credit calculations are pre-

scribed for business and non-business income 
on a country-by-country basis.

6.2 Non-Deductible Local Expenses
Generally, local expenses are non-deductible 
unless they are made or incurred to earn income 
from a business or property. Therefore, local 
expenses made or incurred for the purpose of 
earning foreign business or property income 
would normally be deductible to reduce the tax-
payer’s net income.

6.3 Taxation on Dividends From Foreign 
Subsidiaries
Canadian taxation of a dividend received from 
a foreign corporation will depend on the foreign 
corporation’s qualification. As a general rule, 
dividends must be included in computing the 
recipient’s taxable income. If the foreign corpo-
ration is not a foreign affiliate (FA) of the divi-
dend recipient, no relief will be available for the 
foreign corporation’s underlying taxes. An FA is 
a foreign corporation of which a Canadian cor-
poration owns an equity percentage of at least 
1% of any class of its outstanding shares, and 
the same Canadian corporation owns – alone 
or together with related persons (individuals or 
corporations) – an equity percentage of at least 
10% of any class of its outstanding shares, in 
which the notion of “equity percentage” refers to 
shares held directly or indirectly, through another 
entity.

When an FA pays a dividend to a Canadian 
corporation, the FA’s surplus account must be 
determined. The four different surplus accounts 
(exempt surplus, taxable surplus, hybrid surplus 
and pre-acquisition surplus) accumulate differ-
ently.
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Exempt Surplus Treatment
An exempt surplus is generally active business 
income earned by an FA that carries on an active 
business in a country with which Canada has 
signed a tax treaty. A dividend from this surplus 
account is fully deductible to the Canadian par-
ent corporation receiving it. If the FA is in a non-
treaty country, the dividend paid to the Canadian 
parent may also qualify as exempt surplus if the 
foreign country has entered into a tax informa-
tion exchange agreement with Canada.

Hybrid Surplus Treatment
Hybrid surplus will generally include 100% of 
any gains from the sale of shares of an FA and/
or partnership interest by another FA. Dividends 
out of hybrid surplus are only included in the 
Canadian corporation’s taxable income at a rate 
of 50%.

Taxable Surplus Treatment
Taxable surplus generally captures “net earn-
ings” from an active business carried on by the 
FA in a country with which Canada does not have 
a tax treaty and in respect of its foreign accrual 
property income (FAPI – see 6.5 Taxation of 
Income of Non-Local Subsidiaries Under Con-
trolled Foreign Corporation-Type Rules). Divi-
dends paid out of this surplus account will be 
taxable in Canada if the FA’s foreign tax rate is 
lower than Canada’s tax rate.

Pre-Acquisition Surplus Treatment
Finally, a dividend from a pre-acquisition surplus 
is a fully deductible capital return that reduces 
the cost of the shares in the FA.

6.4 Use of Intangibles by Non-Local 
Subsidiaries
Non-Canadian subsidiaries can use intangibles 
developed by Canadian corporations. However, 
the Canadian corporation that owns and mar-

kets the intellectual property must charge an 
arm’s length price to the related entity for the 
use of the intangible under the transfer pricing 
rules. The income earned from this agreement 
with the foreign subsidiary, such as royalties 
from a licensing agreement, is taxable in Canada 
for the Canadian parent.

6.5 Taxation of Income of Non-Local 
Subsidiaries Under Controlled Foreign 
Corporation-Type Rules
Canadian corporations are taxed on the FAPI of 
an FA controlled by the Canadian taxpayer (con-
trolled foreign affiliate – CFA) in the proportion of 
ownership in the CFA. FAPI is essentially pas-
sive income earned by the CFA, notably prop-
erty income and capital gains. For example, if a 
Canadian corporation controls 80% of the CFA, 
80% of the FAPI earned in the CFA at the end of 
each taxation year will have to be reported in the 
controlling Canadian corporation’s tax return.

If the CFA is taxed in the foreign jurisdiction, the 
Canadian parent is allowed an equivalent deduc-
tion, based on the foreign accrual tax multiplied 
by the relevant tax factor in order to avoid double 
taxation. The relevant tax factor varies depend-
ing on the corporate structure of the Canadian 
parent. Generally, a corporation is allowed an 
equivalent deduction to the full FAPI income 
where the foreign accrual tax was 25% or higher. 
A tax-deferral advantage was previously avail-
able to CCPCs but the 2022 Budget proposed to 
eliminate this advantage by applying the tax fac-
tor of individuals instead of the tax factor of cor-
porations to CCPCs, thus incentivising CCPCs 
to distribute the funds to their shareholders on 
a current basis. It is also possible to generate a 
foreign accrual property loss, which can apply 
against FAPI.
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This position is no different for foreign branches 
of Canadian corporations, since the Canadian 
resident taxpayer is subject to tax on its world-
wide income, subject to foreign tax credits to 
which it may be entitled.

6.6 Rules Related to the Substance of 
Non-Local	Affiliates
Canadian domestic legislation does not directly 
require substance in foreign subsidiaries. How-
ever, where an FA carries on an “investment 
business” that does not employ more than five 
full-time employees in the active conduct of its 
business, the income of such business will gen-
erally constitute FAPI of the FA.

6.7 Taxation on Gain on the Sale of 
Shares	in	Non-Local	Affiliates
A Canadian resident corporation is taxable in 
Canada on its worldwide sources of income, 
including capital gains from the sale of FAs. Only 
half of the capital gain

is included in the taxpayer’s net income in Can-
ada (as described in detail under 2.7 Capital 
Gains Taxation).

7. Anti-Avoidance

7.1 Overarching Anti-Avoidance 
Provisions
The ITA contains a GAAR that applies to abusive 
tax avoidance cases where the ITA provisions 
result in a tax benefit outside of their original 
purpose. A transaction is considered an avoid-
ance transaction when all three of the following 
conditions are met:

• tax benefit must result from one transac-
tion or a series of transactions – namely a 

reduction, avoidance or deferral of tax or an 
increased tax refund;

• tax benefit results directly or indirectly from a 
transaction that is considered an avoidance 
transaction, unless the transaction can rea-
sonably be undertaken or arranged primarily 
for business purposes other than to obtain a 
tax benefit; and

• tax avoidance as a result of not being able to 
reasonably conclude that the tax benefit is 
consistent with the object, spirit or purpose of 
the provision invoked by the taxpayer.

It is incumbent on the taxpayer to establish that 
the first two conditions do not apply, while the 
burden for the third condition lies with the tax 
authorities.

Any GAAR issued assessment will have to be 
reviewed by a committee established by the 
CRA. If the CRA establishes abusive tax avoid-
ance, the GAAR will apply and the tax benefit 
will be denied. If there is ambiguity with respect 
to abusive tax avoidance, the taxpayer is given 
the benefit of the doubt.

Recently, amendments were made to broaden 
the definition of “tax benefit” to ensure that the 
GAAR will apply to transactions that affect tax 
attributes that have not yet become relevant to 
the computation of tax (eg, a tax loss that has 
not yet been used to offset taxable income). 
Furthermore, stricter rules applying for GAAR 
purposes have been implemented as of 2024, 
in order to:

• lower the “avoidance transaction” standard;
• increase the reassessment period by an addi-

tional three years (unless the transaction was 
disclosed to CRA); and
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• introduce a new economic substance rule 
to target transactions that lack economic 
substance.

In addition, a 25% penalty has been introduced 
for transactions subject to the GAAR. This pen-
alty is applied to the denied tax benefit and is 
effective for transactions entered into on or 
after 20 June 2024. However, the penalty can 
be avoided if the transaction was disclosed to 
the CRA or if it was reasonable to conclude that 
the GAAR would not apply based on existing 
guidance or court decisions.

8. Audit Cycles

8.1 Regular Routine Audit Cycle
Canadian tax law does not outline specific rules 
regarding audit cycles, so Canada has no peri-
odic routine audit cycle. Tax audits are typically 
carried out at the tax authorities’ discretion; as 
such, an audit of a timely filed tax return can 
be conducted at any time by the Canadian tax 
authorities with all due dispatch.

Audit Process
Auditors have consequential investigative pow-
ers and may require the filing and disclosure of 
documents and information necessary for the 
assessment.

In general, the audit may begin with a formal 
demand letter requesting access to specific 
information, a physical visit to the place of busi-
ness and/or a meeting with the individual tax-
payer. In addition, the auditor may request, and 
be granted, access to third-party information, 
including banking and supplier documents and, 
to a limited extent, accountant files.

The process usually results in a draft or pre-
liminary assessment, allowing for a 21-day win-
dow for the taxpayer to submit new information 
regarding the draft assessment issues. The for-
mal time limit for issuing a reassessment notice 
is generally three or four years following the ini-
tial assessment notice for a given year depend-
ing on the status of the taxpayer, except in cases 
of negligence, fraud or failure to disclose trans-
actions as required under the newly expanded 
mandatory disclosure rules. The reassessment 
period has also been extended by an unless the 
transaction was disclosed to the CRA. Some 
corporations will also face varying deadlines, 
depending on the nature of the audit.

9. BEPS

9.1 Recommended Changes
Canada has implemented the BEPS recom-
mended changes, as follows.

Action 1 “Address the Tax Challenges of the 
Digital Economy”
Since 1 July 2021, foreign-based vendors sell-
ing digital products or services to Canadian con-
sumers are required to register for, collect and 
remit sales tax on their taxable sales. Canada 
has also implemented a corporate tax on cor-
porations providing digital services. Canada’s 
Digital Services Tax was enacted on 20 June 
2024 and came into force on 28 June 2024, with 
retroactive effect to 1 January 2022. The first 
year of application of the Digital Services Tax is 
the 2024 calendar year, which applies to taxable 
Canadian digital services revenue earned since 
1 January 2022.

In October 2021, a statement of the OECD/G20 
Inclusive Framework on BEPS on a Two-Pillar 
solution to further this action was proposed and 
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accepted by more than 130 countries, includ-
ing Canada. Pillar One is focused on nexus and 
profit allocation, applying to certain multinational 
enterprises (MNEs) that have consolidated rev-
enues of more than EUR20 billion and profitabil-
ity margins exceeding 10%. This pillar indicates 
that, whether or not an MNE has a physical pres-
ence in a country where it earns revenues, a por-
tion of its profits is to be reallocated from the 
MNE’s home country to the countries where the 
MNE earns profits. Canada has a strong prefer-
ence for the multilateral approach, which has yet 
to be adopted by OECD members. In the interim, 
Canada has implemented a Digital Services Tax 
to protect its interests.

Pillar Two is focused on a global minimum cor-
porate tax rate of 15% on profits for MNEs with 
revenues of more than EUR750 million. Canada 
has enacted new legislation to implement Pillar 
Two in its legislation, imposing a global minimum 
corporate tax rate of 15% on profits for MNEs 
with revenues above EUR750 million. The new 
Global Minimum Tax Act legislates an income 
inclusion rule and a qualified domestic minimum 
top-up tax, and applies retroactively for fiscal 
years of MNEs that begin on or after 31 Decem-
ber 2023. The undertaxed profit rule is expected 
to come into effect for fiscal years commencing 
on or after 31 December 2024.

Actions 2–10 and 12–15
• Action 2 “Neutralise the effects of hybrid 

mismatch arrangements” Canada has imple-
mented the recommendations made by the 
OECD, with appropriate adaptations to the 
Canadian income tax context.

• Action 3 “Strengthen CFC Rules” Canada has 
adopted controlled foreign corporation (CFC) 
rules and applies a rather wide definition of 
CFC and legal and economic control tests to 
define a CFC.

• Action 4 “Limit base erosion via interest 
deductions and other financial payments” 
effective 1 October 2023, Canada has intro-
duced new earnings-stripping rules that limit 
interest deductions by certain Canadian enti-
ties and branches of non-resident taxpayers 
to a proportion of their tax EBITDA, subject to 
certain transitory rules.

• Action 5 “Counter harmful tax practices more 
effectively, taking into account transparency 
and substance” Canada agreed to exchange 
information regarding cross-border rulings 
relating to preferential regimes, transfer pric-
ing legislation, downward adjustment not 
directly reflected in the taxpayers’ accounts, 
permanent establishment determination, and 
related-party conduit rulings.

• Action 6 “Prevent treaty abuse” Canada 
announced that it would adopt the principal 
purpose test to address treaty abuse in 2017, 
according to the OECD’s minimum standard. 
The principal purpose test is an anti-abuse 
provision that seeks to deny treaty ben-
efits where one of the main objectives of an 
arrangement or transaction is to obtain treaty 
benefits.

• Action 7 “Preventing the artificial avoidance of 
permanent establishment status” Canada has 
chosen not to adopt the expanded definition 
of a permanent establishment in most of its 
tax treaties, to reflect the recommendations 
set out in this Action 7.

• Actions 8 to 10 “Transfer pricing” Canada’s 
transfer pricing guidelines are consistent with 
those established by the OECD.

• Action 12 “Disclosure of aggressive tax plan-
ning” Canada has amended its legislation to 
widen the range of transactions that are to 
be reported. For example, this requirement 
extends to reporting uncertain tax treatments 
for specified corporations. The reporting 
requirements for reportable transactions and 
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notifiable transactions have been in effect 
since 22 June 2023 and apply to transactions 
that straddle that date. The reporting require-
ment for uncertain tax treatments applies 
to taxation years beginning after 2022, with 
penalties only applying for taxation years 
beginning on or after 22 June 2023.

• Action 13 “Re-examine transfer pricing docu-
mentation” Canada implemented country-by-
country reporting as of 1 January 2016. This 
reporting applies to multinational corpora-
tions whose total annual consolidated group 
revenue is EUR750 million or more. Such 
corporations will be required to file a country-
by-country report with the CRA within one 
year of the end of the fiscal year to which the 
report relates.

• Action 14 “Dispute resolution” Canada has 
reviewed stage two of Action 14 and has 
made recommendations. Canada opted for 
the mandatory binding agreement as pro-
posed by BEPS Action 14.

• Action 15 “Develop a multilateral instru-
ment” Canada ratified the MLI in 2019. The 
MLI applies to some of Canada’s tax trea-
ties, effective as early as 1 January 2020, 
for Canada’s treaty partners that have also 
ratified the MLI.

Where Canada has not implemented specific 
legislative changes concerning the above-
mentioned BEPS Actions, it can generally be 
explained by the fact that it has introduced a 
series of domestic measures over the past dec-
ade to prevent perceived abuses also targeted 
by the BEPS Actions.

9.2 Government Attitudes
Canada has been actively involved in the BEPS 
project deployed by the G20 and OECD, and 
continues to work with the international com-
munity to ensure a coherent and consistent 

response to BEPS. Canada has endorsed all the 
recommendations developed under the BEPS 
project. Canada and other G20 members believe 
that broad and consistent implementation will be 
critical to the project’s effectiveness. While some 
BEPS Actions have already been implemented, 
Canada continues to analyse recommendations 
related to other aspects of BEPS.

9.3	 Profile	of	International	Tax
International taxation has gained a high public 
profile in Canada, with the government taking 
active steps in the fight against aggressive inter-
national tax avoidance, protecting the Canadian 
tax base and enhancing the overall fairness and 
transparency of Canada’s tax administration.

9.4 Competitive Tax Policy Objective
Canada recognises the significance of business 
income tax in improving the country’s interna-
tional competitiveness, believing that certain 
BEPS Actions will enhance Canada’s interna-
tional competitiveness. Canada remains com-
mitted to ensuring that its tax policies are aligned 
with international standards to attract foreign 
investment and prevent base erosion.

9.5 Features of the Competitive Tax 
System
Canada has implemented several tax incentives 
for Canadian businesses, such as income tax 
credits for activities relating to research and 
development, which has stimulated the Cana-
dian economy and increased investments.

9.6 Proposals for Dealing With Hybrid 
Instruments
BEPS Action 2 seeks to neutralise the effect of 
cross-border hybrid mismatch arrangements 
that produce multiple deductions for a single 
expense or a deduction in one jurisdiction with 



CAnADA  Law aNd PraCTiCE
Contributed by: Marc-André Godard, Pierre Allard, Isabelle Gagnon and Mehrez Houacine, 
BCF Business Law LLP 

100 CHAMBERS.COM

no corresponding taxation in the other jurisdic-
tion.

Canada implemented new hybrid mismatch 
rules in line with the recommendations in, and 
generally consistent with, BEPS Action 2; these 
rules came into effect on 1 July 2022. Under 
these rules, payments made by Canadian resi-
dents under hybrid mismatch arrangements 
would not be deductible for Canadian income 
tax purposes to the extent that they give rise to 
a further deduction in another country or are not 
included in the ordinary income of a non-resi-
dent recipient. Conversely, to the extent that a 
payment made under such an arrangement by a 
non-resident of Canada is deductible for foreign 
income tax purposes, no deduction in respect 
of the payment would be permitted against the 
income of a Canadian resident. Any amount of 
the payment received by a Canadian resident 
would also be included in income, and, if the 
payment is a dividend, it would not be eligible 
for the deduction otherwise available for certain 
dividends received from foreign affiliates.

Canada also relies on the GAAR to prevent 
undue tax benefits.

9.7 Territorial Tax Regime
Canada has a worldwide tax regime for resident 
corporations’ income but has some aspects of 
a territorial tax regime for its FAs. For example, 
all dividends derived from active income earned 
by an FA will be fully exempt from tax in Canada 
if the FA is a resident of and earns active income 
in a country with which Canada has a tax treaty 
or a tax information exchange agreement.

However, passive investment income earned by 
an FA – typically interests, royalties and rents – 
will be taxable in Canada regardless of whether 
or not the profits are repatriated. These FAPI 

rules ensure that passive income is taxed on a 
current basis to mitigate the tax advantage of 
shifting domestic income to low-tax jurisdic-
tions.

9.8 Controlled Foreign Corporation 
Proposals
This question is not applicable in Canada. Cana-
da’s existing CFC rules are considered compre-
hensive and align with BEPS principles.

9.9 Anti-Avoidance Rules
Recent case law on the application of the GAAR 
to perceived abuse of a tax treaty concluded that 
whether or not the income is subject to taxa-
tion in a foreign jurisdiction (double non-taxa-
tion situation) and the residence of the ultimate 
shareholder were irrelevant in determining if a 
transaction is abusive, and that treaty shopping 
arrangements are not inherently abusive for 
Canadian tax purposes.

9.10 Transfer Pricing Changes
BEPS Actions 8 to 10 addressed several transfer 
pricing areas related to the arm’s length princi-
ple, and introduced significantly revised guid-
ance in the form of amendments to the OECD 
Transfer Pricing Guidelines for Multinational 
Enterprises and Tax Administrations.

Canada has played an important role in devel-
oping additional guidance on issues identified 
in the course of the BEPS Project and believes 
that its current practices are consistent with the 
OECD transfer pricing guidelines.

9.11 Transparency and Country-by-
Country Reporting
Canadian country-by-country reporting legis-
lation generally conforms to the OECD model 
legislation, with the notable exceptions that it 
has not adopted the OECD’s master or local file 
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requirements. Under domestic law, contempora-
neous transfer pricing documentation is required 
in place of the local file requirements.

As recommended by BEPS Action 13, country-
by-country reporting applies to MNEs with an 
annual consolidated group revenue equal to or 
exceeding EUR750 million in the previous year, 
and applies for fiscal years beginning on or after 
1 January 2016.

Filed reports are automatically exchanged with 
other jurisdictions in which the multinational 
business group operates, provided that:

• the other jurisdiction has implemented 
country-by-country reporting legislation;

• both Canada and the other jurisdiction have 
a legal framework in place for the automatic 
exchange of information; and

• both Canada and the other jurisdiction have 
entered into a qualifying competent authority 
agreement.

9.12 Taxation of Digital Economy 
Businesses
Canada has implemented a tax on corporations 
providing digital services, which applies to rev-
enue earned since 1 January 2022; see 9.1 Rec-
ommended Changes. Canada remains commit-
ted to a multilateral solution but is concerned 
about the delay in arriving at a consensus.

Canada’s Digital Services Tax applies at a rate 
of 3% on certain revenue earned by large busi-
nesses from certain digital services reliant on the 
engagement, data and content contributions of 
Canadian users, as well as on certain sales or 
licensing of Canadian user data.

The Digital Services Tax applies to large busi-
nesses, both foreign and domestic, that meet 
both of the following revenue thresholds:

• a total revenue threshold of EUR750 million; 
and

• a Canadian in-scope revenue threshold of 
CAD20 million.

If a taxpayer is a member of a consolidated 
group, these thresholds would be calculated on 
a group basis.

With regard to in-scope revenue, the four cat-
egories are:

• online marketplace services revenue;
• online advertising services revenue;
• social media services revenue; and
• user data revenue.

In addition, Canada has enacted new legislation 
to implement Pillar Two in its legislation; see 9.1 
Recommended Changes.

9.13 Digital Taxation
See 9.12 Taxation of Digital Economy Busi-
nesses.

9.14	 Taxation	of	Offshore	IP
Offshore intellectual property deployed within 
Canada may result in taxation under generally 
applicable Canadian principles. Royalties paid 
to foreign recipients are among the categories 
of income subject to withholding tax. The 25% 
withholding rate may be reduced by treaty.
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1. Types of Business Entities, 
Their Residence and Basic Tax 
Treatment
1.1 Corporate Structures and Tax 
Treatment
Businesses usually adopt the following corpo-
rate forms:

• corporations (sociedades anonimas, or SAs);
• limited liability companies (sociedades de 

responsabilidad limitada, or SRLs);
• agencia de una empresa extranjera (a Chilean 

branch of a foreign corporation); and
• joint stock companies (sociedades por 

acciones, or SpAs).

Notwithstanding the foregoing, other corporate 
vehicles used to incorporate certain businesses 
include:

• limited companies (sociedades en coman-
dita), which can be simple limited companies 
or companies limited by shares);

• contractual mining companies (sociedades 
contractuales mineras); and

• individual limited liability companies (ILLCs) 
(empresas individuales de responsabilidad 
limitada).

Generally, the same tax treatment applies to 
these legal entities: up to a 27% corporate 
income tax rate and a withholding tax rate of up 
to 35%. All these entities are taxed as separate 
legal entities and provide limited liability to their 
shareholders. Only in certain exceptional cases 
of bankruptcy or fraud (ie, in the fields of labour 
and tax law) may equity holders be held liable for 
the legal entity’s obligations.

Division of Corporate Capital
The corporate capital of an SA and an SpA is 
divided into shares, whereas ‒in the case of an 
SRL – it is divided into quotas (the owners of 
the equity are named quotaholders). An SRL and 
an SA require the existence of at least two quo-
taholders or two shareholders, respectively. An 
SpA can be formed by one or more sharehold-
ers. Additionally, single-shareholder companies 
can be shareholders of other single-shareholder 
companies.

There is no minimum registered capital for cre-
ating an SA, SpA or SRL. However, depending 
on the activity to be engaged in by the com-
pany (eg, banking or insurance), it must have the 
approval of the Financial Markets Commission 
(Comisión para el Mercado Financiero, or CMF) 
and/or the Superintendency of Banks and Finan-
cial Institutions (Superintendencia de Bancos e 
Instituciones Financieras, or SBIF) to legally exist 
and this requires a minimum registered capital.

There are no restrictions with regard to the 
nationality of the partners, nor are foreign part-
ners required to have their residence in Chile. 
However, an attorney domiciled or resident in 
Chile must be appointed for tax purposes.

Corporate Bodies
Legal entities have three corporate bodies:

• a management body (composed of directors 
or managers);

• a governing body (meetings of equity holders 
or quotaholders); and

• an audit body (external auditors or account 
inspectors, depending on the nature of the 
legal entity to be formed).

An SA, by legal mandate, is managed by a 
board comprising at least three directors in the 
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case of closed corporations. Meanwhile, in the 
case of open corporations, the minimum num-
ber of directors on each corporation’s board is 
five. Open corporations with assets in the stock 
exchange that are equivalent to or exceed the 
amount of UF1.5 million (approximately USD60 
million) must have seven directors on each 
corporation’s board. UF stands for Unidad de 
Fomento UF1 was approximately equivalent to 
USD40 in March 2025.

The board directors are essentially removable. 
The board of directors also exercises the judicial 
and extrajudicial representation of the corpora-
tion, without prejudice to the judicial representa-
tion that may be exercised by general managers 
(if general managers are appointed).

The initial management of a corporation is 
entrusted to a board of directors, which – upon 
the company’s incorporation – is unanimously 
elected by the founding shareholders. Such 
board of directors only lasts until the first share-
holders’ meeting is held, whereupon the same 
directors may be confirmed or an entirely new 
board may be elected.

Directors may hold office for a tenure of up to 
three years when such term is mentioned in the 
company’s by-laws. However, at the end of the 
tenure, they can be re-elected indefinitely. If the 
company’s by-laws do not mention the duration 
of the director’s term, the law states that such 
director’s term may only last one year – following 
which, a shareholders’ meeting will be necessary 
to elect a new board.

The management of an SRL is performed by 
one or more managers, who can act individually, 
jointly or organised as a board, depending on 
the provisions established in the SRL by-laws. 
Managers may hold office indefinitely.

The management of an SpA can be conducted 
by managers or a board of directors, depending 
on the provisions established in the SpA’s by-
laws. Managers may hold office indefinitely. One 
of the managers must be appointed as the legal 
representative, especially before the Chilean 
Internal Revenue Service (Servicio de Impues-
tos Internos, or SII).

In all cases, the members of the management 
are not required to be equity holders.

Meetings
At least annually, the equity holders of a legal 
entity will hold a meeting to:

• examine the company’s situation and the 
reports of the auditors and external auditors 
and the approval or rejection of the annual 
report, balance sheet and financial state-
ments submitted by the directors or liquida-
tors of the company;

• see to the distribution of profits for each 
financial year and, in particular, the distribu-
tion of dividends;

• elect or dismiss members and alternates of 
the board of directors, liquidators, and super-
visors of the administration; and

• in general, discuss any matter of corporate 
interest that is not the subject of an extraordi-
nary meeting.

Decisions of the equity holders of an SpA or an 
SRL may be obtained through written consent 
or in a public deed.

1.2 Transparent Entities
As a general principle, companies are legal per-
sons and taxable entities. Therefore, there are 
no transparent entities for tax purposes under 
Chilean law, except for private investment funds 
or SMEs that opt to be treated as transparent. 
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Private investment funds are usually not subject 
to corporate income tax; this is to encourage 
the asset management and financial advisory 
industry for investors and national and foreign 
securities issuers, offering new financial prod-
ucts for investors under a common legal frame 
(Law 20,712).

1.3 Determining Residence of 
Incorporated Businesses
Companies incorporated in Chile are treated as 
residents. Companies and other legal entities 
organised abroad are treated as non-residents. 
Permanent establishments in Chile of non-resi-
dents are treated as separate entities for income 
tax purposes; they are also considered non-res-
idents.

1.4 Tax Rates
In general, the corporate income tax in Chile 
(impuesto de primera categoría, or IDPC) of the 
entity can be (partially or fully) credited against 
the shareholder’s or quotaholder’s tax liability. 
According to the tax reform introduced by law, 
corporate tax has several regimes according to 
the size, billings, assets or investments alloca-
tion of the business, as follows.

• Large businesses (Article 14A of the Income 
Tax Law (Ley Impuesto a la Renta, or LIR) – 
this tax regime is based on full accounting 
records where the shareholders or quotahold-
ers are taxed on an accrual basis. They can 
deduct a partial amount (65%) of the corpo-
rate income tax paid up by the company as 
tax credit against its individual tax liability (eg, 
personal income tax (impuesto global com-
plementario, or IGC) for Chilean tax residents 
or withholding tax (impuesto adicional, or IA) 
for non-residents).

• SMEs (Article 14D(3) of the LIR) – this allows 
taxpayers to choose between simple and 

complete accounting records, with a fixed 
25% corporate tax rate. Shareholders and/or 
quotaholders are taxed on a receipt basis and 
may deduct 100% of the business income tax 
paid by the enterprise as a tax credit against 
its personal tax liability (IGC for Chilean tax 
residents or IA for non-residents). It should be 
noted that SMEs during the Tax Years (TYs) 
2025, 2026, 2027 and 2028 should be subject 
to a corporate income tax rate of 12.5%(“Tax 
Bill”). As of TY 2029, the regular IDPC rate of 
25% should resume.

• Fiscal transparency regime (Article 14D(8) 
of the LIR) – this tax regime is also focused 
on SMEs whose owners are final taxpayers 
(individuals with or without tax residence in 
Chile or non-resident companies established 
abroad). In this case, the company shall be 
exempt from corporate income tax and the 
taxpayers shall be subject to personal income 
tax according to their residence status in 
Chile or abroad.

2. Key General Features of the Tax 
Regime Applicable to Incorporated 
Businesses
2.1	 Calculation	for	Taxable	Profits
Taxable income is defined as gross income 
minus the direct costs of goods and services and 
necessary expenses to produce that income, 
adjusted for inflation and corrected as provided 
by law. Chilean-sourced income is calculated on 
cash or accrual basis. Foreign-sourced income 
is generally calculated on a received basis; how-
ever, income derived by permanent establish-
ments of resident companies located abroad is 
calculated on an accrual basis under controlled 
foreign company (CFC) rules if the Chilean resi-
dent has an equity interest of 50% or more in the 
foreign corporation.
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On a general basis, taxable profits are calculated 
on an accrual basis in the case of an incorpo-
rated business. Exceptionally, for SMEs (subject 
to the SME tax regime), profits are calculated on 
a receipt basis.

2.2 Special Incentives for Technology 
Investments
Law 20,241 (2008), as amended by Law 20,570 
(2012), establishes that business income tax-
payers reporting their taxable income based 
on full accounting records and investing in R&D 
may credit amounts invested in R&D against the 
business income tax liability.

The R&D investment must be made under a 
written R&D contract with a registered research 
centre (which must comply with certain condi-
tions under Law 20,241 and Law 20,570) for an 
amount exceeding 100 monthly tax units (one 
monthly tax unit (unidad tributaria mensual, or 
UTM) equals approximately USD70, as of May 
2024).

The corporate tax credit is 35% of payments 
made in the tax year under the R&D contracts. 
The annual credit is limited to 15,000 UTMs per 
year. Payments exceeding the maximum annual 
credit are considered deductible expenses. Any 
excess credit may be carried forward. Taxpayers 
can apply this benefit, complying with the legal 
procedures.

Partial payments, which are considered as cred-
its or deductible expenses, shall not be consid-
ered as non-deductible expenses under Article 
21 of the LIR.

Finally, Chilean tax law does not consider the 
establishment of a patent box or a special corpo-
rate tax regime for R&D investments with regard 
to the tax rate applied to those expenditures.

2.3 Other Special Incentives
Under Chilean law, there are several incentives 
that apply to certain industries and transactions, 
such as:

• several taxation incentives from capital gains 
(eg, immovable property, shares);

• special regimes for income from bonds;
• R&D credit;
• regional incentives;
• financial leasing;
• credit for investments in tangible fixed assets; 

and
• training credits from the National Training and 

Employment Service (Servicio Nacional de 
Capacitación y Empleo, or SENCE).

2.4 Basic Rules on Loss Relief
In general, losses are deductible as an expense 
against the profits of the tax year and could be 
set off against undistributed profits. If the prof-
its were not sufficient to offset the losses, the 
losses can be carried forward indefinitely. How-
ever, carry-back of losses is no longer available.

If losses were set off against non-distributed 
profits, the business income tax paid on such 
profits was treated as an advance payment and 
could be set off against income taxes (corpo-
rate income tax, individual income tax or non-
resident income tax) or refunded.

Losses incurred by a company before the trans-
fer of its shares or its rights to participate in the 
profits may not be set off against the income 
accrued or received after the transfer if:

• as a result of the transfer or during the 12 
months before or after the transfer, the com-
pany changes its principal business purpose;
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• at the time of the transfer, the capital assets 
or other assets of the company are not suf-
ficient to carry out the company’s activity;

• the value of the assets is not proportional to 
the transfer price; or

• the company’s income will be derived only 
from its participation as a partner of, or 
shareholders in, other companies or from the 
reinvestment of its profits.

Finally, losses arising from the disposal of securi-
ties cannot be deducted from taxable income if 
gains arising from the disposal of the securities 
would be excluded from taxable income.

2.5 Imposed Limits on Deduction of 
Interest
In general, there are no limits for the deduc-
tion of interests for a company, except for the 
excess indebtedness provision (“thin capitalisa-
tion rule”) of Article 41F of the LIR, which states 
that a company incorporated in Chile is deemed 
to be in such position when the company has a 
debt ratio of 3:1 in relation to its financial equity.

However, the payment of interests abroad for the 
concept of royalties is subject to withholding tax 
established in Article 59(1°) of the LIR of up to 
4% of the company’s annual income.

2.6 Basic Rules on Consolidated Tax 
Grouping
Chilean tax law does not include provisions con-
cerning taxation on a consolidated basis. Nev-
ertheless, business group taxation is addressed 
through certain modifications enacted by Law 
No 20.713, such as the obligation to designate 
a common attorney for the business group and 
the option for such group to select a tax auditor 
or audit group from the Chilean Internal Revenue 
Service for all of the companies belonging to the 
group. These two new obligations to be fulfilled 

by the business group could lead to progress 
in the field of consolidated taxation of business 
groups, which does not yet exist under Chilean 
law.

2.7 Capital Gains Taxation
Capital gains arising from the transfer of shares 
when derived by persons that are subject to 
business income tax on actual net income are 
subject to tax under the general rules. However, 
capital gains from the transfer of shares acquired 
before 1 January 1984 are never considered 
income for tax purposes and thus are not sub-
ject to income tax.

The LIR defines the taxable base for capital 
gains essentially as the “sale price” minus the 
“tax cost” of the shares. Tax cost is defined as 
the cost of acquisition of the shares adjusted 
for any capital increase or capital reduction, as 
appropriate.

Each amount involved in the determination of 
the tax cost should be indexed according to the 
Consumer Price Index (Indice de Precios al Con-
sumidor, or IPC).

Rather than reliefs or exemptions, companies 
can be subject to a restructuring process (eg, 
mergers, acquisitions or a spin-off between 
related companies of an entrepreneurial group) 
in which shareholders can acquire shares from 
a company without taxation on possible capital 
gains accrued.

2.8 Other Taxes Payable by an 
Incorporated Business
Incorporated businesses are subject to the fol-
lowing taxes on certain transactions, such as:

• VAT (impuesto a las ventas y servicios, or IVA);
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• inheritance and gift taxes (impuesto a las her-
encias, asignaciones y donaciones, or IHAD);

• real estate tax (impuesto territorial);
• stamp duty (impuesto de timbres y estampil-

las);
• business licence (patente comercial) fee; or
• custom duties (impuestos aduaneros).

As of October 2025, the VAT exemption for 
imports under USD41 will be eliminated, fol-
lowing recent tax reform approved by Law No 
21.713. Meanwhile, customs duties will only be 
paid for products whose value is greater than 
USD500.

It is worth bearing in mind that Chilean law does 
not consider the following aspects of incorpo-
rated businesses to be taxable, as there is:

• no capital duty on the formation of companies 
– notwithstanding this, a business licence 
fee calculated on the company’s capital is 
required to be paid on an annual basis for tax 
purposes; and

• no net wealth tax.

2.9 Incorporated Businesses and 
Notable Taxes
Finally, in determined transactions, incorporated 
businesses are subject to the following taxes:

• a surtax on the real estate tax for owners of 
properties with a fiscal value of more than 
USD500,000; and

• a tax on luxury assets (such as helicopters, 
aircrafts, cars and yachts), which applies a 
2% tax rate on the fiscal value.

3. Division of Tax Base Between 
Corporations and Non-Corporate 
Businesses
3.1 Closely Held Local Businesses
Although closely held local businesses are 
formed by small groups of partners related by 
family or business bonds, they usually operate 
under a corporate form. Owing to the nature of 
these businesses’ partners or shareholders, they 
usually operate under one of the following cor-
porate structures:

• an SRL;
• a closed corporation;
• a simple joint stock company.

The above-mentioned corporate vehicles are 
usually chosen because of their flexibility when 
it comes to corporate administration and their 
ability to establish provisions in the by-laws that 
include the shareholders or partners in matters 
such as dividend distribution, partner liability, 
and dispute resolution.

3.2 Individual Rates and Corporate Rates
Residents or domiciled persons are liable to 
income tax on their worldwide income.

If individual professionals choose to be subject 
to corporate tax instead of taxing at individual 
rates under the personal income tax, they can 
organise their activities under one of the follow-
ing corporate structures:

• individual limited liability company;
• simple joint stock company (SpA); or
• limited liability company (SRL).

Legal entities structured as SRLs formed solely 
by individuals performing exclusively profession-
al services or consultancy are not subject to VAT 
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taxes. Additionally, they may choose – within the 
first three months of the commercial year – to 
report their income under business income tax 
rules instead of the personal income tax rules. 
Once made, the election is irrevocable.

Notwithstanding the foregoing, if the corpo-
rate form used by the individual professional is 
deemed to be a scheme to conceal an employ-
ment or labour relation, the Chilean Internal 
Revenue Service can requalify the operation 
and liquidate the respective taxes on the indi-
vidual under the general anti-avoidance rules. 
Also, there is a rule of deemed dividend for non-
deductible expenses, subject to 40% to 50% 
of taxes.

3.3 Accumulating Earnings for 
Investment Purposes
As a general principle, there are no rules that 
prevent closely held corporations from accumu-
lating earnings for investments purposes.

However, professional partnerships – due to 
their purely business purpose – can occasionally 
allocate earnings for the purpose of maintaining 
the available cash flow stock.

3.4 Sales of Shares by Individuals in 
Closely Held Corporations
Dividends and capital gains derived from the 
sale of shares or quotas held by individuals in 
partnerships or other corporate structures are 
taxed under the general rules of the income tax 
law.

3.5 Sales of Shares by Individuals in 
Publicly Traded Corporations
Capital gains derived from the sale of shares or 
held by individuals in publicly traded corpora-
tions are taxed at a 10% rate, under the special 
rule established in Article 107 of the LIR. Divi-

dends from publicly traded companies obtained 
by individuals are taxed under the general rules 
established in the LIR.

4. Key Features of Taxation of 
Inbound Investments

4.1 Withholding Taxes
Interest, dividends and royalties are subject to 
withholding tax under different rates according 
to several hypothesis established in the LIR. In 
this regard, interest paid up to non-residents is 
subject to withholding tax at the general 35% 
rate. Interest on loans granted by foreign banks 
or financial institutions is subject to a reduced 
withholding tax of 4%.

Royalties paid to non-residents are subject to a 
withholding tax rate of 30%. Royalty payments in 
connection to software are subject to a reduced 
15% withholding rate, unless the software is 
non-customised or standard – in which case, the 
full amount paid up is exempted from withhold-
ing tax. Such rate is increased if the beneficiary 
of the payment is resident in a tax haven.

Finally, dividends paid to non-resident recipients 
are subject to a 35% withholding tax. The foreign 
tax credit paid at the corporate level is totally or 
partially creditable against this withholding tax, 
depending on the income tax system to which 
the source entity is subject to.

Consequently, the tax burden for a non-resident 
recipient of dividends, including taxes at the 
company level, is:

• 35% if subject to the SME regime or resident 
in a DTT country; and
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• 44‒45% if subject to a partially integrated 
system (PIS) regime and not resident in a 
treaty country.

4.2 Primary Tax Treaty Countries
In order for foreign investors to invest in local 
corporate stock or debt, Chile has a wide range 
of DTTs available to foreign investors. The provi-
sions established in the following DTTs usually 
apply:

• Chile‒Argentina (2017);
• Chile‒Australia (2014);
• Chile‒Austria (2016);
• Chile‒Belgium (2011);
• Chile‒Brazil (2004);
• Chile‒Canada (2000);
• Chile‒China (2017);
• Chile‒Colombia (2010);
• Chile‒Croatia (2005);
• Chile‒Denmark (2005);
• Chile‒Ecuador (2004);
• Chile‒United Arab Emirates (2023);
• Chile‒Spain (2004);
• Chile‒USA (2024);
• Chile‒France (2007);
• Chile‒India (2023);
• Chile‒Ireland (2009);
• Chile‒Italy (2017);
• Chile‒Japan (2017);
• Chile‒Malaysia (2009);
• Chile‒Mexico (2004);
• Chile‒Norway (2004);
• Chile‒New Zeland (2007);
• Chile‒Netherlands (2023);
• Chile‒Paraguay (2009);
• Chile‒Perú (2004);
• Chile‒Poland (2004);
• Chile‒Portugal (2009);
• Chile‒United Kingdom (2005);
• Chile‒Czech Republic (2017);
• Chile‒Russia (2017);

• Chile‒Sweden (2006);
• Chile‒Switzerland (2011);
• Chile‒Thailand (2011); and
• Chile‒Uruguay (2019).

4.3 Use of Treaty Country Entities by 
Non-Treaty Country Residents
As a general principle, if a person or company 
considers itself to be a tax resident of a cer-
tain state that has a standing DTT with Chile 
and has a residence certificate, Chile usually 
accepts such qualification as a tax resident – 
even though that person was previously a tax 
resident of a state without a standing DTT with 
Chile.

Notwithstanding the foregoing, if Chile consid-
ers that such person does not comply with such 
conditions to be considered a tax resident (“ben-
eficial owner”), Chile can challenge that quali-
fication via the mutual agreement procedure 
established in the corresponding DTT with the 
other state.

4.4 Transfer Pricing Issues
Law No 21.210 introduced certain modifications 
to the Chilean transfer pricing (TP) regulations as 
of 1 January 2020.

In order to ensure that transactions between 
related parties are valued at market prices and 
to avoid tax base erosion, the Chilean Internal 
Revenue Service has strengthened its enforce-
ment capacity through the Large Taxpayers Divi-
sion, conducting audits on high-risk transactions 
with foreign related parties.

Penalties for non-compliance include significant 
fines, which can reach up to 300% of the evaded 
tax for the submission of false statements. In 
this regard, taxpayers are obliged to issue infor-
mation regarding the so-called local file (DDJJ 
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1951), tax characterisation (DDJJ 1913) and the 
master file (DDJJ 1950), as well as the annual 
transfer pricing statement (DDJJ 1907).

Finally, according to the recent tax reform enact-
ed by Law No 20.713, taxpayers are allowed to 
proceed with transfer pricing adjustments to val-
ues without affecting VAT and customs – as long 
as the adjustment is made before the end of the 
calendar year.

4.5 Related-Party Limited Risk 
Distribution Arrangements
Among the control actions usually deployed 
by the Chilean Internal Revenue Service, it fre-
quently questions the use of related-party lim-
ited risk distribution agreements. The Chilean 
Internal Revenue Service carefully examines 
whether the income allocation reflects the risks, 
functions and assets involved in each case, so 
as to ensure its correspondence with the arm’s 
length principle.

4.6 Comparing Local Transfer Pricing 
Rules and/or Enforcement and OECD 
Standards
In general, Chilean legislation has implemented 
transfer pricing rules according to the OECD 
standards. Nevertheless, it contemplates cer-
tain related-party rules and new types of transfer 
pricing methods (residual or alternate models of 
determining transfer pricing).

4.7 International Transfer Pricing 
Disputes
During the past year, the Chilean Internal Rev-
enue Service’s approach towards transfer pric-
ing has been more co-operative and oriented 
towards reducing the probability of certain lia-
bilities regarding transfer pricing of intangibles 
and the market transfer of shares by taxpayers 

in certain economic sectors, such as private or 
public investment funds.

Also, the current tax administration is promot-
ing the subscription of advanced transfer pricing 
agreements (APAs) in order to resolve transfer 
pricing issues with taxpayers and mutually agree 
on a market value price according to the risks, 
assets and functions involved in the transactions 
between related parties.

Notwithstanding the foregoing, since the estab-
lishment of the APAs through the tax reform of 
2012, this tool has not been used much by tax-
payers.

On the other hand, mutually agreed procedures 
have been promoted by the Chilean authorities, 
particularly through the establishment of instruc-
tions by the Chilean Internal Revenue Service to 
resolve transfer pricing disputes between tax-
payers and the respective tax administration.

5. Key Features of Taxation of Non-
Local Corporations

5.1 Compensating Adjustments When 
Transfer Pricing Claims Are Settled
The taxpayer must ensure to the satisfaction 
of the tax administration that its operations are 
carried out based on the arm’s length principle. 
Therefore, self-adjustments in price transfers are 
allowed in Chile.

If this is not the case, the tax administration is 
empowered to make transfer pricing adjust-
ments, by which means the Chilean Internal 
Revenue Service can increase the taxable base 
to a final tax rate of 40%. In addition, they can 
impose a fine equal to 5% of the balance.
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5.2	 Taxation	Differences	Between	Local	
Branches and Local Subsidiaries of Non-
Local Corporations
Local branches of non-local corporations are not 
generally taxed differently to local subsidiaries of 
non-local corporations.

5.3 Capital Gains of Non-Residents
Non-residents are subject to non-resident 
income tax on their Chilean-sourced income. In 
general, Chilean-sourced income is income from 
assets located in Chile or activities carried out 
therein, including direct capital gains from the 
sale or transfer of shares.

However, Chilean-sourced income also covers 
capital gains from the indirect disposal of Chil-
ean assets (shares of a non-local holding com-
pany that owns the stock of local corporations 
directly) made between non-residents that are 
taxed under very specific conditions.

This income is subject to a withholding tax at the 
rate of 35% when one of the following scenarios 
are met:

• when at least 20% of the market value of the 
shares or quotas that the transferor pos-
sesses (directly or indirectly) in the foreign 
entity – at the time of the transfer or during 
the previous 12 months to the transfer – is 
derived from one or more underlying assets 
established in a), b) or c) and in correspond-
ing proportion to the direct or indirect interest 
possessed by the foreign transferor valued at 
market price:
(a) shares, rights, quotas or other sharehold-

ing titles in the property, control or profits 
of a company, fund or entity incorporated 
in Chile;

(b) an agency or other permanent establish-
ment in Chile of a non-resident or non-

domiciled taxpayer in Chile, considering 
that such permanent establishment for 
tax purposes is an independent entity 
from its main office or parent company; 
and

(c) any type of movable or immovable prop-
erty located in Chile (or the titles regard-
ing such properties) whose owner is a 
non-resident company or legal entity; and

• when the alienated shares, quotas, rights or 
foreign titles have been issued by a company 
or legal entity located in a preferential tax 
regime jurisdiction.

DTTs to which Chile is a party do not specifi-
cally resolve the taxation on capital gains from 
the indirect disposal of Chilean assets. In this 
regard, a case-by-case analysis should be done 
by the foreign investor according to the applica-
ble DTT between Chile and the other state.

5.4 Change of Control Provisions
Under Chilean law, there are no change of control 
provisions. In this regard, indirect capital gains 
will be taxed regardless of how many companies 
there are in between the holding and the Chilean 
local corporation, if the transfer complies with 
the requirements stated in 5.3 Capital Gains of 
Non-Residents. Please also refer to the change 
of control provisions for loss relief in 2.4 Basic 
Rules on Loss Relief.

Nonetheless, the amendments to the new 
restructuring appraisal provision include:

• the incorporation of a definition of market 
value into the standard;

• the option for parties to submit valuation 
reports; and

• the incorporation of international restructur-
ing in cases that are not recognised for tax 
purposes.
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5.5 Formulas Used to Determine Income 
of	Foreign-Owned	Local	Affiliates
Formulas are mainly used in transfer pricing 
rules to provide an estimated arm’s length price 
for transactions between related companies or 
with entities located in preferential tax regime 
jurisdictions.

However, it is important to remember that these 
are just transfer pricing methodologies. Each 
company still needs to prepare its own inde-
pendent financial statements for tax compliance 
and financial reporting purposes.

5.6 Deductions for Payments by Local 
Affiliates
Usually, the standard applied is the “arm’s length 
principle”. Additionally, the deduction shall only 
be allowed once the payments are effectively 
made on a receipt basis. Expenses accrued with 
related parties abroad can only be deducted for 
the effective payment of such expenses on a 
cash basis.

5.7 Constraints on Related-Party 
Borrowing
Thin capitalisation rules apply to related-party 
borrowing by foreign-owned local affiliates paid 
to non-local affiliates at a 3:1 debt-to-equity 
ratio. When the taxpayer is in an excess of 
indebtedness position, a 35% sole penalty tax 
is levied on interests, commissions, services 
or any other financial disbursement associated 
with loans that are subject to withholding tax at 
a rate lower than 35% (eg, interest paid up from 
loans granted by foreign banks) or that have not 
been taxed under domestic law or owing to the 
application of a reduced rate under a DTT.

The excess of indebtedness is calculated on an 
annual basis. To determine whether the taxpayer 
is in an excess of indebtedness position, its total 

annual indebtedness takes into consideration all 
loans – domestic or foreign – from related parties 
or otherwise.

Finally, in the event that the company is in an 
excess of indebtedness position, the tax will 
apply only to cross-border loans granted by 
related parties and subject to the 4% withhold-
ing tax rate at a rate lower than 35% or that have 
not been taxed under domestic law or owing to 
the application of a reduced rate under a DTT.

6. Key Features of Taxation 
of Foreign Income of Local 
Corporations
6.1 Foreign Income of Local 
Corporations
Chile has a worldwide residence-based tax 
regime. In this respect, foreign income accrued 
or received by local corporations is subject to 
the corporate income tax (25‒27%).

6.2 Non-Deductible Local Expenses
Under Chilean law, there are no limitations 
imposed on local corporations regarding the 
deductible expenses attributed to income 
obtained from abroad.

6.3 Taxation on Dividends From Foreign 
Subsidiaries
Dividends from foreign subsidiaries of local cor-
porations are taxed under the corporate income 
tax regime. Generally, taxes paid abroad for such 
distribution (or in the event the corporate income 
tax is paid by the foreign subsidiary) will be offset 
as a tax credit against Chilean corporate income 
tax, within certain limits and conditions accord-
ing to the tax regime of the receiving company 
(foreign tax credit).
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6.4 Use of Intangibles by Non-Local 
Subsidiaries
Intangibles developed by local corporations can 
be used by non-local subsidiaries throughout 
the duration of a licensing arrangement. Trans-
fer pricing rules apply for determining the ade-
quate price of the transference of the intangible 
or licence to related parties.

The fees paid up by the non-local subsidiaries 
to the local corporations are taxed under the 
corporate income tax. The amounts used in the 
R&D required to develop the intangible can be 
deducted by the local corporation as necessary 
expenses to determine their corporate income 
tax.

6.5 Taxation of Income of Non-Local 
Subsidiaries Under Controlled Foreign 
Corporation-Type Rules
Effectively (but only with regard to the passive 
income obtained by local corporations from their 
non-local subsidiaries), if the local corporation 
has at least a 50% shareholding interest in the 
capital, profits or control of such company, the 
income from the non-resident companies shall 
be taxed on an accrual basis.

Additionally, profits derived by foreign branches 
are generally considered as foreign-sourced 
income for the local corporation, to which for-
eign tax credits may apply.

6.6 Rules Related to the Substance of 
Non-Local	Affiliates
Chilean income tax law does not define such a 
concept nor establish any rules in that respect, 
unless general anti-avoidance rules apply in the 
case of lack of substance. Chile also applies the 
rules of the DTT, as well as the treaty shopping 
provisions of the OECD.

It has been understood that the substance of an 
affiliate consists of the organisation of human 
and material resources necessary for a company 
to conduct its economic activities.

6.7 Taxation on Gain on the Sale of 
Shares	in	Non-Local	Affiliates
Gains on the sale of shares in foreign subsidiar-
ies by local corporations are subject to corpo-
rate income tax up to 27% – the rate of which 
shall depend on the tax regime of such local 
corporation (SME or PIS). Tax credits rules will 
depend on the tax regime and whether a tax 
treaty applies.

7. Anti-Avoidance

7.1 Overarching Anti-Avoidance 
Provisions
Chilean law establishes a wide variety of local 
anti-avoidance rules, from general anti-avoid-
ance rules to special anti-avoidance hypoth-
eses, as follows.

General Anti-Avoidance Rules
Under Law No 20.713, the General Anti-Avoid-
ance Rules (GAAR) (Articles 4.3 and 4.4 of the 
Tax Code) and their application have been 
amended. The main changes are as follows.

• GAAR application hypothesis – prior to Law 
No 20.713, the GAAR only applied when there 
was simulation or abuse of legal forms. Fol-
lowing Law No 20.713, abuse or simulation 
can also be committed through “legal facts” 
(ie, not only acts or contracts of any kind, but 
any fact of legal relevance, such as death or 
birth).

• Specialty principle – prior to Law No 20.713, 
where a special anti-avoidance rule was 
applicable, it was not possible for the Chilean 
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Internal Revenue Service to apply the GAAR. 
Following Law No 20.713, the Chilean Internal 
Revenue Service can choose whether to use 
the general anti-evasion rule (norma general 
antielusiva, or NGA) or use the special anti-
avoidance rules (normas especiales antielusi-
vas, or NEA) at its discretion.

• Burden of proof – prior to Law No 20.713, the 
burden of proof was on the Chilean Internal 
Revenue Service. Following Law No 20.713, 
the Chilean Internal Revenue Service must 
prove the elements that constitute the evasive 
act and the taxpayer must prove the econom-
ic reasons that justify such a scheme (“busi-
ness purpose test”).

• Statute of limitations – prior to Law No 
20.713, as a general rule, there was a three-
year limitation period (Article 200, paragraph 
1 of the Tax Code). Following Law No 20.713, 
three years is still the general rule. However, 
in the case of a set or series of acts, the limi-
tation period will be counted from the last act.

• Fines – prior to Law No 20.713, only consult-
ants who designed or planned the structure 
sanctioned under the GAAR could be fined. 
Following Law No 20.713, the taxpayer can 
also be fined in certain cases and there is 
now joint and several liability for corporate 
governance (directors, managers, principal 
executives, etc, can face a maximum fine of 
approximately USD200,000).

The new procedure for applying the GAAR under 
Law No 20.713 is as follows.

• The procedure is triggered by a mandatory 
prior summons to the taxpayer and the audit 
will be carried out by the Chilean Internal 
Revenue Service’s Department of General 
Anti-Avoidance Rules.

• The taxpayer must prove the economic and 
legal reasonableness of the operation or the 
“economy of option”.

• The Department of General Anti-Avoidance 
Rules prepares a report with its conclusions 
and recommendations, classifying the facts 
as constituting avoidance or not.

• The report is submitted to the Chilean Internal 
Revenue Service’s Anti-Avoidance Commit-
tee, who will have 15 days in which to analyse 
the report and issue an opinion.

• The Chilean Internal Revenue Service’s 
Anti-Avoidance Committee may request the 
opinion of the Advisory Council.

• The Advisory Council will have 60 days to 
issue its (non-binding) opinion.

• The Chilean Internal Revenue Service’s 
Anti-Avoidance Committee then makes its 
decision. If it concludes that tax evasion has 
taken place, the Director of the Chilean Inter-
nal Revenue Service’s Anti-Avoidance Com-
mittee shall compel the tax court to declare 
the existence of a tax-avoiding scheme.

• There then follows a special claim process 
under Chilean law at the tax courts, whereby 
this is a possibility of conciliation.

Special Anti-Avoidance Rules
Special anti-avoidance rules have been estab-
lished mainly in the LIR, including:

• CFC rules indicated in Article 41G of the LIR;
• transfer pricing rules established in Article 

41E of the LIR;
• thin capitalisation rules indicated in Article 

41F of the LIR;
• tax haven rules in Article 41H of the LIR; and
• indirect capital gains tax.
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8. Audit Cycles

8.1 Regular Routine Audit Cycle
Generally, the Chilean tax system is one of self-
assessment. The Chilean tax administration sets 
its audit policies according to each economic 
activity and, in particular, to each tax.

These policies are generally set at the beginning 
of each year and are made public by the Chilean 
tax administration. These audits are focused on 
large economic groups and other businesses 
with relevant revenue from both national and 
foreign sources.

As regards individuals, audits are generally 
conducted after the Chilean tax administration 
finds inconsistencies between the proposed tax 
returns and the information collected via several 
automatic information regimes, mainly through 
withholding agents such as banks, financial 
institutions, insurance companies, and employ-
ers.

9. BEPS

9.1 Recommended Changes
Chile has implemented several of the base ero-
sion and profit shifting (BEPS) recommenda-
tions recommendations issued by the OECD/
G20 Inclusive Framework on BEPS, including 
the following.

• Action 3: Limiting Base Erosion Through Con-
trolled Foreign Company (CFC) Rules – Chile 
has adopted CFC rules and taxes income 
of foreign subsidiaries controlled by Chilean 
residents that is considered low taxed or not 
taxed, on an accrual basis where certain con-
ditions are met.

• Action 5: Countering Harmful Tax Practices 
More Effectively – Chile has taken steps to 
address harmful tax practices identified by 
the OECD, such as preferential tax regimes 
and lack of transparency. Among such 
measures, Chile has established under recent 
tax reform enacted by Law No 20.713 the 
enforcement of the Tax Avoidance Schemes 
Catalog (published annually by the Chilean 
Internal Revenue Service), providing a legal 
recognition for such catalog.

• Action 13: Country-by-Country Reporting 
(CbC) – Chile has completely adopted CbC 
reporting requirements, requiring multinational 
companies to report financial and tax infor-
mation on a CbC basis.

Action 15: Multilateral Instrument – Chile has rat-
ified the Multilateral Convention to Apply Meas-
ures Related to Tax Treaties to Prevent Base 
Erosion and Profit Shifting (MLI/BEPS/OECD/
G20) (the “Multilateral Instrument”, or MLI) and 
has proceeded to gradually implement the BEP 
recommendations.

Actions in Progress
Chile is still in the process of implementing the 
following recommendations.

• Action 1: Addressing the Tax Challenges 
of the Digital Economy – Chile has already 
established a special taxable event in order 
to tax (with VAT) services provided by digital 
B2C platforms and other tech companies 
(such as Netflix and Spotify). In this regard, 
foreign non-resident companies are also 
subject to a voluntary registry (digital service 
providers must register with the Chilean Inter-
nal Revenue Service).

• Action 2: Neutralising the Effects of Hybrid 
Mismatch Arrangements – the main actions 
in this regard have been related to the pre-
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vention of structured deals in the case of 
payments of interest by national banks or 
financial institutions to non-resident foreign 
banks. The absence of such structured deal 
is deemed as a sine qua non condition for the 
withholding tax reduction under Chilean law.

• Action 6: Prevention of Tax Treaty Abuses – 
Chile has signed tax information exchange 
agreements with various countries and the 
MLI.

• Action 7: Permanent Establishment Status – 
following the enactment of Law No 21.210, 
Chilean legislation incorporates a clear 
definition of permanent establishment, which 
is based on the concept established in DTTs 
entered into by Chile with several states.

• Action 11: BEPS Data Analysis – the Chilean 
Internal Revenue Service and other govern-
ment agencies keep track of the necessary 
data that allows the adoption and implemen-
tation of BEPS recommendations at legisla-
tive and regulatory level.

• Action 12: Mandatary Disclosure Rules – the 
tax reform approved by congress (Law No 
20.713) during October 2024 includes provi-
sions that enforce the burden of proof on 
taxpayers where the Chilean Internal Rev-
enue Services declares the existence of a 
tax-avoiding scheme. In this regard, Chilean 
Internal Revenue Services requires certifica-
tion of the existence of the acts configuring 
the avoidance scheme and the taxpayer must 
prove that such structure complies with their 
economic and financial background and was 
not only motivated by mere tax purposes.

• Action 14: Mutual Agreement Procedure – 
such procedure has been established by 
administrative rulings and resolutions that 
indicate the conditions for taxpayers dealing 
with the tax administrations of both states 
involved in a DTT.

Non-Initiated Actions
The following actions have yet to be initiated in 
Chile.

• Action 4: Limitation on Interest Deductions – 
Chile is implementing these actions via estab-
lishment of thin capitalisation rules indicated 
in the LIR.

• Actions 8‒10: Transfer Pricing Documentation 
and CbC Reporting for Tax Authorities – Chile 
is implementing these actions through several 
reports that must be submitted by the taxpay-
ers annually, especially information regarding 
multinational enterprises.

9.2 Government Attitudes
In May 2010, Chile became a full member of the 
OECD after a two-year period of compliance 
with the organisation’s mandates and rules. In 
this regard, the Chilean government has a gener-
ally positive attitude towards the BEPS recom-
mendations. It has passed BEPS-related legisla-
tion and has ratified the MLI.

Such provisions have also entered into effect 
between Chile and countries such as Australia, 
Austria, Canada, South Korea, Croatia, Den-
mark, Spain, France, Ireland, Mexico, Norway, 
New Zealand, Poland, Portugal, South Africa, 
Thailand and Uruguay.

The reason behind such policies is to continue 
the permanent opening-up of Chile to interna-
tional markets. This is why Pillar One and Pillar 
Two are within the purview of Chilean authorities. 
Nevertheless, to date, no Pillar Two provisions 
have been implemented by the Chilean govern-
ment.

9.3	 Profile	of	International	Tax
International tax has a high public profile in 
Chile, especially after the “Panama Papers” 
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and “Pandora Papers” leaks and various inves-
tigations into non-declared offshore accounts. 
These issues are likely to influence the further 
implementation of BEPS recommendations.

The information that the Chilean Internal Rev-
enue Service receives under Common Reporting 
Standard (CRS) and Foreign Account Tax Com-
pliance Act (FATCA) agreements is quite relevant, 
owing to the prominent data that can be used 
to identify and pursue international tax evasion. 
(The Chilean Internal Revenue Service, through 
the provisions established under tax information 
exchange agreements, has obtained informa-
tion regarding the set-up of financial accounts 
by Chilean taxpayers with investments abroad. 
Accordingly, the Chilean Internal Revenue Ser-
vice has detected the existence of USD32 billion 
in financial accounts in which Chilean investors 
hold their investments abroad.)

9.4 Competitive Tax Policy Objective
Although Chile has passed several tax reforms 
that have increased tax rates levied up on cor-
porations and high net worth individuals, it has 
yet to become a competitive jurisdiction for tax 
purposes, especially for foreign investor. This is 
due to the free foreign exchange market and the 
wide range of DTTs signed with several OECD 
and G20 members.

Despite the tendency of these measures to 
attract foreign investment and promote tax 
competitiveness, Chile has incorporated sev-
eral BEPS principles into its legislation, such as 
thin capitalisation rules, CFC rules and transfer 
pricing rules.

9.5 Features of the Competitive Tax 
System
Chile has terminated or reformed several DTTs 
that were vulnerable to treaty abuse by taxpay-

ers, such as those with Argentina and the USA. 
This demonstrates the country’s commitment to 
preventing tax evasion and avoidance.

In addition, Chile participates in international tax 
information exchange arrangements. This has 
resulted in increased transparency in tax mat-
ters.

9.6 Proposals for Dealing With Hybrid 
Instruments
The best policy options for addressing hybrid 
instruments (such as convertible bonds, pre-
ferred shares and convertible notes) are the spe-
cific anti-avoidance rules and the rules specifi-
cally addressing hybrid mismatch arrangements, 
as recommended by the OECD. The GAAR could 
also be useful in this matter.

9.7 Territorial Tax Regime
Chile has a residence-based, worldwide income 
tax regime. Chile has thin capitalisation rules 
established in Article 41F of the LIR, so as to 
discourage an excessive interest deductibility by 
the foreign corporation that invests in the local 
corporation. In that sense, it restricts the amount 
of debt on which interest is tax deductible to a 
predefined debt-to-equity ratio (3:1). Expenses 
accrued from related parties abroad are only 
deductible when they are effectively paid (cash 
basis).

9.8 Controlled Foreign Corporation 
Proposals
Chile has a residence-based, worldwide income 
tax regime, but has transparency or CFC rules 
that make deferral clearly more cumbersome. 
However, in broad terms, companies with no 
Chilean controlling shareholders will not be sub-
ject to this rule.
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9.9 Anti-Avoidance Rules
The proposed DTT “limitation on benefits” 
or anti-avoidance rules were included in the 
recently approved DTT between Chile and USA, 
in treaties with other countries, and in the MLI.

9.10 Transfer Pricing Changes
Prior to the BEPS recommendations, Chile had 
certain transfer pricing rules in place since 1998. 
However, since 2012, Chilean transfer pricing 
legislation has been widely altered in accord-
ance with OECD guidelines. IP is particularly 
difficult to price adequately, mainly because it is 
difficult to find an adequate comparison.

9.11 Transparency and Country-by-
Country Reporting
As a general principle, proposals for transpar-
ency and CbC reporting are favoured. As men-
tioned in 9.8 Controlled Foreign Corporation 
Proposals, Chile has already included transpar-
ency rules in its local legislation. The CbC reports 
provide more detailed information to the Chilean 
tax administration, forcing the transfer pricing 
reports to be more thorough and to include other 
related-party transactions that would otherwise 
not be dealt with for these purposes.

9.12 Taxation of Digital Economy 
Businesses
The digital economy business is taxed under the 
VAT legislation (Article 8N), which has included 
clauses to tax B2C businesses operating from 
abroad (such as Netflix and Spotify).

9.13 Digital Taxation
Although the Chilean government is promoting a 
comprehensive tax reform bill, the project does 
not include new proposals relating to digital 
taxation.

9.14	 Taxation	of	Offshore	IP
There are no other provisions dealing with the 
taxation of offshore IP that is deployed within 
Chile. For the payment of royalties to non-resi-
dent beneficiaries (which could be reduced if a 
DTT applies), please see 4.1 Withholding Taxes. 
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1. Types of Business Entities, 
Their Residence and Basic Tax 
Treatment
1.1 Corporate Structures and Tax 
Treatment
In China, businesses generally adopt a cor-
porate form due to their operational and legal 
advantages. Common structures include:

• Limited Liability Company (LLC): Sharehold-
ers’ liability is limited to their capital contribu-
tions. This is the most popular form due to its 
flexibility and liability protection.

• Joint Stock Company (JSC): This structure 
is suitable for larger enterprises requiring 
access to capital markets. Shareholders’ 
liability is limited to their shareholdings.

These entities are taxed as separate legal entities 
under the Corporate Income Tax (CIT) system.

However, in China, not all enterprises generally 
adopt the company form. There are also other 
forms like sole proprietorships and partnerships.

• Sole Proprietorships: These are set up by 
one natural person. The owner has unlim-
ited liability for the business’s debts and it is 
managed flexibly by the owner or appointed 
persons.

• Partnerships: These comprise general part-
nerships and limited partnerships. Partners in 
general partnerships have unlimited joint and 
several liability, while in limited ones, limited 
partners’ liability is limited to their contribu-
tions.

These entities are not taxed as separate legal 
entities under the Corporate Income Tax (CIT) 
system. Instead, the owner of a sole proprietor-
ship pays individual income tax on business 

income, and partners in a partnership are taxed 
according to their nature: individual partners pay 
individual income tax, while entity partners are 
subject to corporate income tax.

1.2 Transparent Entities
In China, transparent entities are not taxed at 
the entity level; income is passed through to 
partners or investors, who are taxed individu-
ally. Common types include general partnerships 
(GPs), limited partnerships (LPs).

• GPs are commonly used by law firms, 
accounting firms, and consulting businesses, 
where all partners actively participate in man-
agement and bear unlimited liability for the 
partnership’s obligations.

• LPs are favoured in private equity and ven-
ture capital, consist of general partners who 
manage the entity and bear unlimited liability, 
while limited partners provide capital but have 
limited liability.

Advantages of Transparent Entities
• Tax Efficiency: They avoid corporate-level 

taxation and prevent double taxation on 
investment income.

• Flexible Profit Distribution: Investors and fund 
managers can tailor profit allocation strate-
gies.

• Limited Liability for Investors: LPs provide 
liability protection for investors, restricting risk 
exposure to their capital contributions.

• Management and Liability Flexibility: The GP-
LP model allows professionals (such as fund 
managers) to perform as a GP to assume 
unlimited liability, while passive investors only 
bear liability up to their capital contribution 
and have no management obligations.

It should be noted that trusts in China are not 
defined as transparent entities.
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1.3 Determining Residence of 
Incorporated Businesses
An incorporated business is considered a Chi-
nese resident enterprise if:

• it is lawfully incorporated in China, meaning 
it is established in accordance with Chinese 
laws and administrative regulations and has 
completed the corporate registration process 
with the Chinese government; and

• its “place of effective management” is located 
in China, referring to where substantial and 
overall business operations, management, 
and decision-making occur.

For transparent entities (eg, partnerships), Chi-
nese tax authorities generally determine tax resi-
dence based on where the partners or actual 
management reside. If the entity’s effective 
management is in China, it may be deemed a 
Chinese tax resident.

However, residency determinations for incorpo-
rated businesses and transparent entities are 
also subject to double taxation treaties (DTTs).

China’s DTTs generally follow the OECD Mod-
el Tax Convention or the UN Model, providing 
tie-breaker rules to resolve dual tax residency 
conflicts. When both China and another country 
treat a company as a tax resident, the place of 
effective management (PoEM) typically deter-
mines the final residence status. For instance, 
under the China-Singapore DTT, if a company 
is considered a resident in both jurisdictions, its 
PoEM decides its residence. Certain treaties, 
such as the China-Hong Kong DTT, may pro-
vide a more detailed definition of PoEM, some-
times requiring the company’s board of directors 
or top-level management to have a permanent 
establishment in the jurisdiction.

1.4 Tax Rates
Incorporated Businesses
Chinese incorporated businesses are generally 
subject to multiple taxes administered at both 
national and local levels. The primary categories 
include corporate income tax, value-added tax, 
and various local surcharges. Other taxes may 
apply depending on the company’s business 
activities, industry, and location.

Corporate income tax (CIT)
• The standard rate is 25% for most enter-

prises.
• Preferential rates, such as 15%, are avail-

able for specific enterprises, including high 
and new technology enterprises (HNTEs) and 
businesses engaged in encouraged industries 
in certain regions, such as Hainan.

• Eligible small low-profit enterprises can ben-
efit from an effective tax rate as low as 5%.

Value-added tax (VAT)
• General VAT rates usually range from 6% to 

13%, with 13% being the most common.
• Certain goods or services fall under a lower 

9% rate or a 6% category.
• Small-scale taxpayers may pay a simplified 

rate of 3%.

Consumption tax
• This tax targets specific goods like tobacco, 

alcohol, and luxury items.
• They may be subject to an ad valorem rate 

(ranging from approximately 5% to 56%) or a 
specific rate based on the quantity of goods 
(charging a fixed amount per unit), and in 
some cases, a combination of both methods.

Local surcharges and other taxes
• Urban Maintenance and Construction Tax: 

This is calculated as a percentage (1%–7%) 
of the VAT or consumption tax payable.
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• Stamp Duty: This is levied on certain con-
tracts or documents, with rates typically 
between 0.03% and 0.1%.

• Property Tax and Land Use Tax: This is 
applied to real estate and land, with specific 
rates varying by locality.

Tax Rates for Businesses Owned by 
Individuals or Through Transparent Entities
In China, businesses owned by individuals 
directly or through transparent entities (such 
as sole proprietorships, general partnerships, 
or limited partnerships) are generally subject 
to individual income tax (IIT) rather than corpo-
rate income tax (CIT). IIT applies on a progres-
sive scale, typically ranging from 5% to 35%, 
depending on the amount of taxable income. 
Some local incentives and special policies may 
further reduce the effective tax burden.

Because income flows through to individual own-
ers, no separate CIT is imposed on these struc-
tures. Investors or partners report their share of 
the operating profits as personal income, and 
any tax due is determined by their applicable IIT 
brackets. This pass-through system helps avoid 
a double layer of taxation but can result in higher 
tax liability if the individual’s total income places 
them in a higher tax bracket.

Similarly, businesses owned directly by individu-
als or through transparent entities must also pay 
transaction-based taxes such as VAT and con-
sumption tax, just like incorporated businesses. 
However, the applicable tax rates may differ 
depending on specific circumstances.

2. Key General Features of the Tax 
Regime Applicable to Incorporated 
Businesses
2.1	 Calculation	for	Taxable	Profits
Taxable profits in China are calculated based on 
accounting profits, with adjustments for tax pur-
poses, including:

• Non-deductible Expenses: Certain expenses, 
such as fines, penalties, and excess enter-
tainment costs, are not tax-deductible.

• Exempt or Preferential Income: Certain 
income, like qualified dividends from resident 
enterprises, may be exempt or eligible for 
preferential treatment. Profits are taxed on an 
accrual basis, meaning income is recognised 
when earned, and expenses when incurred.

• Specific Deductions/Allowances: Some 
expenditures (for instance, eligible research 
and development expenses) can be deducted 
at a higher percentage than recorded in the 
accounting books.

China primarily adopts an accrual-based system 
for tax purposes. Income is recognised when 
earned, and expenses when incurred, rather 
than upon actual cash receipt or payment.

Although the accrual method is standard, cer-
tain industries or transactions may be subject to 
special rules or industry-specific guidance from 
the tax authorities.

2.2 Special Incentives for Technology 
Investments
China does not operate a formal patent box 
regime; however, it provides a super deduction 
for R&D expenses, allowing eligible costs to be 
deducted at 200%.
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Other special incentives for technology are out-
lined below.

HNTE Status
Qualifying HNTEs enjoy a reduced CIT rate of 
15%, compared to the standard 25%.

Software Industry Incentives
• CIT: Encouraged software enterprises may be 

eligible for “two-year exemption and three-
year half reduction” policy, beginning from 
their first profitable year under the standard 
25% statutory rate. Particularly crucial enter-
prises may qualify for a five-year exemption 
followed by a 10% tax rate.

• VAT: Businesses selling self-developed 
software products can receive a VAT refund 
for the portion where the actual VAT burden 
exceeds 3% after paying the standard 13% 
VAT.

Additional Local Support
Certain regions in China provide extra incen-
tives, such as tax rebates, subsidies, and grants, 
to attract technology-focused businesses.

2.3 Other Special Incentives
Free Trade Zones (FTZs)
China’s FTZs, such as the Shanghai Free Trade 
Zone and the Hainan Free Trade Port, offer tax 
and customs incentives designed to boost inter-
national trade and investment.

Benefits often include reduced import duties 
on certain goods, and, in some cases, a lower 
CIT rate of 15% for companies in encouraged 
industries.

Western Region Development Programme
Companies operating in designated western 
provinces may qualify for a reduced CIT rate of 

15% if they engage in encouraged industries (eg, 
infrastructure, advanced manufacturing).

Eligible	Small	Low-Profit	Enterprises
From 1 January 2023 to 31 December 2027, 
small and low-profit enterprises with annual tax-
able income of up to RMB3 million may include 
only 25% of that portion in their taxable income. 
CIT is then calculated at 20% on the reduced 
amount, resulting in an effective tax burden of 
5%.

Enterprises Engaged in Pollution Prevention 
and Control
From 1 January 2019 to 31 December 2027, 
qualified enterprises focused on pollution pre-
vention and control are eligible for a reduced CIT 
rate of 15%.

The incentives described above represent only 
some of the core special incentives available 
in China. The government periodically releases 
targeted policies for sectors such as biotech-
nology, semiconductors, and high-end manufac-
turing. These policies may provide tax credits, 
grants, or accelerated depreciation for qualified 
equipment purchases, all aiming to stimulate 
development and enhance China’s global com-
petitiveness in key industries.

2.4 Basic Rules on Loss Relief
Enterprises can carry forward losses for up 
to five years to offset future profits. High-tech 
enterprises may carry forward losses for up to 
ten years. There is no provision for loss car-
ryback in China. Business income and capital 
gains are generally consolidated into overall 
profits or losses. Income losses can be offset 
against capital gains and vice versa.
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2.5 Imposed Limits on Deduction of 
Interest
Thin Capitalisation Rules
• China enforces thin capitalisation rules, which 

limit the deduction of interest expenses on 
loans from related parties.

• Generally, the debt-to-equity ratio should not 
exceed 2:1 for most enterprises and 5:1 for 
financial institutions.

• If the ratio exceeds these thresholds, the 
excess interest may not be deductible for CIT 
purposes unless the enterprise can prove 
that the financing was conducted on an arm’s 
length basis.

Related-Party Loan Interest Deduction
• Interest on loans from related parties must 

comply with transfer pricing rules to ensure 
that interest rates and terms reflect fair mar-
ket conditions.

• The tax authorities may adjust interest deduc-
tions if they consider the interest rate exces-
sive or not at arm’s length.

Anti-Tax Avoidance Provisions
If an enterprise structures debt arrangements in 
a way that aims to erode the tax base artificially 
(eg, excessive intra-group interest payments), 
the tax authorities have the right to re-charac-
terise the transaction and limit deductions under 
general anti-avoidance rules (GAAR).

2.6 Basic Rules on Consolidated Tax 
Grouping
Consolidated tax filings are generally not per-
mitted in China, and each company must file 
taxes separately. Losses cannot be transferred 
between entities. However, businesses can opti-
mise tax efficiency within a group through stra-
tegic structuring, transfer pricing compliance, 
and M&A arrangements while ensuring regula-
tory compliance.

Although parent companies and their subsidiar-
ies cannot file consolidated tax returns, head-
quarters and branches can do so because 
branches are not separate legal entities from 
their headquarters.

2.7 Capital Gains Taxation
In China, corporate capital gains are taxed as 
ordinary income, typically at 25% CIT, with no 
separate capital gains tax regime. However, 
dividends from resident companies are exempt, 
and tax deferrals may apply to qualified restruc-
turings; however, for publicly issued and traded 
shares, dividend and profit distributions are 
exempt from tax only if the shares have been 
continuously held for more than 12 months.

Capital gains from selling shares are not exempt 
and remain taxable. Foreign investors selling 
Chinese shares may face a 10% withholding tax, 
subject to treaty relief.

2.8 Other Taxes Payable by an 
Incorporated Business
The main taxes are outlined below.

VAT
• General VAT rates usually range from 6% to 

13%, with 13% being the most common.
• Certain goods or services fall under a lower 

9% rate or a 6% category.
• Small-scale taxpayers may pay a simplified 

rate of 3%.

Consumption Tax
• This tax targets specific goods like tobacco, 

alcohol, and luxury items.
• They may be subject to an ad valorem rate 

(ranging from approximately 5% to 56%) or a 
specific rate based on the quantity of goods 
(charging a fixed amount per unit), and in 
some cases, a combination of both methods.
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Local Surcharges and Other Taxes
• Urban maintenance and construction tax is 

calculated as a percentage (1%–7%) of the 
VAT or consumption tax payable.

Stamp Duty
This is levied on certain contracts or documents, 
with rates typically between 0.03% and 0.1%.

Land Appreciation Tax (LAT)
This tax is imposed on gains from real estate 
transactions, such as the sale of land use rights 
or buildings. Progressive tax rates range from 
30% to 60% based on the appreciation value.

Deed Tax
This tax applies to the transfer of land use rights 
and real estate transactions. Rates generally 
range from 3% to 5% of the transaction value.

2.9 Incorporated Businesses and 
Notable Taxes
Notable taxes applicable to incorporated busi-
nesses may include:

• environmental protection tax, which is levied 
on pollutants discharged into the environ-
ment;

• real estate-related taxes, such as land use tax 
and real estate tax, depending on property 
ownership and usage; and

• resource tax (businesses engaged in exploit-
ing taxable natural resources like minerals 
are liable for resource tax; the tax is based on 
the quantity or value of the resources exploit-
ed, and rates differ according to different 
resource categories).

3. Division of Tax Base Between 
Corporations and Non-Corporate 
Businesses
3.1 Closely Held Local Businesses
According to data released by the Chinese gov-
ernment, business entities in China are primar-
ily sole proprietorships (individual industrial and 
commercial households) rather than corporate 
entities. This structure offers simpler registra-
tion procedures and lower operational costs. In 
most cases, non-corporate businesses are not 
required to maintain full accounting records, 
making them a more cost-effective option for 
small entrepreneurs.

3.2 Individual Rates and Corporate Rates
In China, IIT rates range from 3% to 45%, with 
certain types of income, such as capital gains 
and dividends, taxed at a fixed 20% rate. CIT 
is commonly levied at 25%, and profits distrib-
uted from companies to individuals are generally 
subject to a 20% tax. As a result, CIT rates are 
not necessarily lower than individual income tax 
rates, and the overall tax burden depends on 
income structure and tax planning strategies.

3.3 Accumulating Earnings for 
Investment Purposes
In China, there are no specific anti-accumulation 
tax rules that explicitly prevent closely held cor-
porations from retaining earnings for investment 
purposes.

3.4 Sales of Shares by Individuals in 
Closely Held Corporations
Dividends from closely held corporations are 
taxed at a fixed 20% IIT, withheld at the corpo-
rate level.
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Capital gains from selling shares in private cor-
porations are taxed at 20% IIT, with the seller 
responsible for reporting.

3.5 Sales of Shares by Individuals in 
Publicly Traded Corporations
Tax on Dividends
For secondary market shares (publicly traded 
shares bought on stock exchanges)
Dividends are subject to IIT based on the hold-
ing period:

• held for ≤1 month: 20% tax;
• held for >1 month but ≤1 year: 10% tax; and
• held for >1 year: exempt from IIT.

The listed company withholds and remits the tax 
before distributing the dividends.

For restricted shares (lock-up shares in a 
listed company)
Before the lock-up period ends
Dividends are taxed at an effective rate of 10%, 
as only 50% of the dividend amount is included 
in taxable income and taxed at 20% IIT.

After the lock-up period ends
Dividends are taxed the same as non-restricted 
shares, based on the standard holding period-
based tax rates (0%, 10%, or 20%) as above. 
The holding period starts from the date of the 
share unlock (not the original acquisition date).

Tax on the Gains of the Sale of Shares
For secondary market shares (shares bought 
on the stock exchange)
Capital gains from selling A-shares (Mainland-
listed stocks) are exempt from IIT, but a 0.1% 
securities transaction tax (STT) applies to the 
selling side.

Capital gains from selling restricted shares after 
unlocking are subject to a 20% IIT, the same as 
other private equity transactions.

4. Key Features of Taxation of 
Inbound Investments

4.1 Withholding Taxes
In the absence of income tax treaties, China 
imposes a 10% withholding tax on interest, divi-
dends, and royalties, with limited domestic relief 
options. If a tax treaty is in place, the withholding 
tax rate may be reduced.

The local tax authority closely monitors cross-
border payments, especially for related-party 
transactions and royalty arrangements, and 
employs stringent enforcement measures to 
ensure compliance. The government’s strict 
monitoring is driven not only by tax enforce-
ment considerations but also by China’s foreign 
exchange control measures, aiming to prevent 
companies from exploiting payments of interest, 
dividends, and royalties as loopholes to circum-
vent foreign exchange regulations and transfer 
funds overseas.

4.2 Primary Tax Treaty Countries
Hong Kong is the most commonly used jurisdic-
tion (not a country) due to its favourable double 
tax treaties with China.

Under the China-Hong Kong Double Tax Agree-
ment, withholding tax rates on dividends and 
interest may be reduced to 5%, subject to spe-
cific conditions. Hong Kong’s relatively simple 
tax system and strong financial infrastructure 
make it a preferred platform for investments into 
Chinese corporations.
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In addition to Hong Kong, the Chinese govern-
ment has signed DTTs with over 100 countries 
and regions, many of which include tax incen-
tives related to investment.

4.3 Use of Treaty Country Entities by 
Non-Treaty Country Residents
Chinese local tax authorities often exam-
ine cross-border arrangements that appear 
to exploit treaty benefits without meeting the 
required conditions. In particular, they focus on 
whether the entity in the treaty country qualifies 
as the “beneficial owner” of the income.

Relevant Treaty Provisions and 
Interpretations
Certain double tax treaties include the con-
cept of “beneficial ownership” as a criterion for 
enjoying preferential withholding tax rates on 
dividends, interest, or royalties. If a non-resident 
entity cannot demonstrate that it is the true ben-
eficial owner of the income, local tax authorities 
may deny treaty benefits.

General Anti-Avoidance Rules (GAAR)
In addition to treaty-specific provisions, China’s 
Corporate Income Tax Law and its implement-
ing regulations contain GAAR provisions. If an 
arrangement is primarily tax-driven and lacks a 
valid commercial purpose, tax authorities have 
the right to adjust the transaction. Non-treaty 
country residents using treaty country entities 
purely for tax benefits may have their structures 
recharacterised, resulting in the denial of treaty 
benefits and the application of standard with-
holding tax rates.

4.4 Transfer Pricing Issues
Inbound investors face challenges ensuring 
cross-border related-party transactions meet 
the arm’s length principle. Key issues include 
financing arrangements, intellectual property 

payments, management fees, intercompany 
pricing, and documentation compliance.

Related-Party Financing
• The main concern is whether cross-border 

loans and interest rates are at arm’s length.
• Non-compliance can lead to denied deduc-

tions and higher taxable income.

Intellectual Property Royalties
• The main concern relates to royalty rates and 

their alignment with market value.
• If deemed excessive, tax authorities may 

make adjustments and question the sub-
stance of the arrangement.

Service and Management Fees
• The main concern is whether services were 

provided and properly documented.
• Improperly supported fees can be disallowed 

or adjusted.

Profit	Shifting	and	Intercompany	Pricing
• The main concern is preventing profit shifting 

through related-party transactions.
• Disputes can result in additional taxes, penal-

ties, and interest.

Documentation Compliance
• The main concern is meeting China’s strict 

transfer pricing documentation standards.
• Poor compliance can trigger audits, increase 

costs, and lead to adjustments.

4.5 Related-Party Limited Risk 
Distribution Arrangements
Local tax authorities in China may challenge 
related-party limited risk distribution arrange-
ments if they believe these arrangements do not 
comply with the arm’s length principle.
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4.6 Comparing Local Transfer Pricing 
Rules and/or Enforcement and OECD 
Standards
While China’s transfer pricing regulations are 
generally based on OECD guidelines, key dif-
ferences exist in enforcement practices, the 
emphasis on local economic substance, and 
the treatment of location-specific advantages. 
These distinctions can result in outcomes that 
vary from OECD standards, especially in how 
profits are allocated to Chinese entities and the 
documentation burden placed on taxpayers.

4.7 International Transfer Pricing 
Disputes
In recent years, local tax authorities in China 
have stepped up their efforts on transfer pricing 
enforcement. They closely monitor transactions 
between related parties, especially those involv-
ing significant amounts or complex structures. 
They are willing to make new inquiries and to 
re-examine earlier tax years if fresh information 
or documentation suggests that past transfer 
pricing arrangements might not have been at 
arm’s length.

Meanwhile, the Chinese tax authorities have 
been actively participating in MAP negotiations 
to resolve related disputes and to enhance Chi-
na’s reputation as a reliable investment desti-
nation. MAPs are becoming more common in 
China. The rise in cross-border transactions, 
coupled with more frequent audits and tighter 
transfer pricing scrutiny, has led to a growing 
number of disputes that taxpayers prefer to 
resolve through MAP. This trend is further rein-
forced by China’s commitment to implementing 
OECD recommendations, including enhanced 
dispute resolution mechanisms under the Base 
Erosion and Profit Shifting (BEPS) framework. As 
a result, MAPs are likely to play an increasingly 
important role in addressing complex transfer 

pricing issues and mitigating double taxation in 
China.

5. Key Features of Taxation of Non-
Local Corporations

5.1 Compensating Adjustments When 
Transfer Pricing Claims Are Settled
Compensating adjustments can be made when 
a transfer pricing dispute is resolved.

5.2	 Taxation	Differences	Between	Local	
Branches and Local Subsidiaries of Non-
Local Corporations
The local branches of non-local corporations 
are taxed differently to local subsidiaries of non-
local corporations. The primary differences arise 
from their legal structure. A local branch is an 
extension of the foreign corporation and does 
not have a separate legal identity, while a local 
subsidiary is an independent legal entity.

5.3 Capital Gains of Non-Residents
Capital gains tax is generally imposed on non-
residents who sell Chinese stock. Indirect trans-
fers through foreign holding companies can also 
be taxed under China’s indirect transfer rules, 
and treaties may provide relief, but only if cer-
tain criteria – including economic substance and 
anti-abuse standards – are satisfied.

5.4 Change of Control Provisions
Chinese tax laws include provisions that could 
trigger tax charges in the event of a change of 
control, particularly under the rules governing 
indirect transfers of Chinese taxable assets.

5.5 Formulas Used to Determine Income 
of	Foreign-Owned	Local	Affiliates
In general, China does not rely on fixed formu-
las to determine the income of foreign-owned 
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local affiliates that sell goods or provide servic-
es. Instead, the tax authorities primarily follow 
thearm’s length principle as outlined in transfer 
pricing regulations.

5.6 Deductions for Payments by Local 
Affiliates
In China, the deductibility of payments made by 
local affiliates to non-local affiliates for manage-
ment and administrative expenses is subject 
to strict transfer pricing and documentation 
requirements. The key standard applied is the 
arm’s length principle.

Key Conditions for Deductibility
Economic substance and necessity
• The local affiliate must demonstrate that the 

management or administrative services were 
actually provided and that they directly ben-
efitted the local affiliate’s business.

• Payments for services that do not provide a 
measurable benefit or that duplicate the local 
affiliate’s existing capabilities are generally 
not deductible.

Reasonableness of charges
• The amount charged for the services must be 

reasonable, reflecting what independent par-
ties would have agreed upon in a comparable 
transaction.

• Excessive charges or fees unrelated to actual 
services rendered may be disallowed.

Adequate documentation
• The local affiliate must maintain compre-

hensive documentation, including service 
agreements, invoices, and proof of services 
performed.

• Authorities may require a detailed breakdown 
of the nature of the services, the basis for the 
charges, and evidence that the costs were 
incurred at arm’s length.

5.7 Constraints on Related-Party 
Borrowing
China imposes constraints on related-party bor-
rowing by foreign-owned local affiliates, primar-
ily through thin capitalisation rules and transfer 
pricing regulations. For more details, see 2.5 
Imposed Limits on Deduction of Interest.

At the same time, when the foreign-owned local 
affiliates pay to non-local affiliates, they must 
also comply with China’s foreign exchange con-
trols.

6. Key Features of Taxation 
of Foreign Income of Local 
Corporations
6.1 Foreign Income of Local 
Corporations
Foreign income earned by local corporations is 
generally not exempt from corporate tax. Instead, 
it is included in the global taxable income of the 
corporation and subject to the same tax rates as 
local income. However, double taxation may be 
alleviated through foreign tax credits and appli-
cable tax treaties.

6.2 Non-Deductible Local Expenses
If certain foreign income is exempt from Chi-
nese CIT, any local expenses that directly relate 
to earning that exempt income become non-
deductible under Chinese tax rules. This ensures 
that businesses do not receive both an income 
tax exemption and a deduction for expenses 
incurred in earning that exempt income.

6.3 Taxation on Dividends From Foreign 
Subsidiaries
Dividends received by a Chinese resident cor-
poration from foreign subsidiaries are generally 
subject to CIT. These dividends are considered 
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part of the company’s global taxable income and 
taxed at the standard rate of 25% (unless the 
company is a government-designated low-tax-
rate entity, such as a high-tech enterprise, which 
qualifies for a 15% tax rate).

Special rules apply, as described below.

Tax Credits for Foreign Taxes Paid
To avoid double taxation, China allows a foreign 
tax credit for taxes already paid on the profits 
from which the dividends are distributed. The 
foreign tax credit is limited to the Chinese CIT 
payable on that same income. If the foreign with-
holding tax rate is higher than the Chinese CIT 
rate, the excess cannot be refunded or carried 
forward.

Tax Treaties
If a relevant tax treaty applies, it may lower the 
foreign withholding tax rate on the dividends, 
thereby reducing the foreign tax credit calcula-
tion.

Local Policy Incentives
Hainan Free Trade Port, for example, offers 
tax exemptions on foreign-sourced income for 
qualified enterprises. According to relevant regu-
lations, from 1 January 2020 to 31 December 
2024, tourism, modern services, and high-tech 
enterprises that are established and substan-
tially operating in Hainan Free Trade Port can 
be exempt from corporate income tax on newly 
acquired foreign direct investment income. This 
means that, during the specified period, quali-
fied Hainan enterprises can enjoy tax exemp-
tions on dividends received from overseas sub-
sidiaries that correspond to newly added foreign 
direct investments. Whether this benefit will be 
extended beyond 31 December 2024 has not 
yet been officially confirmed by the government.

6.4 Use of Intangibles by Non-Local 
Subsidiaries
Intangibles developed by Chinese local corpo-
rations are generally taxed when used by non-
local subsidiaries, and must adhere to the arm’s 
length principle.

6.5 Taxation of Income of Non-Local 
Subsidiaries Under Controlled Foreign 
Corporation-Type Rules
CFC rules come into effect when a Chinese resi-
dent enterprise or individual (referred to as Chi-
nese resident shareholders) has control over a 
foreign enterprise established in a low-tax juris-
diction and that enterprise does not distribute 
profits or significantly reduces profit distributions 
without valid business reasons.

A foreign enterprise can be classified as a con-
trolled foreign corporation (CFC) if:

• the Chinese resident shareholder holds over 
50% of the total voting shares, either directly 
or indirectly, or has substantive control over 
the enterprise’s operations, finances, or pro-
curement and sales;

• the foreign enterprise’s actual tax burden is 
less than 50% of China’s statutory corporate 
income tax rate;

• the foreign enterprise does not distribute 
profits or reduces distributions without a 
legitimate business rationale.

If these conditions are met, the tax authorities 
can attribute the undistributed profits of the non-
local subsidiary to the local parent corporation 
as if they had been distributed. However, if the 
adjustment has been made, no additional tax 
will be levied when these profits are eventually 
distributed.
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CFC rules do not apply in the following situa-
tions:

• The foreign enterprise is located in a jurisdic-
tion recognised by the State Taxation Admin-
istration (STA) as a non-low-tax country. For 
example, the STA lists 12 such countries, 
including the United States, the United King-
dom, France, Germany, Japan, Italy, Canada, 
Australia, India, South Africa, New Zealand, 
and Norway.

• The foreign enterprise earns most of its 
income from active business activities rather 
than passive or investment income.

• The foreign enterprise has annual profits 
under RMB5 million, which are considered 
insignificant for CFC purposes.

Treatment of Non-Local Branches
• Non-local branches are not separate legal 

entities.
• Unlike subsidiaries, the income of a foreign 

branch is immediately included in the local 
corporation’s worldwide income and taxed 
as part of the parent company’s overall tax-
able base. This means branches do not fall 
under CFC rules, as their income is already 
accounted for in the local corporation’s tax 
filings.

6.6 Rules Related to the Substance of 
Non-Local	Affiliates
China’s tax regulations require non-local affili-
ates to have sufficient substance to qualify for 
treaty benefits and maintain favourable transfer 
pricing outcomes. Without demonstrable sub-
stance, affiliates risk losing treaty benefits, fac-
ing tax recharacterisations, or triggering CFC 
rules.

Economic Substance and Tax Treaties
To benefit from reduced withholding tax rates on 
dividends, interest, or royalties under double tax 
treaties, a non-local affiliate must often demon-
strate substantial business activities in the treaty 
country.

Controlled Foreign Corporation (CFC) Rules
CFC regulations also emphasise economic sub-
stance. A foreign affiliate in a low-tax jurisdiction 
may be subject to Chinese tax if it lacks sub-
stantive operations and primarily holds passive 
income.

Transfer Pricing and Related-Party 
Transactions
Transfer pricing rules in China require that inter-
company transactions reflect market conditions 
and align with the actual functions, risks, and 
assets of the entities involved.

Non-local affiliates must demonstrate that their 
substance – such as their role in value creation, 
decision-making, and operational activities – 
justifies the transfer pricing arrangements.

Tax authorities may challenge structures that 
appear to lack substance, and reallocate profits 
to reflect the actual economic activities.

6.7 Taxation on Gain on the Sale of 
Shares	in	Non-Local	Affiliates
Local corporations are taxed at the standard 
CIT rate (25%) on the gain from selling shares 
in non-local affiliates, with the gain calculated 
based on the difference between the sale pro-
ceeds and the tax basis. Foreign tax credits and 
treaty benefits may reduce the overall tax bur-
den, but proper documentation and compliance 
with transfer pricing rules are essential.
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7. Anti-Avoidance

7.1 Overarching Anti-Avoidance 
Provisions
China has established a comprehensive frame-
work to combat tax avoidance, ensuring compli-
ance with tax laws. These rules are designed to 
prevent businesses and individuals from exploit-
ing loopholes to reduce their tax liabilities. Below 
is a breakdown of the key anti-avoidance meas-
ures in China.

General Anti-Avoidance Rule (GAAR)
The GAAR is a broad provision that allows tax 
authorities to challenge transactions or arrange-
ments that lack commercial substance and are 
primarily aimed at reducing taxes. Key points 
include:

• Purpose: To prevent artificial or abusive tax 
arrangements.

• Application: Tax authorities can adjust taxable 
income if they determine a transaction was 
structured mainly for tax avoidance.

• Implications: Businesses must ensure their 
transactions have genuine economic purpos-
es and are properly documented.

Transfer Pricing Rules
China has strict transfer pricing regulations to 
prevent profit shifting through related-party 
transactions. Key aspects include:

• Arm’s Length Principle: Transactions between 
related parties must be conducted as if they 
were between independent entities.

• Documentation Requirements: Companies 
must maintain detailed records to demon-
strate compliance.

• Enforcement: Tax authorities actively moni-
tor cross-border transactions and may adjust 
profits if they suspect non-compliance.

Controlled Foreign Company (CFC) Rules
The CFC rules target profits retained in low-tax 
jurisdictions by Chinese residents. For more 
details, see the discussion in 6.5 Taxation of 
Income of Non-local Subsidiaries Under Con-
trolled Foreign Corporation-Type Rules.

Thin Capitalisation Rules
These rules limit excessive interest deductions 
on loans from related parties. For more details, 
see the discussion in 2.5 Imposed Limits on 
Deduction of Interest.

Beneficial	Ownership	Rules
China has rules to deny treaty benefits if the 
recipient of income is not the “beneficial owner”.

Special Tax Adjustments
Tax authorities have the power to make adjust-
ments in cases of non-compliance. Key points 
include:

• The scope covers transfer pricing, thin capi-
talisation, and other anti-avoidance meas-
ures.

• Non-compliance can result in additional 
taxes, interest, and penalties.

• Authorities are increasingly vigilant in auditing 
cross-border transactions.

Practical Tips for Compliance
The Chinese government has established a com-
prehensive anti-avoidance rule system. In addition 
to the core rules mentioned above, the Chinese 
government has introduced other anti-avoidance 
regulations. Meanwhile, China has been actively 
aligning its tax policies with international stand-
ards. To navigate China’s anti-avoidance rules 
effectively, corporations who should:

• ensure transactions have genuine commercial 
substance;
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• maintain thorough documentation to support 
compliance;

• seek professional advice for complex cross-
border arrangements; and

• stay updated on evolving regulations and 
enforcement trends.

8. Audit Cycles

8.1 Regular Routine Audit Cycle
China does not have a standardised, routine 
audit cycle like some other jurisdictions. Instead, 
audits are conducted on a case-by-case basis, 
often triggered by specific circumstances.

9. BEPS

9.1 Recommended Changes
China has made significant progress in imple-
menting BEPS recommendations, particularly 
in areas such as transfer pricing, treaty abuse, 
and harmful tax practices. These changes have 
enhanced the transparency and fairness of Chi-
na’s tax system while increasing the compliance 
burden for businesses. Companies operating in 
China must stay informed about these develop-
ments and ensure they meet the new require-
ments to avoid penalties and disputes.

9.2 Government Attitudes
The Chinese government views BEPS as a criti-
cal initiative to ensure fair taxation, combat tax 
avoidance, and align its tax system with interna-
tional standards. China’s attitude can be sum-
marised as follows:

• Supportive and Collaborative: China has 
actively engaged in BEPS discussions and 
implemented many of its recommendations.

• Focused on Sovereignty: While supporting 
global co-operation, China is keen to protect 
its tax base and ensure that multinational 
enterprises pay their fair share of taxes.

• Balancing Act: China aims to balance the 
need for robust tax rules with maintaining an 
attractive environment for foreign investment.

Given the US government’s wavering stance 
on the two-pillar principle, its implementation 
in China and globally may be correspondingly 
affected.

If both Pillars One and Two are given effect in 
China, it will have the most significant impact on 
the digital economy, multinational enterprises, 
and regions with large consumer markets.

Pillar One Reallocation of Taxing Rights
• The objective is to reallocate taxing rights 

to market jurisdictions, ensuring that mul-
tinational enterprises pay taxes where they 
generate revenue, regardless of physical 
presence.

• Companies like Alibaba, Tencent, and foreign 
tech giants operating in China will need to 
adapt to new taxing rules.

• Provinces and cities with significant consum-
er markets may see increased tax revenues.

• Businesses will face additional reporting and 
compliance requirements.

Pillar Two Global Minimum Tax
• The objective is to establish a global mini-

mum corporate tax rate of 15% to prevent 
profit shifting to low-tax jurisdictions.

• Chinese multinationals with subsidiaries in 
low-tax countries may need to restructure 
their operations.

• The global minimum tax could increase tax 
revenues from multinational enterprises oper-
ating in China.
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9.3	 Profile	of	International	Tax
International tax issues do not have a high public 
profile in China, but they have gained increas-
ing attention in recent years. This environment 
enables the government to implement BEPS 
measures decisively, with relatively little public 
debate.

9.4 Competitive Tax Policy Objective
China, like other jurisdictions, seeks to maintain 
a competitive tax policy to attract foreign invest-
ment and support domestic economic growth.

Competitive Tax Policy
• Special Economic Zones (SEZs) and free 

trade ports (eg, Hainan) offer reduced CIT 
rates of 15%.

• The standard corporate tax rate is maintained 
at 25%, which is well above the 15% floor 
set by Pillar Two, but China offers credits and 
exemptions for qualifying activities, such as 
those undertaken by high-tech enterprises, 
which are taxed at 15%.

• For more incentives, see the discussion in 2 
Key General Features of the Tax Regime.

Increasing Pressure to Implement BEPS
China is also facing increasing pressure to 
implement BEPS measures to ensure tax fair-
ness and prevent base erosion. The government 
is expected to balance these two objectives by 
leveraging the tax incentives permitted under 
the BEPS framework, selectively extending or 
designing its own preferential tax policies, while 
simultaneously strengthening the regulation of 
eligibility criteria to prevent the misuse of tax 
benefits.

9.5 Features of the Competitive Tax 
System
Since 2008, China has abolished the general 
corporate income tax exemption for foreign 

enterprises and fully unified the tax treatment of 
domestic and foreign enterprises by 2013. Cur-
rently, there are no significant features of China’s 
competitive tax system that are more vulnerable 
than other areas of its tax regime. China is also 
not bound by EU-style “state aid” or other similar 
rules.

9.6 Proposals for Dealing With Hybrid 
Instruments
The BEPS Action 2 Report specifically targets 
hybrid mismatch arrangements to eliminate tax 
benefits derived from these structures. These 
instruments can be used by multinational enter-
prises (MNEs) to exploit mismatches between 
tax systems, often resulting in double non-taxa-
tion, excessive deductions, or tax deferral.

While China does not yet have dedicated hybrid 
mismatch rules under BEPS Action 2, existing 
GAAR, thin capitalisation, transfer pricing, and 
withholding tax rules already limit the impact 
of hybrid instruments. Looking ahead, China is 
likely to tighten anti-hybrid provisions, ensur-
ing that hybrid instruments do not result in tax 
avoidance.

9.7 Territorial Tax Regime
While China does not operate a territorial 
tax regime, it already has interest deductibil-
ity restrictions through thin capitalisation, anti-
avoidance, and transfer pricing rules. If China 
further aligns with BEPS Action 4, companies 
investing in and from China may face stricter lim-
its on interest deductions, making it crucial to 
optimise financing structures and ensure com-
pliance with evolving regulations.

9.8 Controlled Foreign Corporation 
Proposals
China generally agrees with the principles 
behind controlled foreign corporation (CFC) 
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rules, as they help prevent profit shifting to low-
tax jurisdictions and ensure that Chinese MNEs 
pay a fair share of taxes. China’s existing CFC 
framework aligns with the global BEPS Action 3 
recommendations.

9.9 Anti-Avoidance Rules
Impact on Inbound Investors (Foreign 
Investors in China)
Double Taxation Convention (DTC) Limitation on 
Benefits (LOB) provisions and anti-avoidance 
rules are likely to impact both inbound and out-
bound investors in China. As China strengthens 
its tax enforcement under BEPS and OECD 
frameworks, businesses must ensure they meet 
substance and anti-abuse requirements to con-
tinue benefiting from tax treaties.

Increased scrutiny on treaty benefits (LOB 
Rules)
Many of China’s tax treaties include LOB provi-
sions, which restrict preferential withholding tax 
rates on dividends, interest, and royalties unless 
the recipient meets certain criteria. If a foreign 
company does not have substantial business 
operations in the treaty jurisdiction and is merely 
a conduit (eg, a shell company in Hong Kong 
or Singapore), China’s tax authorities may deny 
treaty benefits.

Anti-avoidance and beneficial ownership 
rules
China’s beneficial ownership rules require proof 
that an entity claiming treaty benefits (eg, lower 
withholding tax rates) is the true owner of the 
income. If a foreign investor routes funds through 
an intermediary without substantial business 
functions, Chinese tax authorities may deny 
treaty benefits and impose the standard tax rate.

Impact on Outbound Investors (Chinese 
Companies Expanding Abroad)
Challenges in using offshore structures for 
tax planning
Foreign tax authorities are, at the same time, 
increasingly applying LOB rules and anti-abuse 
provisions to deny treaty benefits if the Chinese 
entity lacks sufficient substance in the intermedi-
ary country.

Chinese outbound investors must ensure their 
offshore entities have real business functions 
beyond just holding investments. Transactions 
may face higher withholding tax rates in foreign 
jurisdictions if the LOB test is not met.

Transfer pricing and substance requirements
BEPS-driven rules mean that offshore structures 
used for profit shifting or tax deferral could be 
scrutinised by tax authorities in foreign jurisdic-
tions. Chinese companies with foreign subsidiar-
ies must enhance transfer pricing documenta-
tion to justify cross-border payments.

9.10 Transfer Pricing Changes
China was already strengthening its transfer 
pricing enforcement. The BEPS initiative has 
significantly influenced China’s transfer pricing 
regime, but the changes have been more of an 
evolution rather than a radical transformation, 
and do not fundamentally alter China’s transfer 
pricing system.

IP taxation is particularly complex and a major 
source of disputes, as China seeks to ensure 
that profits from IP-related activities performed 
in China remain within its tax jurisdiction. Com-
panies must carefully document IP ownership, 
licensing, and profit allocation to avoid transfer 
pricing disputes and tax adjustments.
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Moving forward, BEPS will likely further reshape 
IP taxation in China, reinforcing the country’s 
focus on substance-based profit allocation and 
market-driven tax rights.

9.11 Transparency and Country-by-
Country Reporting
Provisions for transparency and country-by-
country reporting play a crucial role in combating 
profit shifting, tax avoidance, and base erosion 
by MNEs.

9.12 Taxation of Digital Economy 
Businesses
China has already implemented VAT and with-
holding tax rules for foreign digital businesses 
and is actively discussing new taxation frame-
works aligned with BEPS Pillar One and possible 
DST mechanisms.

9.13 Digital Taxation
China has not yet introduced a specific digital 
services tax (DST) like some countries. However, 
it has taken a cautious but supportive approach 
toward OECD-led reforms, particularly under 
BEPS Pillar One. Rather than introducing a uni-
lateral DST, China relies on VAT and withhold-
ing tax rules while awaiting a global digital tax 
framework.

Several proposals related to digital taxation 
issues have already been introduced in China. 
The core discussions and recommendations 
focus on:

• Potential Implementation of BEPS Pillar One 
in China: China is exploring how to integrate 
BEPS Pillar One into its domestic tax frame-
work.

• Stricter Permanent Establishment (PE) Rules 
for Digital Businesses: Currently, China taxes 
foreign businesses only if they have a PE 

in the country. There are discussions about 
updating PE rules to cover digital platforms 
that operate in China without a physical pres-
ence.

• “Significant Economic Presence” threshold 
may be introduced, allowing China to tax 
companies based on user engagement, data 
collection, or transaction volume.

• Increased Enforcement of VAT on Cross-
Border Digital Transactions: China already 
requires foreign digital service providers 
to pay VAT if they sell services to Chinese 
consumers. Future reforms may include more 
rigorous enforcement and compliance checks 
to prevent tax leakage.

• Potential for a Sector-Specific Digital Tax: 
Some policymakers have proposed targeted 
taxation on specific digital economy sec-
tors, such as foreign social media platforms, 
e-commerce marketplaces, and data-driven 
businesses. However, no official proposal has 
been introduced yet.

9.14	 Taxation	of	Offshore	IP
China has implemented both withholding tax 
and direct assessment rules to ensure fair taxa-
tion of offshore IP income. The tax treatment 
depends on:

• whether the IP owner is in a treaty country or 
a tax haven;

• whether the entity qualifies as “beneficial 
owner” under treaty rules; and

• whether the transaction is structured in a way 
that artificially avoids taxation.

Foreign companies licensing or selling IP in 
China should carefully structure their royalty 
arrangements and IP ownership structures to 
comply with China’s evolving tax enforcement 
rules while optimising tax efficiency.
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The Changes and Challenges Brought by 
DeepSeek in China’s Corporate Income Tax 
Field
In 2025, China is deploying and accessing Deep-
Seek on a large scale. As a domestically devel-
oped general artificial intelligence system, Deep-
Seek is reshaping the tax ecosystem, including 
the corporate income tax (CIT) ecosystem. From 
the collection and administration effectiveness 
of tax authorities to the compliance system of 
CIT taxpayers to the service model of tax-related 
lawyers, the widespread application of Deep-
Seek marks the entry of a new intelligent era in 
China’s CIT field.

DeepSeek supports the “CIT Strengthening 
Foundation Project”
In January 2025, the National Tax Work Confer-
ence clearly proposed the implementation of 
“strong foundation project” for tax and fee col-
lection and administration under the conditions 
of digital transformation. The project focuses 
on the core reform tasks of data-based collec-
tion and administration, precise risk prevention 
and control, process simplification and service 
upgrading, and regulatory penetration enhance-
ment. The year 2025 serves as the opening year 
for this project. Tax authorities at all levels have 
actively responded and carried out innovative 
practices in line with local realities. For exam-
ple, Baoqing County Taxation Bureau, a local 
tax bureau of Heilongjiang province, has devel-
oped the Digital Intelligence Assistant using the 
open-source DeepSeek to vigorously promote 
the construction of “Digital Intelligence Taxa-
tion”; Hengqin Taxation Bureau in Guangdong 
province has completed the local deployment 
of DeepSeek; and AI digital employees such as 
“TaxXiao AI” and “TaxZhiXing” have been suc-
cessively put into service. Under the premise 
of ensuring data security, they provide efficient, 
secure, and customised AI application support 

for tax authorities and taxpayers. These innova-
tive practices indicate that tax authorities across 
the country will accelerate the deployment and 
application of large models like DeepSeek to 
support the Strengthening Foundation Project 
and comprehensively improve the efficiency of 
tax collection and administration.

However, DeepSeek also brings new challenges 
to tax authorities. On the one hand, data secu-
rity and privacy protection have become critical 
issues. Tax data involves a large amount of sen-
sitive information, and any leakage could trig-
ger serious legal and economic consequences. 
Therefore, tax authorities need to enhance data 
security measures to ensure the stability and 
reliability of AI systems. On the other hand, the 
“black box” nature of AI may make the deci-
sion-making process difficult to explain, which 
to some extent affects the transparency of tax 
enforcement. To address this challenge, tax 
authorities need to establish a human review 
mechanism to ensure the legality and rationality 
of AI-driven decisions.

In conclusion, DeepSeek has enhanced the effi-
ciency and digitalisation level of tax authorities, 
further propelling them towards becoming intel-
ligent and service-oriented institutions. How-
ever, tax authorities also need to strike a bal-
ance between efficiency and security, as well as 
automation and transparency in the application 
of technology, in order to achieve high-quality 
development in tax administration.

The impact of DeepSeek on CIT taxpayers: 
empowerment and risks coexist
Compliance benefits in the efficiency revolution
DeepSeek has brought unprecedented efficiency 
improvements and compliance conveniences to 
CIT taxpayers, specifically in the following areas:
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• Exponential Efficiency Improvement: Deep-
Seek can automate a large number of repeti-
tive tax tasks and significantly improve work 
efficiency. Taking invoice affairs as an exam-
ple, with DeepSeek’s advanced deep learning 
technology, enterprises can extract key infor-
mation quickly and accurately, and automati-
cally complete invoice issuance, verification, 
duplication checks, and input tax matching, 
etc, whether through voice commands, photo 
capture, list import, or chat record sharing. 
In addition, simple inquiries from CIT taxpay-
ers can be responded to quickly. DeepSeek 
acts like a portable library, providing timely 
responses to CIT taxpayers’ questions and 
significantly reducing time costs.

• Full-Process Intelligent Monitoring and Risk 
Warning: With the increasing efficiency of tax 
collection and administration by tax authori-
ties, compliance requirements for CIT taxpay-
ers will become stringent. Manual monitor-
ing and prevention are prone to oversights, 
while DeepSeek, through multimodal data 
fusion and deep learning technology, can 
achieve intelligent monitoring throughout the 
entire tax management process, identifying 
potential tax risks in advance and helping 
enterprises proactively defend against them. 
For example, it can establish a library of CIT 
health indicators (eg, tax burden rate, gross 
profit rate, expense ratio, etc) and compare 
them with industry averages and historical 
data to identify abnormal fluctuations in real 
time; or it can update the policy interpretation 
in real time, dynamically track the changes in 
regulations and carry out a health diagnosis 
on CIT, etc.

New risks spawned by technological 
dependence
As convenient as technology is, over-reliance 
can also give rise to new risks, as described 
below:

• Algorithmic Black Box Leading to Compliance 
Blind Spots: Despite DeepSeek’s efforts to 
address the traditional “black box” dilemma 
of large models through open-source strate-
gies, explainability technologies, visualisation 
of decision paths, and public documentation, 
some “black box” issues may still exist in 
practical applications. The underlying deep 
learning models (such as neural networks) 
may not be fully understandable, and data 
processing and privacy protection mecha-
nisms may lack transparency. Under certain 
sensitive instructions, the model may gener-
ate non-compliant suggestions, posing ethi-
cal and compliance risks. Moreover, tax laws 
are complex and difficult for non-specialists 
to understand. Even if the algorithmic black 
box issue is resolved, taxpayers may still 
struggle to implement DeepSeek’s proposed 
solutions. A minor oversight could inadvert-
ently lead to non-compliance, exposing 
taxpayers to legal and financial risks.

• High Risk of Data Breaches: DeepSeek faces 
a significant risk of data breaches during data 
collection and processing. On the one hand, 
DeepSeek has deficiencies in data processing 
and privacy protection, such as databases 
not properly protected and sensitive user 
and device data transmitted without encryp-
tion found by cybersecurity firms; on the 
other hand, DeepSeek has been the target of 
cyberattacks on several occasions and has 
been subject to malicious exploitation. For 
medium- to large-sized organisations, tax 
information contains a lot of financial data 
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points, and insufficient security measures 
could result in substantial losses.

High deployment costs for SME users
DeepSeek’s technical advantages and cost-
effectiveness have been widely recognised in 
enterprise-level applications. However, for small 
and medium-sized enterprise (SME) users, to 
experience the full suite of technologies requires 
substantial investments in high-performance 
GPUs, storage devices, cooling systems, etc. 
Also, cloud services (for computing power and 
bandwidth) costs, technical barriers and main-
tenance costs, data security and privacy protec-
tion costs, and learning costs are necessary.

To sum up, while DeepSeek empowers taxpay-
ers, it also introduces risks, and a good product 
experience comes at a high cost, not to men-
tion customised services. Regardless of whether 
DeepSeek is used or to what extent it is utilised, 
CIT taxpayers need to understand that tax regu-
lation is tightening, and the establishment of an 
“AI-friendly” internal control system is impera-
tive.

The impact of DeepSeek on tax lawyers: 
challenges and opportunities coexist
Direct impact: deconstruction of traditional 
service models
With the support of DeepSeek, the traditional 
service models of tax lawyers are being decon-
structed.

On the one hand, DeepSeek is breaking down 
traditional knowledge barriers at an accelerated 
pace. CIT taxpayers can obtain solutions to sim-
ple issues directly through DeepSeek without 
consulting lawyers. Meanwhile, intelligent tax 
customer services deployed by tax authorities 
can also answer these simple questions. The 
convenience of tax policies and facilities makes 

it easier for taxpayers to handle tax matters on 
their own. The traditional legal consultations and 
non-litigation tax services provided by tax law-
yers are significantly impacted by DeepSeek.

On the other hand, DeepSeek’s powerful capa-
bilities in legal research, document processing, 
and strategy analysis mean that some basic 
legal tasks are being replaced by algorithms. 
In terms of legal research, DeepSeek can rap-
idly scan through vast amounts of laws, regula-
tions, cases, and academic literature to precisely 
locate relevant information, with an efficiency far 
surpassing that of traditional manual research 
methods. In document processing, DeepSeek 
can automatically identify and extract key infor-
mation from tax-related legal documents, gener-
ate standardised initial drafts, and even conduct 
preliminary analysis and refinement of complex 
tax-related legal documents. In the realm of 
strategy analysis, it can provide case win-rate 
predictions and analyses of points of conten-
tion based on big data analysis, thereby offer-
ing references for lawyers to formulate litigation 
strategies.

The integration of DeepSeek in these areas is 
driving the standardisation and digital transfor-
mation of legal services. At the same time, it also 
implies that some basic and repetitive job posi-
tions may be impacted.

Transformational opportunities: upgrading 
value creation
The rise of AI has prompted two distinct reac-
tions within the tax law profession: some lawyers 
are chasing the illusory promise of “one-click ser-
vice solutions” driven by technology, while oth-
ers are gripped by a doomsday fear of machines 
rendering their roles obsolete. However, these 
seemingly opposing forces are, in fact, intercon-
nected. Given the undeniable momentum of AI, 
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tax lawyers should instead focus on identifying 
opportunities within the challenges it presents.

Consequently, a growing number of practitioners 
advocate viewing AI, such as DeepSeek, as a 
valuable tool to augment their work. They argue 
that the synergy of “large model logic and effi-
ciency” combined with the “professional judge-
ment of lawyers” can deliver an effect greater 
than the sum of its parts. This perspective has 
resonated strongly with peers, particularly when 
tackling intricate tax planning and compliance 
matters. The combination of AI’s efficiency and 
lawyers’ professional insights can provide clients 
with more precise and comprehensive solutions. 
For example, in the tax planning of multinational 
corporations, DeepSeek can quickly analyse tax 
policies and regulations of different countries, 
while lawyers can provide customised strategic 
recommendations based on the actual situation 
and business objectives of the enterprise. This 
collaborative effort greatly enhances service 
quality and client satisfaction.

Other lawyers, however, have recognised the 
limitations of the tool and adjusted their business 
focus, capitalising on areas such as compliance 
blind spots caused by algorithmic black boxes. 
With the widespread application of AI technol-
ogy, the issue of algorithmic black boxes has 
become increasingly prominent, especially in 
complex tax compliance and legal risk assess-
ments, where the decision-making processes 
of AI models are often difficult to fully under-
stand and explain. This has created new busi-
ness opportunities for tax lawyers, who can use 
their expertise to review and verify AI-generated 
solutions to ensure they comply with legal and 
ethical requirements. For example, when deal-
ing with tax issues involving the application of 
tax-preferential policies or cross-border transac-
tions, lawyers need to conduct in-depth analy-

ses of the logic and data sources of AI models to 
identify potential compliance risks and provide 
corresponding legal opinions.

Still, other lawyers, after analysis, suggest that 
this is an opportunity to reshape the structure 
of professional capabilities. They argue that 
while AI can efficiently process data, search for 
regulations, and generate documents, it can-
not replace the core value of tax lawyers – their 
insight into the essence of taxation. Taxation is 
not a game of numbers but a legal reflection of 
economic behaviour.

This view emphasises the irreplaceability of 
tax lawyers in legal services, especially when 
dealing with complex economic transactions 
and emerging legal issues, where lawyers’ pro-
fessional judgement and understanding of the 
essence of law are crucial. For example, when 
handling new types of tax issues in the digital 
economy or the application of tax policies in 
emerging industries, AI may not be able to pro-
vide comprehensive solutions, while lawyers can 
offer forward-looking legal advice through in-
depth research and analysis, combining industry 
practices and legal principles.

Each viewpoint has its merits, but the common-
ality is that regardless of the direction of trans-
formation, the opportunity for tax lawyers lies in 
creating higher-level professional value. In the 
AI era, tax lawyers need to transform from tra-
ditional “knowledge repositories” to “algorithm 
auditors” and “legal strategy experts”, focusing 
more on the ability to analyse and solve complex 
problems, as well as research and exploration in 
emerging legal fields.
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Conclusion: seeking a new balance in the 
symbiosis of humans and machines
The tax ecosystem transformation triggered by 
DeepSeek is, in essence, an efficiency revolu-
tion that reconstructs professional value. For tax 
authorities, it will further enhance the efficiency of 
tax collection and administration. For corporate 
taxpayers, establishing an “AI-friendly” internal 
control system will become the new benchmark 
for compliance management. For tax lawyers, 
the transition from “knowledge repositories” to 
“algorithm auditors” and “legal strategy experts”, 
is imminent. To gain greater competitiveness, 
they must focus on the scarcity of capabilities 
and elevate value creation.

The year 2025 may not entirely rewrite the under-
lying logic of tax rules, but it is destined to be a 
historical milestone in reshaping the tax service 
value chain. Market participants who can ride 
the wave of technological change instead of 
being overwhelmed by it will gain the upper hand 
in the new round of industrial transformation.
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1. Types of Business Entities, 
Their Residence and Basic Tax 
Treatment
1.1 Corporate Structures and Tax 
Treatment
Businesses generally adopt a corporate form 
in Colombia. Colombian commercial legislation 
currently establishes different types of legal enti-
ties and classifies them into general partnerships 
(sociedades de personas) and capital compa-
nies (sociedades de capital). The main difference 
between the types of legal entities in Colombia 
is the requirements and procedures that must 
be fulfilled to incorporate each type of corpora-
tion, with certain restrictions for some types, eg, 
only sociedad anónima (S.A.) and sociedad por 
acciones simplificada (S.A.S.) companies can be 
offered in stock exchange markets.

Partnerships are conceived as closed legal enti-
ties, where the intuito personae element is the 
most important. In addition, in these types of 
companies the management is assumed jointly 
and directly by the partners, whose liability to 
third parties is subsidiary.

In contrast, in capital companies, the administra-
tion is often delegated to a board of directors. 
In addition, the associates or shareholders are 
released from any direct liability to third parties, 
so creditors cannot pursue their personal assets. 
Nonetheless, the corporate veil may be pierced 
under certain circumstances (eg, tax abuse, 
fraud illegality or detriment of third parties).

In general, legal entities are taxed as separate 
entities from their shareholders.

In some particular cases, foreign entities opt to 
operate in Colombia through branches. In this 

scenario, branches are taxed in Colombia over 
their attributable income.

Reasons for the Adoption of a Corporate 
Form in Colombia
The corporate form most frequently used in 
Colombia is the simplified joint stock company 
(S.A.S.), which is a capital company that allows 
shareholders to:

• incorporate the entity in an expeditious man-
ner: the S.A.S. can be incorporated by private 
document without the need to notarise the 
act by public deed;

• limit their liability: the liability of the partners 
and shareholders in an S.A.S. is limited to 
their contributions;

• set the rules that will govern the operation of 
the company with flexibility; and

• defer the payment of capital contributions for 
up to two years.

1.2 Transparent Entities
As a general rule, all entities are considered 
independent corporate income taxpayers, so 
the income obtained is not attributed to their 
members, partners, shareholders or beneficiar-
ies. As an exception, the Colombian CFC regime 
(régimen ECE) treats passive income derived by 
foreign companies controlled by Colombian resi-
dents as transparent.

There are also specific transparent entity 
arrangements that are commonly used in the 
construction sector and for the development of 
infrastructure projects, such as:

• fideicomisos (fiduciary arrangements); and
• contratos de colaboración empresarial, cons-

orcios and uniones temporales (joint ventures 
or JVs).
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These are not regarded as corporate income 
taxpayers, and the partners, participants and/
or beneficiaries are obliged to report income 
derived by the entities under certain specific 
rules, depending on the kind of JV or arrange-
ment.

Private equity funds and collective funds are 
also transparent for Colombian tax purposes. If 
certain requirements are fulfilled, the beneficiar-
ies of the funds can defer their income to the 
moment when the profits are distributed.

Generally, Colombia’s biggest financial investors 
are retirement funds that invest through private 
equities and other types of funds, which are 
transparent for tax purposes.

1.3 Determining Residence of 
Incorporated Businesses
Colombian rules for the determination of the tax 
residence of legal entities follow OECD stand-
ards. Corporations and legal entities are deemed 
resident for Colombian tax purposes when:

• they have been incorporated in Colombia;
• they have their principal domicile in Colom-

bia; or
• their place of effective management is located 

in Colombia.

Cases of dual tax residence of incorporated 
businesses can be resolved whenever a tax 
treaty concluded by Colombia is applicable.

1.4 Tax Rates
Corporate Income Tax Rates
The general statutory corporate income tax (CIT) 
rate applicable to Colombian companies and to 
foreign corporate entities receiving Colombian 
source income, regardless of whether or not it 
is attributable to a permanent establishment in 

Colombia, is 35%. Since 2023, a 15% minimum 
tax rate has also applied to Colombian compa-
nies.

A reduced 20% CIT rate applies to eligible com-
panies in free trade zones, and a special 15% 
CIT rate applies to certain activities, such as 
hotel services rendered in newly built or refur-
bished facilities, eco-tourism services and book 
publishing.

From 2023 to 2027, a 5% surcharge will be lev-
ied on financial entities, insurance companies 
and stockbrokers with a taxable income equal 
to approximately COP5.976 million. Non-renew-
able extractive industries are subject to a sur-
charge of up to 15%, depending on the price 
of the commodities. From 2023 to 2026, hydro-
electric power generators will be subject to a 
3% surcharge.

Individual Income Tax Rates
Resident individuals doing business directly 
or through transparent entities are subject to 
income tax at progressive marginal rates of up 
to 39% while non-resident individuals are sub-
ject to a flat rate of 35%. However, compared to 
companies, individuals doing business directly 
have limited deductions (depreciation, amorti-
sation, etc) so their taxable bases are usually 
higher.

Simple Tax Regime
Small and medium-sized enterprises with an 
annual turnover of approximately COP4.980 mil-
lion maximum can be eligible for the simple tax 
regime, which replaces CIT, local turnover tax 
and consumption tax. The simple tax establishes 
fixed rates applicable to the gross income, which 
vary depending on the economic sector and the 
annual gross income and may range between 
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1.2% and 14.5%. Incorporated businesses and 
some individuals can opt into this regime.

2. Key General Features of the Tax 
Regime Applicable to Incorporated 
Businesses
2.1	 Calculation	for	Taxable	Profits
In general terms, taxable profits are calculated 
based on the accounting profits, based on the 
financial information deriving from the account-
ing records kept under the International Financial 
Reporting Standards (IFRS). Adjustments should 
be made to avoid the taxpayer being obliged to 
pay tax on theoretical income or being allowed 
to deduct theoretical expenses. Other adjust-
ments include items of exempted and untaxable 
income, statutory allowances such as deprecia-
tion and amortisation (among other fiscal incen-
tives), transfer pricing limitations, thin capitali-
sation restrictions and certain other limitations 
on the deductions of expenses incurred abroad.

Taxable profits for corporations are calculated 
on an accrual basis, whereas taxable profits for 
individuals are generally calculated on a receipt 
basis.

The taxable profits of incorporated business-
es are calculated as follows: gross income 
– excluded items of income = gross taxable 
income; gross taxable income – allowed reduc-
tions = net taxable income.

2.2 Special Incentives for Technology 
Investments
Research and Technological Investment 
Special Deduction and Income Tax Credit
Taxpayers are granted an income tax credit 
equivalent to 30% of the amount invested in 

research, technological development and inno-
vation projects approved by the government.

Until 2022, taxpayers were also allowed to 
deduct their investments in research and tech-
nological projects.

Selected VAT Incentives
Equipment that is imported by research or tech-
nological development centres recognised by 
Colciencias (the National Department of Sci-
ence, Technology and Innovation) and by insti-
tutions of basic primary, secondary, middle or 
higher education recognised by the Colombian 
Ministry of Education is exempt from VAT if it 
is intended for the development of scientific, 
technological or innovation projects meeting the 
criteria and conditions defined by the National 
Council of Tax Benefits.

2.3 Other Special Incentives
Certain Exempt Items of Income
Subject to eligibility and compliance with the 
statutory requirements by the taxpayer, available 
CIT exemptions include a 15-year exemption on:

• income from power-generation activities 
based on wind, biomass and agricultural 
waste technologies;

• certain types of income related to projects for 
the construction of social interest and priority 
interest housing; and

• income received by authors and translators, 
for copyright related to scientific or cultural 
books edited and printed in Colombia.

The 2022 tax reform abolished CIT exemptions, 
including a five-year income tax exemption for 
“orange” businesses (ie, those developing crea-
tive and technological value-added industries) 
and a ten-year exemption for income derived 
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from investments that increase productivity in 
the agricultural sector.

Selected VAT Incentives
The Colombian legal framework provides for 
several VAT incentives that apply to specific 
industry sectors, such as:

• VAT exemption on the temporary importa-
tion of “heavy” machinery and equipment not 
produced in Colombia and effectively used in 
“basic industry” in Colombia;

• VAT exclusion on certain services (not all) ren-
dered in Colombia or abroad, as well as the 
purchase of certain goods, equipment and 
merchandise, related to investment and pre-
investment in projects aimed at the genera-
tion or utilisation of renewable energy;

• VAT exclusion on imported machinery and 
equipment not produced in Colombia used 
in the recycling and processing of garbage or 
waste, and in the depuration or treatment of 
atmospheric emissions; and

• VAT exclusion on the sale of machinery and 
equipment for the development of projects 
or activities that are registered in the National 
Registry for the Reduction of Greenhouse 
Gas Emissions (RENARE).

2.4 Basic Rules on Loss Relief
Since 2017, the tax loss carry forward has been 
limited to the 12 fiscal years following the year 
in which the tax loss is accrued. Tax loss carry 
back is not available.

The cross-offsetting of regular tax losses against 
capital gains and vice versa is not possible.

Tax losses are not transferrable to share or quo-
taholders, nor to other taxpayers, except as pro-
vided for reorganisations.

2.5 Imposed Limits on Deduction of 
Interest
As a general rule, interest paid is deductible if 
it is related, proportional and necessary to the 
taxpayer’s income-producing activity. A thin 
capitalisation set of rules is enforced, under 
which only interest derived from indebted-
ness between related parties with an average 
value not exceeding two times the entity’s net 
equity (on December 31 of the preceding year) 
is deductible. This limitation does not apply to 
cases when the debtor is a financial entity or 
when the loan is obtained to finance infrastruc-
ture projects related to activities that are of pub-
lic interest.

2.6 Basic Rules on Consolidated Tax 
Grouping
Group taxation or group consolidation is not per-
mitted for CIT. The use of tax losses from a com-
pany that is part of a group can therefore only be 
done through a reorganisation process (usually 
M&A). However, this often results in a reduction 
in the available losses that can be used.

2.7 Capital Gains Taxation
Since 2023, corporations have been taxed on 
capital gains at a general statutory rate of 15%. 
The costs related to these gains can be offset. 
Short-term capital gains (assets held for less 
than two years) are deemed a regular item of 
income subject to income tax.

Certain adjustments to the costs can be made 
as a relief, and certain capital gains may not 
be taxable (eg, gains from the sale of shares 
of corporations listed in a Colombian Stock 
Exchange). The sale of shares in Colombian 
holding companies (CHCs) is exempted from 
capital gains except for the value correspond-
ing to profits obtained from activities carried out 
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in Colombia, as is the sale of shares of foreign 
companies by a CHC.

2.8 Other Taxes Payable by an 
Incorporated Business
In addition to CIT, other taxes are payable by 
incorporated businesses on transactions as fol-
lows.

VAT
The sale and importation of movable tangible 
property, the sale and licensing of intangible 
assets associated with the industrial property 
(eg, trade marks, industrial designs and patents 
for inventions) and the provision of services in 
Colombia or from abroad are subject to VAT. As 
a general rule, the sale of fixed assets does not 
incur VAT. Certain public entities on a national 
and local territorial level are not subject to VAT.

The general rate of VAT is 19%. A reduced 5% 
rate applies for certain goods and services.

A reverse charge applies for most services pro-
vided to a Colombian party from abroad, so it is 
the Colombian party that is obliged to perform 
VAT back-up withholdings and pay 100% of the 
accrued VAT directly to the tax authorities.

Certain goods and services are exempted (zero-
rated with the right to credit paid VAT and ask for 
a refund) or are not subject to VAT (“excluded”).

Consumption Tax
Certain economic activities are subject to a non-
creditable consumption tax at a general statu-
tory rate of 8%, and not to VAT.

Services taxed at the general 8% consumption 
tax rate include restaurant services, bars, grills 
and pubs. The sale of beverages and food under 
the franchise model is subject to VAT.

Mobile internet services provided by carriers are 
subject to consumption tax at a reduced rate 
of 4%.

Bank Debits Tax
The bank debits tax is levied on any withdrawal 
or transfer of funds from a bank account at a 
rate of 0.4%. Colombian banks (and other sav-
ings institutions) must withhold the tax. There are 
very limited exemptions to this tax.

Local Turnover Tax on Industrial, Commercial 
and Service Activities
This is a municipal (local) level tax applicable to 
income deriving from all industrial, commercial 
and service activities performed in the territory 
of a district or municipality. The taxable base is 
the sum of the taxpayer’s gross revenue from the 
activity carried out in the relevant municipality. 
The tax rates vary from one district or munici-
pality and start at 0.2%. This tax is usually paid 
and a return is filed annually, except for some 
municipalities that have adopted a two-month 
taxable period (eg, Bogotá). Incentives for this 
tax are created and regulated by each district 
or municipality.

2.9 Incorporated Businesses and 
Notable Taxes
Property Taxes
There are municipal (local) level taxes on real 
estate and vehicles. Each district or municipal-
ity adopts its own tax rate, so they vary from 
one municipality to another. Real estate tax rates 
usually range between 0.5% and 1.6%, although 
certain exceptions may apply. Motor vehicle tax 
rates range between 1.5% and 3.5%.

Registration Taxes
This tax applies to taxpayers registering acts and 
documents with the cadastral registry or Cham-
ber of Commerce. Depending on the type of act 
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or document, the tax rate ranges from 0.5% to 
1% when the registration is with the cadastral 
registry office, and from 0.1% to 0.7% when the 
registration is with the Chamber of Commerce.

National Stamp Tax
The 2022 tax reform reintroduced a national 
stamp tax levied on public deeds for the transfer 
of immovable property with a price of more than 
approximately COP996 million. A progressive 
tax rate of up to 3% is applicable, depending 
on the price of the sale of the property.

Local Stamp Taxes
Certain laws authorise departments and munici-
palities to enact local stamp taxes to support 
investments in hospitals, universities and other 
public entities and activities. These local stamp 
taxes are usually levied at a rate of 1% on the 
gross income attached to the taxable event.

3. Division of Tax Base Between 
Corporations and Non-Corporate 
Businesses
3.1 Closely Held Local Businesses
Most closely held local businesses operate in a 
corporate form.

3.2 Individual Rates and Corporate Rates
While the CIT rate is flat at 35% and distributions 
are taxed with dividend tax, individual income 
tax rates vary between 0% and 39%, depending 
on the annual income, but with severely limited 
deductions. Individual income over approxi-
mately COP36 million a month is taxed at a 
marginal tax rate that may vary between 35% 
and 39% (ie, a greater tax burden than corporate 
taxation).

Despite the distortions created by the two 
regimes, the Colombian legal system does not 
contemplate specific mechanisms to prevent the 
situation whereby individual professionals earn 
income through companies.

3.3 Accumulating Earnings for 
Investment Purposes
As a general rule, the Colombian tax system 
does not differentiate between active and pas-
sive income and does not contain mechanisms 
to prevent closely held legal entities from accu-
mulating earnings for investment purposes. 
However, the Colombian CFC regime (régi-
men ECE), which applies to foreign companies 
controlled by Colombian tax residents, taxes 
passive income derived by the controlled for-
eign company as if it was directly derived by 
the Colombian tax resident, preventing the tax 
deferral in Colombia.

3.4 Sales of Shares by Individuals in 
Closely Held Corporations
Dividends Tax
Since 2023, dividends distributed to residents 
are subject to dividends tax at an effective rate 
of up to 20%, depending on the annual income 
of the individual.

Dividends paid out of profits that were not taxed 
at the corporate level are subject to dividends 
tax, at a rate that recaptures the tax not paid at 
the corporate level plus the dividends tax rate 
(between 35% and 48%).

Capital Gains Tax
The sale of shares in closely held legal entities is 
taxed in the same way as all other companies. 
Therefore, if shares were held for two years or 
more, a 15% capital gains tax is accrued.
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On the contrary, if shares were held for less than 
two years, income derived from them will be 
taxed at the general income tax rate applicable 
to individuals (marginal rates of between 0% and 
39%).

3.5 Sales of Shares by Individuals in 
Publicly Traded Corporations
Dividends Tax
Individuals are taxed on dividends distributed 
by publicly traded corporations in the same way 
that they would be taxed if the dividend was paid 
by a closely held company.

Capital Gains Tax
The sale of shares of publicly held companies 
registered in the Colombian Stock Exchange 
is not taxable, provided that the sale does not 
exceed 3% of the outstanding shares of the 
company.

4. Key Features of Taxation of 
Inbound Investments

4.1 Withholding Taxes
When Colombian-sourced income is remitted 
abroad to a beneficiary that is a non-resident 
individual or entity, the payment should be sub-
ject to a withholding tax. The applicable rates for 
interest, dividends and royalties are as follows:

• interest: 20%, unless the term of the agree-
ment is longer than a year, in which case the 
rate is 15%;

• dividends: 20% if profits were taxed at the 
corporate level, and 48% if profits were 
untaxed at the corporate level; and

• royalties: 20%.

Double tax treaties (DTTs) generally bring relief 
to the above treatment.

Considering that technical services, technical 
assistance, consulting and management ser-
vices rendered from abroad are subject to a 
20% withholding tax as they produce Colom-
bian-sourced income, the tax authorities tend 
to discuss the nature of services rendered to 
Colombian taxpayers to determine whether a 
withholding tax is mandatory in these cases.

4.2 Primary Tax Treaty Countries
Colombia’s belated development of a network 
of OECD-like treaties has led to the execution 
of income tax treaties with:

• most countries in Western Europe (the UK, 
Spain, France, Italy, Switzerland, the Neth-
erlands, Portugal, the Czech Republic and 
Luxembourg), with the notable exception of 
Germany;

• some Latin American countries (such as Bra-
zil, Chile, Mexico and Uruguay); and

• other countries around the world (Canada, 
India, South Korea, Japan and the UAE).

All these treaties are already enforceable, except 
those with Brazil, the Netherlands, Luxembourg, 
Uruguay and the UAE.

Colombia is also a member of the Andean Pact, 
so it benefits from the Andean Pact Tax Directive 
578/2004 to avoid double income taxation. With 
isolated exceptions, this Tax Directive provides 
for exclusive source taxation among member 
countries (Colombia, Peru, Ecuador and Bolivia).

The treaty employed is determined according to 
the fiscal residence and main place of business 
of the respective parties of the operation (OECD-
like tax treaties) or to the origin of the invest-
ment resources (the Andean Pact Tax Directive 
578/2004), which should be studied on a case-
by-case basis.
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Foreign investors often seek to invest in local 
companies through debt instruments rather than 
stock.

4.3 Use of Treaty Country Entities by 
Non-Treaty Country Residents
Even though Colombia has a set of tax provi-
sions to challenge the use of treaty country enti-
ties by non-treaty country residents (such as the 
domestic GAAR and the MLI, which limit treaty 
shopping), there is currently no substantial prec-
edent of local tax authorities challenging the use 
of these treaties.

4.4 Transfer Pricing Issues
In general terms, the biggest transfer pricing 
issues presented for inbound investors operat-
ing through a local corporation are those regard-
ing services and royalties derived from rights of 
use and the exploitation of intangible assets paid 
to parent legal entities and foreign affiliates.

Transfer pricing disputes have recently arisen 
relating to medium-range adjustments made 
by Colombian taxpayers for services rendered 
by related parties abroad and the comparability 
analysis.

4.5 Related-Party Limited Risk 
Distribution Arrangements
The Colombian tax system does not have spe-
cific provisions to challenge limited risk distribu-
tion arrangements locally. However, the use of 
these arrangements could be challenged using 
the domestic GAAR.

4.6 Comparing Local Transfer Pricing 
Rules and/or Enforcement and OECD 
Standards
Colombia’s transfer pricing rules do not vary sig-
nificantly from the OECD set of rules.

4.7 International Transfer Pricing 
Disputes
International transfer pricing disputes are not fre-
quently resolved through DTTs or mutual agree-
ment procedures (MAPs). Very few cases have 
been subject to the MAP process.

The DIAN (the National Directorate of Taxes and 
Customs) currently supports the use of the MAP 
process, with the first provisions to establish a 
proceeding to request assistance from the DIAN 
concerning a MAP being issued in 2020. How-
ever, it requires taxpayers to withdraw domestic 
administrative and judicial remedies to resolve 
MAP cases. It also stops MAP discussions if 
the taxpayer does not reimburse extraordinary 
expenses during the process.

5. Key Features of Taxation of Non-
Local Corporations

5.1 Compensating Adjustments When 
Transfer Pricing Claims Are Settled
Adjustments should be made if a difference 
with comparables must be amended. Decisions 
issued under the MAP are mandatory.

5.2	 Taxation	Differences	Between	Local	
Branches and Local Subsidiaries of Non-
Local Corporations
While local branches of foreign corporations are 
taxed on their attributable income, local subsidi-
aries are taxed on their global-sourced income. 
From 2020, permanent establishments includ-
ing branches of foreign companies are taxed on 
their attributable income, regardless of whether 
the income is sourced in Colombia or abroad.
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5.3 Capital Gains of Non-Residents
Non-residents’ capital gains on the sale of 
shares in local companies are subject to capital 
gains tax in Colombia.

Indirect sales or transfers in any form of shares 
in local companies through the sale of shares 
of foreign companies are also subject to tax in 
Colombia as if the sale of the underlying asset 
had been done directly.

Certain DTTs limit the capital gains for non-res-
idents selling stocks of a Colombian company, 
subject to conditions.

5.4 Change of Control Provisions
There are currently no change of control pro-
visions that could apply to trigger tax or duty 
charges in Colombia.

5.5 Formulas Used to Determine Income 
of	Foreign-Owned	Local	Affiliates
Formulas are not used to determine the income 
of foreign-owned local affiliates selling goods or 
providing services.

5.6 Deductions for Payments by Local 
Affiliates
The deduction of payments by local affiliates 
for management and administrative expenses 
incurred by a non-local affiliate is permitted, giv-
en the corresponding withholding income tax is 
applied over the gross payment. The transaction 
must comply with the arm’s length principle and 
the overall transfer pricing regime.

5.7 Constraints on Related-Party 
Borrowing
Related-party borrowing by foreign-owned local 
affiliates paid to non-local affiliates must comply 
with the thin capitalisation provisions, as stated 
in 2.5 Imposed Limits on Deduction of Interest.

6. Key Features of Taxation 
of Foreign Income of Local 
Corporations
6.1 Foreign Income of Local 
Corporations
The foreign income of local legal entities is taxed. 
A foreign tax credit applies to taxes paid abroad 
on non-Colombian-sourced income, provided 
that the amount to be credited does not exceed 
the CIT liability in Colombia.

Income tax treaties signed by Colombia contem-
plate additional tax credit provisions.

6.2 Non-Deductible Local Expenses
As a general rule, foreign income is not exempt. 
Local expenses are deductible if they are relat-
ed, proportional and necessary to the taxpayer’s 
income-producing activity.

In the very few cases where foreign income is 
exempt (not because of its source but because 
of other tax benefits), attributable expenses are 
not deductible.

6.3 Taxation on Dividends From Foreign 
Subsidiaries
Dividends distributed to local legal entities from 
foreign subsidiaries are deemed to be a regular 
item of income subject to income tax. However, 
direct and indirect foreign tax credits are avail-
able, and certain DTTs may restrict Colombia’s 
taxation of these dividends.

In exceptional cases, dividend distributions from 
foreign companies to CHCs are exempted, pro-
vided that the income out of which the dividends 
were distributed is attributable to activities car-
ried out by foreign entities and that certain other 
requirements are met.
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6.4 Use of Intangibles by Non-Local 
Subsidiaries
Local transfer pricing rules oblige the Colombian 
company and owner of the intangible to deter-
mine an arm’s length remuneration for income 
tax purposes.

6.5 Taxation of Income of Non-Local 
Subsidiaries Under Controlled Foreign 
Corporation-Type Rules
Local legal entities can be taxed on the income of 
their non-local subsidiaries under the Colombia 
CFC rules. Income, costs and deductions relat-
ing to passive income obtained by the CFC (non-
local corporation) are deemed to be accrued at 
the level of the local corporation that directly 
or indirectly controls the non-local subsidiary 
therefore, in the same taxable year in which the 
income, costs and deductions accrued in the 
CFC. Income received by non-local branches 
of local legal entities is also taxed under these 
regulations.

6.6 Rules Related to the Substance of 
Non-Local	Affiliates
Non-local affiliates are deemed to be national 
tax residents if their effective seat of manage-
ment is located in Colombia.

The passive income of controlled foreign com-
panies is taxable in Colombia as if it were directly 
derived from the Colombian tax resident.

Payments made to beneficiaries located in tax 
havens are subject to an increased withholding 
tax.

6.7 Taxation on Gain on the Sale of 
Shares	in	Non-Local	Affiliates
Gains on the sale of shares in non-local affili-
ates by local corporations are taxed as foreign-
sourced income taxable in Colombia but benefit 

from foreign tax credits and limitations set by 
DTTs.

Gains on the sale of shares in non-local affiliates 
by a CHC are exempted.

7. Anti-Avoidance

7.1 Overarching Anti-Avoidance 
Provisions
Colombia enforces a GAAR that allows the tax 
administration to recharacterise, for tax purpos-
es, transactions that lack an apparent economic 
or commercial purpose and are carried out to 
obtain a tax benefit.

8. Audit Cycles

8.1 Regular Routine Audit Cycle
The only routine audits made in Colombia are 
those conducted by the administration when 
a taxpayer requests tax refunds. Audits are 
usually triggered by mismatches between the 
information reported by third parties and the 
figures reported by the taxpayer, or by audit 
programmes implemented by the tax author-
ity based on data that evidences repetitive tax 
inconsistencies on one issue.

9. BEPS

9.1 Recommended Changes
Colombia has taken an active role in implement-
ing several BEPS Actions, mainly as part of its 
process of accession to the OECD. The follow-
ing measures were adopted following the BEPS 
Actions:
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• BEPS Action 3: CFC regime and norms 
regarding international tax transparency 
(including the declaration of assets held 
abroad and the regularisation of tax rules);

• BEPS Action 4: thin capitalisation rules;
• BEPS Action 6: GAAR rules and anti-abuse 

provisions in some tax treaties signed by 
Colombia, and beneficial ownership rules;

• BEPS Action 7: permanent establishment 
legal framework;

• BEPS Actions 8–11: transfer pricing rules 
(regarding commodity transactions, country-
by-country reports, preferential tax regimes, 
tax havens and intangibles) and corporate 
restructuring rules;

• BEPS Action 13: country-by-country reporting 
and transfer pricing regime documentation;

• BEPS Action 14: MAPs; and
• BEPS Action 15: MLI, which Colombia has 

signed but is not yet in force, as it is still 
going through the domestic legal processes 
required to enter into force.

9.2 Government Attitudes
Colombia has played an active role in the imple-
mentation of BEPS. So far, it has sought to be 
perceived as a country that is interested in fol-
lowing the OECD recommendations in several 
fields, including tax matters. The 2022 tax reform 
implemented provisions that reflect the current 
global discussions related to Pillar One and Pillar 
Two, although there is not yet any intention to 
implement both Pillars.

On the one hand, a 15% minimum CIT is estab-
lished for local companies. On the other hand, 
the concept of “significant economic presence” 
(SEP) has been introduced, seeking to tax for-
eign taxpayers who have a deliberate and sys-
tematic presence in the country or who render 
digital services to the Colombian market without 
a physical nexus with the country.

Both Pillars are likely to be given effect in Colom-
bia if a global consensus is reached. Considering 
the thresholds for the application of Pillar One, 
no Colombian business is likely to be affected 
by the new rules on nexus, and the tax revenue 
of the country can increase.

The implementation of Pillar Two (global anti-
base erosion – GloBE) should not have a major 
economic impact in Colombia. Considering that 
the country does not have a very large number 
of multinational enterprises (MNEs) that meet 
the threshold for the application of the minimum 
tax under GloBE, the fiscal impact in Colombia 
would not be substantial. However, the Colom-
bian MNEs that would be covered by this new 
provision would probably have to incur higher 
tax compliance burdens.

9.3	 Profile	of	International	Tax
While taxation traditionally has a high public pro-
file in Colombia, international tax has attracted 
substantial attention in recent years due to the 
expansion of the Colombia DTT network, the 
adoption of BEPS Actions and, in particular, the 
international exchange of information.

There is currently consensus in Colombia on the 
convenience of following OECD policies, includ-
ing international tax measures. However, in the 
short-term, the government might adopt posi-
tions that reflect the interests of emerging econ-
omies. In any case, it is expected that most or 
all of the BEPS recommendations will continue 
to be implemented.

9.4 Competitive Tax Policy Objective
Colombia currently faces more pressure to 
raise revenue due to the significant increase in 
public spending under the current government 
than pressure to seek a competitive tax policy 
in terms of lowering the corporate tax burden. 
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There is therefore currently very little incentive 
to boost tax competitiveness by disregarding 
BEPS recommendations.

One of the major problems in the Colombian tax 
system is tax evasion, which artificially reduc-
es the number of taxpayers and increases tax 
burden pressures. A competitive tax policy is 
therefore triggered partly by the implementation 
of efficient tax evasion rules that allow for the 
reduction of the effective tax burden for taxpay-
ers. Fostering international tax transparency that 
allows local tax administrations to increase tax 
collection and fiscal resources may contribute to 
reducing the overall tax burden for taxpayers in 
the long run, balancing the pressures that BEPS 
will bring.

9.5 Features of the Competitive Tax 
System
The Colombian corporate tax system faces two 
problems that damage its competitiveness:

• the capacity to raise revenue relies dispropor-
tionately on CIT; and

• several tax benefits lack coherency and justi-
fication, propitiating tax inefficiencies.

To enhance the tax system’s efficiency, the tax 
authority must increase its capacity to audit indi-
viduals, so the system does not rely heavily on 
CIT. Regarding tax benefits, a special commis-
sion issued a Tax Expenditures Report in 2021 
and the government and Congress are expected 
to follow its recommendations.

9.6 Proposals for Dealing With Hybrid 
Instruments
BEPS Action 2, which seeks to neutralise the 
effects of hybrid mechanisms, has not yet been 
implemented in Colombia. There is no substan-
tial progress on the discussions related to this 

matter. However, if the country starts to imple-
ment domestic provisions to adopt Action 2, it is 
foreseeable that one of the first measures to be 
implemented will be the limitation of the deduc-
tion of interest generated by operations that, 
due to a mismatch, are not taxable in another 
jurisdiction.

9.7 Territorial Tax Regime
The Colombian corporate tax regime taxes cor-
porations on their worldwide income, while it 
relieves foreign-sourced income by providing a 
tax credit on taxes paid abroad associated with 
non-Colombian-sourced income.

Interest is deductible, if the corresponding with-
holding tax is made and within the limitations 
imposed by the thin capitalisation rule.

9.8 Controlled Foreign Corporation 
Proposals
The CFC regime implemented in Colombia 
is consistent with the taxation of Colombian 
residents on their worldwide income, as it is 
intended to make the passive income derived by 
Colombian residents through CFCs transparent.

9.9 Anti-Avoidance Rules
DTT limitations of benefits (typically a prin-
cipal purpose test) and general and targeted 
anti-avoidance rules are not likely to adversely 
impact inbound and outbound investments.

9.10 Transfer Pricing Changes
The 2016 tax reform introduced changes to the 
transfer pricing regime that are respondent to 
BEPS, but it did not radically alter the existing 
regime. The most notable changes are related to 
the introduction of new formal obligations, such 
as country-by-country reporting.
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BEPS recommendations related to value crea-
tion and the method to determine the value of 
intangibles have not yet been adopted in Colom-
bian legislation, resulting in a source of potential 
controversy.

9.11 Transparency and Country-by-
Country Reporting
The introduction of country-by-country reporting 
enhances transparency and aligns Colombian 
reporting obligations with international stand-
ards.

9.12 Taxation of Digital Economy 
Businesses
Colombia did not initially adopt digital services 
taxes but subsequently reformed the VAT regime 
to tax services rendered from abroad, including 
digital services.

The 2022 tax reform introduced the concept 
of SEP to the legislation, seeking to tax foreign 
enterprises that have deliberate and systematic 
interaction with the Colombian market or that 
provide digital services to clients in the country.

9.13 Digital Taxation
As of 1 January 2024, foreign companies have 
a SEP when they:

• maintain deliberate and systematic interac-
tion with users or clients located in Colombia: 
this requirement is presumed if the foreign 
company displays prices in Colombian pesos 
or allows payments in Colombian pesos and 
interacts with more than 300,000 Colombian 
users during the fiscal year; and

• obtain gross income equal to or greater 
than approximately COP1.560 billion 
(USD364,000).

Providers of mobile applications, electronic 
books, online services on intermediation plat-
forms, and digital subscriptions to audiovisual 
media, among other digital services, are also 
subject to the tax if they meet these require-
ments.

Foreign companies with a SEP in Colombia may 
opt-in for filing and paying income tax at a 3% 
rate of the gross income derived from the sale of 
goods and/or provision of digital services from 
abroad, sold or rendered to users in Colombia, 
or a 10% withholding tax on the total payment 
amount.

It is notable that the provisions that establish 
the SEP concept expressly state that the SEP 
legislation will cease to be applicable if an inter-
national agreement that prohibits this type of 
taxation is approved and signed by Colombia.

9.14	 Taxation	of	Offshore	IP
Royalty payments related to IP directed to non-
Colombian tax residents are subject to a 20% 
income withholding tax. Special withholding tax 
rates may apply to outbound royalty payments 
on certain DTTs signed by Colombia. Royalty 
payments directed to a tax haven beneficiary, 
corresponding to items of income deemed from 
a Colombian source, are subject to withholding 
tax at a rate of 35%.



CYPRUS

166 CHAMBERS.COM

Law and Practice
Contributed by: 
Stella Strati 
Patrikios Legal

Cyprus

Turkey

Nicosia

Contents
1. Types of Business Entities, Their Residence and Basic Tax Treatment p.169
1.1 Corporate Structures and Tax Treatment p.169
1.2 Transparent Entities p.169
1.3 Determining Residence of Incorporated Businesses p.169
1.4 Tax Rates p.169

2. Key General Features of the Tax Regime Applicable to Incorporated Businesses p.170
2.1	 Calculation	for	Taxable	Profits	p.170
2.2 Special Incentives for Technology Investments p.170
2.3 Other Special Incentives p.171
2.4 Basic Rules on Loss Relief p.172
2.5 Imposed Limits on Deduction of Interest p.172
2.6 Basic Rules on Consolidated Tax Grouping p.173
2.7 Capital Gains Taxation p.173
2.8 Other Taxes Payable by an Incorporated Business p.173
2.9 Incorporated Businesses and Notable Taxes p.173

3. Division of Tax Base Between Corporations and Non-Corporate Businesses p.174
3.1 Closely Held Local Businesses p.174
3.2 Individual Rates and Corporate Rates p.174
3.3 Accumulating Earnings for Investment Purposes p.174
3.4 Sales of Shares by Individuals in Closely Held Corporations p.174
3.5 Sales of Shares by Individuals in Publicly Traded Corporations p.174

4. Key Features of Taxation of Inbound Investments p.174
4.1 Withholding Taxes p.174
4.2 Primary Tax Treaty Countries p.175
4.3 Use of Treaty Country Entities by Non-Treaty Country Residents p.175
4.4 Transfer Pricing Issues p.175
4.5 Related-Party Limited Risk Distribution Arrangements p.176
4.6 Comparing Local Transfer Pricing Rules and/or Enforcement and OECD Standards p.176
4.7 International Transfer Pricing Disputes p.176



CYPRUs  CONTENTS

167 CHAMBERS.COM

5. Key Features of Taxation of Non-Local Corporations p.176
5.1 Compensating Adjustments When Transfer Pricing Claims Are Settled p.176
5.2	 Taxation	Differences	Between	Local	Branches	and	Local	Subsidiaries	of	Non-Local	Corporations	p.176
5.3 Capital Gains of Non-Residents p.176
5.4 Change of Control Provisions p.176
5.5	 Formulas	Used	to	Determine	Income	of	Foreign-Owned	Local	Affiliates	p.177
5.6	 Deductions	for	Payments	by	Local	Affiliates	p.177
5.7	 Constraints	on	Related-Party	Borrowing	p.177

6. Key Features of Taxation of Foreign Income of Local Corporations p.178
6.1 Foreign Income of Local Corporations p.178
6.2 Non-Deductible Local Expenses p.178
6.3 Taxation on Dividends From Foreign Subsidiaries p.178
6.4 Use of Intangibles by Non-Local Subsidiaries p.178
6.5 Taxation of Income of Non-Local Subsidiaries Under Controlled Foreign Corporation-Type Rules p.179
6.6	 Rules	Related	to	the	Substance	of	Non-Local	Affiliates	p.179
6.7	 Taxation	on	Gain	on	the	Sale	of	Shares	in	Non-Local	Affiliates	p.179

7. Anti-Avoidance p.179
7.1 Overarching Anti-Avoidance Provisions p.179

8. Audit Cycles p.179
8.1 Regular Routine Audit Cycle p.179

9. BEPS p.180
9.1 Recommended Changes p.180
9.2 Government Attitudes p.180
9.3	 Profile	of	International	Tax	p.181
9.4 Competitive Tax Policy Objective p.181
9.5 Features of the Competitive Tax System p.182
9.6 Proposals for Dealing With Hybrid Instruments p.182
9.7 Territorial Tax Regime p.182
9.8 Controlled Foreign Corporation Proposals p.183
9.9 Anti-Avoidance Rules p.183
9.10 Transfer Pricing Changes p.183
9.11 Transparency and Country-by-Country Reporting p.184
9.12 Taxation of Digital Economy Businesses p.184
9.13 Digital Taxation p.185
9.14	Taxation	of	Offshore	IP	p.185



CYPRUs  Law aNd PraCTiCE
Contributed by: Stella Strati, Patrikios Legal 

168 CHAMBERS.COM

Patrikios Legal is one of the largest law firms in 
Cyprus, where it is highly recommended for its 
professional legal services and exceptional cli-
ent service. With more than 60 years of experi-
ence in the local and international legal market, 
the firm is renowned for its involvement in some 
of the largest cross-border transactions, as well 
as in complex litigation and arbitration matters. 
The highly qualified team is experienced in of-
fering legal advice in any sphere; however, the 
firm’s tax department offers advice in estab-
lishing and implementing robust tax planning 

structures and assists with all Cyprus-related 
tax matters. In association with Patricianserve 
Ltd, Patrikios Legal advises on the tax treat-
ment of specific transactions/agreements and 
the calculation of provisional tax, as well as the 
preparation and submission of tax forms. The 
firm’s international profile comprises strong al-
liances with reputable law firms (particularly in 
Europe, Asia and the USA), memberships in 
various global organisations, and a worldwide 
loyal clientele.

Author
Stella Strati is the corporate 
finance, tax and private client 
partner at Patrikios Legal. She 
provides specialised legal 
advice regarding all tax matters 
involving trusts, M&A, and 

private clients, as well as corporate 
restructurings and reorganisations. Stella has 

completed the advanced diploma in 
international tax (ADIT) at the Chartered 
Institute of Taxation and is a member of the 
Society of Trust and Estate Practitioners 
(STEP) and the International Bar Association 
(IBA). Additionally, she led Pagecorp Group to 
becoming the tax (private client) member of IR 
Global.

Patrikios Legal
332 Agiou Andreou Street
3035 Limassol
Cyprus

Tel: +357 25 871 599
Fax: +357 25 344 548
Email: info@pavlaw.com
Web: www.pavlaw.com



CYPRUs  Law aNd PraCTiCE
Contributed by: Stella Strati, Patrikios Legal 

169 CHAMBERS.COM

1. Types of Business Entities, 
Their Residence and Basic Tax 
Treatment
1.1 Corporate Structures and Tax 
Treatment
Businesses in Cyprus generally adopt a corpo-
rate form. The most common type of corporate 
form is that of a private (or public) limited liabil-
ity company with shares. A Cypriot company is 
fiscally opaque for tax purposes; therefore, it is 
taxed as a separate legal entity.

Pursuant to Cypriot law, a company is a legal 
person with a separate legal personality, dis-
tinct from its members and its directors. Thus, 
its shareholders are not personally liable for the 
obligations of the company and the liability of 
the shareholders is limited to the share capital 
contributed. The existence of the company does 
not depend on the existence or continuation of 
its members.

Additionally, a Cypriot company may be limited 
by guarantee. Usually, companies limited by 
guarantee are incorporated as non-profit organi-
sations in order to pursue charitable purposes.

1.2 Transparent Entities
Cypriot law allows for the establishment of gen-
eral and limited partnerships. A partnership is 
not treated as a separate taxable person. It is 
a transparent entity and the tax is imposed on 
the partners and not on the partnership. Partner-
ships are widely used in joint venture projects 
and in smaller (usually family-owned) enterpris-
es.

1.3 Determining Residence of 
Incorporated Businesses
The test used in Cyprus for determining the resi-
dence of incorporated businesses and trans-

parent entities is the so-called management 
and control test. Cyprus’ income tax legislation 
does not include a clear provision on how an 
entity becomes a Cyprus tax resident. General 
practice looks at the management and control 
thereof.

The minimum requirements for an entity to be 
considered a Cyprus tax resident are quite gen-
eral and include:

• the place of residence of the majority of the 
directors;

• the place where the meetings of the board of 
directors are held; and

• the place where the general policy of the 
entity is formulated.

1.4 Tax Rates
Tax Rates Paid by Incorporated Businesses
The corporation tax rate is 12.5%. Business prof-
its of Cyprus tax-resident companies, adjusted 
in relation to allowances and exemptions, are 
subject to a flat tax rate of 12.5%.

Individual Tax Rates
Income for individuals is subject to progres-
sive tax rates. The first EUR19,500 is tax-free, 
the next EUR8,500 is subject to a tax rate of 
20%, the next EUR8,300 is taxed at 25%, the 
next EUR23,500 at 30% and any amount above 
EUR60,000 at 35%. A number of deductions and 
personal allowances are available.

On 15 November 2024, the Council of Minis-
ters of Cyprus exempted individuals whose total 
gross annual income is below EUR19,500 from 
the obligation to submit a personal income tax 
return for the tax year 2024.

Businesses owned directly by individuals are 
subject to the individual tax rates. The same 
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applies to businesses owned through transpar-
ent entities.

2. Key General Features of the Tax 
Regime Applicable to Incorporated 
Businesses
2.1	 Calculation	for	Taxable	Profits
Business profits of a Cypriot company, adjusted 
for various disallowances and exemptions, are 
subject to tax at 12.5%. Cyprus tax residents 
are taxed on their worldwide income. Profits are 
taxed on an accrual basis and the International 
Financial Reporting Standards are followed.

Generally, expenses wholly and exclusively 
incurred by a company in the production of tax-
able income are allowable. Private expenses, 
expenses not matched to taxable income or not 
validated through proper supporting documen-
tation, provisions (depreciation, amortisation, 
impairment, and obsolete stock), expenses 
linked to non-taxable assets, and exchange 
differences are considered as non-deductible 
expenses. However, capital allowances, balanc-
ing allowance calculated on the disposal of a 
non-current asset, notional interest deduction, 
and notional loss in related-party transactions 
are also deductible.

2.2 Special Incentives for Technology 
Investments
The current IP tax regime in Cyprus is applica-
ble as of 1 July 2016. This follows the nexus 
approach – according to which, a direct link 
between qualifying income and own qualifying 
expenses is essential for the IP to qualify. The 
level of the qualifying profits is positively cor-
related to the extent that R&D activities are per-
formed by the same entity.

Under the previous IP box regime that applied 
in Cyprus, an overall 80% deduction on profits 
was granted. Under the current IP tax rules, 80% 
of the overall income derived from the qualify-
ing intangible asset is treated as a deductible 
expense.

A qualifying intangible asset is defined as an 
asset that, as a result of R&D activities, has been 
acquired, developed or exploited by a person 
within the course of carrying out their business. 
Such assets specifically include:

• patents;
• computer software; and
• other IP that is legally protected and com-

prises:
(a) utility models;
(b) IP assets that provide protection to plants 

and genetic material or orphan drug 
destinations, in addition to extensions of 
protection for patents; or

(c) non-obvious, useful and novel IP assets 
(which are certified as such by an appro-
priate authority) where the person utilis-
ing such does not generate annual gross 
revenues in excess of EUR7.5 million from 
all intangible assets (or EUR50 million for 
groups).

Qualifying intangible assets specifically exclude 
trade marks, business names, brand image 
rights, and other IP rights used for the market-
ing of products and services.

Persons that may benefit from Cyprus’ IP tax 
regime include Cyprus tax-resident taxpayers, 
tax-resident permanent establishments of non-
tax resident persons, and foreign permanent 
establishments that are subject to tax in Cyprus.
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2.3 Other Special Incentives
In addition to the IP tax regime explained in 2.2 
Special Incentives for Technology Investments, 
there are a number of special incentives that 
apply generally – as well as to particular indus-
tries – in Cyprus.

Cyprus Holding Companies
Cyprus represents an attractive jurisdiction in 
which to set up a holding company. Specifically, 
dividend income received by a Cypriot holding 
company is generally exempt from any income 
tax in Cyprus (subject to the hybrid instrument 
exception explained in 9.6 Proposals for Deal-
ing With Hybrid Instruments) and from spe-
cial defence contribution (SDC) (subject to the 
passive dividend rule explained in 6.3 Tax on 
Dividends From Foreign Subsidiaries). Also, no 
withholding tax applies to any outgoing dividend 
or other profit distributions or interest, irrespec-
tive of the existence of a double tax treaty (DTT). 
Furthermore, profits from the sale of shares are 
tax-exempt. In general, no restrictions on foreign 
share ownership exist and, as a result, a foreign 
investor is allowed to be the sole shareholder of 
a Cypriot company.

Tonnage Tax System
Cyprus tax-resident ship-owners or ship man-
agement companies that qualify under the rele-
vant legislation with regard to qualifying ships (as 
defined therein) engaged in qualifying shipping 
activities (as defined therein) can fall under the 
tonnage tax system (TTS). The TTS refers to flat 
given rates of tax based on the net tonnage of 
the ship – ie, no requirement for a computation 
of tax-adjusted profits exists. It is also important 
to note that there is no tax levied on the disposal 
of qualifying ships and that dividends distributed 
out of companies under the TTS are not subject 
to the SDC.

Incentives for Individuals
Special incentives are also provided to individu-
als. A tax incentive was introduced in 2022 and 
amended on 30 June 2023 that provides that a 
natural person employed in Cyprus (as of 1 Jan-
uary 2022) enjoys a tax exemption of 50% for a 
period of 17 years from the date of employment, 
irrespective of whether the individual changed 
employers during the relevant 17-year period – 
provided they have previously not been resident 
in Cyprus for a period of at least 15 consecutive 
years and earn more than EUR55,000 per year. 
Previously (ie, before the June 2023 amend-
ment), the exemption was only granted for the 
first employment of the individual in Cyprus.

Furthermore, individuals who first take up 
employment in Cyprus after 26 July 2022, with 
annual emoluments lower than EUR55,000, 
will be eligible for a 20% or EUR8,550 exemp-
tion (whichever is lower) for a maximum period 
of seven years. An individual must have been 
employed abroad for at least three consecutive 
years prior to the commencement of employ-
ment in Cyprus in order to claim this exemption, 
which can be claimed from the year after taking 
up employment in Cyprus.

Non-doms
In addition, individuals who are not tax-resident 
in Cyprus or individuals who are tax-resident but 
non-domiciled in Cyprus are not subject to the 
SDC on dividends, interest or rents.

Innovative SMEs
A qualifying person that makes an investment 
in an innovative SME (as defined by the Cypriot 
Income Tax Law) may deduct the costs of the 
investment from the taxable income subject to 
limitations imposed by the law, such as:
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• the tax deduction is limited to 50% of the 
investor’s taxable income in the year in which 
the investment is made;

• the deductible amount cannot be more than 
EUR150,000 within a tax year; and

• the investor must retain the relevant invest-
ment in the innovative SME for at least three 
years.

This incentive is available until 31 December 
2026.

Start-up visa
On 19 December 2024, the Deputy Ministry 
of Research and Digital Policy announced the 
approval of a revised start-up visa scheme, 
which is applicable as of 1 January 2025. This 
scheme enables owners and senior executives 
from third countries to enter, reside and work in 
Cyprus for the purposes of establishing a new 
start-up in Cyprus or transferring an existing 
start-up into Cyprus.

2.4 Basic Rules on Loss Relief
On a company level, tax-adjusted losses can 
be carried forward and be set off against tax-
adjusted profits for the next five years. Losses 
cannot be carried back.

On a group level (subject to the existence of cer-
tain criteria and the formation of a tax group), 
group members may surrender losses from one 
loss-making member to another profitable one. 
A direct or indirect holding of at least 75% for 
the entire tax year is necessary for a company 
to be considered as forming part of a tax group.

As of 2015, the interception of companies estab-
lished in the EU – or in countries that either have 
a DDT with Cyprus or have signed the OECD 
terms for exchange of information – can be 
taken into consideration for the calculation of 

an indirect holding. Furthermore, group relief is 
available between companies established in EU 
member states, provided that the EU subsidiary 
has exhausted all means of surrendering or car-
rying forward the losses in its own state.

2.5 Imposed Limits on Deduction of 
Interest
The Cypriot Income Tax Law provides that any 
interest relating to (or that is deemed to relate 
to) the cost of acquiring a private motor vehicle 
– irrespective of whether it is used in the busi-
ness – or to the cost of acquiring any other asset 
not used in the business is not deductible for a 
period of seven years.

The Commissioner of Taxation has taken the 
position that shares are not an asset used in the 
business and, as such, any interest on loans to 
acquire shares is not deductible for a seven-year 
period. This position is justified on the grounds 
that any income from the holding of shares (ie, 
dividends and capital gains) is exempt from cor-
poration tax.

As of 1 January 2012, the above-mentioned pro-
vision does not apply in cases where new shares 
are acquired directly or indirectly in a wholly 
owned subsidiary – provided that this subsidi-
ary does not own any assets that are not used 
in the business. If this subsidiary owns assets 
that are not used in the business, the restriction 
of interest will only correspond to the percentage 
of assets not used in the business.

Also, from 1 January 2020, Cyprus’ tax legis-
lation contains an interest limitation rule (ILR) 
that limits the otherwise deductible-exceeding 
borrowing costs of the Cypriot taxpayer/Cypriot 
group to 30% of adjusted taxable profit (taxable 
EBITDA). The ILR contains an annual EUR3 mil-
lion safe harbour threshold.
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2.6 Basic Rules on Consolidated Tax 
Grouping
No rules for tax grouping exist, apart from the 
basic rules for group tax relief described in 2.4 
Basic Rules on Loss Relief.

2.7 Capital Gains Taxation
In Cyprus, no capital gains tax exists, apart from 
the taxation of gains from the disposal of immov-
able property situated in Cyprus. The profits from 
the sale of shares are exempt from any taxation.

Capital gains tax applies only to direct and indi-
rect disposals of real estate situated in Cyprus. 
The applicable rate is 20% and is applied on 
gains from the disposal of immovable property 
or gains from the disposal of shares that directly 
or indirectly own immovable property situated 
in Cyprus.

2.8 Other Taxes Payable by an 
Incorporated Business
A stamp duty fee may be payable by an incor-
porated business on a transaction. Stamp duty 
is payable on any document that concerns any 
property located in Cyprus or on matters to be 
executed in Cyprus.

For contracts with a value of between EUR5,001 
and EUR170,000, the current rate of stamp duty 
is 1.50% for every EUR1,000 or part thereof. For 
contracts with a value of more than EUR170,000, 
the current rate of stamp duty is EUR2 for eve-
ry EUR1,000 or part thereof, with a ceiling of 
EUR20,000. This maximum amount is payable 
on any document or on any transaction that 
has several documents; in such case, the par-
ties may choose which of the transaction docu-
ments is the main document and only that main 
transaction document will be subject to the full 
stamp duty. The other transaction documents 
may be stamped as secondary documents, in 

the amount of EUR2 each – provided they are 
dated the same day (or very close) as the main 
transaction document.

A number of instruments carry a fixed stamped 
duty, as per the provisions of the Cypriot Stamp 
Duty Law.

2.9 Incorporated Businesses and 
Notable Taxes
VAT
Incorporated businesses may be subject to 
VAT. The standard rate of VAT is 19%; however, 
reduced rates of 5% and 9% apply to certain 
supplies.

SDC
The SDC is payable on passive income – namely, 
rents, dividends, and passive interest income – 
by Cyprus tax-resident companies and individu-
als who are both tax residents and domiciled in 
Cyprus.

Dividends received by individuals (resident and 
domiciled in Cyprus) are subject to an SDC rate 
of 17%. Dividends received by Cyprus tax-
resident companies are not subject to the SDC 
(subject to specific exceptions mentioned in 6.3 
Taxation on Dividends From Foreign Subsidi-
aries). The SDC rate on interest for both natural 
and legal persons is 17% as of 1 January 2024. 
Rent received by companies and by tax-resident 
and domiciled individuals is subject to the SDC 
at the effective rate of 2.25% (3% on gross rents 
less 25%).
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3. Division of Tax Base Between 
Corporations and Non-Corporate 
Businesses
3.1 Closely Held Local Businesses
Closely held local businesses usually operate 
in corporate form – namely, as private limited 
liability companies with shares. The main reason 
for this is the lower corporate tax rate compared 
with the tax rates applicable to individuals or 
with the tax treatment of partnerships.

3.2 Individual Rates and Corporate Rates
The corporate and individual tax rates are includ-
ed in 1.4 Tax Rates.

No particular rules exist to prevent individual 
professionals from earning income at corporate 
rates. Such professionals have the right to incor-
porate legal entities and conduct their business 
through such. If income is earned through such 
companies, it is taxed at the corporate tax rate. 
If the individual conducts business in their name, 
such individual is taxed at individual rates.

For specific professions (eg, advocates and doc-
tors), an authorisation from the relevant regula-
tor (eg, the Legal Council) is required prior to 
the incorporation of a special purpose company 
(such as a lawyers’ limited company).

3.3 Accumulating Earnings for 
Investment Purposes
Currently, there are no rules to prevent a Cypriot 
company from accumulating earnings – provid-
ed that the beneficial owner of the same is not a 
Cyprus tax resident or is a Cyprus tax resident 
but non-domiciled.

If the beneficial owner is a Cyprus tax resident 
and domiciled, the deemed distribution rules 
will come into effect, which provide that 70% 

of the accounting profits after the deduction of 
tax must be distributed two years from the end 
of the year in which the profits were earned. On 
such a deemed distribution, a 17% SDC and a 
2.65% national health contribution must be with-
held and paid to the tax authorities.

3.4 Sales of Shares by Individuals in 
Closely Held Corporations
The gains on the sale of shares are exempt from 
any taxation in Cyprus. Dividends received by 
individuals (resident and domiciled in Cyprus) 
are not subject to income tax but are subject to 
an SDC rate of 17%. A natural person who is a 
Cyprus tax resident but non-domiciled in Cyprus 
is exempt from the obligation to pay the SDC. 
This also applies to individuals who are foreign 
tax residents.

3.5 Sales of Shares by Individuals in 
Publicly Traded Corporations
See 3.4 Sales of Shares by Individuals in Close-
ly Held Corporations.

4. Key Features of Taxation of 
Inbound Investments

4.1 Withholding Taxes
Cyprus does not apply any withholding tax on 
dividends or interest paid to non-residents (or 
to Cyprus tax residents who are non-domiciled). 
Regarding the payment of royalties to a non-
Cyprus tax resident, a maximum 10% withhold-
ing tax applies on the gross amount of such pay-
ment if the royalty rights were used in Cyprus 
(5% in relation to films). Also, in relation to 
dividends, interest and royalties paid to entities 
incorporated in another EU member state, the 
provisions of the relevant EU Directives apply.
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Furthermore, the gross income derived by an 
individual who is not tax-resident in Cyprus from 
the exercise in Cyprus of any profession or public 
entertainment is subject to a maximum withhold-
ing tax of 10% (reduced by any DTT favourable 
rate). The obligation to withhold the tax lies on 
the Cyprus tax-resident person that has invited 
the non-resident professional/entertainer.

The maximum withholding tax for services 
regarding the exploration, extraction or exploi-
tation of the continental shelf – as well as the 
establishment and use of pipelines and other 
installations on the ground, seabed and/or the 
surface of the sea – is 5%.

Also, no withholding tax applies on any out-
going dividend or other profit distributions or 
interest, irrespective of the existence of a DTT. 
Furthermore, profits arising from the disposal of 
titles (shares) are tax-exempt. Non-Cyprus tax 
residents or non-domiciled Cyprus tax residents 
who are shareholders of a Cypriot company are 
not subject to any SDC.

Since 31 December 2022, Cyprus has applied 
withholding tax on certain outbound payments 
of dividends, interest and royalties – subject to 
specific conditions – in cases where the recipi-
ent is a legal entity that has tax residency in a 
jurisdiction included in the EU list of non-co-
operative jurisdictions or is incorporated there 
but not a tax resident in any other jurisdiction.

4.2 Primary Tax Treaty Countries
Cyprus enjoys a wide network of DTTs, as it has 
entered into such with 69 countries. The major-
ity of these treaties follow the OECD Model 
Tax Convention on Income and on Capital (the 
“OECD Model”) – with the exception of the DTT 
with the USA, which follows the most recent 
model of US agreements. Foreign investors usu-

ally use Cypriot companies to make investments 
in local corporate stock or debts.

4.3 Use of Treaty Country Entities by 
Non-Treaty Country Residents
The author is not aware of any cases in which the 
local tax authorities have challenged the use of 
treaty-country entities by residents of non-treaty 
countries.

4.4 Transfer Pricing Issues
The Cyprus transfer pricing rules (as such rules 
apply from 1 January 2022 onwards) cover all 
types of transactions between related parties in 
excess of EUR750,000 per category of trans-
action. The types of transaction include sale 
and purchase of goods, provision and receipt 
of services, financing transactions and any IP-
related transaction, as well as other transactions 
between related parties. In relation to the defini-
tion of the connection between related parties, 
the 25% relationship test applies.

On 1 February 2024, Cyprus’ tax department 
issued an announcement clarifying that – as 
from the tax year 2022 onwards – the threshold 
for financing transactions is EUR5 million and for 
all other transactions is EUR1 million.

Moreover, transfer pricing documentation com-
pliance requirements have been introduced in 
relation to Cyprus tax-resident persons and/
or permanent establishments of non-Cyprus 
tax-resident entities located in Cyprus that are 
engaging in local or cross-border transactions. 
Such transfer pricing documentation must be 
prepared on an annual basis, prior to the income 
tax return submission for the relevant tax year, 
and it must include the master file, the local file 
and the summary information table.
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The new transfer pricing rules have also intro-
duced advanced pricing agreement procedures.

4.5 Related-Party Limited Risk 
Distribution Arrangements
Tax authorities do challenge related-party trans-
actions in general. As already mentioned in 4.4 
Transfer Pricing Issues, Cyprus has re-enforced 
its transfer pricing regulations by introducing the 
requirement for performing transfer pricing stud-
ies for all related-party transactions.

4.6 Comparing Local Transfer Pricing 
Rules and/or Enforcement and OECD 
Standards
As mentioned in 4.4 Transfer Pricing Issues, 
Cyprus introduced new transfer pricing rules 
in 2022. Such rules, which are effective as of 2 
January 2022, do not deviate from OECD stand-
ards. Transactions between related companies 
are obliged to follow the arm’s length principle as 
set out in the OECD Transfer Pricing Guidelines.

4.7 International Transfer Pricing 
Disputes
Transfer pricing rules have been adopted since 
2017 (and updated in 2022) and, given that 
this is something relatively new in Cyprus, the 
author is not aware of any disputes resolved by 
local authorities. However, owing to the fact that 
extensive reform of the applicable transfer pric-
ing rules in Cyprus took place in 2022, the local 
tax authorities are expected to be more aggres-
sive when it comes to transfer pricing matters 
from now on.

5. Key Features of Taxation of Non-
Local Corporations

5.1 Compensating Adjustments When 
Transfer Pricing Claims Are Settled
The tax authorities in Cyprus do not have any 
experience of mutual agreement procedures 
under a transfer pricing arrangement. There-
fore, if an adjustment is made by a foreign tax 
authority, the corresponding adjustment will not 
be allowed/made for Cyprus tax purposes. The 
reason for this is the absence of a relevant regu-
latory framework.

5.2	 Taxation	Differences	Between	Local	
Branches and Local Subsidiaries of Non-
Local Corporations
The taxation of local branches of foreign corpo-
rations is no different to that of local subsidiaries 
of foreign corporations.

5.3 Capital Gains of Non-Residents
There is no capital gains tax applicable in Cyprus 
in relation to profits from the sale of shares. Prof-
its from the disposal of titles are exempt from 
any tax in Cyprus. Titles are defined as shares, 
bonds, debentures, founders’ shares, and other 
titles of companies or other legal persons incor-
porated in Cyprus or abroad (and rights thereon).

5.4 Change of Control Provisions
Any disposal to related parties should be execut-
ed on an arm’s length basis. Moreover, Cyprus 
introduced exit taxation rules in 2020, within the 
wider implementation of the EU Anti-Tax Avoid-
ance Directive (ATAD).

The relevant provisions stipulate that corporate 
taxpayers that move assets or their tax resi-
dency out of Cyprus will be subject to tax at an 
amount equal to the market value of the trans-
ferred assets at the time of exit – minus their 
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value for tax purposes – in any of the following 
circumstances:

• a Cyprus tax-resident company transfers 
assets from its head office in Cyprus to its 
permanent establishment in another mem-
ber state or in a third country so that Cyprus 
does not have the right to tax the transferred 
assets owing to the transfer;

• a non-Cyprus tax-resident company with a 
permanent establishment in Cyprus transfers 
assets from its Cypriot permanent establish-
ment to its head office or another permanent 
establishment in another EU member state or 
third country so that Cyprus does not have 
the right to tax the transferred assets owing 
to the transfer;

• a Cyprus tax-resident company transfers 
its tax residence from Cyprus to another EU 
member state or to a third country, apart from 
those assets that remain effectively connect-
ed to a permanent establishment in Cyprus; 
and

• a non-Cyprus tax-resident company with a 
permanent establishment in Cyprus transfers 
the business carried out by its permanent 
establishment from Cyprus to another EU 
member state or to a third country so that 
Cyprus does not have the right to tax the 
transferred assets owing to the transfer.

5.5 Formulas Used to Determine Income 
of	Foreign-Owned	Local	Affiliates
The tax treatment of a foreign-owned local 
affiliate is the same as that of any other Cypriot 
company. No separate rules or formulas exist to 
determine their income. As will be discussed, 
Cypriot companies are taxed on their worldwide 
income and any foreign tax incurred is credited 
against the equivalent Cyprus tax on the foreign 
income.

5.6 Deductions for Payments by Local 
Affiliates
The general principle pursuant to the Cyp-
riot Income Tax Law is that for an expense to 
be allowed as a deduction, it must have been 
incurred wholly and exclusively for the produc-
tion of taxable income for the specific taxpayer 
– something that needs to be supported by the 
relevant documentation.

Therefore, any expenses paid by Cypriot com-
panies on behalf of foreign affiliates will be treat-
ed as non-tax-deductible expenses. In addition, 
the tax authorities in Cyprus could assess that 
a deemed receivable from the foreign affiliate 
exists in the Cypriot company’s books, repre-
sented by the value of the expenses paid – on 
which, they will seek to impose and tax deemed 
interest at market interest rates.

5.7 Constraints on Related-Party 
Borrowing
Pursuant to Section 33 of the Cypriot Income 
Tax Law, all transactions between related par-
ties must – for tax purposes – be carried out on 
an arm’s length basis (ie, at fair values and on 
reasonable commercial terms). This is described 
as the “arm’s length principle”.

More specifically, under the arm’s length princi-
ple, where conditions are made or imposed upon 
the commercial or financial relations between 
two businesses that differ from those that would 
have been made between independent parties, 
any profits that would have accrued to one of 
the parties had the two businesses been inde-
pendent – but have not so accrued – may be 
included in the profits of that business and taxed 
accordingly. These provisions also apply to any 
transactions between related parties.
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Pursuant to the applicable transfer pricing rules 
(see 4.4 Transfer Pricing Issues), a transfer pric-
ing study is required for all transactions between 
related entities in excess of EUR1 million per 
category of transaction. For financing transac-
tions between related parties, the threshold is 
EUR5 million. The 25% relationship test applies 
to define the concept of related parties.

6. Key Features of Taxation 
of Foreign Income of Local 
Corporations
6.1 Foreign Income of Local 
Corporations
Local corporations are taxed on their worldwide 
income. However, any foreign tax incurred is 
credited against the equivalent Cyprus tax on 
the foreign income. The tax credit in respect 
of the foreign tax cannot exceed the equiva-
lent Cyprus tax in any circumstances. Credit is 
always granted to Cyprus tax residents on for-
eign tax incurred on foreign income, irrespective 
of the existence of a DTT.

6.2 Non-Deductible Local Expenses
As mentioned in 6.1 Foreign Income of Local 
Corporations, Cyprus tax-resident companies 
are taxed on their worldwide taxable income, 
as taxation in Cyprus is based on the manage-
ment and control of the company and not on the 
source of the income.

If an income is exempt (eg, dividends under con-
ditions, sale or disposal of shares), any direct 
expenses associated with the specific activ-
ity are not allowed for tax purposes. Also, any 
indirect expenses should be allocated to each 
activity of the Cypriot company and be part of 
such activity. If the activity will generate exempt 
income, then the corresponding allocation of 

the indirect expenses will not be treated as tax-
allowable.

6.3 Taxation on Dividends From Foreign 
Subsidiaries
Dividends received by Cypriot companies from 
foreign subsidiaries are not subject to corpora-
tion tax in Cyprus. Nevertheless, an exception 
applies in that dividends received from a foreign 
company will be subject to corporation tax if 
paid out from hybrid instruments.

Moreover, dividends received by Cyprus tax-
resident companies from foreign entities are not 
subject to the SDC, unless the passive dividend 
rule applies. According to this rule, the SDC is 
applicable if:

• the company distributing the dividend engag-
es directly or indirectly in more than 50% of 
activities leading to investment income; and

• the foreign tax burden on the income of the 
paying company is substantially lower (less 
than 6.25%) than the Cypriot tax burden.

The SDC does not apply to dividends received 
by a Cypriot company from a local company, 
subject to the four-year non-exemption rule. 
However, a dividend indirectly paid after four 
years from the end of the year in which the prof-
its were generated is subject to the SDC.

6.4 Use of Intangibles by Non-Local 
Subsidiaries
Intangibles developed by local corporations can 
be used by non-local subsidiaries in their busi-
ness, provided that such intangibles are licensed 
to the non-local subsidiaries on an arm’s length 
basis. Withholding taxes apply (10%) if the intan-
gible is used in Cyprus by the non-local sub-
sidiaries.
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6.5 Taxation of Income of Non-Local 
Subsidiaries Under Controlled Foreign 
Corporation-Type Rules
The controlled foreign companies (CFC) rule 
is applicable in Cyprus as of 1 January 2019. 
The application of this rule results in the re-attri-
bution of the income of a low-taxed controlled 
non-Cyprus subsidiary to its parent company in 
order to avoid revenue diversion to a jurisdic-
tion with a more favourable tax regime. The CFC 
rules apply to Cyprus tax-resident companies 
and non-Cyprus tax-resident companies with a 
Cyprus permanent establishment.

A CFC is defined as a low-taxed non-Cyprus 
tax-resident company or permanent establish-
ment in which:

• the Cypriot taxpayer, alone or together with 
its associated enterprises, holds a direct or 
indirect interest of more than 50%; and

• the actual corporate tax paid on the profits of 
the company or the permanent establishment 
is lower than 50% of the tax that would be 
paid in Cyprus.

The non-distributed income of a CFC that results 
from non-genuine arrangements is added to the 
taxable income of the Cyprus tax-resident con-
trolling company. The CFC rule is not applicable 
when the company or the foreign permanent 
establishment has either:

• accounting profits of no more than 
EUR750,000 and non-trading income of no 
more than EUR75,000; or

• accounting profits of no more than 10% of its 
operating costs for the tax period.

In any case, the Cypriot controlling entity can 
claim credit for any foreign tax imposed on the 
CFC profits that are included in its tax base.

6.6 Rules Related to the Substance of 
Non-Local	Affiliates
No rules related to the substance of non-local 
affiliates apply in Cyprus.

6.7 Taxation on Gain on the Sale of 
Shares	in	Non-Local	Affiliates
As mentioned in 5.3 Capital Gains of Non-Res-
idents, the definition of titles under Cypriot law 
includes shares, bonds, debentures, founders’ 
shares, and other titles of companies or other 
legal persons incorporated in Cyprus or abroad 
(and rights thereon). Therefore, the gains on 
the sale of shares in non-local affiliates will be 
exempt from any taxes in Cyprus.

7. Anti-Avoidance

7.1 Overarching Anti-Avoidance 
Provisions
A general anti-abuse rule has applied since 1 
January 2019 and was introduced as part of the 
general implementation of the ATAD. This rule 
provides that non-genuine arrangements – the 
main purpose of which is to procure a tax advan-
tage – are ignored. Such arrangements are con-
sidered to be “non-genuine”, as their mere exist-
ence does not reflect valid commercial reasons 
or economic reality.

8. Audit Cycles

8.1 Regular Routine Audit Cycle
Cyprus companies are obliged to submit an 
annual tax declaration, which is prepared based 
on audited financial statements. Such financial 
statements should be audited and signed by a 
Cypriot-qualified and licensed auditor. Currently, 
the deadline for the submission of such declara-
tion is 15 months from the end of the relevant tax 
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year. A tax year is the same as a calendar year 
– ie, for the tax year of 2022, the annual tax dec-
laration must be submitted by 31 March 2024.

9. BEPS

9.1 Recommended Changes
The commitment of Cyprus to follow the recom-
mendations of the OECD/G20 Base Erosion and 
Profit Shifting Project (BEPS) is evident, given 
that it has already implemented various changes 
in line with the BEPS recommendations.

As per BEPS Action 2: Neutralising the Effects 
of Hybrid Mismatch Arrangements, Cyprus has 
introduced hybrid mismatch rules (see 9.6 Pro-
posals for Dealing With Hybrid Instruments for 
further details).

Furthermore, by implementing the BEPS rec-
ommendations and the ATAD, Cyprus has intro-
duced the CFC rule and the ILR.

Pursuant to BEPS Action 5: Harmful Tax Practic-
es, Cyprus has abolished the old IP box regime. 
It has also introduced new rules regarding tax 
benefits granted towards genuine IP activity, as 
per the nexus approach.

In order to prevent the granting of treaty ben-
efits in inappropriate circumstances, Cyprus 
has opted for the principal purpose test (see 9.9 
Anti-Avoidance Rules for more details).

Moreover, in light of the BEPS recommenda-
tions to prevent artificial avoidance of permanent 
establishment status, Cyprus has transposed 
all relevant new definitions into its legislation, 
including definitions of commissionaire and simi-
lar arrangements.

Cyprus has also introduced transfer pric-
ing rules, legislated country-by-country (CbC) 
reporting and signed the Multilateral Conven-
tion to Apply Measures Related to Tax Treaties 
to Prevent Base Erosion and Profit Shifting (MLI/
BEPS/OECD/G20) (the “Multilateral Instrument”, 
or MLI).

9.2 Government Attitudes
The general attitude of the Cypriot government 
is to effectuate the BEPS recommendations by 
improving transparency but at the same time 
maintain the competitiveness of the Cypriot 
tax regime by providing various incentives to 
Cyprus tax residents (both domiciled and non-
domiciled).

It is anticipated that both Pillar One (reallocation 
of profits) and Pillar Two (global minimum tax) 
will come into effect in Cyprus. On 12 December 
2024, the House of Representatives of Cyprus 
approved the implementation of Council Direc-
tive (EU) 2022/2523 of 14 December 2022 on 
ensuring a global minimum level of taxation for 
multinational enterprise groups and large-scale 
domestic groups in the Union (the “Pillar Two 
Directive”) into domestic legislation (the “GMT 
Law”). Furthermore, a public consultation is in 
place within the framework of a wider tax reform.

At the same time, the Cypriot government 
intends to provide – and has already provided 
– further incentives to attract inward invest-
ment. This strategy commenced in 2021. As 
mentioned in 2.3 Other Special Incentives, the 
start-up visa scheme has been revised, and is 
now more effective and flexible. The main goal 
of the Cypriot government is to enhance innova-
tion and to develop an entrepreneurship-friendly 
landscape at the local level.
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Furthermore, a digital nomad visa for third-
country nationals wishing to live in Cyprus yet 
work for companies operating from abroad is 
available. The ceiling for people to benefit from 
this digital nomad visa scheme is 500 resident 
permits.

Also, the tax benefit provided in relation to invest-
ments in innovative SMEs has been extended 
until 31 December 2026 (see 2.3 Other Special 
Incentives).

Further key reforms include:

• the provision of tax exemptions to highly 
skilled foreign employees;

• the provision of incentives for highly skilled 
foreign employees to apply for naturalisa-
tion after five years of residence and work in 
Cyprus; and

• the establishment of a Business Facilitation 
Unit that will operate as the focal point of 
contact for:
(a) companies with foreign interests wishing 

to relocate to Cyprus; and
(b) businesses operating in specific areas of 

economic activity (eg, hi-tech or inno-
vation companies, pharmaceutical and 
shipping companies, and companies 
operating in the field of biogenetics and 
biotechnology).

9.3	 Profile	of	International	Tax
There is currently an ongoing public consulta-
tion in relation to the upcoming tax reform of the 
Cypriot tax system. In February 2025, the key 
proposed tax amendments were announced. 
As mentioned in 9.2 Government Attitudes, the 
GMT Law was passed by the House of Repre-
sentatives of Cyprus in December 2024.

One of the main proposals of the upcoming 
tax reform is the increase of the corporate tax 
rate from 12.5% to 15%. Nevertheless, for the 
purpose of maintaining the competitiveness of 
the Cyprus tax regime, the Cyprus government 
intends to adopt other measures to mitigate and 
counteract the proposed increase of the corpo-
rate tax rate (ie, the reduction of the SDC rate 
on dividends to 5%, the elimination of the 3% 
SDC on rental income, the increase of the tax-
free threshold for individuals, and the adjust-
ments to the intermediary personal income tax 
bands, with the highest 35% tax rate applying 
to income of more than EUR80,000). Green tax 
reform measures are also expected and, at the 
same time, the main benefits provided under the 
current tax legislation will be maintained. The 
draft bills are expected to be ready for public 
consultation in May 2025.

This is not likely to influence any of the BEPS 
recommendations, given that Cyprus has intro-
duced numerous changes aiming to incorporate 
such recommendations in the local tax legisla-
tion.

9.4 Competitive Tax Policy Objective
Cyprus is viewed as having a competitive tax 
system that offers a number of incentives and 
advantages. The benefits of the Cypriot tax 
regime include:

• an absence of restrictions on foreign share 
ownership;

• lack of withholding taxes on dividends or 
interest;

• the sale of shares and other titles is exempt 
from tax;

• one of the lowest corporate tax rates in the 
EU; and

• a number of tax exemptions for non-Cyprus 
tax residents (or non-domiciled).
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Moreover, as from October 2021, the Cypriot 
government is implementing an action plan 
designed to attract foreign companies to oper-
ate from – or expand their activities in – the 
country (see 9.2 Government Attitudes).

However, as has been analysed in 9.1 Recom-
mended Changes, Cyprus has shown its com-
mitment to follow the BEPS recommendations 
and remain OECD-compliant. The implementa-
tion of the BEPS recommendations on a local 
level has so far been balanced against the vari-
ous advantages provided by the Cypriot tax sys-
tem. Such implementation has, in fact, contrib-
uted to the proper development of the Cypriot 
tax regime by enhancing transparency.

9.5 Features of the Competitive Tax 
System
As outlined in 9.4 Competitive Tax Policy Objec-
tive, Cyprus has a competitive tax system offer-
ing various incentives to local and foreign inves-
tors. The more vulnerable areas of the Cypriot 
tax regime (such as the old IP box regime) have 
been abolished or modernised. Also, a wide 
reform of the Cyprus tax system is now being 
discussed – pursuant to which, the corporate 
tax rate will be revised to 15%. However, at the 
same time, other applicable taxes (such as the 
SDC) might be reduced or abolished. The reduc-
tion of the SDC rate on interest has already taken 
place.

The aim of the Cypriot government is to pro-
mote the creation of substance and transpar-
ency while simultaneously providing incentives 
to foreign business to relocate their headquar-
ters to Cyprus.

There are limited approved state aid schemes in 
Cyprus. However, such schemes cannot be con-
sidered constraints on the tax system, given that 

the majority of them aim to enhance productivity 
in specific areas (eg, rural tourism and hi-tech 
and innovative enterprises).

9.6 Proposals for Dealing With Hybrid 
Instruments
As mentioned in 9.1 Recommended Changes, 
Cyprus has had legislation dealing with hybrid 
instruments in place since 2016. Specifically, 
an exception applies in that dividends received 
from a foreign company will be subject to cor-
poration tax if paid out from hybrid instruments.

Furthermore, as of January 2020, hybrid mis-
match rules apply that aim to tackle the usual tax 
effects of hybrid mismatches, including a dou-
ble deduction or a deduction with no inclusion. 
These new provisions apply only where there is 
sufficient connection between the parties. This 
includes mismatches that arise between:

• a taxpayer and its associated enterprises;
• associated enterprises;
• a head office and a permanent establishment;
• two or more permanent establishments of the 

same entity; and
• mismatches resulting from a structured 

arrangement involving a taxpayer.

The reverse hybrid entity rule is also effective as 
of 1 January 2022.

9.7 Territorial Tax Regime
Cyprus does not have a territorial tax system. 
All companies that are tax residents in Cyprus 
are taxed on income accrued or derived from all 
sources in Cyprus and abroad. Cyprus always 
grants credit to Cyprus tax residents on foreign 
tax suffered on foreign income, irrespective of 
the existence of a DTT. Effectively, a comparison 
is made between the equivalent Cypriot tax on 
the foreign-sourced income and the foreign tax 
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incurred – with credit granted being the lower 
of the two.

In any case, the ILR was introduced in 2019 as 
part of the wider implementation of the ATAD. 
The aim of the ILR is to limit the provision of 
financing facilities to companies (which are 
based in high-tax jurisdictions) in low-tax juris-
dictions through subsidiaries belonging to the 
same group. The ILR requires that the excess 
borrowing cost (EBC) that is greater than 30% of 
taxable income before EBITDA is not deductible 
for income tax purposes. As such, it limits the 
otherwise deductible EBCs to 30% of taxable 
EBITDA. However, the ECB is deducted up to a 
de minimis threshold of EUR3 million per fiscal 
year. Standalone entities (not part of a group) 
are excluded from the ILR. In any case, grand-
fathering has been provided for loans concluded 
before 17 June 2016.

Moreover, a group equity “escape” or “carve-
out” is provided. If the Cyprus-resident compa-
ny is part of a consolidated group for financial 
reporting purposes, the taxpayer may be given 
the right to fully deduct its EBCs – provided that 
the ratio of its equity over its total assets is equal 
to (or even up to 2% lower or higher than) the 
equivalent ratio of the group.

9.8 Controlled Foreign Corporation 
Proposals
As already mentioned in 9.7 Territorial Tax 
Regime, Cyprus does not have a territorial tax 
regime. However, it has implemented the CFC 
rule, as part of the wider implementation of the 
ATAD. The CFC rule has been explained in 6.5 
Taxation of Income of Non-Local Subsidiaries 
Under Controlled Foreign Corporation-Type 
Rules.

This CFC rule applies as from 1 January 2019 
both to Cyprus tax-resident companies and 
non-Cyprus tax-resident companies having a 
permanent establishment in Cyprus. The CFC 
rule results in the re-attribution of the income of 
a low-taxed controlled non-Cypriot subsidiary 
to its parent company in order to avoid revenue 
diversion to a jurisdiction with a more favourable 
tax regime.

9.9 Anti-Avoidance Rules
As previously mentioned in 7.1 Overarching 
Anti-Avoidance Provisions, a general anti-
avoidance rule is applicable in Cyprus as of 1 
January 2019.

Also, further to the signing of the MLI, Cyprus 
has opted for the principal purpose test. Such 
test is incorporated in the latest double taxa-
tion conventions (DTCs) entered into by Cyprus. 
Specifically, the DTT between Cyprus and the 
Netherlands signed on 1 June 2021 provides 
that a benefit under the relevant DTC shall not be 
granted if it is reasonable to conclude – having 
regard to all relevant facts and circumstances 
– that obtaining the benefit was one of the prin-
cipal purposes of any arrangement or transac-
tion that resulted directly or indirectly in such 
benefit. The only DTC entered into by Cyprus 
that includes the “limitation of benefits” test is 
the one with the USA.

These rules do not have any impact on inbound 
and outbound investors operating through 
Cypriot entities, owing to the fact that various 
incentives and benefits offered by the Cypriot 
tax system apply irrespective of the existence 
of any DTC.

9.10 Transfer Pricing Changes
New transfer pricing rules were introduced in 
2022 and were applicable from 1 January 2022 
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(as explained in 4.4 Transfer Pricing Issues). 
Such rules include the requirement for related 
parties to maintain documentation files in rela-
tion to intra-group transactions.

On 1 February 2024, Cyprus’ tax department 
issued a circular revising the applicable thresh-
olds regarding the obligations to prepare a local 
file. Under the 2022 rules, this requirement 
applied if the value of transactions between 
related parties was more than EUR750,000 per 
year per type of activity and if the Cyprus tax-
resident entity is the ultimate parent or surrogate 
parent entity of a multinational enterprise falling 
under the scope of CbC reporting. Pursuant to 
the 1 February 2024 circular, the threshold has 
been increased from EUR750,000 to EUR5 mil-
lion for connected financing transactions and to 
EUR1 million for all other categories. The revised 
thresholds are applicable from 1 January 2022. 
Furthermore, the new rules provide the chance 
to apply for advance pricing arrangements.

9.11 Transparency and Country-by-
Country Reporting
In general, Cyprus has implemented a number of 
OECD and BEPS recommendations to promote 
transparency. As per the BEPS Action 13: Final 
Report, Cyprus has implemented CbC reporting 
by amending the applicable tax legislation pur-
suant to the Assessment and Collection of Taxes 
Law (Exchange of Information in the context of 
the Multilateral Competent Authority Agreement 
for the exchange of Country-by-Country reports) 
Decree of 2017.

Generally, the OECD guidance on the implemen-
tation of CbC reporting issued from time to time 
is used to interpret Cyprus’ CbC reporting legis-
lation for the purposes of ensuring a consistent 
and standard approach to CbC reporting. CbC 
reporting requirements apply in Cyprus as of 1 

January 2016. However, in the event of conflict, 
Cyprus’ CbC reporting legislation takes prec-
edence.

9.12 Taxation of Digital Economy 
Businesses
Cyprus has not implemented any reforms 
addressing the taxation of digital businesses 
apart from the implementation, in November 
2023, of the Council Directive (EU) 2021/514 
(known as “DAC 7”) amending Directive 2011/16/
EU on Administrative Cooperation and Automat-
ic Exchange of Information in the Field of Taxa-
tion. This provided for an automatic exchange 
of information on certain data to be reported by 
online platform operators.

The matter of taxation of digital businesses has 
been under discussion at EU level for many 
years. Since March 2018, the EC has proposed 
the adoption of new rules on the imposition of 
a digital service tax (DST) in order to tax digital 
business activities in a fairer and more growth-
friendly way between all EU members.

The general principle is that profits generated 
in a territory – even without the businesses’ 
physical presence there – are to be taxed in 
the EU member state within which companies 
engage in such digital activities. There are sev-
eral thresholds proposed on revenues and what 
will be taxable where it is envisaged that profit 
attribution will consider the market values of 
profits from user data and services connecting 
users online, as well as other more “traditional” 
online digital services (such as subscriptions to 
streaming services).

In general, a DST is expected to apply on rev-
enues created from activities where users are 
an important part of the creation of value. Also, 
a second proposal affecting indirect taxation is 
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the application of interim tax on certain reve-
nues arising from digital activities that currently 
elude current/traditional tax frameworks. This is 
expected to include revenues from selling online 
advertising space, intermediary activities, and 
sales of data. Certain EU member states have 
already implemented the above-mentioned pro-
posals and it is expected that other EU countries 
will follow.

9.13 Digital Taxation
A consultation regarding the adoption of digital 
taxation in Cyprus was initiated in August 2019; 
however, the DST itself has yet to be adopted. 
It is expected that digital taxation in Cyprus will 
be enacted (along with the introduction of oth-
er developments) as part of a much wider tax 
reform, aimed at further simplifying the taxation 
of individuals and entities in Cyprus.

9.14	 Taxation	of	Offshore	IP
As mentioned in 4.1 Withholding Taxes, the pay-
ment of royalties to a non-Cyprus tax resident is 
subject to a maximum 10% withholding tax on 
the gross amount of such payment if the royalty 
rights were used in Cyprus.
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1. Types of Business Entities, 
Their Residence and Basic Tax 
Treatment
1.1 Corporate Structures and Tax 
Treatment
Businesses generally adopt corporate forms in 
the Dominican Republic, with the most com-
monly used being shareholding companies, 
limited liability entities, and branches of foreign 
entities. There are also individual limited liability 
entities – each of which is owned by a single 
individual (single-owner business). Finally, there 
are de facto entities (ie, consortiums) that may 
operate as a separate entity (from the entities 
that form them) from the tax point of view, sub-
ject to registration requirements. The tax obliga-
tions of all entities are basically the same, with 
certain exceptions.

The differences between the most utilised cor-
porations are mainly to do with minimum capital 
requirements, governance and/or liabilities vis-
à-vis third parties.

• Limited liability companies (LLCs) – these 
companies are formed by two or more people 
or entities with contributions made by each of 
the partners. In this type of company, part-
ners are not personally liable for the debts of 
the company. LLCs are classed as intuitu per-
sonae entities because the quotas (equivalent 
of shares) are not considered to be freely 
marketable but, rather, company partners 
must approve a potential sale of quotas. In 
this case, the minimum amount of paid capi-
tal is DOP100,000 (aproximately USD1,650) 
and the position of vigilance officer (an exter-
nal officer who supervises the company’s 
financial situation) is optional. The company 
is managed by general managers, who have 

ample authority to represent the company in 
its commercial transactions.

• Stock companies (SCs or sociétés anonyme 
(SAs)) – these companies have two or more 
shareholders operating under a single com-
mercial name, with the contributions of such 
shareholders forming the company’s capi-
tal. This type of company is characterised 
by the fact that the shareholders are liable 
for the debts of the company, albeit only up 
to the amount of their contribution to the 
company’s capital. The authorised capital 
must be set to DOP30 million (approximately 
USD500,000), of which at least 10% must be 
fully subscribed and paid. The company is 
managed by a board of at least three mem-
bers. One or more vigilance officers will have 
to be designated, who must be authorised 
public accountants with at least three years 
of experience in the auditing of companies. 
The capital of the company is divided in freely 
negotiable shares.

• Simplified stock companies (SSCs or socié-
tés par actions simplifiée (SASs)) – these 
are somewhat of a hybrid of the previous 
two companies. The minimum authorised 
social capital of the company is DOP3 million 
(approximately USD50,000) or its equivalent 
in a freely exchangeable foreign currency, 
such as US dollars. At least 10% of said 
capital must be fully subscribed and paid. 
The capital of the company is divided in freely 
negotiable shares. SSCs can be administered 
either by a board of directors or by a single 
president. If the shareholders decide to have 
the company administered by a board of 
directors, the same rules established by law 
that are applicable to the board of directors of 
SAs would apply to the SAS. SSCs can freely 
decide whether or not to name a vigilance 
officer. If the company were to decide to 
name a vigilance officer then the same rules 
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applicable to vigilance officers in SCs would 
apply

It is possible to operate through a branch of a 
foreign entity or through a consortium, except 
in very specific cases in which the formation of 
the local entity is required; albeit without general 
restrictions as to the nationality of the sharehold-
ers or participants. Nonetheless, the following 
should be noted.

• A branch of a foreign entity shall be a perma-
nent establishment, but must be registered 
and taxed for income generate locally, is 
obligated to keep separate books from those 
of its parents, and essentially has the same 
obligations (and treatment) as a local entity.

• The fact that a foreign entity operates through 
a local subsidiary does not mean that such 
foreign entity has a local permanent estab-
lishment for tax purposes. Said foreign entity 
will be solely taxed (withholding tax) on divi-
dends distributed by the local entity in which 
it is a shareholder, to the extent the foreign 
entity does not engage directly in any of 
the activities that might trigger a permanent 
establishment status.

• Similar to the foregoing should be the case of 
forming a consortium – although technically 
not a separate legal entity (from the entities 
that form it) from the tax point of view, once 
registered, it is treated as such.

1.2 Transparent Entities
There are no true transparent entities. Generally 
regarded transparent entities such as partner-
ships and trusts are recognised as taxable enti-
ties under Dominican Republic regulations. How-
ever, trusts incorporated in accordance with Law 
No 189-11  on the Development of Trust Funds 
and the Mortgage Market in the Dominican 
Republic are subject to a special tax regime.

1.3 Determining Residence of 
Incorporated Businesses
The Dominican Republic taxes primarily on a 
territorial basis. Business income derived from 
activities performed in property situated or 
economically used in or the economic rights to 
which are used in the country is taxed, regard-
less of the domicile or residence of the partici-
pants or regardless of the contracting location.

A company is resident if it is incorporated under 
the laws of the Dominican Republic or if the 
Dominican Republic is the place where the enti-
ty mainly carries out its activities or where the 
entity’s main business headquarters or effective 
management is located. Holding an interest in a 
Dominican Republic entity does not necessarily 
entail local tax residence for a foreign entity.

As regards foreign entities, a permanent estab-
lishment is defined as a fixed place of business 
in which a foreign legal entity carries out all 
or part of its activity – such as headquarters, 
offices, branches, commercial agencies, fac-
tories, workshops, oil or gas wells, quarries or 
any other place where the extraction of natural 
resources (including supervision activities there-
of), construction or supervision activities derived 
from the sale of machinery or equipment (when 
their cost exceeds 10% of the sale price of said 
goods), or business consulting services (pro-
vided they exceed six months within an annual 
period) are performed – or has dependent rep-
resentatives or agents, when the latter carry out 
all or almost all of their activities on behalf of the 
company.

In order to assess whether there is a perma-
nent establishment, the tax administration has 
the authority to request documents that include 
proof of residence (eg, service agreements, cor-
porate documents, and invoices).
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It should be noted that the Dominican Republic 
is a party to only two double taxation treaties 
(DTTs) – namely, with Canada (1976) and with 
Spain (2011) – with specific rules related to per-
manent establishments and tax residency.

1.4 Tax Rates
Resident or branch corporations (or consorti-
ums) are subject to Dominican corporate income 
tax (impuesto sobre la renta, or ISR) on their local 
income (only) or income coming from activities 
within the country. The income tax rate is 27%.

Non-resident companies also pay corporate 
income tax on income sourced in Dominican 
territories in the absence of a permanent busi-
ness. The resident corporation in the Dominican 
Republic will withhold 27% of the payment made 
to such non-resident entities for services, includ-
ing publicity, royalties, and technical assistance.

The withholding tax on dividends paid to a 
resident or a non-resident is 10%. The same 
withholding tax applies to dividends or benefit 
remittances by free trade zone entities (under a 
special tax regime).

Withholding taxes on non-resident lenders are 
10% on interest payable to such lenders.

Capital gains derived from the sale of assets, 
immovable property or shares are included in 
gross income and are subject to the standard 
corporate income tax rate of 27%.

Also 1% asset tax applies to the value of a corpo-
ration’s total assets according to the company’s 
financial statements. The asset tax, which is paid 
in two installments, is considered a minimum tax 
payable when it is higher than the company’s 
corporate income tax liability. Certain assets are 
excluded from the taxable base

Capital duty is levied on the formation of a cor-
poration or on a capital increase, at a rate of 1% 
of the capital amount

Individual Limited Liability Entities pay similar 
taxes, except that they do not pay Assets Tax 
or Capital duty Tax.

2. Key General Features of the Tax 
Regime Applicable to Incorporated 
Businesses
2.1	 Calculation	for	Taxable	Profits
Corporate tax is levied on the net aggregate of 
various sources of business income, including 
capital gains derived from the transfer of capital 
assets (generally land and shares). Certain items 
of investment income derived by resident cor-
porate taxpayers from foreign sources are also 
subject to Dominican tax, including:

• dividends;
• interest on loans and bank savings; and
• income from banking or financial operations, 

bonds, shares in capital companies, bills of 
exchange, and other movable capital or secu-
rities on the capital markets.

To determine the net taxable income, the neces-
sary expenses incurred to obtain, maintain and 
conserve the gross income will be subtracted 
from the same, as provided for by the Tax Code. 
In the event of a loss, the net taxable income can 
be used against the profits generated in the fol-
lowing five years. The following are considered 
among the deductible expenses of income from 
business activities:

• interest;
• taxes and fees;
• insurance premiums;



DoMInICAn RePUBLIC  Law aNd PraCTiCE
Contributed by: Luis Miguel Pereyra, Pereyra & Asociados 

192 CHAMBERS.COM

• extraordinary damages;
• depreciation;
• depletion;
• amortisation of intangible assets;
• uncollectible accounts;
• donations to institutions of public welfare; 

R&D;
• losses; and
• contributions to pension and retirement plans.

The following are not deductible:

• personal expenses;
• withdrawals or paying shareholders’ salaries 

from profit accounts;
• losses from illicit operations;
• income tax;
• surcharges;
• fines and interest on any tax debt; and
• inheritance and gift taxes.

Particular rules apply to carryover losses and 
interest deductions, among other things.

2.2 Special Incentives for Technology 
Investments
There are no incentives geared specifically 
towards technological investments. However, 
there are tax provisions and regimes that may 
apply to and incentivise such investments, as 
follows.

• Investment in R&D can be deducted from 
gross income in the assessment of taxable 
income.

• The free zone regime (Law 8-90) provides a 
custom-sterile environment whereby manu-
facturing and services could take place for 
export purposes. Entities located within free 
zone parks, authorised to operate as such, 
are generally exempted from income taxes, 
VAT, and import duties related to machinery 

and inputs required for its operations, among 
other exemptions and benefits.

• The border integral development zone regime 
(Law 12-21) provides incentives to compa-
nies based in an especially designated area 
comprising Dominican provinces located at 
the Haiti border. This law provides for similar 
incentives as those provided for by the free 
zone regime (Law 8-90). However, they are 
for a limited period of time and include 100% 
exemption from withholding taxes applicable 
to technology innovation services required 
for projects during construction and business 
set-up only – as well as 100% exemption 
from taxes applicable to the transfer of corpo-
rate shares to other commercial corporations 
domiciled within the special border develop-
ment zone.

2.3 Other Special Incentives
Aside from the incentives described in 2.2 Spe-
cial Incentives for Technology Investments, the 
Dominican Republic has granted certain incen-
tives to various sectors, ranging from invest-
ment credits to tax exemptions. Among the most 
important tax incentives are:

• incentives for the promotion of cinemato-
graphic activity, including international 
financial investment in the film industry in the 
Dominican Republic;

• incentives for books and libraries;
• incentives in textile chain sectors;
• incentives and special regimes for renewable 

energies;
• special incentives for pensioners and rentiers 

from foreign sources;
• incentives for competitiveness and industrial 

innovation;
• incentives for the promotion of tourism devel-

opment; and
• foreign investment incentives.
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2.4 Basic Rules on Loss Relief
Net operating losses may be carried forward 
for five years, but only up to 20% of the annual 
total net losses carried forward may be deduct-
ed. For the fourth year, the 20% deduction may 
not exceed an amount equal to 80% of taxable 
income. For the fifth year, the 20% deduction 
may not exceed 70% of taxable income. For 
newly formed entities, losses from the first year 
of operations should be fully deducted in the 
second year. The carryback of losses is not per-
mitted.

Other rules may apply.

2.5 Imposed Limits on Deduction of 
Interest
Thin capitalisation rules limit the deduction of 
interest. The deductible amount may not be 
higher than the result of multiplying the total 
amount of interest accrued in the fiscal period 
by three times the annual average balance of 
equity divided by the annual average balance of 
all of the taxpayer’s interest-bearing debt. After 
applying the annual permitted interest deduc-
tion, excess interest may be carried forward 
for deduction in the following three fiscal years 
(subject to the same limitation). Interest paid to 
resident individuals and entities is not subject to 
the interest deduction limitation

2.6 Basic Rules on Consolidated Tax 
Grouping
In accordance with the Dominican Tax Code, 
when the transfer of interest/shares is part of a 
reorganisation of entities in the same economic 
group, the results that may arise as a conse-
quence of the reorganisation will not be taxed 
– provided the previous authorisation for tax 
neutrality from the tax authority is obtained.

There are also rules on the transfer of tax attrib-
utes from one entity to another, which is pos-
sible in the context of a merger or spin-off as 
approved by the tax authority.

Also, the Dominican tax regulations recognise 
the existence of economic groups when a per-
son or company (or group of people) – wheth-
er or not they are domiciled in the Dominican 
Republic – carry out their activity through com-
panies or organisations and the operations of 
both entities are related and are controlled or 
financed by them. In this case, the tax admin-
istration may attribute, allocate or assign gross 
income, deductions and credits among such 
organisations or companies if it determines that 
such distribution, allocation or allocation is nec-
essary to prevent tax evasion or to clearly reflect 
the income of any of the aforementioned organi-
sations or companies.

2.7 Capital Gains Taxation
Capital gains derived from the sale of assets, 
immovable property, or shares are included in 
gross income and are subject to the standard 
corporate income tax rate of 27%. The capital 
gain is calculated by deducting the acquisition 
cost (adjusted for inflation) from the sales price 
and adding the accumulated earnings/losses. 
(Other adjustments also may apply, depending 
on the case.)

2.8 Other Taxes Payable by an 
Incorporated Business
There are other taxes that might be payable by 
incorporated businesses, as follows.

• Capital duty – capital duty is levied on the 
formation of a corporation or on a capi-
tal increase, at a rate of 1% of the capital 
amount.



DoMInICAn RePUBLIC  Law aNd PraCTiCE
Contributed by: Luis Miguel Pereyra, Pereyra & Asociados 

194 CHAMBERS.COM

• Payroll tax – in addition to the normal income 
tax withheld from the salary of an employee, 
the employer must pay a monthly tax equal 
to 1% of the regular payroll to finance 
“INFOTEP”, a special training fund. The fringe 
benefits tax is levied at the corporate income 
tax rate and is payable by the employer on a 
monthly basis.

• Real property tax – this is basically an assets 
tax for corporations, payable under certain 
conditions.

• Social security – both the employer and 
the employee must contribute to the social 
security system. Contributions are calculated 
based on the employee’s earnings (ie, the 
basic salary plus additional payments in cash 
or in kind, although certain deductions apply). 
The upper limits for calculating the contribu-
tions are based on multiples of the minimum 
salary.

• Stamp duty – stamp duty is levied on most 
written contracts, the registration and renewal 
of trade marks, and documents evidenc-
ing loans, debts, shares and guarantees, as 
well as all documents prepared or registered 
by notaries and registrars. The rates vary 
depending on the taxable event.

• Transfer tax – the transfer of real property 
located in the Dominican Republic is subject 
to a transfer tax of 3% of the price of the 
property or 3% of the fiscal value of the same 
(whichever is higher).

2.9 Incorporated Businesses and 
Notable Taxes
VAT or ITBIS (impuesto sobre transferencias de 
bienes industrializados y servicios) is applica-
ble to the transfer of industrialised goods and 
services at a regular rate of 18%. Exceptions 
and exemptions apply. On imported goods, VAT 
is liquidated along with customs duties at cus-
toms. VAT charged for goods sold or services 

rendered must be declared and paid to the tax 
authority within the first 20 days of the month 
following the month in which the obligation to 
pay VAT arose.

Selective excise tax (impuesto selectivo al con-
sumo, or ISC) is charged on the import or “first 
sale” of certain products. It might be set as a 
fixed amount or ad valorem.

3. Division of Tax Base Between 
Corporations and Non-Corporate 
Businesses
3.1 Closely Held Local Businesses
Closely held local businesses usually operate in 
a corporate form – mostly as a limited liability 
entity or an individual limited liability entity. More 
sophisticated structures are sometimes used, 
including trusts.

3.2 Individual Rates and Corporate Rates
Individual rates are lower than corporate rates. 
They are established by income brackets, with 
25% being the higher rate (corporate income tax 
rate is 27%).

There are also more rules and restrictions 
with regard to, for example, deductions to 
gross income to determine an individual’s tax-
able income. Employees whose sole source 
of income results from payments from their 
employer (salary, commissions, bonus, etc) do 
not file tax returns and the applicable taxes are 
deducted by the employer (to be further con-
veyed to the tax authority) from the amounts 
paid to the employee, based on the employee’s 
tax bracket (as determined by such employee’s 
annual income). The rules for applying such 
withholdings are provided for in the regulations.



DoMInICAn RePUBLIC  Law aNd PraCTiCE
Contributed by: Luis Miguel Pereyra, Pereyra & Asociados 

195 CHAMBERS.COM

3.3 Accumulating Earnings for 
Investment Purposes
There are no rules on accumulated earnings, 
except that the entity should document invest-
ment and have concrete evidence of the same.

3.4 Sales of Shares by Individuals in 
Closely Held Corporations
There is no difference in taxation on dividend 
distribution or capital gains for legal entities in 
general.

3.5 Sales of Shares by Individuals in 
Publicly Traded Corporations
The general rule is that income from transactions 
carried out in the securities market are subject 
to the ordinary taxation regime established in 
the Tax Code, save for the exceptions explicitly 
established in the law, which do not apply to 
dividends from or gain on the sale in publicly 
traded corporations.

4. Key Features of Taxation of 
Inbound Investments

4.1 Withholding Taxes
Withholding taxes are applicable as follows.

• Dividends – the withholding tax on dividends 
paid to a resident or a non-resident is 10%. 
The same withholding tax applies to divi-
dends or benefit remittances by free trade 
zone entities.

• Interest – the withholding tax on interest paid 
to a resident individual or a non-resident (indi-
vidual or entity) is 10%. No tax is withheld on 
interest paid to a resident legal entity.

• Royalties – the withholding tax on royalties 
paid to a non-resident is 27% (ie, based on 
the corporate income tax rate).

• Branch remittance tax – a permanent estab-
lishment of a foreign company must with-
hold 10% on cash dividends paid to its head 
office.

The tax system incorporates measures that 
establish an ample web of withholding agents, 
including financial institutions. It has also estab-
lished tools for mandatory electronic monthly 
reporting of purchases, sales or payments 
(among other things), which includes compli-
ance with withholding obligations, so that the tax 
authority may promptly cross-check to detect 
breach of withholding obligations by any with-
holding agent or failure to properly report trans-
actions subject to withholding taxes.

4.2 Primary Tax Treaty Countries
As mentioned in 1.3 Determining Residence 
of Incorporated Businesses, the Dominican 
Republic is signatory of only two DTTs. The trea-
ty with Canada (1976) only covers income taxes, 
whereas the treaty with Spain (2011) deals with 
income taxes and capital gains tax. Generally, 
neither treaty nor country are particularly used 
for local investment in local corporate stock 
or debt. Such usage depends on the focus of 
investment (mining, banking, hospitality, etc).

4.3 Use of Treaty Country Entities by 
Non-Treaty Country Residents
Historically, there was no challenge to the use of 
treaty entities by residents of non-treaty coun-
tries, to the extent permitted by the applicable 
treaty. However, in 2022, the tax authority issued 
a norm to govern procedures for the granting 
of benefits contained in international agree-
ments to avoid double taxation. The norm was 
subsequently revoked owing to complaints of 
overreach but it signalled that the tax authority 
is aiming to exert a more exacting control and 
apply more rigourous criteria as to the enforce-
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ability of the treaties, including the use of treaty 
country entities by residents of non-treaty coun-
tries.

4.4 Transfer Pricing Issues
The main drawback in the application of trans-
fer pricing is that it can result in an excessive 
administrative burden for taxpayers and the tax 
administration when assessing a large number 
and variety of transactions across borders. This 
is due to historically limited resources to make 
such assessments accurately.

The tax administration and taxpayers have dif-
ficulties in obtaining adequate information to 
apply the arm’s length principle, as this often 
requires the assessment of uncontrolled and 
complex transactions and the activities of asso-
ciated companies – subject to the later evalua-
tion of the tax authority, which still struggles to 
apply the relevant criteria consistently. However, 
improvements have been made in adjusting the 
regulations and enforcing them more consist-
ently.

4.5 Related-Party Limited Risk 
Distribution Arrangements
Local regulations foresee the possibility of relat-
ed-party “costs” distribution arrangements, 
which contain several elements that require clar-
ity in the disclosure of the criteria to:

• quantify participation quotas in the expected 
benefits corresponding to each participant;

• apply accounting principles in a homogene-
ous manner to all participants for the determi-
nation of expenses and the value of contribu-
tions;

• reasonably attribute the responsibilities and 
obligations associated with the activity;

• regulate accession or withdrawal procedures; 
and

• make compensatory payments or payments 
that allow the terms of the agreement to be 
adjusted to reflect changes in economic cir-
cumstances.

Reasonability of cost distribution must prevail, 
as the tax authority could challenge expenses 
if the activities that are being jointly financed by 
the related parties do not produce any effective 
benefit to the resident participants, representing 
recurring decreases in taxable income beyond 
a period of up to three years (which can be 
extended to five, depending on the case).

4.6 Comparing Local Transfer Pricing 
Rules and/or Enforcement and OECD 
Standards
As of 2011, transfer pricing regulations are 
being modelled based on OECD guidelines 
and enforcement standards, within limitations. 
The growing incidence of the OECD/G20 Base 
Erosion and Profit Shifting Project (BEPS) rec-
ommendations in local regulations is obvious. 
The Dominican Republic have also been part of 
the OECD’s Global Forum on Transparency and 
Exchange of Information for Tax Purposes since 
2013. The tax authority’s institutional strategic 
plan for 2014‒17 was aimed at bringing the tax 
authority closer to the OECD’s best practice 
guidelines, prioritising the improvement of the 
service and the quality of information provided 
to taxpayers.

4.7 International Transfer Pricing 
Disputes
There has been a notorious shift towards a more 
exacting enforcement of transfer pricing provi-
sions, including reviewing past transactions 
and compliance with standards (for up to three 
years back). There is no reliable information as 
to the incidence of tax treaties and mutual agree-
ment procedures in transfer pricing disputes, as 
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usually the transactions remain confidential. 
However, the tax authority issued Norm 10-22 
establishing a mutual agreement procedure for 
resolving disputes regarding double taxation and 
tax evasion. The impact of this norm is yet to be 
determined but, given the increasing number of 
inquiries and disputes, it is likely to become a 
significant tool.

5. Key Features of Taxation of Non-
Local Corporations

5.1 Compensating Adjustments When 
Transfer Pricing Claims Are Settled
Compensating adjustments may be made after 
transfer pricing claims are settled, taking into 
account certain general guidelines – for exam-
ple, income tax adjustments might be compen-
sated with income tax credits during the same 
period, whereas VAT adjustments might be com-
pensated with VAT-relevant credits or an added 
value tax credit might be created where appro-
priate. Additionally, compensating adjustments 
may require rectification of the relevant tax return 
if the disputed settlement occurs during a differ-
ent tax period to the period subject to dispute.

5.2	 Taxation	Differences	Between	Local	
Branches and Local Subsidiaries of Non-
Local Corporations
Generally, there is no difference in taxation for 
local branches of non-local corporations and 
local subsidiaries of non-local corporations. 
However, local branches of non-local corpo-
rations might be more closely monitored with 
regard to remittances to their parent entity or to 
other related entities.

5.3 Capital Gains of Non-Residents
Pursuant to the terms of Article 289 of the Tax 
Code, transfer of assets (including stocks) is 

in principle subject to capital gains tax-related 
provisions. Furthermore, pursuant to such pro-
visions, for the purpose of capital gains tax, it 
must be reported that assets and rights located 
or used in the Dominican Republic have been 
transferred, pursuant to the transfer of shares in 
the company that holds such assets when such 
company has been incorporated abroad.

The foregoing means that if a foreign individual 
or entity holds assets or rights located or used in 
the Dominican Republic, upon the transfer by its 
shareholders of its shares in said entity, capital 
gains taxes might be levied pursuant to such 
transfer. Such capital gains are calculated based 
on a transfer value that takes into account the 
“transaction price” for the shares of the com-
pany holding the assets or rights and the pro-
portional value of such assets or rights, vis-à-vis 
the company’s entire patrimony.

Note that, in principle, for capital gains tax to 
apply it does not matter if the transfer is of an 
onerous nature or “free of charge” or if such 
transfer occurs directly in the local branch or 
subsidiary or indirectly through a change of 
control (change of the ultimate beneficial owner).

5.4 Change of Control Provisions
Capital gains tax may apply upon the occurrence 
of change of control in local branch of a foreign 
entity or local subsidiary.

5.5 Formulas Used to Determine Income 
of	Foreign-Owned	Local	Affiliates
There is no use of “formulas” to determine 
income of foreign-owned local affiliates selling 
goods or providing services. Rather, there are 
guidelines to follow with regard to transfer pric-
ing regulations, the obligation to differentiate 
the foreign-owned local affiliate’s accounting 
from that of its parent company or related enti-
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ties, rules regarding economic groups and the 
option for the tax authority to allocate, income 
tax, deductions, credits, etc, when it deems this 
necessary to prevent tax evasion.

5.6 Deductions for Payments by Local 
Affiliates
The general rule is that deductible expenses 
are those incurred that are necessary to obtain, 
maintain and preserve taxable income, in the 
manner provided by the regulations. Such 
expenses should be duly supported by fiscal 
invoices/receipts. If the expense does not com-
ply with such basic rules, it may not be deducted.

5.7 Constraints on Related-Party 
Borrowing
There are no constraints imposed on related-
party borrowing except those resulting from 
transfer pricing regulations (contracted on an 
arm’s length basis) and profit-shifting reduction 
rules establishing that interest expenses will be 
deductible in the Dominican Republic to the 
extent and proportion arising from applying to 
the expense the quotient between:

• the potential rate resulting from the withhold-
ings to be applied to the payment of interest, 
plus the taxation for the payment of such 
interest abroad; and

• the rate applicable to companies in the 
Dominican Republic, which currently amounts 
to 27%.

6. Key Features of Taxation 
of Foreign Income of Local 
Corporations
6.1 Foreign Income of Local 
Corporations
The general rule is that any individual or legal 
entity resident or domiciled in the Domini-
can Republic, as well as undivided estates of 
deceased persons domiciled in the country, must 
pay tax on their income from Dominican sources 
and on their income from sources outside the 
Dominican Republic made from investments and 
financial gains. The foregoing entails local enti-
ties (and local branches of foreign entities) pay-
ing taxes on foreign income (not deemed to be 
Dominican-sourced) resulting from their invest-
ments or financial gains only.

6.2 Non-Deductible Local Expenses
Owing to the general rules for deductible expens-
es, in principle, no expenses can be deducted if 
they are not incurred in order to obtain or main-
tain taxable income.

6.3 Taxation on Dividends From Foreign 
Subsidiaries
Dividends received from foreign subsidiaries 
paid to local corporations might be deemed as 
foreign income derived from investments of such 
local corporations and thus part of the latter’s 
taxable income as per the general rule explained 
in 6.1 Foreign Income of Local Corporations.

6.4 Use of Intangibles by Non-Local 
Subsidiaries
Individuals, legal entities or entities that are not 
residents or not domiciled in the Dominican 
Republic will be subject to tax on their income 
from Dominican sources. Dominican-sourced 
income is generally described as, among other 
things, income from capital, goods or rights 
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located, placed or used economically in the 
Dominican Republic. To the extent the use by 
a non-local subsidiary of intangibles developed 
by a local corporation does not generate Domin-
ican-sourced income, it should not be taxed.

6.5 Taxation of Income of Non-Local 
Subsidiaries Under Controlled Foreign 
Corporation-Type Rules
There are no provisions that would allow taxes 
to be levied on the income of local corpora-
tions’ non-local subsidiaries as earned under 
controlled foreign corporation (CFC)-type rules.

6.6 Rules Related to the Substance of 
Non-Local	Affiliates
There are no specific applicable rules related to 
substance of non-local affiliates. However, there 
are guidelines to determine control or related-
party status mainly with regard to transfer pricing 
regulations and the determination of the exist-
ence of an economic group.

6.7 Taxation on Gain on the Sale of 
Shares	in	Non-Local	Affiliates
Proceeds received by local corporations from 
the sale of shares in a non-local affiliate might be 
deemed as foreign income derived from invest-
ments of such local corporations and thus part 
of the latter’s taxable income as per the general 
rule explained in 6.1 Foreign Income of Local 
Corporations.

7. Anti-Avoidance

7.1 Overarching Anti-Avoidance 
Provisions
In the Dominican Republic, since the approval of 
the Tax Code through Law 11-92, certain anti-
abuse or anti-avoidance clauses were included 
whereby juridical forms are not binding on the 

tax authority. Pursuant to Article 2 of the Tax 
Code and consistent with the directives of BEPS 
Action 5, the tax administration may ignore the 
legal form used by the taxpayer when the tax-
able event was defined in accordance with real-
ity. In this way, when the taxation depends on the 
forms and they are manifestly inappropriate to 
the reality of the taxable events and this results 
in a reduction in the amount of the obligations, 
the tax authority may recharacterise the transac-
tion to make it consistent with reality and impose 
the appropriate taxes. The application of the 
criterion of qualification and/or determination of 
any abuse of forms is made by the tax authority 
within the framework of its powers of inspection 
and determination of the tax obligation.

8. Audit Cycles

8.1 Regular Routine Audit Cycle
There is no routine audit cycle in the Dominican 
Republic – although for certain sectors encom-
passed within the “major contributors” category 
of taxpayers, periodical audits might be agreed 
with the tax administration or are usual for such 
sector. Typically, audits are made at random 
or triggered by consistent failure to abide by 
monthly reporting withholding or payment obli-
gations. The tax authority may undertake direct 
assessments made solely on the information or 
reports available from the taxpayer and request 
information or adjustments or even preliminar-
ily assert breach of tax obligations and impose 
applicable penalties. These procedures give the 
taxpayer the opportunity to contest or accept 
such assessments, which may or may not trigger 
formal audits.
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9. BEPS

9.1 Recommended Changes
The BEPS recommended changes already 
implemented – albeit not fully – have most 
notably to do with transfer pricing (Actions 
8–10). There have been efforts with regard to 
the taxation of digital services (Action 1) but the 
most recent overture towards the same was 
withdrawn for congressional consideration, as 
the tax overhaul proposed by the government 
(including such provision) was rejected by most 
economic sectors and the general public. Lim-
its to interest deductions consistent with BEPS 
Action 4 were also introduced, albeit subject to 
further adjustments. There are also reporting 
obligations imposed that are consistent with 
BEPS Action 13 – most notably, the ones most 
recently introduced regarding the master file and 
country-by-country (CbC) reporting, which may 
lay the groundwork (information) for identifying 
multinational enterprise (MNE) groups within the 
scope of the OECD’s Pillar Two, also known as 
the Global Anti-Base Erosion Rules (the “GloBE 
Rules”).

9.2 Government Attitudes
The Dominican Republic entered the OECD/G20 
Inclusive Framework for the Implementation of 
BEPS in 2018. In this regard, it assumed a series 
of minimum standard obligations – four of which 
are the main ones that the DR is currently imple-
menting with regard to documentation and infor-
mation regulations as related to transfer pricing 
and MNEs’ activities (either directly when head-
quartered locally or through related entities). 
As indicated in 9.1 Recommended Changes, 
the recent introduction of reporting obligations 
(including the master file and CbC reporting) 
are deemed as the groundwork (information) for 
identifying MNE groups within the scope of the 
OECD’s GloBE Rules – although Pillar One and 

Pillar Two actions are yet to be implemented, as 
they require passing a law adjusting in the Tax 
Code in the context of a currently unpopular tax 
overhaul.

9.3	 Profile	of	International	Tax
As indicated in 9.2 Government Attitudes, the 
Dominican Republic committed to the imple-
mentation of BEPS recommendations in 2018 
and – although it does not necessarily have a 
high public profile – it has taken steps towards 
their implementation in the pace and manner 
permitted, given the current economic envi-
ronment. Most of the BEPS actions require the 
passing of laws and/or a shift of the status quo 
and, in some cases, have encountered resist-
ance – given that the Dominican Republic’s 
policies as of 1996 were geared towards the 
attraction of foreign investment and put in place 
incentives laws and special tax regimes that will 
need to be adjusted and/or discarded.

9.4 Competitive Tax Policy Objective
As the Dominican Republic has committed to 
the implementation of BEPS actions (at least at 
a minimum level), it will have to revise its com-
petitive tax policies, which mostly consist of tax 
incentives laws and regimes that in certain cas-
es (and circumstances) provide for 100% gen-
eral tax exemptions and other benefits. This is 
apparently no longer sustainable and thus such 
incentives laws and regimes should be over-
hauled accordingly, as – far from incentivising 
investment – such policies may adversely affect 
the international corporations currently operat-
ing (through local branches or subsidiaries) in 
the country.

9.5 Features of the Competitive Tax 
System
Most special tax regimes that have been set up 
to incentivise investments (eg, free zones, tour-
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ism development incentives) – which provide 
for general tax exemptions, among other things 
– are the most vulnerable, as they will require 
substantial overhaul and some may have to dis-
appear altogether. This is currently an ongoing 
discussion among policymakers and representa-
tives of the affected sector and, in the short-to-
medium term, it is expected that measures will 
be taken in order to at least adjust such regimes.

9.6 Proposals for Dealing With Hybrid 
Instruments
In the Dominican Republic, there are no specific 
regulations regarding taxation related to hybrid 
instrument. Their impact might not be substan-
tial, as the local regulations and tax system does 
not recognise transparent entities, and thus the 
usefulness of such hybrid instruments in tax 
avoidance schemes is unlikely to be significant.

9.7 Territorial Tax Regime
The Dominican Republic has a territorial tax 
regime. Individuals and corporations are taxed 
on their Dominican-sourced income and some 
foreign-sourced income (as derived from invest-
ments and financial gains). Non-local individuals 
or corporations are only taxed on Dominican-
sourced income (via withholdings). Given such 
facts, interest deductibility restrictions are most-
ly tailored to that regime.

9.8 Controlled Foreign Corporation 
Proposals
In principle, CFC rules seem to generate taxable 
events locally, as they may prevent accumulation 
of profits locally payable to foreign sharehold-
ers or deferral of payment for goods and ser-
vices to the foreign related party (among other 
things). However, CFC rules also contrast with 
or affect foreign investment incentives regimes 
and this also affects the country’s competitive 
tax policies, given that – although local profits 

might be tax exempted – as a CFC the controller 
entity may nonetheless pay taxes on such profits 
(albeit not distributed).

Nonetheless, as already explained in 9.1 Rec-
ommended Changes, the recent introduction of 
reporting obligations (including master file and 
CbC reporting) is deemed as the groundwork 
(information) for identifying MNE groups within 
the scope of the OECD’s GloBE Rules, which 
foresee the possibility of a minimum global tax.

9.9 Anti-Avoidance Rules
In the Dominican Republic, there are no dou-
ble tax convention (DTC)-specific limitations on 
benefits nor anti-avoidance rules that may have 
an impact on investors.

9.10 Transfer Pricing Changes
As transfer pricing regulations have steadily 
been introduced, adjusted and implemented 
since 2012, they currently do not have a radi-
cal impact on the tax regime in the Dominican 
Republic – although changes in enforcement 
efforts (which vary from time to time) do create 
momentary disturbances. On the other hand, 
the IP issue is a cause for controversy, as local 
transfer pricing regulations still do not foresee 
a definition of intangible assets and instead 
there are approximations within regulations with 
regard to to VAT. Thus, there is a vacuum when it 
comes to IP-related taxation and the implemen-
tation of BEPS actions in this regard.

9.11 Transparency and Country-by-
Country Reporting
The Dominican Republic has already taken steps 
towards transparency and CbC reporting as part 
of its commitment under the OECD/G20 Inclu-
sive Framework for the Implementation of BEPS. 
The current gist of the matter is the manner in 
which such information shall be utilised. There 
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is concern about the type of information to be 
provided, whether it should be public, mecha-
nisms to protect it, and what impact it may have 
on the position of MNEs in the country. Although 
the possibility of public information may improve 
transparency, owing to increased scrutiny in the 
media and civil society, technical information 
disclosed without the appropriate context may 
damage the position of an MNE in the Dominican 
Republic and consequently might further limit 
investment in the same.

9.12 Taxation of Digital Economy 
Businesses
Regulations related to the taxation of digital ser-
vices have not yet materialised in the Dominican 
Republic, unlike in other jurisdictions. Initiatives 
in this regard have been considered and were 
even included as a potential source of tax rev-
enue in a recently proposed tax bill foreseen 
by a significant overhaul of the tax regulations. 
However, the bill was not well received by civil 
society or certain economic sectors and hence 
was dropped.

In the Dominican Republic, a tax overhaul seems 
to be overdue, aside from the fact that most 
BEPs related regulatory commitments needs 
to be passed by the Dominican congresses. 
Thus, it is expected that any bill in this regard 
will include provisions concerning the taxation 
of digital economy businesses.

9.13 Digital Taxation
The Dominican Republic is aiming towards digi-
tal taxation and has made efforts in this regard. 
However, the country is yet to pass the regula-
tions that would allow for the same.

What has been discussed is a new tax along 
the same lines as the one that has already been 
successfully implemented in other jurisdictions, 
such as Colombia and Peru – although it would 
represent a great challenge for the Dominican 
Republic, due to the insufficiency of regulations 
that would allow its immediate application. In 
other words, it is necessary to adapt domestic 
legislation to the development of digital trade, to 
the extent that it allows the Dominican Republic 
to apply the tax to companies that do not neces-
sarily have a presence in the country nor require 
it in order to carry out their activities.

In principle, the tax would likely be comparable 
to those applied to telecommunications services 
(VAT or ISC) and be withheld by the intermedi-
ary of the payment of the services (ie, proces-
sors of electronic transfers/payments). However, 
there is still no definition of the type of tax or 
processes related to the collection or payment 
of the same.

9.14	 Taxation	of	Offshore	IP
There are no specific regulations dealing with the 
taxation of offshore IP that is deployed within the 
Dominican Republic. General rules on income 
tax, source of income, withholding, etc, still 
apply.
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1. Types of Business Entities, 
Their Residence and Basic Tax 
Treatment
1.1 Corporate Structures and Tax 
Treatment
Businesses commonly adopt a corporate form. 
The most common structures are corporations 
and limited liability companies (partnerships), 
which can adopt the following forms:

• Compañía anónima (corporation) – the trans-
fer of issued shares is not subject to limita-
tions. For incorporation, at least two share-
holders are required and there is a minimum 
share capital of USD800.

• Compañía de responsabilidad limitada (cor-
poration/partnership) – the transfer of issued 
shares requires unanimous approval by the 
partners. For incorporation, at least two 
partners are required and there is a minimum 
share capital of USD400.

• Sociedad por acciones simplificada (simplified 
joint-stock corporation) – issued shares may 
be freely transferred but cannot be traded on 
an Ecuadorian stock market. For incorpora-
tion, only one shareholder is required. There 
is no minimum capital requirement. This type 
of company requires relatively fewer formali-
ties for its incorporation and operation.

Corporate structures are taxed as independent 
entities. Shareholder and partner liability is lim-
ited to the amount of their equity in the company.

Consortiums and joint ventures are corporate 
entities that are not widely used in Ecuador. 
They are used primarily when undertaking public 
works contracts, as well as specific projects with 
a limited duration. For tax purposes, consorti-
ums and joint ventures are regarded as inde-
pendent entities and taxed accordingly. Never-

theless, their members’ liability is not limited to 
their equity.

1.2 Transparent Entities
All corporate entities are considered to be inde-
pendent taxpayers. Dividends paid by corporate 
entities are subject to an income tax withhold-
ing, unless the beneficiary is a local corporation. 
Individual beneficiaries of the dividends may be 
subject to an income tax withholding pursuant 
of the applicable tax bracket in relation to the 
relevant dividend received. Dividends paid to 
foreign investors are subject to a 10% income 
tax withholding. Exemptions may apply under 
double taxation treaties.

Stakeholders in sectors such as banking, insur-
ance, the stock exchange and securities are 
obliged to use corporations to carry out their 
business.

The Ecuadorian stock exchange law provides 
for trusts, investment funds, commercial funds 
and hedge funds. Under Ecuadorian law, these 
legal entities are considered to be independent 
for both commercial and tax purposes. In some 
cases, trusts and funds are obliged to act as tax 
withholding agents.

Stakeholders in the construction sector (both 
for private and public projects) normally per-
form their activities using trusts, consortiums 
and joint ventures.

1.3 Determining Residence of 
Incorporated Businesses
As a general principle, whenever an entity is 
domiciled and/or incorporated within Ecuado-
rian territory, it is regarded as a tax resident in 
the country.
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Under Ecuadorian law, tax residency is deter-
mined as follows.

• Primary criteria:
(a) the entity’s residence; and
(b) the entity’s incorporation under Ecuado-

rian law, as well as its main place of busi-
ness being within Ecuadorian territory.

• Secondary criteria (if the primary criteria can-
not be determined):
(a) the location where the entity’s economic 

activities are performed; and
(b) the location where the taxable event 

occurred.

Ecuador has entered double taxation treaties 
with the following countries: Argentina (limited 
to air transportation), the Andean Community 
(Bolivia, Peru and Colombia), Belarus, Belgium, 
Brazil, Canada, Chile, China, Germany, France, 
Italy, Japan, Mexico, Qatar, Romania, Singapore, 
South Korea, Spain, Russia, Switzerland, United 
Kingdom and Northern Ireland, the United Arab 
Emirates and Uruguay. Ecuadorian double taxa-
tion treaties generally follow the OECD model, 
except for the Andean Community Treaty, cer-
tain elements of which follow the United Nations’ 
Model Double Taxation Convention.

Pursuant to most double taxation treaties, con-
struction projects executed during a specific 
period, a factory, industrial or assembly plant, 
industrial or assembly workshop, may be regard-
ed as a permanent establishment and therefore 
a tax resident where the relevant activities are 
executed.

Under most of the double taxation treaties, 
Ecuadorian-source income is taxed locally 
except for corporate profits (for treaties that fol-
low the OECD model). However, certain income 
sources – such as royalties and interests, and 

technical service fees – are subject to tax at low-
er rates (10% and 15% compared to the general 
25% rate).

1.4 Tax Rates
Entities are subject to a 25% income tax lev-
ied on their net taxable profit. However, a 28% 
income tax rate applies whenever:

• one or more shareholders are residents of a 
tax haven territory, and the beneficial owner is 
a tax resident in Ecuador; and

• the entity does not report to the tax author-
ity its chain of ownership up to the beneficial 
owner.

Ecuadorian law provides for 15% employee prof-
it-sharing, meaning that the entity is obliged to 
distribute 15% of its accounting profits among 
its employees. This expense is tax deductible 
when determining the taxable base.

Income tax is paid in a single instalment during 
the first quarter of the fiscal year following the 
fiscal year that the profit corresponds to.

Since 2022, micro businesses are subject to up 
to 2% income tax levied on their net income.

Regarding transparent entities, see 1.1 Cor-
porate Structures and Tax Treatment and 1.2 
Transparent Entities.

Individuals are taxed at progressive rates. The 
payable income tax bands and rates for 2025 
are as follows:

• up to USD12,081 – exempt;
• over USD12,081 and up to USD15,387 – 5% 

on the balance in excess of USD12,081;
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• over USD15,387 and up to USD19,978 – 
USD165, plus 10% on the balance in excess 
of USD15,387;

• over USD19,978 and up to USD26,422 – 
USD624, plus 12% on the balance in excess 
of USD26,422;

• over USD26,422 and up to USD34,770 
– USD1,398, plus 15% on the balance in 
excess of USD34,770;

• over USD34,770 and up to USD46,089 
– USD2,650, plus 20% on the balance in 
excess of USD46,089;

• over USD46,089 and up to USD61,359 
– USD4,914, plus 25% on the balance in 
excess of USD61,359;

• over USD61,359 and up to USD81,817 
– USD8,731, plus 30% on the balance in 
excess of USD81,817;

• over USD81,817 and up to USD108,810 
– USD14,869, plus 35% on the balance in 
excess of USD108,810; and

• over USD108,810 – USD24,316, plus 37% on 
the balance in excess of USD108,810.

2. Key General Features of the Tax 
Regime Applicable to Incorporated 
Businesses
2.1	 Calculation	for	Taxable	Profits
Ecuadorian commercial entities are obliged 
to keep their accounting records according to 
International Financial Reporting Standards 
(IFRS) and International Accounting Standards 
(IAS). However, accounting profit is subject to 
adjustment for tax purposes.

The main adjustments (accounting profit versus 
taxable profit) are as follows.

• Accounting expenses not deductible for tax 
purposes:

(a) depreciation and amortisation in the 
amount that exceeds the limits provided 
for by tax law (real estate, ships and 
planes – 5%; machinery and equip-
ment – 10%; vehicles and transportation 
equipment – 20%; hardware and software 
– 33%; and intangible assets – 20%);

(b) provisions and reserves not allowed by 
Ecuadorian law;

(c) interests in the amount that exceeds the 
maximum rates authorised by the Ecua-
dorian Monetary Authority;

(d) interest paid to related parties exceeding 
20% of the entity’s EBITDA, in the given 
fiscal year;

(e) interest paid on foreign loans not regis-
tered before the Ecuadorian Central Bank, 
when required; and

(f) overall, any other expense not directly 
related to taxable income.

• Expenses not supported by valid invoices.
• Tax-exempt income, among others:

(a) dividends paid by Ecuadorian entities to 
other Ecuadorian corporations;

(b) occasional capital gains arising from real 
estate, whenever certain requirements are 
met, and the sale is made by an indi-
vidual;

(c) financial returns generated by invest-
ments at terms greater than 180 days; 
and

(d) foreign-source income according to dou-
ble taxation treaties.

The adjustments are made in the applicable tax 
return, based on accounting records.

2.2 Special Incentives for Technology 
Investments
In 2023, an income tax rate reduction was intro-
duced for technology-related initiatives, with 
taxpayers investing their profits in certified pro-
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jects related to technological development eligi-
ble to benefit from an 8%-10% reduction in their 
income tax rate pursuant to conditions provided 
by the Ecuadorian tax regime. The incentive was 
applicable starting from fiscal year 2024.

Nevertheless, new investments may apply for a 
general incentive; see 2.3 Other Special Incen-
tives.

2.3 Other Special Incentives
As of 2022, Ecuadorian tax law provides for a 
three percentage-point reduction in the income 
tax rate for new corporations and investments. 
The latter will be applicable for up to 15 years. 
The accumulated exemption may not exceed the 
amount invested.

Entities that concluded new investment con-
tracts with the Ecuadorian government after 
November 2021 will benefit from a five percent-
age-point reduction in the income tax rate. The 
accumulated exemption may not exceed the 
invested amount. The exemption will apply dur-
ing the contract’s term, which may not exceed 
15 years, unless the contract provides for a 
longer term. Nevertheless, the contract may be 
renewed by the same time period or less. The 
entities may also benefit from an exemption on 
specific foreign trade taxes and the capital remit-
tance tax (impuesto a la salida de divisas,or ISD), 
regarding the import of capital goods and raw 
materials related to the investment (whenever 
certain conditions are met).

Operators of free trade zones will benefit from a 
0% income tax rate starting from the first year 
in which the competent authority qualified the 
latter as such. Henceforth a 15% rate will be 
applicable for such operators.

Public-Private Partnership (APP) is a regime 
wherein an entity of the government delegates 
the execution of a specific activity to a private 
corporation or enterprise. Said regime is appli-
cable, for example, to the execution of a spe-
cific public work or the management of a public 
asset. The APP regime is applicable to projects 
that meet specific requirements that include the 
investment of funds by the private entities.

Legal stability is guaranteed for specific regu-
latory aspects, provided these are regarded as 
essential by the competent authorities. The term 
of an APP contract may be up to 30 years. Such 
term may be extended for an additional 10-year 
term. In no case may an APP Contract have a 
duration exceeding 40 years.

In no case may an APP Contract have a term of 
less than five years.

The income derived from bonds or other securi-
ties issued to finance public projects developed 
through an APP partnership as well as the profit 
earned in trading such securities are income tax 
exempted. The benefit does not apply to trans-
actions concluded between related parties.

2.4 Basic Rules on Loss Relief
Losses registered in a fiscal year can be amor-
tised (carried forward) for up to five years. Tax-
payers may offset only up to 25% of the taxable 
income. Ecuadorian law does not provide for 
loss carry-back, nor for offsetting income loss-
es against capital gains or vice versa. Losses 
incurred in transactions with related parties are 
not tax deductible.

2.5 Imposed Limits on Deduction of 
Interest
Interest is deductible whenever the related loan 
is needed for the debtor to undertake its com-
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mercial activity. For tax purposes, interest is 
deductible provided the rate does not exceed 
the maximum rate set by the Ecuadorian Mon-
etary Authority. The amount that exceeds such 
rate is not deductible.

This also applies to foreign loans, which, in cer-
tain cases, are subject to registration before the 
Ecuadorian Central Bank. For registration pur-
poses, the capital of the loan must be deposited 
in an Ecuadorian bank. Interest paid exceeding 
the maximum rate applicable to this kind of 
transaction is subject to income tax withholding.

Interest paid to related parties that exceeds 20% 
of the entity’s EBITDA will not be deductible.

2.6 Basic Rules on Consolidated Tax 
Grouping
The consolidation of financial statements for tax 
purposes is not allowed under Ecuadorian law. 
As such, groups of companies are not allowed 
to record losses reported by entities other than 
those incurring the loss.

However, for reporting purposes before the 
Superintendence of Companies, IFRS rules on 
consolidating financial statements apply.

2.7 Capital Gains Taxation
Overall, Ecuadorian law does not provide for a 
particular tax treatment on capital gains, which 
are taxed as general income.

However, there are exceptions to the general 
rule, which are listed below:

• occasional capital gains obtained in the sale 
of real estate are tax exempt provided cer-
tain requirements are met and the seller is an 
individual; and

• capital gains on the sale of shares and other 
equity rights are taxed at a 10% rate. This 
treatment also applies to the indirect sale of 
the equity of an Ecuadorian entity, provided 
certain requirements are met. An indirect sale 
occurs when shares owned by any sharehold-
er within the chain of ownership of an Ecua-
dorian entity are disposed of, including shares 
held outside Ecuadorian territory. Indeed, any 
transfer of shares of any entity that directly or 
indirectly owns an Ecuadorian corporation’s 
shares is regarded as an indirect sale.

The taxable base applicable to the disposal of 
shares is determined as the difference between 
the sale price and:

• the face value of the shares;
• the original cost of the shares; or
• the proportional value of equity.

Whenever the seller is a foreign entity, the Ecua-
dorian company whose shares are being trans-
ferred is obliged to act as a substitute taxpayer 
and pay the tax on behalf of the shareholder.

The sale of shares listed on an Ecuadorian stock 
exchange may benefit from the following exemp-
tions and reductions:

• whenever the entity’s equity sold does 
not exceed 25%, a deduction of up to 
USD604,050 (in 2025) applies; or

• whenever the entity’s equity sold exceeds 
25%, a deduction of up to USD604,050 
(in 2025) applies, and a 5% tax rate on the 
excess.

2.8 Other Taxes Payable by an 
Incorporated Business
The following taxes are commonly applicable:
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• Value added tax – VAT of 15% is levied on the 
sale or provision of goods and services. The 
tax is collected by the business that sells the 
goods or provides the services. VAT is paid 
on a monthly basis. Businesses are allowed 
to deduct (tax credit) the VAT paid when 
acquiring goods and using services in the 
ordinary course of business.

• The VAT rate levied on the provision of 
tourism services may be reduced to 8%, 
whenever the services are rendered during 
certain national holidays or specific weekends 
defined by the president through and execu-
tive decree.

• ICE (excise tax) – excise tax is levied on 
specific imported or domestic goods (gener-
ally luxury or demerit goods). For example, 
alcoholic beverages, cigarettes and vehicles 
are subject to the aforementioned tax. ICE is 
collected by the seller of the goods and paid 
on a monthly basis.

• ISD (capital remittance tax) – capital remit-
tance tax is levied on funds sent abroad by 
any Ecuadorian entity. It also applies to pay-
ment for imports. Up to 31 December 2024, a 
tax credit was granted whenever the imported 
merchandise was a raw material used to 
produce local goods. Nevertheless, ISD paid 
for the execution of the taxpayer’s economic 
activity may still be used as an income tax 
deductible expense. Exporters that have not 
deposited into an Ecuadorian account the 
funds received for their exports must also 
pay the capital remittance tax whenever such 
funds are used by the entity. When certain 
requirements are met, the payment of divi-
dends and interest may be exempt from ISD.

The Ecuadorian tax system has implemented 
a 5% ISD tariff applicable throughout 2025. As 
a consequence of the country’s energy crisis, 
the tax rate is set at zero for January, February 

and March 2025 for the importation of energy-
related and other products, as provided by the 
regulators. Starting in April 2025, the 0% rate 
will remain applicable to the import of certain 
products related to the pharmaceuticals sector. 
All other payments abroad levied with ISD will 
continue to be taxed at 5%.

2.9 Incorporated Businesses and 
Notable Taxes
Tax on Overseas Financial Assets
This tax applies at a rate of 0.1% to 0.35% and 
is levied on the monthly average of funds held 
abroad. This tax applies to funds held abroad by 
the following entities:

• banks and other entities that perform financ-
ing activities;

• entities that manage funds and trusts;
• securities companies;
• insurance and reinsurance companies; and
• portfolio managers.

Special Temporary Equity Contribution
Tax on profit generated on the sale of real 
estate
Profit generated on the sale of real estate is sub-
ject to this tax at a rate of 10% and payable to 
the municipality in which the asset is located.

A deduction of 5% of the net profit for each year 
of ownership is permitted when determining the 
taxable base. Once the elapsed time from the 
date of acquisition by the seller is 20 years, the 
transfer is tax exempt.

Alcabala tax (impuesto a las alcabala)
The “Alcabala” tax is levied on the transfer of 
real estate property. Transactions such as dona-
tions or transfer of property through inheritance, 
as well as transfer by the trustee to the trust’s 
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beneficiaries are levied with this municipal tax. 
The “Alcabala” tax rate is 1%.

Municipal patent tax
Businesses, whether individual or corporate 
structures, are also subject to a municipal tax 
called “Patente Municipal”, which is payable on 
an annual basis. The rate of the tax is deter-
mined by the municipality based on the entity’s 
equity, and in no case will the tax be lower than 
USD10 or higher than USD25,000.

“1.5 per thousand tax” on assets
Businesses are obliged to make an annual tax 
payment to the municipality of their domicile 
equivalent to 1.5 per thousand (or 0.15%) of their 
total accounting assets.

3. Division of Tax Base Between 
Corporations and Non-Corporate 
Businesses
3.1 Closely Held Local Businesses
Most closely held local businesses operate using 
a corporate form. Commonly, the preferred cor-
porate form is a corporation or a limited liability 
company. New businesses are expected to be 
incorporated as a simplified joint-stock corpora-
tion, as it is significantly cheaper to incorporate 
this type of entity.

3.2 Individual Rates and Corporate Rates
Even though corporate rates are lower than 
individual rates, there are no rules to prevent 
individual professionals from earning income 
at corporate rates, because dividends paid by 
companies to individuals are taxed at individual 
rates and subject to income tax withholding 
rates ranging from 0 to 25%. The income tax 
withheld by the entity distributing the dividends 

may be recorded as a tax credit by the individual, 
who then deducts such credit from their final tax.

3.3 Accumulating Earnings for 
Investment Purposes
There are no legal provisions that prevent closely 
held corporations from accumulating earnings 
for investment purposes. However, Ecuadorian 
law considers loans granted by business to 
shareholders or partners as taxable dividends.

3.4 Sales of Shares by Individuals in 
Closely Held Corporations
Dividends paid by Ecuadorian corporations to 
individuals domiciled abroad are subject to a 
10% income tax withholding, whereas Ecuado-
rian tax residents (individuals) are subject to an 
income tax withholding rate ranging from 0% to 
25%. Dividends received by the latter become 
part of their taxable income, and, as such, are 
subject to individual tax rates.

Regarding capital gains on the transfer of shares, 
see 2.7 Capital Gains Taxation.

3.5 Sales of Shares by Individuals in 
Publicly Traded Corporations
Dividends paid by publicly traded corporations 
are subject to the same treatment applicable to 
dividends in general.

As for capital gains on the sale of shares of 
publicly traded corporations in Ecuadorian 
stock exchanges, some exemptions may apply. 
Regarding the exemptions on the transfer of 
shares, see 2.7 Capital Gains Taxation. If a 
transaction is not made through an Ecuadorian 
stock exchange, capital gains are subject to a 
tax rate of 10%.
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4. Key Features of Taxation of 
Inbound Investments

4.1 Withholding Taxes
Where no double taxation treaties are applica-
ble, the following tax withholding rates apply:

• Dividends paid to non-resident corporations 
and individuals are subject to a 25% with-
holding tax rate levied on 40% of the dividend 
(effective rate: 10%).

• Interest paid to foreign financial institutions 
related to foreign loans duly registered before 
the Ecuadorian Central Bank, when required 
and not exceeding the maximum rate estab-
lished by the Ecuadorian authorities, is not 
subject to an income tax withholding. Where 
no registration has taken place and/or the 
amount exceeds the maximum rate, a 25% 
income tax withholding applies.

• Royalties and technical service fees paid to 
a foreign entity are subject to a 25% income 
tax withholding.

• Where there is no specific rate, payments 
made to residents in tax havens are withheld 
at a 37% rate.

The Ecuadorian tax authority is determined to 
collect taxes in all transactions. Overall, expens-
es are tax deductible whenever the relevant tax is 
withheld by the payor (unless a specific exemp-
tion applies). The Ecuadorian tax authority has 
a particular interest in determining whether the 
benefits provided for by tax treaties are in fact 
applicable to transactions concluded by Ecua-
dorian residents with entities domiciled abroad. 
Indeed, tax treaties provide for exemptions and 
reductions on withholding rates. Therefore, the 
Ecuadorian tax authority analyses whether the 
provisions of the tax treaties are applicable. 
Another aspect on which the Ecuadorian tax 
authority focuses is the economic substance 

of the transaction (see 4.3 Use of Treaty Coun-
try Entities by Non-treaty Country Residents). 
Nevertheless, the Ecuadorian tax authority faces 
certain challenges regarding international taxa-
tion (see 9.3	Profile	of	International	Tax).

4.2 Primary Tax Treaty Countries
Despite the fact that Ecuador has entered into 
22 double taxation treaties and a general treaty 
concluded within the Andean Community of 
Nations (which includes Colombia, Peru and 
Bolivia), the primary tax jurisdictions foreign 
investors use to invest in local corporate stock 
or debt are Spain, Uruguay, Germany, Brazil, 
Mexico and Canada.

4.3 Use of Treaty Country Entities by 
Non-Treaty Country Residents
Ecuador does not challenge the use of treaty 
country entities by non-treaty country residents. 
Nevertheless, Ecuador has implemented provi-
sions in order to track the entities that benefit 
from the provisions of tax treaties and other 
exemptions. Indeed, local taxpayers are required 
to file a yearly report on their shareholders to 
their beneficial owners. Likewise, in order to 
apply lower withholding rates pursuant to tax 
treaties, taxpayers must hold a certificate of tax 
residence of the beneficiary of the payments 
issued by the competent authority.

The Ecuadorian Tax Administration may analyse 
whether the transactions that benefit from the 
treaties lack economic substance. In such case, 
the payments that benefited from the tax treaties 
will not be considered deductible for income tax 
purposes for the local corporation.

Benefits provided by certain tax treaties con-
cluded with countries such as Uruguay, South 
Korea and China are conditional. Namely, a cor-
poration may benefit from the tax treaty whenev-
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er a specific percentage of its beneficial owners 
are residents in such countries, or if the corpo-
ration’s shares are listed on a stock exchange.

4.4 Transfer Pricing Issues
Even though Ecuador is not a member of the 
OECD, the country applies the transfer pricing 
parameters contained in the guidelines issued 
by the organisation. Indeed, its general provi-
sions have become part of Ecuadorian tax law 
and its regulations.

The main concern is related to export prices 
as well as royalties, technical service fees and 
interest paid to related parties. Regarding these 
issues, local law allows Ecuadorian entities to file 
a consultation (request for an advance pricing 
agreement) with the tax authority to determine 
the parameters under which the transfer pricing 
valuation will be performed.

Corporations that make frequent transactions 
with related parties (whenever certain require-
ments are met) must file a yearly transfer pricing 
report with the Ecuadorian Tax Administration. 
In this report, the corporation must demonstrate 
that the transactions concluded with its related 
parties comply with the arm’s-length principle.

For tax purposes, and particularly for determin-
ing transfer pricing, transactions with entities 
domiciled in tax havens are regarded as if they 
were concluded with related parties.

4.5 Related-Party Limited Risk 
Distribution Arrangements
Local tax authorities have not challenged the use 
of related-party limited risk distribution arrange-
ments for the sale or provision of goods or ser-
vices locally. Nonetheless, Ecuadorian tax law 
states that transactions between related parties 
should follow the arm’s-length principle.

4.6 Comparing Local Transfer Pricing 
Rules and/or Enforcement and OECD 
Standards
Ecuador is not a member of the OECD. Nev-
ertheless, Ecuadorian transfer pricing principles 
and the applicable methodologies generally fol-
low OECD guidelines. Accordingly, local transfer 
pricing rules and/or enforcement in theory do not 
vary from OECD standards.

4.7 International Transfer Pricing 
Disputes
In the past few years, the Ecuadorian tax author-
ity has been focusing its audits on the transfer 
pricing regime applied by multinational corpo-
rations. Regarding the possibility of re-opening 
earlier years to analyse the fulfilment of the trans-
fer pricing regime, the general rules on tax audits 
apply (see 8.1 Regular Routine Audit Cycle).

Commonly, transfer pricing disputes are resolved 
before local tax authorities and/or courts. The 
authors are not aware of any international trans-
fer pricing disputes being resolved through dou-
ble taxation treaties. Local law does not provide 
for a specific procedure to handle mutual agree-
ment procedures (MAPs) to resolve transfer pric-
ing issues between tax authorities and private 
entities. Local tax authorities have not publicly 
entered a MAP with foreign tax authorities.

Nevertheless, as of 2022, tax disputes may be 
solved through mediation, as per a tax reform 
enacted in November 2021. This represents a 
substantial modification in the Ecuadorian tax 
regime, since prior to the tax reform, all disputes 
had to be settled through administrative claims 
or judicial actions.
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5. Key Features of Taxation of Non-
Local Corporations

5.1 Compensating Adjustments When 
Transfer Pricing Claims Are Settled
Until now, transfer pricing issues and claims have 
been resolved through administrative claims and 
judicial actions filed by private entities against 
the Ecuadorian tax authority. The authors are not 
aware of any specific MAP and/or PTC (pass-
through company) processes that Ecuador has 
been a part of.

5.2	 Taxation	Differences	Between	Local	
Branches and Local Subsidiaries of Non-
Local Corporations
Local branches of non-local corporations and 
local subsidiaries of non-local corporations are 
taxed equally. The Ecuadorian Constitution and 
law expressly prohibit any discrimination in the 
treatment applicable to local and foreign indi-
viduals and entities. Nevertheless, payments 
made by local branches or subsidiaries to their 
parent corporation may be subject to lower taxa-
tion pursuant to tax treaties (see 4.1 Withholding 
Taxes).

5.3 Capital Gains of Non-Residents
Capital gains of non-residents on the sale of 
shares in local corporations are taxed in Ecua-
dor. Indeed, the tax applies when the gains relate 
to shares of a non-local holding company that 
owns the shares of a local corporation, both 
directly and indirectly.

The main principle under Ecuadorian tax law is 
to tax capital gains on the sale of shares issued 
by local corporations whenever the indirect 
transfer of equity within the chain of ownership 
(including one abroad) affects the ownership of 
an Ecuadorian entity and certain requirements 
are met.

5.4 Change of Control Provisions
There are no change-of-control provisions that 
could apply to trigger tax or duty charges. In par-
ticular, there are no such provisions that could 
apply to the disposal of an indirect holding much 
higher up in the overseas group. All issues relat-
ed to the direct or indirect transfer of shares are 
included in previous sections of this chapter.

5.5 Formulas Used to Determine Income 
of	Foreign-Owned	Local	Affiliates
There are no formulas used to determine the 
income of foreign-owned local affiliates selling 
goods or providing services. However, transfer 
pricing guidelines and the arm’s-length principle 
apply to them.

5.6 Deductions for Payments by Local 
Affiliates
Ecuador allows for the deduction of payments 
made to foreign companies, including foreign 
affiliates, whenever income tax is withheld and 
payments do not exceed certain limits. Ecuado-
rian entities may only deduct 5% of their taxable 
base on foreign allocated expenses and costs 
paid to a non-local affiliate. From 2023, royal-
ties, and technical, administrative and consulting 
services fees paid by local affiliates to their head 
office and related entities, will be tax deduct-
ible up to a limit equivalent to 5% of the tax-
able income of each fiscal year. However, the 
limit may increase when certain requirements 
are met.

5.7 Constraints on Related-Party 
Borrowing
The general, provisions applicable to interest 
related to foreign loans are explained in 2.5 
Imposed Limits on Deduction of Interest.

Additionally, the net amount of interest paid on 
loan transactions with related parties (for tax 
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purposes) should be no greater than 20% of 
EBITDA of the given fiscal year.

6. Key Features of Taxation 
of Foreign Income of Local 
Corporations
6.1 Foreign Income of Local 
Corporations
Ecuadorian corporations are taxed on their 
worldwide business income. As such, foreign 
income is taxed in Ecuador. However, Ecua-
dorian law states that the tax paid abroad on 
foreign income may be used as a tax credit in 
the local corporation’s annual tax return. The tax 
credit may be applied only to the foreign-source 
income, and cannot exceed the relevant tax due.

6.2 Non-Deductible Local Expenses
In general, expenses incurred to generate 
exempted income are non-deductible. This also 
applies to foreign exempt income.

6.3 Taxation on Dividends From Foreign 
Subsidiaries
Dividends paid by subsidiaries located abroad 
are regarded as foreign income (see 6.1 For-
eign Income of Local Corporations) and taxed 
accordingly.

6.4 Use of Intangibles by Non-Local 
Subsidiaries
Intangible assets developed by local corpora-
tions can be used by non-local subsidiaries in 
their business. However, under transfer pricing 
principles, the local entity is obliged to charge 
for such use under the arm’s-length principle. All 
related income is taxable in Ecuador.

6.5 Taxation of Income of Non-Local 
Subsidiaries Under Controlled Foreign 
Corporation-Type Rules
As of 2024, the Ecuadorian tax law provides a 
Controlled Foreign Corporation (CFC) regime. 
Pursuant to such regime, the income of foreign 
companies whose final beneficiaries (individu-
als) are residents in Ecuador, will be subject to 
taxation in the country. However, if the relevant 
income was already taxed under another appli-
cable regime in Ecuador (eg, dividends or pay-
ments to non-residents), it will not be subject to 
the CFC regime. The final beneficiary (individual 
resident in Ecuador) will be responsible for pay-
ing the relevant tax.

A foreign entity and its income will be subject to 
the CFC regime whenever the following condi-
tions are met.

• The ultimate beneficiary holds an effective 
ownership stake equal to or exceeding 25%. 
Such ownership may be defined in terms 
of capital, voting rights, entitlement to divi-
dends, profits, benefits, or returns, or similar 
factors.

• The entity is subject to an effective income 
tax rate lower than 60% of the applicable rate 
in Ecuador, or a rate that is unknown.

To calculate the taxable base, the net profit 
earned by the entity at the end of the fiscal year 
applicable in its jurisdiction will be considered.

6.6 Rules Related to the Substance of 
Non-Local	Affiliates
There are no rules related to the substance of 
non-local affiliates. Nevertheless, to record 
an expense as deductible, the latter must be 
related to taxable income, and the transaction 
must reflect economic substance. Therefore, 
under Ecuadorian law, transaction simulation is 
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regarded as a felony and is punishable by law. 
Likewise, practices regarded as tax avoidance 
are penalised under Ecuadorian criminal law.

6.7 Taxation on Gain on the Sale of 
Shares	in	Non-Local	Affiliates
Gains obtained by local corporations on the sale 
of shares held in non-local affiliates are taxed in 
Ecuador. No specific rule exists on the matter 
in local law. As such, these gains will be sub-
ject to a 25% income tax rate. If the income is 
taxed abroad, the local corporation could use 
tax credit in Ecuador, as outlined in 6.1 Foreign 
Income of Local Corporations.

7. Anti-Avoidance

7.1 Overarching Anti-Avoidance 
Provisions
Overall, the Ecuadorian tax regime considers 
any practice that involves simulating a trans-
action for the sole purpose of evading taxes 
as a felony, and it is punishable as such. It is 
important to note that assessments from the tax 
authorities in recent years tend to overlook tax-
relevant transactions and operations that do not 
reflect economic substance and/or essence.

Additionally, the new CFC regime may be viewed 
as an anti-avoidance provision. For further 
details, refer to 6.5 Taxation of Income of Non-
Local Subsidiaries Under Controlled Foreign 
Corporation-Type Rules.

8. Audit Cycles

8.1 Regular Routine Audit Cycle
The Ecuadorian Internal Revenue Service or IRS 
(Servicio de Rentas Internas) does not have a 
regular, routine audit cycle. Nevertheless, audits 

of a fiscal year are usually conducted within four 
years of the date of filing the corresponding tax 
return. Audits can be conducted within six years 
if the taxpayer fails to file the tax return on time.

Tax audits are normally performed by review-
ing all accounting records and their supporting 
documentation.

The reports issued regarding tax audits can be 
challenged before the IRS. Any final administra-
tive resolution issued by the IRS can be chal-
lenged before the Ecuadorian tax court.

9. BEPS

9.1 Recommended Changes
The Ecuadorian government has already taken 
certain actions that are partially aligned with 
Action 1 of the BEPS plan, and specifically the 
International VAT/GST Guidelines.

Even though Ecuador has not adopted BEPS 
within its tax regime, the following standards 
have been implemented.

CFC
For further details, see 6.5 Taxation of Income of 
Non-local Subsidiaries Under Controlled For-
eign Corporation-Type Rules.

Beneficial	Owners
From 2024, the IRS modified the shareholder’s 
report (chain of ownership) required from Ecua-
dorian taxpayers. Starting in 2025, a much more 
thorough report providing specific information 
up to final beneficiaries must be filed. Taxpayers 
who fail to report this information will be taxed 
at a rate of 28%.
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VAT
From 2020, the legal system expressly states 
that digital services are subject to VAT if the 
consumer is a resident in Ecuador and the pay-
ment is made by the resident. The Ecuadorian 
tax system provides for the registry of digital ser-
vice suppliers that are not domiciled in Ecuador, 
handled by the Ecuadorian IRS.

Whenever the provider of a digital service is not 
registered with the Ecuadorian IRS, the consum-
er is obliged to act as tax collector. However, if 
the payment is made through an intermediary 
(credit card issuer or bank), the intermediary will 
be liable for collecting the VAT.

9.2 Government Attitudes
The Ecuadorian government is committed to 
complying with OECD standards and partici-
pating in the organisation’s committees. To that 
end, the Ecuadorian government ratified the 
Multilateral Convention on Mutual Administra-
tive Assistance in Tax Matters (CAAM).

Nevertheless, there are no indications that the 
Ecuadorian government will sign the Multilater-
al Convention to Implement Tax Treaty Related 
Measures to Prevent Base Erosion and Profit 
Shifting.

9.3	 Profile	of	International	Tax
The authors consider that, to date, international 
tax does not have a high public profile in Ecua-
dor. However, it is evident that any new develop-
ment on the matter, particularly regarding BEPS, 
will, in a relatively short period, be adopted by 
local authorities, as noted in relation to VAT 
applicable to digital services, transfer pricing 
information requirements and reports regarding 
the beneficial owners.

Regarding Pillar Two of BEPS (substance), as 
stated in previous sections, the deductibility of 
expenses is allowed whenever the transaction 
reflects economic substance. The economic 
substance in transactions has been an important 
principle used by the Ecuadorian tax authority 
in its audits.

Regarding Pillar One of BEPS (coherence), the 
Ecuadorian tax system lacks a strong technical 
background on international taxation. The Ecua-
dorian regime requires a comprehensive reform 
to comply with Pillar One.

9.4 Competitive Tax Policy Objective
The Ecuadorian tax system is generally fair and 
balanced as regards competition between for-
eign and local entities.

Nevertheless, the existence of indiscriminate 
tax benefits creates a false sense of competi-
tiveness. Over the past decade, Ecuador has 
implemented several tax benefits that have 
not incentivised new national and international 
investment. This has also been to the detriment 
of good tax practice by going against the prin-
ciples of generality and equality that should be 
present in any tax regime.

Considering the particularities of the Ecuado-
rian tax regime regarding the characteristics of 
the country’s productive sectors, there does not 
appear to be any pressure for BEPS to be appli-
cable in Ecuador. The country’s exposure to the 
international community is marginal. Therefore, 
it is unlikely that there will be pressure from the 
international or local community to implement 
tax amendments to fully comply with BEPS, not-
withstanding that stated in previous sections.
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9.5 Features of the Competitive Tax 
System
The main issue with the tax system in Ecuador is 
enforceability, as well as generalised mistrust of 
taxpayers by the tax authority. It is imperative to 
implement serious initiatives to train the officials 
of the local tax authority.

Direct state aid in recent years has mostly been 
in the form of subsidies granted to the general 
public applied to the prices of hydrocarbons and 
fuels. However, these subsidies have now been 
reduced, although the government has decided 
not to remove them entirely due to concerns 
over potential civil unrest.

9.6 Proposals for Dealing With Hybrid 
Instruments
As previously stated, the Ecuadorian tax system 
lacks a strong technical background on interna-
tional taxation. As such, the implementation of 
new mechanisms, such as actions to deal with 
hybrid instruments, is far from becoming a real-
ity.

Likewise, there do not appear to be any pieces 
of legislation or proposals for dealing with hybrid 
instruments in Ecuador.

9.7 Territorial Tax Regime
Overall, the current tax regime applicable to 
interest does not provide for restrictions tai-
lored to territorial tax regimes (special economic 
development zones). Ecuador is a country that 
requires strong inflows of capital, including capi-
tal related to foreign loans. In this sense, impos-
ing additional restrictions on the deductibility of 
interest would be inconvenient.

Nevertheless, as of 2024 the Ecuadorian tax 
regime provides for free trade zones that benefit 
from incentives including a ISD tax exemption on 

loans paid to foreign entities by the operators of 
such zones (see 2.3 Other Special Incentives).

9.8 Controlled Foreign Corporation 
Proposals
See 6.5 Taxation of Income of Non-local Sub-
sidiaries Under Controlled Foreign Corpora-
tion-Type Rules.

9.9 Anti-Avoidance Rules
The double tax convention limitations should not 
have any impact on either inbound or outbound 
investors. It is important to note that Ecuador 
has complementary rules in place to avoid eva-
sion and abuse of law.

9.10 Transfer Pricing Changes
The application of transfer pricing in Ecuador 
is still limited, and for now it mainly applies to 
export activities. In this sense, before the coun-
try implements any changes to transfer pricing, 
Ecuador needs to further develop its current 
system. The taxation of profits from intellectual 
property is not a particular source of controversy 
or difficulty under Ecuador’s tax regime. Prof-
its related to intellectual property are generally 
taxed as royalties.

9.11 Transparency and Country-by-
Country Reporting
Should the proposal for transparency and coun-
try-by-country reporting be formally implement-
ed, it is unlikely to have any relevance for Ecua-
dorian taxation purposes. Nevertheless, recent 
reforms made by the tax authority require ample 
information of the multinational group of the 
local reporting taxpayer (Masterfile). In practice, 
the Ecuadorian tax authority requires a country-
by-country report, similar to the one that is filed 
by the OECD members.
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9.12 Taxation of Digital Economy 
Businesses
As of 2020, Ecuador has implemented certain 
legal provisions to tax transactions effected 
by digital businesses operating largely outside 
Ecuadorian territory. Specifically, the Ecuado-
rian tax system has implemented a registry for 
foreign digital service providers. Likewise, credit 
card issuers and banks are responsible for col-
lecting the VAT charged on digital services pro-
vided by entities that are not registered with the 
Ecuadorian IRS.

Likewise, the income generated by digital plat-
forms for sports predictions is being targeted 
in recent reforms by the Ecuadorian tax regime.

9.13 Digital Taxation
Ecuador has taken a few steps in relation to 
digital taxation; specifically, regarding Action 1 
under the International VAT/GST Guidelines of 
BEPS. In this regard, Ecuador has issued legal 
provisions to collect the VAT charged on digi-
tal services provided by foreign entities (see 9.1 
Recommended Changes and 9.12 Taxation of 
Digital Economy Businesses).

As of July 2024, the income perceived by oper-
ators of sports-predictions digital platforms is 

subject to a special income tax. The latter is 
also applicable to tax residents in Ecuador that 
engaged in sports prediction operations and 
perceived profits. The income tax rate is set at 
15% of the taxable base.

Non-resident operators must comply with vari-
ous formal tax obligations. This involves regis-
tering before the Ecuadorian tax authority and 
appointing a representative in the country, as 
well as fulfilling formal obligations such as filing 
returns. In case the foreign operator does not 
comply with such formal obligations, correc-
tive measures may be applied, such as block-
ing the relevant IP address. Additionally, from 
2025, operators must pay a yearly contribution 
to legally operate digital platforms for Ecuado-
rian users.

9.14	 Taxation	of	Offshore	IP
Ecuador has not introduced any other provisions 
dealing with the taxation of offshore intellectual 
property deployed within the country. However, 
regarding the deductibility of royalties and tech-
nical service fees, see 4.1 Withholding Taxes. 
Nevertheless, IP licensing agreements must 
be registered before the Ecuadorian IP author-
ity, otherwise the relevant royalties will not be 
income tax deductible.



222 CHAMBERS.COM

eCUADoR  TrENdS aNd dEvELOPmENTS

Trends and Developments
Contributed by: 
Diego Almeida-Guzmán, Andrés Álvarez-Toapanta, Cesar Molina-Delgado and Ignacio Jijón-Chiriboga 
Almeida Guzmán & Asociados

Almeida Guzmán & Asociados is a firm of at-
torneys and consultants that was established in 
1981, specialising in juridical-corporate advice 
and consulting. The firm’s professional prac-
tice spans the following areas: tax; corporate, 
commercial and business; labour; immigration; 
competition/antitrust; consumer protection; 
environmental; real estate, construction and in-
frastructure; public procurement; national and 
international arbitration; tourism; mining; finan-

cial, banking and stock exchange; energy (hy-
drocarbons, electricity and alternative energy); 
telecommunications and e-commerce; and hu-
man health. Consultants are also employed in 
the fields of economic sciences and account-
ing. The firm provides services in legal, tax and 
economic consulting; consulting on project fi-
nance, investment projects, mergers, spin-offs 
and takeovers of companies; and business re-
structuring.

Authors
Diego Almeida-Guzmán is the 
senior and technical partner of 
Almeida Guzmán Asociados, 
with experience in legal-
corporate counselling, as well as 
in corporate mergers, 

acquisitions, spin-offs, takeovers, privatisation 
projects and business restructuring. He 
provides advice on trusts, fiduciary funds, tax, 
foreign investment and transfer of technology 
legislation. He is an acting legal expert for 
international arbitration cases, an arbitrator at 
the Center of Mediation and Arbitration of the 
Ecuadorian–American Chamber of Commerce, 
and a member of the Quito Bar Society, the 
Ecuadorian Institute of Tax Law, the 
International Bar Association and the Inter-
American Bar Association.

Andrés Álvarez-Toapanta is an 
expert in international taxation, 
international accounting and 
financial standards (IFRS and 
IAS), tax counselling and 
corporate advisory at Almeida 

Guzmán Asociados. He previously worked as 
chief tax officer in a well-known transnational 
corporation in the consumer goods industry. 
He has a Master’s in International Taxation 
from Universidad de la Rioja (Spain).

Cesar Molina-Delgado is an 
attorney at Almeida Guzmán & 
Asociados with experience in 
corporate and tax law, including 
expertise in international 
taxation, accounting and 

working with financial statements. He has vast 
knowledge and experience in technology, 
digital platforms, cryptocurrencies, smart 
contracts and data-oriented applications.



223 CHAMBERS.COM

eCUADoR  TrENdS aNd dEvELOPmENTS
Contributed by: Diego Almeida-Guzmán, Andrés Álvarez-Toapanta, Cesar Molina-Delgado  
and Ignacio Jijón-Chiriboga, Almeida Guzmán & Asociados

Ignacio Jijón-Chiriboga is an 
attorney at Almeida Guzmán & 
Asociados with experience in 
corporate and tax law, including 
expertise in international 
taxation, accounting and 

working with financial statements. He has 
significant knowledge and experience in 
double taxation, international fiscal matters, as 
well as experience in judicial proceedings 
before the Ecuadorian tax courts. Currently he 
is pursuing a Tax LLM at Universidad Andina 
Simón Bolívar.

Almeida Guzmán Asociados
Whymper N27-70 y Orellana
Edificio Sassari
Piso 8
Quito D.M.
Ecuador

Tel: +59 32 292 8115
Email: law@almeidaguzman.com
Web: www.almeidaguzman.com



224 CHAMBERS.COM

eCUADoR  TrENdS aNd dEvELOPmENTS
Contributed by: Diego Almeida-Guzmán, Andrés Álvarez-Toapanta, Cesar Molina-Delgado  
and Ignacio Jijón-Chiriboga, Almeida Guzmán & Asociados

Tax Incentives for Investment Contracts
Investment contracts are a legal tool for inbound 
investments in the Ecuadorian territory, which 
are concluded with the Ecuadorian government 
through a public deed. The instrument stipu-
lates the investment’s terms and conditions, 
the amount to be invested and the applicable 
tax benefits. Such benefits apply through the 
contract´s term, although they may not exceed 
the total amount invested.

The investment may be carried out in any eco-
nomic sector (previously, investment contracts 
were limited to industries determined by the 
Ecuadorian government).

To conclude an investment contract, corpora-
tions must follow a formal procedure before the 
competent Ecuadorian authority. Investors must 
develop a viable project and submit it before the 
authorities for approval.

The duration of an investment contract may not 
exceed 15 years, except when the investment is 
related to public works or industries such as the 
oil and mining sectors, where the concession or 
license can have a longer term. Contracts may 
be renewed for the originally stipulated length, 
but renewals are not automatic. Therefore, com-
panies must follow a dedicated procedure for 
that purpose.

Companies that concluded investment con-
tracts with the Ecuadorian government will ben-
efit from:

• a five percentage-point reduction in the 
income tax rate (25%), applicable during the 
contract’s term provided the incentive does 
not exceed the amount invested; and

• an exemption from specific custom duties 
and the Capital Remittance Tax (ISD) levied 

on payments remitted abroad for importing 
raw materials and capital goods required by 
the investment (whenever it is expressly pro-
vided for in the investment contract).

The annual tax expenditure ceiling for 2025 is 
established at USD147.8 million for tax incen-
tives granted under the applicable legal frame-
work. This ceiling applies to investment contracts 
and their addenda, as approved by the Strategic 
Committee for the Promotion and Attraction of 
Investments (CEPAI). Unused balances will not 
be carried over to subsequent fiscal years.

Additionally, an extra annual tax expenditure of 
USD60 million has been established for 2025 for 
tax incentives related to investment contracts 
and addenda concerning the renewable energy 
sector under the framework of the Electricity 
Master Plan.

Tax Incentives for Other Investments
New or existing companies that have not con-
cluded an investment contract may benefit from 
a three percentage-point reduction in the income 
tax rate whenever new investments are made 
in Ecuador (since 2022). The incentive applies 
exclusively to income directly attributable to the 
new investment and remains in effect for up to 
15 years, provided the total incentive does not 
exceed the amount invested.

Other Relevant Tax Incentives
Operators of free trade zones benefit from a 0% 
income tax rate for a period of 15 years, start-
ing from the first year in which the competent 
authority grants their qualification as free trade 
zone operators. After this 15-year term, a 15% 
income tax rate will apply to their earnings.

A Public-Private Partnership (APP) is a regime 
through which a government entity delegates 
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the execution of a specific activity to a private 
corporation or enterprise. The regime applies to 
the management of the public asset, the provi-
sion of a public service, or the execution of a 
public work. The APP regime applies only to pro-
jects that meet certain requirements, including a 
minimum level of private investment.

Pursuant to the APP regime, legal stability is 
guaranteed for specific regulatory aspects, 
which may include essential tax-related provi-
sions approved by the competent authorities. An 
APP contract may be of up to 30 years, with the 
possibility of an additionally ten-year extension.

Additionally, any income derived from bonds or 
other securities issued to finance APP projects – 
as well as profits earned from trading such secu-
rities – are exempt from income tax, provided 
that certain requirements are fulfilled.

Controlled Foreign Corporation
Ecuadorian tax law establishes a Controlled For-
eign Corporation (CFC) regime. Pursuant to such 
regime, the income of foreign companies whose 
final beneficiaries (individuals) are residents in 
Ecuador (whether nationals or foreigners) will 
be subject to taxation in the country. However, 
if the relevant income was already taxed under 
another applicable Ecuadorian regime (eg, divi-
dends or payments to non-residents), or was 
recognised by a permanent establishment of the 
foreign entity in the country, it will be exempt 
from the CFC regime.

The entities subject to this regime are regarded 
as CFC companies. The law provides that a CFC 
is a company incorporated or domiciled in a for-
eign jurisdiction. Profits registered by CFCs are 
subject to taxation in Ecuador when the follow-
ing conditions are met.

• The ultimate beneficiary holds an effec-
tive ownership stake of at least 25%. Such 
ownership can be defined in terms of capital, 
voting rights, entitlement to dividends, profits, 
benefits, or returns, or similar factors.

• The entity is subject to an effective income 
tax rate lower than 60% in comparison to the 
applicable rate in Ecuador, or when this rate 
is otherwise unknown.

The effective income tax rate (or a similar tax) 
for a foreign company is calculated by dividing 
the total income tax owed by the company by 
its total taxable income, based on the previous 
fiscal year’s tax return. The term “income tax 
caused” refers to multiplying the taxable base 
by the applicable tax rate.

The percentage of effective participation will be 
understood as the annual average of the partici-
pations recorded at the end of each month dur-
ing which there was participation, correspond-
ing to the fiscal year applicable to the respective 
CFC.

The final beneficiary (individual resident in Ecua-
dor) is responsible for paying any tax associated 
with income earned by the CFC. Such income 
includes the following.

• Capital gains, real estate property exploita-
tion, dividends, financial returns, royalties, or 
any other type of passive income, regardless 
of the source of the income.

• Commissions, intermediation margins, or 
technical, administrative, or consulting ser-
vices originating in Ecuador.

The relevant income will be included in the indi-
vidual’s annual tax return. The income will be 
added to the individual’s worldwide income in 
proportion to its effective ownership in the CFC.
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The amount reported corresponds to the net 
profit registered by the CFC at the end of its fis-
cal year, multiplied by the individual’s ownership 
percentage.

If a CFC incurs losses in a given fiscal year, these 
may be offset against the positive taxable base 
declared by that CFC in the following five fiscal 
years, provided that the offset does not exceed 
25% of the resulting taxable base in any given 
year. Any remaining balance that is not used 
within this period cannot be deducted in sub-
sequent years.

The final beneficiary must maintain an account 
statement for all CFCs in which it has ownership. 
This record prevents double taxation by dem-
onstrating that certain types of income – such 
as payments already subject to withholding at 
source, dividend distributions, or capital gains 
–were previously taxed and should not be taxed 
again under the CFC regime.

In any case, income subject to the aforemen-
tioned regimes (eg, tax withholding related to 
payments made abroad for foreigners, dividend 
distribution and capital gains) will not be consid-
ered taxable if the final beneficiary demonstrates 
that the relevant income was subject to taxa-
tion under the CFC regime, through its account 
statement.

The final beneficiary may use the income tax paid 
abroad by the CFC as a tax credit. This credit 
will be applicable in proportion to the ownership 
of the final beneficiaries. Nevertheless, the final 
beneficiaries must demonstrate that the CFC did 
not file a refund claim for such tax or, otherwise, 
that pursuant to the CFC’s tax regime, no refund 
claim may be filed. This credit cannot exceed the 
individual’s tax liability in Ecuador.

Tax-Withholding Regime for Major Taxpayers
Ecuadorian tax residents qualified as major 
taxpayers by the authority are required to self-
withhold on their taxable income on a monthly 
basis. The withheld amounts must be reported 
and remitted to the Ecuadorian tax authority on 
a monthly basis. Prior to this amendment, the 
payments made to major taxpayers were sub-
ject to tax withholding by their clients, except 
for specific industries such as oil, mining and 
communications (which were also required to 
withhold income earned).

Notwithstanding the above, major taxpayers will 
not be required to withhold the income arising 
from the following transactions:

• payments made by the Ecuadorian state to 
providers of services related to exploration 
and exploitation of hydrocarbons;

• contracts concluded with entities and agen-
cies of the central government, its decentral-
ised bodies, and its public corporations;

• contracts concluded with entities and agen-
cies of decentralised rural parish, cantonal, 
metropolitan, and provincial governments, 
including their decentralised bodies and pub-
lic corporations;

• contracts concluded with entities of the Ecua-
dorian social security; and

• income that is subject to special regimes.

Additionally, if the major taxpayer cannot dis-
tinguish between taxable and exempt income, 
it must apply self-withholding to entirety of the 
income received.

The applicable withholding rates are updated 
yearly. The Ecuadorian tax authority sets these 
rates by considering:
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• the effective tax rate observed in prior audits 
for the taxpayer’s specific economic sector, 
segment, or primary economic activity; and

• the taxpayer’s tax liability in the previous fis-
cal year.

Nevertheless, the Tax Authorities may adjust the 
withholding rates at any moment, considering 
the economic circumstances of each sector or 
whenever it is plausible that taxable income of 
the major taxpayers will significantly decrease.

The self-withholding tax rates established by the 
Tax Authorities for 2025 are defined as follows 
(rate adjustments will be communicated by the 
Tax Authorities throughout the year), by econom-
ic sector and range of withholding rate.

• Agriculture, livestock, silviculture, and fishing: 
1.25% to 5%.

• Agro-industrial and export manufacturing 
industry: 1.25% to 2.25%.

• Automotive: 1.25% to 4%.
• Wholesale and retail trade: 1.25% to 10%.
• Construction: 1.25% to 8%.
• Manufacturing industries: 1.25% to 7%.
• Information, technology, and communication: 

1.25% to 10%.
• Mobile communication services: 4% to 5%.
• Dairy: 1.25% to 3%.
• Cement industry: 2.25% to 7%.
• Non-renewable mining resources: 7%.
• Non-renewable petroleum downstream: 3% 

to 8%.
• Non-renewable petroleum fuel sales: 2% to 

3%.
• Health: 1.25% to 9%.
• Services: 1.25% to 10%.
• Financial system (banks): 4% to 5%.
• Financial system (minor co-operative institu-

tions): 3% to 4.5%.
• Financial system (insurance): 1.25% to 10%.

Major taxpayers may use ISD credit notes and 
exemption notes as a means of compensating 
the tax liability resulting from self-withholding. 
This can be done without restrictions regarding 
the fiscal year to which the payment is applied, 
provided it falls within the validity period of such 
notes.

A major taxpayer that fails to withhold and pay 
the relevant tax (totally or partially) will be fined. 
The fine will be equivalent to 100% of the unwith-
held or unpaid tax, plus any accrued interest.

VAT Hike
In January 2024, President Daniel Noboa Azin 
filed an urgent tax bill to support the country’s 
revenue streams through the increase of value 
added tax (VAT) from 12% to 15%. However, the 
bill was not approved by the Ecuadorian national 
assembly. As a counter measure, the president 
proposed a moderate VAT rate increase to 13%, 
with the authority to increase this to 15% with 
the approval of the Finance Ministry.

The hike was approved on 13 March 2024 via 
the Organic Law to Address the Internal Armed 
Conflict, Social and Economic Crisis. Subse-
quently, through Executive Decree No 198, the 
VAT rate was increased to 15%, a measure that 
took effect in April 2024. Later, on 4 December 
2024, the president issued another Executive 
Decree, confirming that the 15% rate would 
remain throughout 2025. Each increase was 
approved by the Finance Ministry.

Prior to the reform, Ecuador had one of the low-
est VAT rates in Latin America, at just 12% – well 
below the regional average of 14.27%. However, 
VAT rates across the continent vary significant-
ly. For example, Cuba imposes no VAT, while 
Panama applies a modest 7%, representing 
the lowest rates in the region. In contrast, Uru-
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guay leads, with a VAT rate of 22%, followed by 
Argentina, at 19%. If Ecuador retains its 15% 
rate, it will be almost double that of Panama, and 
will be two percentage points higher than that of 
El Salvador – both countries that, like Ecuador, 
use the US dollar as their official currency.

From January to November 2024 a total of 
USD8.877 million was collected, up 14.4% on 
the same period in 2023, when collection totalled 
USD7.757 million.

Capital Remittance Tax Increase
Through the Organic Law to Address the Inter-
nal Armed Conflict, Social, and Economic Crisis, 
the Capital Remittance Tax (ISD) rate increased 
from 3.50% to 5%. This rate may be modified 
(reduced) for specific sectors through an Execu-
tive Decree.

As a consequence of the country’s energy crisis, 
the tax rate is set at zero for January, February 
and March 2025 for the import of energy-relat-
ed and products, as provided by the regulators. 
Starting in April 2025, the 0% rate will remain 
applicable to the importation of certain products 
related to the pharmaceuticals sector. All other 
payments abroad levied with ISD will continue 
to be taxed at 5%.

The Ministry of Finance will review the impact on 
tax collection from the ISD rate reduction every 
six months. If deemed necessary, it will make 
adjustments.

Starting form 2025, the ISD paid will no longer 
represent a tax credit. Previously, the ISD paid 
on the importation of certain goods for produc-
tive processes could be used as an income tax 
credit. Therefore, the ISD paid up to 31 Decem-
ber 2024 may be applied as a tax credit pursuant 
to the conditions provided by law.

Notwithstanding the above, taxpayers may still 
register the ISD paid for the execution of eco-
nomic activity as a deduction (a tax-deductible 
expense) in their annual income tax liability.

Sports-Betting Operators
Since July 2024, Ecuadorian law taxes income 
generated by operators of sports-prediction dig-
ital platforms. The tax is also levied on earnings 
received by the users of such platforms.

The income tax rate for both operators and users 
is 15%.

The taxable base for operators is the net result 
of subtracting from all accrued wagers (reve-
nues) the amounts paid to users for all correctly 
placed bets. The taxable base is assessed by 
the operators every month and paid to the Ecua-
dorian IRS. If the base is negative, the negative 
amounts cannot be carried forward, nor will they 
be considered a deductible expense.

The costs and expenses incurred in the opera-
tion of sports-betting activities cannot be used 
to assess the tax liability from other economic 
activities or income sources. When operators 
cannot distinguish which expenses pertain 
exclusively to sports betting, they must apply a 
proportionality factor.

Sports-betting operators are also required to 
submit a yearly income tax return, consolidating 
the amounts reported and paid monthly.

In addition, operators must withhold and collect 
revenue generated by users of the platforms on 
a monthly basis. Whenever the amounts gener-
ated by a user on its correctly placed bets are 
greater than accrued wagers, the net difference 
is taxed through withholding.
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Furthermore, operators will issue a single con-
solidated monthly receipt registering all of their 
revenue (accrued wagers). Likewise, operators 
will issue receipts to users for their deposits 
used in bets (accrued wagers).

Also, to legally operate sports-betting activities 
via digital platforms, operators must obtain a 
Sports Betting Operation License (LOPD), which 
is valid for five years.

To obtain, maintain, or renew the LOPD, opera-
tors must pay the relevant regulatory author-
ity an annual fee equivalent to approximately 
USD308.000. This fee is due within the first 20 
days of the corresponding fiscal year or upon 
obtaining or renewing the LOPD.

Finally, non-resident operators must comply with 
various formal tax obligations. This includes reg-
istering as an operator before the Ecuadorian tax 
authority, filing specific information according to 
applicable regulations, and appointing a repre-
sentative in the country. If the foreign operator 
does not comply with the required obligations, 
corrective measures may be applied, such as 
blocking the relevant IP address.
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1. Types of Business Entities, 
Their Residence and Basic Tax 
Treatment
1.1 Corporate Structures and Tax 
Treatment
Businesses in El Salvador generally adopt a cor-
porate form. Regardless of the corporate form 
adopted by the business, each entity is taxed as 
a separate legal entity from its members, part-
ners or shareholders. The Salvadoran Commer-
cial Code regulates five basic types of corporate 
entity:

• general partnership (Sociedad Colectiva);
• limited liability company or LLC (Sociedad de 

Responsabilidad Limitada);
• limited partnership (Sociedad en Comandita 

Simple);
• stock corporation (Sociedad Anónima); and
• limited partnership with share capital (Socie-

dad Comandita por Acciones).

Foreign corporations may organise branches.

The most commonly used corporate form is the 
stock corporation (Sociedad Anónima or SA). 
American corporations often adopt the corpo-
rate form of a limited liability company (Sociedad 
de Responsabilidad Limitada or SRL) for their 
subsidiaries in order to achieve look-through tax 
treatment.

As mentioned above, the corporate entity is 
taxed separately and must obtain a separate 
taxpayer number.

Since 16 February 2024, a new “simplified cor-
poration by stocks” has been available, with min-
imum capital requirements and no formalities (in 
comparison to the traditional corporate forms). 
It can be organised as “one-person company”.

1.2 Transparent Entities
Under local law, there are no transparent enti-
ties for tax purposes. However, the Salvadoran 
LLC is commonly used by US corporations in 
order to achieve transparency before the US tax 
authorities.

1.3 Determining Residence of 
Incorporated Businesses
El Salvador has a double taxation treaty (DTT) 
with Spain (which is currently in force). Under 
this treaty, the general rule is that residence is 
determined on the basis of the criteria under the 
law of each state (indicated below) that make a 
person liable to pay taxes there. If under those 
criteria any person may be considered “resident” 
of both states, then the following criteria will be 
used to determine the tax liability:

• the state they have a permanent home avail-
able to them in;

• if they have a permanent home available to 
them in both states, the state where their 
centre of vital interest is;

• if the centre of vital interest cannot be deter-
mined, the state in which they have a habitual 
abode; or

• if they have a habitual abode in both states 
or in a third one, the competent authorities of 
the contracting states will settle the question 
by mutual agreement.

In addition to this DTT, the Salvadoran Tax Law 
sets out certain standards regarding residence. 
A corporation is considered “resident” for tax 
purposes if:

• it has been organised under Salvadoran law;
• the corporation is managed in/from El Salva-

dor;
• the corporation has a tax or corporate seat in 

El Salvador;
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• the corporation’s centre of economic interests 
is located in El Salvador; and

• the corporation has a permanent establish-
ment in El Salvador which is subject to taxa-
tion in El Salvador (not the foreign corpora-
tion).

1.4 Tax Rates
The Salvadoran income tax system differentiates 
between certain kinds of income. However, cor-
porate and individually owned businesses are 
taxed at the same rate of:

• 25% on net income up to USD150,000 annual 
income; or

• 30% on net income above USD150,000 (the 
first USD150,000 will be taxed at 25%).

2. Key General Features of the Tax 
Regime Applicable to Incorporated 
Businesses
2.1	 Calculation	for	Taxable	Profits
As a rule, profits are taxed based on the account-
ing profits subject to some adjustments. The 
most common tax adjustments are certain limits 
to deductible expenses. Profits are taxed on an 
accrual basis.

2.2 Special Incentives for Technology 
Investments
Computer programming, software development, 
cybersecurity, and generative AI, among others 
qualify as technology investments by the Minis-
try of the Economy and are eligible for:

• income tax exemption for 15 years;
• import duties on the equipment and hardware 

required for the development of the eligible 
activities; and

• VAT on purchases and sales.

2.3 Other Special Incentives
There are currently tax incentives in the following 
industries:

• renewable energy-based power genera-
tion projects: eligible for an exemption from 
income tax for a period of five to ten years 
depending on the project’s output measured 
in megawatts, and a total exemption from 
import duties on machinery, equipment, raw 
materials, and supplies for the construction of 
the power plant for the first ten years;

• manufacturing for exportation to foreign 
markets within free trade zones, as qualified 
by the Ministry of the Economy: eligible for an 
exemption from income tax for a period of ten 
to 15 years, from municipal taxes for a period 
of ten to 15 years, from real estate transfer 
tax on properties used for the eligible activity, 
and from VAT on purchases of local and/or 
foreign goods required for the eligible activity;

• provision of telecommunications services 
(including call centres and BPO): eligible for 
an exemption from income tax for a period of 
15 years, from municipal taxes for ten years, 
from real estate transfer tax on properties 
used for the eligible activity, and from VAT 
on purchases of local and/or foreign goods 
required for the eligible activity;

• a National Tourism Industry Interest Pro-
ject, as qualified by the Salvadoran Tourism 
Institute, requiring an investment equal to 
or greater than USD25,000: eligible for an 
exemption from income tax for ten years, 
from import duties, and from real estate 
transfer tax on the acquisition of properties 
intended for the project;

• issuers of digital assets, digital asset service 
providers, certifiers, and acquirers: exempt 
from all types of taxes, levies, duties, fees, 
or contributions on the nominal value and 
returns of digital assets, as well as on capital 
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gains or ordinary income derived from any 
type of digital asset transfer, as established in 
the Digital Assets Issuance Law;

• transactions related to digital assets: exempt 
from VAT and from withholding of any type 
of tax under the Digital Assets Issuance Law; 
and

• shareholders of companies engaged in digital 
assets: eligible for tax exemptions on the dis-
tribution of profits or dividends derived from 
digital asset-related activities, in line with the 
Digital Assets Issuance Law.

2.4 Basic Rules on Loss Relief
Losses incurred during a fiscal year can only be 
offset against profits for the same period. No 
carry forward or carry back is therefore allowed. 
However, in the case of capital losses, a five-
year carry forward is allowed.

2.5 Imposed Limits on Deduction of 
Interest
Interest is deductible if paid in order to generate 
taxable income. Interest can only be deducted 
up to the rate determined by the Central Reserve 
Bank.

2.6 Basic Rules on Consolidated Tax 
Grouping
Group consolidation is not permitted for tax 
purposes. Each entity is considered a separate 
taxpayer.

2.7 Capital Gains Taxation
The taxable gain is determined by the difference 
between the book value or purchase value (as 
applicable) and the selling price. The capital gain 
will be the income minus the cost and improve-
ments and will be taxed at 10%.

2.8 Other Taxes Payable by an 
Incorporated Business
Transactions are subject to VAT depending on 
their nature. In general, goods, services and 
merchandise transacted on commercial markets 
are subject to VAT at a rate of 13%.

Real estate transactions are subject to a real 
estate transfer tax of 3% on the transaction price 
if this is higher than approximately USD29,000.

Securities transactions are generally exempt 
from VAT.

2.9 Incorporated Businesses and 
Notable Taxes
There are no other notable taxes.

3. Division of Tax Base Between 
Corporations and Non-Corporate 
Businesses
3.1 Closely Held Local Businesses
Most closely held local businesses operate in a 
corporate form.

3.2 Individual Rates and Corporate Rates
Corporate rates are lower than individual profes-
sional tax rates from an annual net income of 
approximately USD23,000 up to approximately 
USD150,000. If the annual net income is higher 
than this, the rates are the same.

There are no rules preventing individual profes-
sionals from earning income at corporate rates.

3.3 Accumulating Earnings for 
Investment Purposes
There are no rules preventing closely held cor-
porations from accumulating earnings for invest-
ment purposes. It is mandatory to create a 5% 
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reserve on net earnings every year, but when this 
surpasses one-sixth of the corporation’s capital, 
it can be capitalised. Thereafter, the obligation 
to make a 5% reserve on earnings continues.

3.4 Sales of Shares by Individuals in 
Closely Held Corporations
Dividends are taxed at a final 5% withhold-
ing tax, independent of where the beneficiary 
resides, unless the beneficiary resides in a tax 
haven or low-tax jurisdiction. In this case the 
withholding tax rate will be 25%. Gains on the 
sale of shares are taxed at 10%. The taxable 
gain is determined by the difference between the 
book value or purchase value (as applicable) and 
the price at which the shares are sold.

3.5 Sales of Shares by Individuals in 
Publicly Traded Corporations
There are no differences between closely or pub-
licly held corporations.

4. Key Features of Taxation of 
Inbound Investments

4.1 Withholding Taxes
Withholding taxes applicable to non-residents 
without a permanent establishment are as fol-
lows:

• dividends and profit distributions: 5%;
• interest: 10% (foreign fully licensed banking 

and financial institutions are exempt); and
• royalties: 15%.

It is important to note that the notions of “inter-
est” and “royalties” under the law are wider than 
usually understood.

No reliefs are available.

4.2 Primary Tax Treaty Countries
El Salvador only has one bilateral tax treaty with 
Spain.

4.3 Use of Treaty Country Entities by 
Non-Treaty Country Residents
El Salvador has no other in force tax treaties.

4.4 Transfer Pricing Issues
Transfer pricing rules have been in force in El 
Salvador since 2009. There are no particular 
issues specifically affecting inbound investors.

4.5 Related-Party Limited Risk 
Distribution Arrangements
Limited-risk distribution arrangements have not 
yet surfaced as a focus for the tax administra-
tion. However, any related-party arrangement 
that does not comply with transfer pricing rules 
could be challenged by the tax authorities.

4.6 Comparing Local Transfer Pricing 
Rules and/or Enforcement and OECD 
Standards
Transfer pricing in El Salvador generally follows 
the methods established by the OECD.

4.7 International Transfer Pricing 
Disputes
There do not appear to be any precedents where 
the DTT between El Salvador and Spain has 
been used for mutual agreement procedures 
(MAPs) to resolve international transfer pricing 
disputes.
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5. Key Features of Taxation of Non-
Local Corporations

5.1 Compensating Adjustments When 
Transfer Pricing Claims Are Settled
Within the proceedings leading to a transfer pric-
ing-related claim, the tax administration and the 
taxpayer can voluntarily review the matter and 
settle the disagreement. Where the settlement 
calls for compensating adjustments, tax admin-
istration officials have reported that the taxpayer 
proceeds with the compensating adjustments.

5.2	 Taxation	Differences	Between	Local	
Branches and Local Subsidiaries of Non-
Local Corporations
Local branches of non-local corporations and 
local subsidiaries of non-local corporations are 
taxed in the same way.

5.3 Capital Gains of Non-Residents
The Income Tax Act does not tax indirect dis-
posals of Salvadoran companies. However, their 
direct disposal is subject to capital gains tax.

5.4 Change of Control Provisions
There are no change of control provisions that 
trigger any tax or duty.

5.5 Formulas Used to Determine Income 
of	Foreign-Owned	Local	Affiliates
No formulas are used to determine the income 
of foreign-owned local affiliates.

5.6 Deductions for Payments by Local 
Affiliates
Local affiliates are allowed a deduction for 
payments for management and administrative 
expenses by a non-local affiliate on condition 
that:

• the payment is duly supported;

• the expense is necessary to generate taxable 
income;

• where applicable, the withholding tax has 
been charged to the non-local affiliate; and

• the applicable international financial reporting 
standards allow the expense to be recognised 
as such by the taxpayer.

5.7 Constraints on Related-Party 
Borrowing
Besides transfer pricing rules and a 10% with-
holding tax, interest paid to a non-local affiliate 
is not deductible, unless the beneficiary is a 
fully licensed financial institution. It is necessary 
that the agreed-upon interest is within the limits 
established by the Central Reserve Bank.

6. Key Features of Taxation 
of Foreign Income of Local 
Corporations
6.1 Foreign Income of Local 
Corporations
The foreign income of local corporations is 
exempt from corporate tax. The Salvadoran sys-
tem is fundamentally one of domestic-sourced 
income.

6.2 Non-Deductible Local Expenses
Intangibles developed by local corporations can 
be used by non-local subsidiaries in their busi-
ness at prices complying with transfer pricing 
rules. The price paid to the local corporation will 
be taxed at 20%.

6.3 Taxation on Dividends From Foreign 
Subsidiaries
Dividends from foreign subsidiaries of local cor-
porations are not taxed.
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6.4 Use of Intangibles by Non-Local 
Subsidiaries
Under transfer pricing regulations, intangibles 
developed by a local company (as its main 
source of business) cannot be used by non-
resident related parties without incurring local 
corporate tax.

6.5 Taxation of Income of Non-Local 
Subsidiaries Under Controlled Foreign 
Corporation-Type Rules
Local corporations are not taxed on the income 
of their non-local subsidiaries or non-local 
branches under CFC-type rules. There are no 
CFC-type rules.

6.6 Rules Related to the Substance of 
Non-Local	Affiliates
There are no substance-related rules applicable 
to non-local affiliates.

6.7 Taxation on Gain on the Sale of 
Shares	in	Non-Local	Affiliates
Provided the sale takes place in a jurisdiction 
other than El Salvador, the capital gain on the 
sale of shares in non-local affiliates will not be 
taxed.

7. Anti-Avoidance

7.1 Overarching Anti-Avoidance 
Provisions
El Salvador does not have general anti-avoid-
ance rules, other than those related to the tax 
adjustments for determining the taxable base.

8. Audit Cycles

8.1 Regular Routine Audit Cycle
El Salvador does not have a regular routine audit 
cycle.

9. BEPS

9.1 Recommended Changes
El Salvador is not a member of the OECD. It has 
therefore not yet strictly implemented BEPS. 
However, the Income Tax Act (issued in 2012) 
includes some provisions that partly reflect 
BEPS guidelines, such as transfer pricing regu-
lations which have been heavily influenced by 
Action 13.

9.2 Government Attitudes
The government seeks to comply with most 
OECD guidelines, including BEPS. However, 
there is no strict policy for this purpose.

9.3	 Profile	of	International	Tax
Since the Salvadoran taxation system follows 
the territorial principle, international taxation 
does not have a high public profile in the juris-
diction.

9.4 Competitive Tax Policy Objective
El Salvador’s tax policy is not highly influenced 
by BEPS.

9.5 Features of the Competitive Tax 
System
The most important features of the Salvadoran 
tax system are its basis on the territorial principle 
and its simplicity. These features do not conflict 
with BEPS.
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9.6 Proposals for Dealing With Hybrid 
Instruments
Since El Salvador has not yet implemented 
BEPS, the proposals for dealing with hybrid 
instruments are not likely to be a pertinent issue 
in the near future.

9.7 Territorial Tax Regime
El Salvador has a territorial tax regime. Interest 
is deductible regardless of whether or not the 
beneficiary is a resident, but only up to the inter-
est rates published by the Central Reserve Bank. 
The only condition is that the interest is con-
nected to the generation of taxable income. It is 
unlikely that interest deductibility proposals will 
affect people investing in and from El Salvador.

9.8 Controlled Foreign Corporation 
Proposals
El Salvador follows a strict territorial tax prin-
ciple and therefore, foreign-sourced income is 
not relevant to the local authorities. Since El 
Salvador does not have CFC rules, the general 
drift of CFC proposals should not affect current 
practice greatly.

9.9 Anti-Avoidance Rules
Salvadoran tax law does not grant any DTC limi-
tation to outbound investors. However, if other 
jurisdictions were to create limitations on any 
DTC allowed to inbound investors, this would 
likely have some impact on direct foreign invest-
ments into El Salvador.

9.10 Transfer Pricing Changes
Transfer pricing changes introduced by BEPS 
after the transfer pricing rules came into force 
in El Salvador in 2009 are not having a radical 
effect on the Salvadoran regime. The taxation of 
profits from intellectual property is not a particu-
lar source of controversy in El Salvador.

9.11 Transparency and Country-by-
Country Reporting
Salvadoran law includes some rules related to 
transparency. However, country-by-country 
reporting is not yet in force in El Salvador.

9.12 Taxation of Digital Economy 
Businesses
There are no specific proposals in this jurisdic-
tion in relation to the taxation of transactions 
effected or profits generated by digital economy 
businesses operating from outside El Salvador 
at the present time.

9.13 Digital Taxation
El Salvador has not taken a position in relation 
to digital taxation and no proposals have so far 
been brought forward.

9.14	 Taxation	of	Offshore	IP
Payments to non-residents for intellectual prop-
erty deployed in El Salvador are taxed at 20% 
withholding tax if the non-resident is not in a tax 
haven and at 25% if the non-resident is in a tax 
haven.
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1. Types of Business Entities, 
Their Residence and Basic Tax 
Treatment
1.1 Corporate Structures and Tax 
Treatment
There are two main groups of companies in 
France:

• Limited companies (ie, simplified limited 
liability companies (sociétés par actions sim-
plifiées SAS), private limited liability compa-
nies (sociétés à responsabilité limitée SARL), 
public limited companies (sociétés anonymes 
SA); and

• Partnerships (sociétés en nom collectif, 
sociétés civiles and sociétés en commandite 
simple).

Limited companies are subject to corporate 
income tax (CIT) as separate legal entities, while 
partnerships are pass-through entities (the tax 
is calculated at the level of the company, but 
is effectively paid by the shareholders). Please 
note that specific structures, such as sole pro-
prietorship (entreprise individuelle), may exist for 
taxpayers with limited activity.

1.2 Transparent Entities
Sociétés civiles and sociétés en nom collectif are 
commonly used for property investments. How-
ever, depending on the type of rentals, sociétés 
civiles may be subject to CIT. Such companies 
may also be incorporated as an alternative to 
the French tax consolidation regime (régime de 
l’intégration fiscale) provided for by Article 223 
A of the French Tax Code.

The entities commonly adopted for private equity 
or venture capital firms are fonds professionnels 
de capital investissement (FPCIs), fonds com-
mun de placement à risque (FCPRs), sociétés 

de capital-risque (SCRs) and sociétés de libre 
partenariat (SLPs), which are not subject to CIT 
per se.

1.3 Determining Residence of 
Incorporated Businesses
Usually, the effective place of management and/
or the place where the company is liable to tax 
determine its tax residency. There are no special 
rules in France governing the tax residency of 
transparent entities; their tax residency depends 
on the place where they are effectively managed.

1.4 Tax Rates
French-resident companies are subject to CIT at 
a rate of 25%. However, for companies that can 
qualify as small to medium-sized enterprises, a 
reduced corporate tax rate of 15% will apply up 
to the first EUR42,500 of profits. French com-
panies with turnover exceeding EUR7.63 million 
are also subject to a social surcharge of 3.3% 
calculated on the amount of CIT that they owe, 
reduced by an allowance of EUR763,000.

Shareholders of transparent entities are person-
ally liable to tax on their share of profits – either 
to personal income tax (individual or company) 
or to CIT.

When the shareholder is an individual, the profits 
will be subject to progressive income tax (at a 
maximum rate of 45% plus social contributions).

The rules applicable for determining the amount 
of taxable profit will depend on individual’s activ-
ity.
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2. Key General Features of the Tax 
Regime Applicable to Incorporated 
Businesses
2.1	 Calculation	for	Taxable	Profits
The taxable basis corresponds to accounting 
profits adjusted by tax rules (ie, the non-deduct-
ibility of CIT, limitation of deductibility of financial 
charges as the case may be, partial exemption 
of taxation of dividends/capital gains subject to 
certain conditions, etc). In principle, only justi-
fied expenses incurred during the relevant tax 
year and incurred in the direct interests of the 
company deducted for tax purposes.

The profits of a corporate entity are taxed on an 
accruals basis.

2.2 Special Incentives for Technology 
Investments
French companies may benefit from research tax 
credits, innovative tax credits and tax credits for 
expenses invoiced by research and knowledge 
dissemination organisations.

France has also implemented an optional intel-
lectual property (IP) box regime (patent box), 
which is a preferential tax regime on income 
from the exploitation of IP assets. Subject to 
certain conditions, net income from licenses and 
sales of patents, software and similar intangi-
ble assets is subject to a preferential CIT rate of 
10% instead of the standard rate of 25%.

2.3 Other Special Incentives
There are special incentives for real estate 
investment entities (sociétés d’investissements 
immobiliers cotées (SIICs) or sociétés à prépon-
dérance immobilière à capital variable (SPPI-
CAVs)), venture capital investment companies 
(sociétés de capital-risque SCRs) and young 
innovative enterprises (jeunes entreprises inno-

vantes), which can be exempted from CIT (fully 
or partially).

2.4 Basic Rules on Loss Relief
Carried-forward losses incurred during a finan-
cial year may be deducted from the profits of 
subsequent financial years without any time 
limit. There is no need to ask for the deduction 
of carry-forward losses: they must be automati-
cally offset against the taxable result of the year.

There is a ceiling on the amount of the loss that 
can be carried forward to the following year. It 
is limited to EUR1 million per year plus 50% of 
the fraction of the profit in excess of this ceiling.

Carry-back losses is an alternative to the stand-
ard carry-forward loss regime. Companies sub-
ject to corporation tax can choose to carry back 
a loss recorded at the end of a financial year and 
offset it against the profit of the previous finan-
cial year for up to EUR1 million.

When the short-term or long-term regimes apply 
to the sale of the company’s assets, income 
losses or long-term capital losses could be off-
set against short-term capital gains/long-term 
capital gains subject to specific limitations.

2.5 Imposed Limits on Deduction of 
Interest
In France, complex rules limiting the deductibility 
of interest payments made by a French borrower 
to its shareholder or any related party apply.

Interest paid by a company to its direct share-
holder is limited to the rate set forth under Article 
39-1-3° of the French Tax Code. For FY24, this 
rate was 5.75 %.

For loans granted by related parties, the forego-
ing rate applies, or a higher rate that the debtor 
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could have obtained from independent financial 
establishments under similar conditions (in this 
case, the maximum allowed interest rate corre-
sponds to the arm’s length interest rate).

Moreover, companies subject to CIT that do not 
belong to a French tax consolidation group may 
deduct their net financial expenses on only up 
to 30% of their earnings before interest, taxes, 
depreciation and amortisation (tax-adjusted 
EBITDA) or EUR3 million per fiscal year if higher. 
When the company belongs to a consolidated 
group, from an accounting perspective, it may 
benefit – under certain conditions – from an 
additional deduction (ie, a safeguard clause).

Finally, except in some specific cases, the 
amount of deductible interest is capped at 10% 
of prorated tax-adjusted EBITDA (in order to 
exclude debts to non-affiliated companies from 
the calculation) or EUR1 million prorated, which-
ever is higher if the company is thin-capitalised 
(where the average amount of related-party 
debt exceeds one and a half times the amount 
of its net equity). Safeguard clauses may also be 
applicable to circumvent this limitation.

Equivalent provisions exist for companies that 
are members of a French tax-consolidated 
group.

Specific limitations also apply to companies 
that are members of a tax-consolidated group 
(“Charasse limitation”). Non-deductible interest 
may be carried forward indefinitely.

2.6 Basic Rules on Consolidated Tax 
Grouping
French tax law provides for the possibility of set-
ting up a vertical or horizontal tax consolidation 
group. A tax consolidation group must be set up 
between companies subject to French CIT that 

open and close their financial years on the same 
dates and the years must have a 12-month dura-
tion. The parent company has to hold, directly or 
indirectly, 95% of the share capital of the sub-
sidiary, and the parent company must not be at 
least 95% held, directly or indirectly, by another 
company subject to French CIT. Elections must 
be held within specific deadlines.

When no tax consolidation group has been set 
up, only shareholders of partnerships that have 
generated losses can offset the share of losses 
corresponding to their interest in the partnership 
against their own taxable result subject to CIT 
(subject to restrictions).

2.7 Capital Gains Taxation
Favourable tax treatments exist for capital gains 
arising on the disposal of substantial invest-
ments.

Sales of qualifying investments (as defined by 
French law) are exempt from capital gains tax, 
but a lump sum of 12% corresponding to costs 
and expenses must be recaptured and taxed at 
a CIT rate of 25%, corresponding to an effective 
tax rate of 3%.

Specific provisions apply to capital gains result-
ing from the disposal of shares of listed real 
estate companies that have been held for more 
than two years (taxation at a rate of 19%).

Some exemptions also apply to the sale of ven-
ture capital investment entities complying with 
specific requirements and held for at least five 
years, and the disposal of certain intellectual 
rights can be taxed at a reduced rate of 10%.
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2.8 Other Taxes Payable by an 
Incorporated Business
Incorporated businesses can also be subject to 
stamp duties on transactions. Stamp duties are 
due on the transfer of shares and are payable by 
the buyer. Depending on the kind of shares sold, 
the applicable rate may vary from 0.1% to 5% 
(for real estate companies).

VAT (at a rate of 20%) could also be applicable 
depending on the type of assets sold.

2.9 Incorporated Businesses and 
Notable Taxes
An additional social security surtax of 3.3%, cal-
culated based on the amount of CIT, may be 
due by companies with a turnover exceeding 
EUR7.63 million.

French companies may also be subject to the 
territorial economic contribution (which includes 
the business premises contribution (cotisation 
foncière des entreprises) and the business val-
ue-added contribution (contribution sur la valeur 
ajoutée des entreprises)) property tax and local 
taxes.

3. Division of Tax Base Between 
Corporations and Non-Corporate 
Businesses
3.1 Closely Held Local Businesses
At the time of writing, in the first quarter of 2025, 
over the last four months, the rate of incorpo-
ration of closely held local businesses operat-
ing in non-corporate form has been higher than 
the rate of incorporation of businesses operat-
ing in corporate form (the non-corporate form 
accounts for 65.2% of the incorporations in 
the last four months). See Enterprise births – 
December 2024, INSEE Statistics.

3.2 Individual Rates and Corporate Rates
The taxation of dividend distributions by a 
company (at a global rate of 30%), in addition 
to taxation of the company’s income (at a rate 
of 25%), could prevent individual professionals 
from earning income at corporate rates.

The effective tax rate in case of distribution of all 
the company’s income would be 47.5%.

3.3 Accumulating Earnings for 
Investment Purposes
There is no rule that prevents closely held cor-
porations from accumulating earnings for invest-
ment purposes.

3.4 Sales of Shares by Individuals in 
Closely Held Corporations
Individuals are taxed on dividends at a flat rate of 
30% (12.8% of income tax plus 17.2% of social 
contributions), or at the progressive income tax 
rate (maximum of 45%) with the application of a 
tax allowance of 40% – ie, 60% of the dividend 
may be taxed (plus a potential surtax of 3% or 
4%).

Individuals who sell shares in a company are 
taxed at the flat rate of 30%, plus a potential 
surtax of 3% or 4%. However, in some cases – 
eg, for shares acquired before 2018 – individuals 
can opt for taxation at the progressive income 
tax rate. In this case, an allowance based on the 
length of time for which the shares have been 
held may apply.

3.5 Sales of Shares by Individuals in 
Publicly Traded Corporations
See 3.4 Sales of Shares by Individuals in Close-
ly Held Corporations.

https://www.insee.fr/en/statistiques/8337656
https://www.insee.fr/en/statistiques/8337656
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4. Key Features of Taxation of 
Inbound Investments

4.1 Withholding Taxes
Interest
Under French tax law, any interest payment 
made by a French company to a foreign entity 
is exempt from withholding tax unless the lender 
is established in a non-cooperative state and 
territory (NCST) regarding the exchange of tax 
information. In such a case, a 75% withholding 
tax may apply subject to exceptions.

Dividends
Dividends distributed by French companies to 
non-resident shareholders are, in principle, sub-
ject to a withholding tax in France at a rate of 
25% for companies and 12.8% for individuals.

The tax treaties concluded by France may 
reduce such rates.

Moreover, under the Parent-Subsidiary Directive, 
dividends distributed to an EU parent company 
may be exempt from French withholding tax 
if the recipient is subject to CIT and holds or 
commits to hold at least 10% of the subsidiary’s 
share capital for at least two years. The French 
parent subsidiary regime may be dismissed if it 
is used abusively (under anti-abuse provisions).

The withholding tax rate is increased to 75% 
for dividends paid to an entity established in an 
NCST.

Royalties
Under French tax law, a withholding tax of 25% 
may apply on outbound royalty payments. Tax 
treaties concluded by France may reduce this 
rate.

A 75% withholding tax may apply in case of pay-
ment of royalties to a company established in 
an NCST.

4.2 Primary Tax Treaty Countries
Luxembourg is often used by foreign investors 
to make investments in local corporate stock of 
debt.

Indeed, no substantial participation clause is 
provided in the tax treaty between France and 
Luxembourg regarding the disposal of shares 
held by Luxembourg companies. Moreover, 
Luxembourg thin capitalisation rules are softer.

4.3 Use of Treaty Country Entities by 
Non-Treaty Country Residents
French tax authorities closely scrutinise the use 
of treaty country entities by non-treaty country 
residents, especially when they suspect these 
entities are being used to avoid French taxation. 
French authorities typically challenge structures 
where a non-treaty country resident routes 
income or profits through an entity in a treaty 
country, claiming treaty benefits like reduced 
withholding taxes or exemptions.

The main concern is whether the treaty coun-
try entity has substantial activities or is merely a 
conduit with little to no economic substance. If 
the French authorities determine that the entity 
lacks genuine business operations and exists 
primarily to take advantage of the tax treaty, they 
may deny treaty benefits and apply domestic tax 
rules, leading to higher tax liabilities for the non-
treaty resident.

Authorities often investigate whether the entity 
has a sufficient operational presence, such as 
employees, decision-making capabilities and 
risk-taking functions, in the treaty country. If 
these elements are missing, the French tax 
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office may disregard the treaty entity and tax 
the income as if it were earned directly by the 
non-treaty resident.

To mitigate risks, companies need to demon-
strate that their treaty-based structures are com-
pliant with both local rules and international anti-
abuse provisions, such as the OECD’s principal 
purpose test (PPT).

4.4 Transfer Pricing Issues
The biggest transfer pricing issues for inbound 
investors operating through a local corporation 
typically include the following.

• The determination of transfer pricing compa-
rables, which consists of identifying appro-
priate comparables for setting arm’s length 
prices, is often difficult, particularly in indus-
tries with few local comparables or in markets 
that differ significantly from global norms. 
This can lead to disputes over the appropriate 
profit levels for the local entity.

• The French tax authorities closely scruti-
nise the allocation of profits between a local 
corporation and its foreign affiliates. Ensuring 
that the local entity receives an appropriate 
share of profits, based on its functions, risks 
and assets (functional analysis), is a key chal-
lenge. Authorities may question whether too 
much profit is being shifted to low-tax juris-
dictions.

• There are transfer pricing documentation 
requirements that must be fulfilled, especially 
for companies whose turnover or total gross 
assets exceeds EUR150 million. For com-
panies with turnover or total gross assets 
equal to or greater than EUR50 million, other 
limited documentation requirements are to be 
fulfilled. This documentation burden can be 
significant, and failure to meet local require-

ments may result in penalties or adjustments 
for companies.

• There are tax audits where authorities review 
intercompany transactions and may impose 
retroactive adjustments. This can lead to 
higher tax liabilities and disputes that may be 
costly to resolve.

Careful planning and alignment with local and 
international guidelines, such as OECD stand-
ards, are crucial to mitigate these risks.

4.5 Related-Party Limited Risk 
Distribution Arrangements
French local tax authorities challenge the use 
of related-party limited risk distribution (LRD) 
arrangements, particularly when they suspect 
that these arrangements are being used to shift 
profits out of France to lower-tax jurisdictions. 
The French tax authorities scrutinise whether the 
local distributor, operating under a limited-risk 
framework, is receiving an appropriate return 
given its role, functions and risks (functional 
analysis).

LRD structures, where a French entity acts as 
a low-risk distributor for a foreign parent com-
pany, are often questioned when the profits 
attributed to the French entity are perceived as 
too low relative to its operational activities. The 
authorities analyse whether the limited-risk dis-
tributor is genuinely assuming limited risks and 
functions, and whether its profit margins align 
with market comparables. Permanent establish-
ment issues may also arise for the principal. To 
mitigate challenges, companies must maintain 
robust documentation, demonstrating that the 
terms of the LRD arrangement meet the arm’s 
length principle and comply with both French 
and international standards.
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4.6 Comparing Local Transfer Pricing 
Rules and/or Enforcement and OECD 
Standards
In France, local transfer pricing rules largely align 
with OECD standards, but there are a few signifi-
cant variations in enforcement and application. In 
this respect, French regulations mandate robust 
transfer pricing documentation, going beyond 
OECD guidelines. France has specific require-
ments for maintaining both master files and local 
files, which provide detailed information about 
the global group and the local entity’s activities. 
Non-compliance can result in substantial penal-
ties, including a percentage of the adjusted tax-
able income. In addition, in the context of tax 
disputes, the French tax authorities often place 
a high burden of proof on the taxpayer to dem-
onstrate that their transfer pricing complies with 
the arm’s length principle (Article 57 or 238 A of 
the Federal Trade Commission (FTC) Act). The 
penalties for non-compliance are more severe 
compared to OECD recommendations.

It should be noted that French authorities place 
particular emphasis on transactions involving 
intangible assets and those perceived as shifting 
profits to lower-tax jurisdictions. They scrutinise 
whether French entities receive an appropriate 
share of profits related to intangibles, often chal-
lenging structures that shift intangible-related 
profits offshore.

While France’s rules adhere closely to OECD 
guidelines, the enforcement is strict, with a 
strong focus on ensuring compliance and pre-
venting tax avoidance.

4.7 International Transfer Pricing 
Disputes
In France, tax authorities have become increas-
ingly aggressive in enforcing transfer pricing 
rules, particularly in recent years. They are 

proactive in auditing multinational companies, 
often using new information – such as data from 
automatic exchanges, whistle-blowers or new 
tax filings – to reopen earlier years for review. 
This retrospective approach allows authorities 
to adjust past assessments, leading to higher 
tax liabilities and penalties.

International transfer pricing disputes are fre-
quently resolved through double tax treaties 
(DTTs) and the mutual agreement procedure 
(MAP), or under the arbitrary convention. French 
authorities generally accept the MAP process, 
as it helps resolve disputes related to double 
taxation. However, the process can be time-
consuming, and France tends to be cautious, 
particularly if the dispute involves aggressive tax 
planning or profit-shifting schemes. MAP cases 
are becoming more common as the number of 
transfer pricing audits and disputes rise.

5. Key Features of Taxation of Non-
Local Corporations

5.1 Compensating Adjustments When 
Transfer Pricing Claims Are Settled
In France, compensating adjustments are 
allowed when a transfer pricing claim is settled. 
These adjustments help align the tax treatment 
of the concerned parties based on the final set-
tlement to ensure consistency with arm’s length 
principles. There are often issues with the tax 
authorities involved in the transaction, and stat-
ute of limitation problems may arise.

5.2	 Taxation	Differences	Between	Local	
Branches and Local Subsidiaries of Non-
Local Corporations
Taxation is very similar between local branches 
and subsidiaries of non-local corporations. It 
should be noted that a local branch (which is 
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part of a foreign entity) is typically taxed only on 
the income sourced from France and is consid-
ered as a permanent establishment benefiting 
from a DTT. Depending on the localisation of the 
parent company, a branch tax may be due on the 
distribution made to the parent company.

A local subsidiary is considered as a separate 
legal entity and is subject to taxation on its 
worldwide passive income provided France has 
the right to tax such income under relevant tax 
treaties (with the benefit of tax credits). Regard-
ing its trading activity, a French subsidiary is 
subject to French corporate tax only on the prof-
its attached to the activity performed in France.

5.3 Capital Gains of Non-Residents
Capital gains realised by non-residents on the 
sale of shares of a French company can be taxed 
in France if the seller (company or individual), 
together with their spouse and ascendants and 
descendants, directly or indirectly holds more 
than 25% of the rights to the company’s profits 
at any time during the five years preceding the 
sale. Capital gains resulting from the sale of a 
predominantly French real estate entity pursu-
ant to French tax law are also taxable in France.

These rules can be dismissed depending on the 
applicable DTT and the provisions on capital 
gains.

5.4 Change of Control Provisions
Tax (capital gain tax or stamp duties) could be 
due in France in case of transfer of shares of 
a foreign company directly or indirectly holding 
French property.

5.5 Formulas Used to Determine Income 
of	Foreign-Owned	Local	Affiliates
The margin realised by a foreign-owned local 
affiliate depends on the risks assumed. As an 

example, an affiliate acting as a distributor could 
realise a margin between 2% and 4%.

5.6 Deductions for Payments by Local 
Affiliates
The service rendered by a non-local affiliate 
must be real and justified, and the management 
and administrative expenses must not be exces-
sive in relation to the service rendered. Usually, 
a cost-plus method is applied. The cost-plus 
rate depends on the added value of the service 
rendered.

In some situations, the remuneration paid for 
services rendered by a company established in 
a low tax jurisdiction is not deductible from the 
taxable result of the local company.

5.7 Constraints on Related-Party 
Borrowing
Some constraints regarding the deductibility 
of interest exist for related parties, and anti-
hybrid rules, also exist. Moreover, net financial 
expenses can only be deducted for up to 30% of 
tax-adjusted EBITDA per year, or EUR3 million if 
higher (for non-thin-capitalised companies). The 
rules applicable in this regard to thin-capitalised 
companies are more stringent.

No withholding tax is levied on interest paid from 
France unless this interest is excessive and a 
portion of it is recaptured on the occasion of a 
tax audit.
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6. Key Features of Taxation 
of Foreign Income of Local 
Corporations
6.1 Foreign Income of Local 
Corporations
In France, pursuant to the territoriality principle, 
only profits realised by enterprises conducting 
business in the country are liable to CIT.

6.2 Non-Deductible Local Expenses
All expenses that are not in the interests of the 
local corporation will be non-deductible. More-
over, expenses that are linked to a permanent 
establishment of the French company outside 
France will not be taxable at the level of the 
French company.

6.3 Taxation on Dividends From Foreign 
Subsidiaries
A participation exemption regime (régime mère-
fille) applies to dividends distributed by subsidi-
aries where at least 5% of their share capital is 
held by the parent company. Both the parent 
company and its subsidiary must be subject to 
CIT at the standard rate, and the parent com-
pany must keep the shares of the distributing 
company for at least two years (or commit to 
do so).

In this case, dividends are exempt from CIT but 
a lump-sum amount of 5% of the dividends dis-
tributed (including foreign tax credits), or 1% in 
certain specific cases, must be recaptured and 
is subject to the standard CIT rate of 25%. The 
effective CIT rate is therefore 1.25% (or 0.25% 
in certain cases).

Otherwise, dividends will be taxable at the 
standard CIT rate of 25% (for FY24).

6.4 Use of Intangibles by Non-Local 
Subsidiaries
If intangibles developed by local corporations 
are used by non-local subsidiaries, a license 
agreement must be concluded between the two 
entities.

The license agreement must provide fair remu-
neration for the use of the intangible. The remu-
neration will be taxed in France at a rate of 25% 
or 10% (if, with regard to the intangibles used, 
the optional IP box regime can be applied).

6.5 Taxation of Income of Non-Local 
Subsidiaries Under Controlled Foreign 
Corporation-Type Rules
The French Tax Code provides for controlled 
foreign company (CFC) legislation aimed at dis-
suading French companies from storing their 
profits in foreign subsidiaries benefitting from a 
privileged tax regime. Foreign entities that are 
tax exempt abroad, or that benefit from an effec-
tive corporate tax rate 40% lower than the effec-
tive French tax rate, are deemed to benefit from 
a privileged tax regime.

Subject to conditions and the application of 
French CFC rules, the profits of a foreign entity 
are subject to French CIT even though they are 
not distributed.

A safe-harbour provision applies to entities 
established in the EU; in this case, the French 
tax authorities must prove that the foreign entity 
is an artificial scheme with a tax avoidance pur-
pose.

When the entity is established outside the EU 
and benefits from a privileged tax regime, CFC 
rules will not apply if the French company is 
able to prove that the main purpose and effect 
of the establishment of the foreign entity is not 



FRAnCe  Law aNd PraCTiCE
Contributed by: Vincent Lazimi, Jacques-Henry de Bourmont and François-Xavier Simeoni, Jeantet 

253 CHAMBERS.COM

to localise profits in a jurisdiction benefiting from 
a privileged tax regime.

The French parent company is deemed to 
receive fully taxable dividends from foreign sub-
sidiaries in proportion to its participation in the 
latter or to direct profits from a foreign branch or 
establishment.

Safe-harbour provisions exist in specific cases.

6.6 Rules Related to the Substance of 
Non-Local	Affiliates
There is no specific rule with respect to the sub-
stance of non-local affiliates, but the French tax 
authorities may try to challenge any abusive 
schemes based on the abuse of law principle.

6.7 Taxation on Gain on the Sale of 
Shares	in	Non-Local	Affiliates
Subject to the provisions of tax treaties, local 
corporations will be taxed on the sale of shares 
in non-local affiliates.

If the shares correspond to substantial partici-
pation, the disposal will be exempt from capital 
gains tax but a lump sum of 12% corresponding 
to costs and expenses has to be recaptured and 
taxed at a CIT rate of 25%, corresponding to an 
effective tax rate of 3%.

Otherwise, the capital gains linked to the sale will 
be taxed at a rate of 25%.

7. Anti-Avoidance

7.1 Overarching Anti-Avoidance 
Provisions
France continuously implements measures 
against tax avoidance, often through EU-driven 
reforms.

As an example, Article 57 of the French Tax 
Code provides that profits indirectly transferred 
abroad to controlled companies must be incor-
porated into the French company’s results.

Transfer pricing rules, based on the arm’s length 
principle and following the OECD guidelines, 
also apply in France.

Moreover, France has introduced anti-hybrid 
measures derived from the OECD’s EU Anti-
Tax Avoidance Directive (ATAD 2). These rules 
neutralise the asymmetrical tax effects (deduc-
tion/non-inclusion, double deduction) caused by 
certain so-called hybrid arrangements resulting 
from differences between French law and the 
law of other states in relation to the qualification 
of certain financial instruments and/or entities, 
or to the attribution of payments.

8. Audit Cycles

8.1 Regular Routine Audit Cycle
There is no regular routine audit cycle in France. 
In practice, French companies are audited every 
three or four years (more regularly with respect 
to large groups).

9. BEPS

9.1 Recommended Changes
Most base erosion and profit shifting (BEPS) rec-
ommended changes have been implemented in 
the French law system.

VAT on customer digital services (Action 1) has 
already been implemented in domestic law. 
Action 2 (regarding hybrids) has been imple-
mented through domestic and European direc-
tives. The objectives of Action 3 in relation to 



FRAnCe  Law aNd PraCTiCE
Contributed by: Vincent Lazimi, Jacques-Henry de Bourmont and François-Xavier Simeoni, Jeantet 

254 CHAMBERS.COM

the CFC are already met by existing CFC rules. 
ATAD I has been transposed in France to meet 
the objectives of Action 4 concerning interest 
deductions.

Concerning Action 5 against harmful tax prac-
tices, the OECD considers no harmful regime to 
exist. Also, in compliance with Action 5, France 
already exchanges information on tax rulings. 
The prevention of treaty abuse clause (Action 
6) is implemented through a multilateral instru-
ment (MLI). Permanent establishment status 
(Action 7) is implemented as part of the MLI. The 
objectives of Actions 8, 9, 10 and 13 concerning 
transfer pricing have been met. The objectives 
of Action 12 have also been met now that the 
DAC 6 directive has been transposed. Regard-
ing the effective dispute resolution mechanism 
(Action 14), stage 2 thereof is being reviewed, 
and recommendations are being made. Finally, 
the BEPS MLI (Action 15) is in force.

9.2 Government Attitudes
The general stance of the French government is 
to comply with the BEPS project.

France actively supports Pillar One. Pilar Two 
has been transposed and is in force.

9.3	 Profile	of	International	Tax
France is very vigilant with regard to international 
taxation (tax evasion) and very attentive to the 
BEPS recommendations with respect to avoid-
ing tax evasion.

9.4 Competitive Tax Policy Objective
France is pushing for the harmonisation of the 
corporate tax rate to 25%. It does not favour 
an aggressive approach, but prefers to remain 
in line with other European countries such as 
Germany, Luxembourg and the UK. Generally, 
France does not intend to implement a highly 

competitive tax policy, unless to attract new-
comers moving to France or to favour certain 
regions or industries.

For France, it is important that BEPS rules apply. 
France has agreed on a 15% minimum CIT rate.

9.5 Features of the Competitive Tax 
System
Provisions regarding research tax credit might be 
more vulnerable than other areas of the French 
tax regime insofar as it is highly supervised, and 
many conditions have to be met.

Research tax credit is often subject to a tax 
audit. There are no incentive rules in France that 
derogate from EU rules.

9.6 Proposals for Dealing With Hybrid 
Instruments
The anti-hybrid provisions (ATAD 2) apply to 
financial years beginning on or after 1 January 
2020. From now on, tax deduction in France of 
the payments, charges and losses of compa-
nies will be refused in the presence of a hybrid 
arrangement.

9.7 Territorial Tax Regime
France has a territorial tax regime with tailored 
interest deductibility restrictions.

9.8 Controlled Foreign Corporation 
Proposals
The French CFC rules, which are an exception 
to the territoriality principle, are not considered 
potentially defective.

9.9 Anti-Avoidance Rules
As a general rule, Article L64 of the French Tax 
Procedural Code (FTPC) provides for the abuse 
of law theory, which allows the French tax 
authorities to disregard fictitious acts and acts 
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seeking the literal application of texts or deci-
sions for the purpose of avoiding or reducing the 
amount of taxes that the taxpayer would have 
normally paid. In this respect, where “abuse of 
law” applies, a tax penalty ranging from 40% to 
80% of the avoided taxes may apply.

This anti-avoidance rule is frequently used by the 
French tax authorities in the case of foreign hold-
ing companies in order to disregard them from a 
tax point of view, where the Finance Law of 2019 
introduced a new anti-abuse mechanism equiv-
alent to the common abuse of law procedure 
(Article L 64 A du LPF). According to this new 
mechanism, the French tax authorities would 
be entitled to deny, as not opposable, arrange-
ments mainly motivated by tax considerations 
(and not exclusively as provided by Article L64 
of the FTPC). At this stage, it cannot be entirely 
ruled out that the French tax authorities will try to 
make extensive use of this new anti-avoidance 
rule in the future.

9.10 Transfer Pricing Changes
Insofar as French transfer pricing rules already 
referred to the OECD guidelines, some actions 
of BEPS have already been implemented into 
French tax law (Actions 8 to 10 and 13 regarding 
transfer pricing documentation).

Taxation of profits from IP at the preferential cor-
porate tax rate of 10% requires French compa-
nies to be very rigorous and to prepare specific 
documentation.

9.11 Transparency and Country-by-
Country Reporting
The principle of tax transparency is the cor-
nerstone of a degree of tax equality between 
countries and helps to avoid tax dumping to the 
detriment of countries such as France. For rea-
sons such as this, it can be seen as a positive 
thing. However, tax arrangements put in place 
to encourage greater tax transparency (such as 
country-by-country reporting (CBCR), for exam-
ple – a direct application) can result in an exces-
sive administrative burden on companies, and 
implementation costs can also be high.

9.12 Taxation of Digital Economy 
Businesses
In France, a tax on digital services has been 
introduced. The tax on digital services is a con-
tribution payable by digital companies carrying 
out three types of activities in France: targeted 
online advertising, the sale of personal data for 
advertising purposes and intermediation plat-
form activities.

This tax is levied at a rate of 3% on the sales 
relating to these activities.

9.13 Digital Taxation
A tax on digital services has already been intro-
duced in France.

9.14	 Taxation	of	Offshore	IP
France has provisions for taxing offshore IP used 
within the country. Under Article 155 A of the 
General Tax Code, these take the form of direct 
assessments on the IP owner rather than with-
holding taxes. France distinguishes between IP 
owners in tax havens and those in countries with 
DTTs, often applying stricter rules and higher tax 
rates to IP owners based in tax havens.
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1. Types of Business Entities, 
Their Residence and Basic Tax 
Treatment
1.1 Corporate Structures and Tax 
Treatment
Businesses in Germany generally adopt the form 
of a limited liability company (GmbH) or a joint-
stock company (AG). These corporations are 
taxed as separate legal entities. The key differ-
ences between the two relate to the treatment 
each receives under commercial law.

Under a GmbH, the shareholders are authorised 
to give instructions to a managing director, there 
is a low degree of fungibility of shares and there 
is a wide range of possibilities for the design of 
the articles of association.

Under an AG, a supervisory board and a man-
agement board are mandatory, with both operat-
ing independently from the shareholders regard-
ing the business decisions. There is personal 
liability for the management and supervisory 
board, and there is a high degree of fungibility 
of shares.

1.2 Transparent Entities
The type of partnership most commonly used 
for transparent entities is the Kommanditgesells-
chaft (KG), which is most commonly adopted 
for investment purposes due to its limitation of 
liability. Only one shareholder (Komplementär) 
is unlimitedly liable as the general partner (GP), 
while the liability of the other shareholders (Kom-
manditist) is limited to their compulsory contri-
bution. It is also possible to choose a GmbH as 
the GP; this means that no individual is subject 
to unlimited liability. This kind of partnership is 
referred to as a GmbH & Co. KG, and is usually 
chosen for private equity structures.

1.3 Determining Residence of 
Incorporated Businesses
According to German tax law, the residence of 
incorporated businesses depends on where the 
following are situated:

• the place of management; and
• the statutory/registered seat.

Usually, double taxation treaties (DTTs) regulate 
that the place of effective management is deci-
sive in the case of a double residence of a cor-
poration (the “tie-breaker rule”).

Due to the special circumstances caused by the 
COVID-19 pandemic, there is a possibility that 
the place of actual business management may 
be affected. According to an OECD guideline 
published on 21 January 2021, when decid-
ing where the place of effective management 
is located, the place where it is usually locat-
ed (notwithstanding the COVID-19 pandemic) 
should be taken into account.

1.4 Tax Rates
Taxation of Corporations in Germany
Corporations with a registered seat or place of 
management in Germany are subject to unlim-
ited tax liability in Germany, while non-resident 
corporations are only taxed on their German-
sourced income. The income of a corporation 
is qualified as business income that is subject 
to corporate tax and municipal trade tax at an 
approximate total rate of 30%.

The corporate tax rate (including a solidarity sur-
charge) stands at 15.825%. A special tax rate 
applies for shares held in other corporations. 
Dividends received (as of 1 March 2013, only 
where the shareholding exceeds 10%) and capi-
tal gains recognised from the disposal of shares 
are tax exempt, although 5% of the proceeds 
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are deemed non-deductible expenses, resulting 
in an effective corporate tax burden of approxi-
mately 0.7%.

Municipal trade tax rates mainly range from 13% 
to 17%, depending on the municipality in which 
the business operates. For trade tax purposes, 
capital gains from the sale of shares are gen-
erally tax exempt, whereas dividends received 
from a corporation are only tax exempt if the 
shareholding amounts to at least 15%. However, 
5% of the proceeds are deemed non-deductible 
expenses, resulting in an effective trade tax bur-
den of approximately 0.7%.

Partnerships
Partnerships such as a KG are transparent for 
income/corporate tax purposes so that profits 
and losses are taxed at the partners’ level. The 
assets, liabilities and income of the partnership 
are generally allocated to the partners in pro-
portion to their partnership interests. Municipal 
trade tax, however, is levied at the level of the 
partnership (if it conducts a trade or commercial 
activity).

For fiscal years beginning after 31 December 
2021, partnerships can apply to be treated like 
a corporation for corporate income tax and 
trade tax purposes (“check the box” system). 
This, however, does not apply for civil law, real 
estate transfer tax (RETT), inheritance tax or gift 
tax purposes, so it must be carefully assessed 
if such option is considered.

The exercise of such option is considered a 
deemed change of form (Formwechsel) from a 
partnership to a corporation for German income 
and trade tax purposes, so might result in a tax-
able event.

Individuals
The taxation of the income of individuals (who 
own a business or are a partner in a transparent 
partnership carrying out a business), generated 
by themselves or through the partnership, gen-
erally depends upon their personal tax rate; tax 
rates range up to 47.5%, including a solidarity 
surcharge of 5.5%, and possibly a church tax. 
However, dividend payments and capital gains 
from the sale of shares that are realised in the 
context of a business are subject to so-called 
partial-income procedures, so that only 60% of 
the income deriving from dividends or capital 
gains will be taxed.

In 2025, the exemption limit on which no soli-
darity surcharge applies was increased for indi-
viduals. However, the solidarity surcharge con-
tinues to be levied on the corporate income tax 
of corporations (particularly GmbHs and AGs), 
as before.

2. Key General Features of the Tax 
Regime Applicable to Incorporated 
Businesses
2.1	 Calculation	for	Taxable	Profits
As corporations are legally obliged to keep 
records, they have to determine their income 
through the comparison of business assets 
based on annual financial statements. Generally, 
tax accounts depend on the financial accounts 
according to the principle of “decisiveness” 
(Maßgeblichkeitsgrundsatz). However, there are 
some deviations of tax accounts from financial 
accounts, such as the restriction of the applica-
tion of current value tax depreciation to cases 
of permanent depreciation and the prohibition 
of provisions for onerous contracts.
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In the case of taxpayers who are required to pre-
pare balance sheets (eg, corporations), profits 
are taxed on an accrual basis (the “realisation 
principle”).

2.2 Special Incentives for Technology 
Investments
On 1 January 2020, a law was passed that is 
intended to promote R&D with tax benefits 
(Forschungszulagengesetz). Essentially, all com-
panies are entitled to subsidies, but projects 
shall benefit only if they fall into the categories 
of basic research, applied research or experi-
mental development within the meaning of this 
act. The subsidy consists primarily of a propor-
tionate reimbursement of the wage costs for the 
employees of the respective beneficiary. The 
maximum grant is EUR2.5 million, or EUR3.5 
million for SMEs.

In order to further stimulate the economy and 
promote digitalisation, the Federal Ministry of 
Finance (BMF) has published a circular under 
which a normal useful life of one year can be 
taken as a basis for depreciation for certain digi-
tal assets, such as computer hardware (includ-
ing associated peripheral devices), and for the 
operating and user software required for data 
input and processing. This allows the full deduc-
tion of corresponding acquisition or production 
costs in the year of acquisition or production. 
The shortened useful life applies for fiscal years 
ending after 31 December 2020.

2.3 Other Special Incentives
Germany provides special investment incen-
tives to small and medium-sized companies by 
way of an additional capital allowance of up to 
40% of the original costs and investment, and a 
deduction of up to 50% of the prospective origi-
nal costs.

2.4 Basic Rules on Loss Relief
Regarding income and corporate tax, loss relief 
is granted through the application of the follow-
ing instruments.

Firstly, the positive and negative income of one 
year is netted.

Secondly, taxpayers may choose to carry back 
the losses to the previous year, or they may 
choose to carry forward the losses indefinitely. 
In the case of carry back, any losses may be 
offset against the profits of the preceding year, 
up to EUR1 million.

Due to the COVID-19 pandemic, the loss carry 
back for 2020 and 2021 was EUR10 million, and 
returned to EUR1 million from 2022 onwards. 
An offset by way of carry forward is possible 
up to EUR1 million annually without restriction. 
Regarding negative income that exceeds the 
EUR1 million threshold, in each subsequent year 
only 60% (until 2023 and from 2028 onwards) or 
70% (2024 until 2027) of additional income can 
be offset against such losses carried forward. 
The transfer of a share percentage over 50% 
may result in a total forfeiture of carry forward 
not yet offset. These rules do not apply to the 
extent there are hidden reserves that are taxable 
in Germany. Furthermore, these regulations do 
not apply in the case of intra-group acquisitions 
of shareholdings (ie, group relief). However, the 
requirements for this are very strict and hard to 
meet.

There is another possibility to prevent the for-
feiture of the loss carry forward not yet offset 
if more than 50% of the shares are transferred. 
This requires that strict conditions are cumu-
latively met (time-limited application in the tax 
declaration, continuation of the same business, 
etc). Furthermore, no so-called harmful event 
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must have taken place (discontinuance of the 
business, an additional business area is added, 
etc). When these strict conditions are met, the 
loss carry forward not yet offset is determined 
separately as so-called accumulated loss car-
ried forward (fortführungsgebundener Verlust-
vortag) and can be offset against the profits. This 
accumulated loss carried forward is determined 
annually. As soon as one of the strict conditions 
is no longer met, the accumulated loss carry for-
ward is fully lost, unless it is covered by hidden 
reserves subject to domestic tax.

A case is pending before the Federal Constitu-
tional Court in which it is to be clarified whether 
the 50% limit is unconstitutional. It is likely that 
this regulation will also be declared unconstitu-
tional.

In the case of trade tax, trade earnings may be 
reduced by loss carry forward; carry back is 
not provided for. An offset is possible without 
restriction against losses of up to EUR1 million; 
regarding losses exceeding EUR1 million annu-
ally, only 60% of losses may be offset against 
subsequent trade earnings. The rules regarding 
the forfeiture of carry forward are the same as 
for corporate tax.

2.5 Imposed Limits on Deduction of 
Interest
German tax law provides interest barrier regu-
lations. Interest expenses may be deducted 
without restriction up to the amount of interest 
income obtained in the same business year; 
amounts in excess are only deductible up to 
the amount of 30% of taxable EBITDA. This 
restriction does not apply in the following cir-
cumstances:

• if net interest income does not exceed EUR3 
million each business year;

• if the company is only partially part of a group 
of companies (the “standalone clause”) or

• if an equity comparison shows an equity 
equal to or higher than the equity of the group 
of companies (the “escape clause”).

The standalone clause does not apply to cor-
porations in the case of harmful debt financing 
(interest payable to the shareholder exceeding 
10% of such interest payable that exceeds inter-
est income) by shareholders/persons related to 
shareholders/third parties with considerable 
influence on shareholders holding more than 
25% of shares in the corporation. The escape 
clause is not applicable in the case of harmful 
debt financing within the whole group of compa-
nies. Interest exceeding the 30% threshold may 
be carried forward indefinitely (“interest carry 
forward”), except in the sale of more than 50% 
of the shares within five years.

From 2024 onwards, all three exemptions 
(exemption limit of EUR3 million, standalone 
clause and escape clause) do not apply to the 
extent interest expenses were increased due 
to an interest carry forward. In addition, from 
2024 onwards, the definition of interest will be 
extended to include economically equivalent 
expenses and other expenses in connection with 
the raising of debt (eg, agency fees or arrange-
ment fees).

As of 2024, interest expenses resulting from an 
intra-group cross-border financing relationship 
are not deductible if:

• the taxpayer is not able to credibly demon-
strate that the capital service could have been 
provided for the entire term from the begin-
ning and that the financing is economically 
needed and used for the business purpose; 
or



GeRMAnY  Law aNd PraCTiCE
Contributed by: Michael Best, Gerald Herrmann and Jannis Lührs, POELLATH 

264 CHAMBERS.COM

• the interest rate to be paid exceeds the inter-
est rate at which the company could finance 
itself on the basis of the group rating, where-
by it is possible to provide evidence of the 
contrary on the basis of an individual rating 
derived from the group rating.

2.6 Basic Rules on Consolidated Tax 
Grouping
Consolidated tax grouping (Organschaft) ena-
bles groups of companies to offset the losses 
and profits within a group of subsidiaries against 
the profits of their parent company (and profits 
transferred to the parent company from other 
subsidiaries). It requires that:

• the parent company holds the majority of vot-
ing rights in the subsidiary;

• the shareholding in the subsidiary is allocated 
to a domestic permanent establishment of the 
parent company; and

• a profit and loss transfer agreement (PLTA) 
has been concluded and executed for at least 
five years.

However, it should be noted that, under the 
PLTA, the parent company is also liable for the 
losses of its subsidiaries.

2.7 Capital Gains Taxation
In effect, 95% of capital gains deriving from 
the sale of shares in other corporations are tax 
exempt, resulting in an effective tax rate of 1.5%. 
However, from time to time it is discussed that 
the tax exemption for capital gains will only 
apply for shareholdings of at least 10% in future.

2.8 Other Taxes Payable by an 
Incorporated Business
If immovable property is transferred, RETT 
becomes due. The applicable tax rate depends 

on where the immovable property is situated in 
Germany, and varies between 3.5% and 6.5%.

If at least 90% of the shares in a corporation or, 
similarly, at least 90% of the partnership inter-
est in a partnership owning real estate situated 
in Germany is directly or indirectly transferred 
to one purchaser or a group of related parties, 
then the transaction could trigger RETT. Fur-
thermore, the (direct or indirect) transfer of (i) a 
partnership interest in a partnership owning real 
estate situated in Germany or (ii) shares in a real 
estate-owning corporation of at least 90% within 
a ten-year period to new shareholders could be 
deemed a taxable event. However, this does not 
apply for stock exchange transactions in shares 
of listed companies within the EU/EEA.

2.9 Incorporated Businesses and 
Notable Taxes
Incorporated businesses are generally subject to 
VAT; however, they are usually able to claim input 
VAT as well. The general VAT rate is 19%, but a 
reduction to 7% and even to 0% is available for 
some products and services.

3. Division of Tax Base Between 
Corporations and Non-Corporate 
Businesses
3.1 Closely Held Local Businesses
Closely held local businesses are mostly struc-
tured as limited liability companies (GmbH) or as 
limited partnerships with a limited company as 
general partner (GmbH & Co. KG).

3.2 Individual Rates and Corporate Rates
If an individual professional intends not to retain 
the profits of the corporation but instead to pay 
them out by way of salary or dividends, they face 
an overall tax burden of up to 48% (plus church 



GeRMAnY  Law aNd PraCTiCE
Contributed by: Michael Best, Gerald Herrmann and Jannis Lührs, POELLATH 

265 CHAMBERS.COM

tax if applicable). In the case of dividends, this 
is split into two levels:

• corporate/trade tax at the level of the corpo-
ration (at approximately 30%); and

• an individual tax at a flat rate (26.375% on the 
remaining 70%).

Therefore, there is no benefit besides a tax 
deferral.

3.3 Accumulating Earnings for 
Investment Purposes
There are no measures in place to prevent close-
ly held corporations from accumulating earnings 
for investment purposes. The retained earnings 
of corporations are taxed at the standard tax 
rates (approximately 30%).

3.4 Sales of Shares by Individuals in 
Closely Held Corporations
There are no special taxation rules for closely 
held corporations; the general rules apply (see 
3.5 Sales of Shares by Individuals in Publicly 
Traded Corporations).

3.5 Sales of Shares by Individuals in 
Publicly Traded Corporations
Where shares are part of the private assets of 
an individual, dividends are taxed at a flat tax 
rate of 25% with an additional 5.5% solidarity 
surcharge, resulting in a final valid tax rate of 
26.375% (plus church tax if applicable). Capital 
gains on the sale of shares are also taxed at this 
flat tax rate if the individual’s stake is below 1%. 
For the determination of the total taxable income 
from dividends/sale of shares, a lump sum of 
EUR1,000 is deducted generally.

The “partial-income procedure” (taxation of only 
60% of proceeds at the progressive tax rate) is 
applicable if the stake equals or exceeds 1%, 

resulting in a maximum tax rate of approximately 
28.5% (plus church tax if applicable).

If the stake is below 1%, there are several 
restrictions regarding the offset of losses from 
capital gains – for example, only gains of the 
same kind of income may be offset. If the stake 
equals or exceeds 1%, there is no restriction 
regarding the offset of 60% of the losses from 
the sales of shares with other type of normal 
income (and for investment income under cer-
tain circumstances).

If the shares are part of the individual’s business 
assets, the flat tax rate of 26.375% (plus church 
tax if applicable) is replaced by the personal tax 
rate for both dividends and capital gains. How-
ever, only 60% of dividends for capital gains 
are taxed and only 60% of operating costs are 
deductible, resulting in a tax burden of approxi-
mately 28.5% (plus church tax if applicable).

The same rules apply for shareholdings in not 
publicly traded corporations.

4. Key Features of Taxation of 
Inbound Investments

4.1 Withholding Taxes
The withholding tax (WHT) is principally levied 
on dividends at a rate of 26.375% (including a 
solidarity surcharge, plus church tax if applica-
ble). Corporations with limited tax liability may 
request a reimbursement of 40% of withheld 
tax so that the tax burden effectively amounts 
to 15.825% (including a solidarity surcharge) and 
is therefore equal to the tax burden for German 
corporations.

EU corporations that are subject to a limited tax 
liability benefit from the Parent-Subsidiary Direc-
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tive, under which they may obtain a 100% tax 
exemption for dividends, provided that the par-
ent company has held a direct stake of at least 
10% in the subsidiary for a continuous period of 
12 months or more. Certain activity requirements 
need to be met. WHT might also be reduced by 
DTTs.

The European Court of Justice (ECJ) ruled on 
26 February 2019 in the context of the so-called 
Danish Cases that no WHT exemption applies in 
the case of abusive structures, even if the crite-
ria are met. Whether a structure is classified as 
abusive depends on certain criteria (eg, conduit 
only).

Under the recently renewed German anti-treaty 
shopping rule, a foreign recipient of German 
dividends will only be entitled to obtain a relief 
from German WHT to the extent that one of the 
following conditions is met:

• its shareholders would have been entitled to 
the same relief if they had received the pay-
ment directly;

• the source of the income has a significant 
connection to an own business activity car-
ried on by the foreign recipient that explicitly 
does not apply in the case of a conduit situa-
tion (Danish Cases); or

• the foreign recipient is a publicly traded com-
pany listed on a recognised stock exchange.

If none of these conditions is met, the foreign 
recipient may prove that none of the main pur-
poses of its involvement is to obtain a tax advan-
tage.

Further limitations are expected under the 
Unshell Directive (see 9.2 Government Atti-
tudes).

Only specific interest income is subject to WHT; 
this includes profit-related interest and excep-
tions such as interest resulting from “over-the-
counter transactions” and interest attributed to 
other types of income.

In certain other cases (eg, interest collateralised 
by real estate in Germany), there is no German 
WHT, but the foreign recipient of the interest 
income has to file a German tax return (limited 
tax liability).

Interest paid from an EU corporation to another 
EU corporation may be tax exempt if the Inter-
est and Royalties Directive is applicable. Royalty 
payments are subject to limited tax liability and 
WHT at 15.825%, which is levied on the gross 
income.

4.2 Primary Tax Treaty Countries
Due to the favourable taxation measures granted 
to EU corporations, most foreign investors invest 
via EU member states. The most common tax 
treaty countries are the Netherlands and Lux-
embourg.

4.3 Use of Treaty Country Entities by 
Non-Treaty Country Residents
German tax law has several anti-treaty shopping 
clauses to prevent the abuse of DTTs. German 
tax authorities therefore check whether an entity 
claiming tax relief with reference to a tax treaty 
generates its income through its own activities 
and whether there are considerable reasons to 
act via the tax-privileged entity in question.

Furthermore, there are subject-to-tax clauses 
that prevent certain income from being taxed in 
either of two treaty countries.

Regarding the Unshell Directive, see 9.2 Gov-
ernment Attitudes.
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4.4 Transfer Pricing Issues
The main issue in tax audits regarding transfer 
pricing is ensuring compliance with the arm’s 
length principle. Other issues are:

• the examination of the transfer pricing meth-
odologies chosen;

• the assessment of the attribution of benefi-
cial ownership in the companies’ assets as 
declared; and

• ensuring the fulfilment of formal requirements 
when issuing the obligatory reports.

4.5 Related-Party Limited Risk 
Distribution Arrangements
All transactions within a group of companies 
must meet the requirements of the arm’s length 
principle.

4.6 Comparing Local Transfer Pricing 
Rules and/or Enforcement and OECD 
Standards
Germany makes explicit reference to the OECD 
standards in the circulars issued by the Federal 
Ministry of Justice and case law; furthermore, 
legal provisions such as Section 1 of the Foreign 
Tax Act are based on the OECD standards.

4.7 International Transfer Pricing 
Disputes
Germany has concluded DTTs with 96 coun-
tries, most of which follow the internationally 
used OECD Model Convention, which contains 
provisions on mutual agreement procedures 
(MAPs). More recent DTTs often contain provi-
sions requiring arbitration to resolve a conflict 
following an unsuccessful MAP. About half of the 
MAPs are transfer pricing disputes, and about 
72% of those disputes are resolved by MAPs 
between the two states. MAPs are quite com-
monly used by the German tax authorities.

5. Key Features of Taxation of Non-
Local Corporations

5.1 Compensating Adjustments When 
Transfer Pricing Claims Are Settled
Generally, German tax authorities scrutinise 
compensating adjustments critically and will 
only recognise them subject to strict conditions. 
Consequently, compensating adjustments must 
be based on a previously agreed pricing method 
that is applied in predefined scenarios of uncer-
tainty and must lead to an “arm’s length” result.

The underlying Principles of Administrative Pro-
cedure have recently been updated. There are no 
reports on any particular difficulties in operating 
MAPs. On the contrary, based on MAP statistics 
from December 2022, only 1.5% of completed 
procedures involving Germany could not be set-
tled, so the overall operation of MAPs is deemed 
to be satisfactory.

5.2	 Taxation	Differences	Between	Local	
Branches and Local Subsidiaries of Non-
Local Corporations
Generally, there are no differences between local 
branches of non-local corporations and local 
subsidiaries of non-local corporations; how-
ever, in practice, there are usually problems, or 
at least discussions, regarding the allocation of 
income/expenses and assets.

5.3 Capital Gains of Non-Residents
Capital gains of non-residents on a sale of stock 
in local corporations are taxed if the sharehold-
ing is at least 1%. However, the DTTs usually 
eliminate such taxation.

5.4 Change of Control Provisions
A change of control might result in the forfeiture 
of tax losses carried forward in the case of a 
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change of at least 50% of the shareholding (see 
2.4 Basic Rules on Loss Relief).

Furthermore, RETT could be triggered by cer-
tain transactions with corporations/partnerships 
owning real estate (see 2.8 Other Taxes Payable 
by an Incorporated Business).

5.5 Formulas Used to Determine Income 
of	Foreign-Owned	Local	Affiliates
No specific formulas are used to determine the 
income of foreign-owned local affiliates sell-
ing goods or providing services, but it must be 
ensured that the determination follows the arm’s 
length principle.

5.6 Deductions for Payments by Local 
Affiliates
There are no specific rules regarding deductions 
for payments by local affiliates for management 
and administrative expenses incurred by a non-
local affiliate. However, in general, the arm’s 
length principle and the transfer pricing rules 
must be taken into consideration.

5.7 Constraints on Related-Party 
Borrowing
Any borrowing between related parties must 
comply with the arm’s length principle. The 
granting of an interest-free loan or of one with 
an interest rate below market standards by a 
local affiliate to a parent entity may result in a 
hidden profit distribution. In comparison, a loan 
granted with an interest rate that is above market 
standards to a parent entity may result in income 
adjustments in cross-border cases.

6. Key Features of Taxation 
of Foreign Income of Local 
Corporations
6.1 Foreign Income of Local 
Corporations
In principle, the worldwide income of local cor-
porations is taxed in Germany. The part of the 
income of a local corporation that originates 
from foreign sources that are taxed in the state of 
source with a tax comparable to German corpo-
rate tax is taxed in Germany, taking into account 
the tax paid abroad. If a DTT applies, the regu-
lations laid down therein have priority. A 95% 
tax exemption applies for dividends and capital 
gains from foreign sources if the shareholding is 
at least 10% (for corporate income tax) or 15% 
(for trade tax).

For controlled foreign corporation (CFC) taxa-
tion, see 6.6 Rules Related to the Substance 
of	Non-Local	Affiliates.

6.2 Non-Deductible Local Expenses
If foreign income is tax exempt in Germany, 
the corresponding expenses that are economi-
cally directly connected to such income are not 
deductible in Germany. Expenses related to divi-
dends and capital gains are tax deductible.

6.3 Taxation on Dividends From Foreign 
Subsidiaries
Under German tax law, for income to qualify as 
dividend income, the same rules apply regard-
less of whether the dividends originate from for-
eign or local sources. Thus, under income tax 
aspects, 95% of dividend income is tax exempt, 
unless it is dividend income deriving from a free 
float below 10%.

For trade tax, the tax exemption for proceeds 
resulting from foreign subsidiaries is granted if 
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the local corporation holds at least 15% of the 
subsidiary.

6.4 Use of Intangibles by Non-Local 
Subsidiaries
Intangibles may be transferred or let (royalties) 
under arm’s length conditions, resulting in tax-
able income (transfer price or royalties) at regular 
rates.

6.5 Taxation of Income of Non-Local 
Subsidiaries Under Controlled Foreign 
Corporation-Type Rules
Under the German CFC rules, certain low-taxed 
passive income of a foreign corporation could be 
subject to German CFC taxation. Such passive 
income is referred to as low-taxed if the tax bur-
den is lower than 15% (25% for passive income 
of fiscal years ending before 1 January 2024).

German CFC rules have been fundamentally 
changed with effect from 1 January 2022 in the 
course of implementing the Second Anti-Tax 
Avoidance Directive (ATAD II). One of the funda-
mental changes has been the introduction of a 
new “control concept”. Based on the new word-
ing, low-taxed passive income is only subject 
to German CFC taxation if a (single) taxpayer 
controls the respective CFC. A (single) taxpayer 
controls a CFC if such taxpayer (alone or togeth-
er with “related person”) is entitled to more than 
half of the shares, voting rights, capital or profit 
entitlement. A related person is a person who 
acts through concerted behaviour with such tax-
payer (in relation to partners in a partnership, 
this is deemed to mean that even one German 
tax resident minority partner in a partnership 
implies control over the whole partnership but 
can generally be disproved if a shareholding of 
5% in the partnership is not exceeded and there 
are no special circumstances). For each foreign 
corporation realising low-taxed passive income, 

the (indirect) German shareholders have to file a 
CFC/PFIC tax return.

This new control concept does not apply with 
regard to certain passive income referred to as 
passive investment income (Einkünfte mit Kapi-
talanlagecharakter – PFIC) – ie, CFC taxation 
applies even below 50%.

Under the revised CFC rules, dividend pay-
ments will be determined as passive (invest-
ment) income if:

• the dividend payment is tax deductible at the 
level of the payor; or

• the foreign corporate recipient of the dividend 
does not own at least 10% of the shares in 
the payor.

Before the aforementioned changes in the CFC 
rules, capital gains might have been deter-
mined as passive income. Under the (applicable) 
revised CFC rules, capital gains are generally 
determined as active income.

In December 2024, the German tax authorities 
published a proposal to delete the relevant sec-
tion of the CFC law under which these rules 
apply for German minority shareholdings – ie, 
outside of a control situation – retroactively from 
2022 onwards. This would reduce the applica-
tion of the CFC law substantially; however, it is 
not yet known whether such proposal will be 
adopted and if so to what extent.

6.6 Rules Related to the Substance of 
Non-Local	Affiliates
German CFC rules do not generally relate to the 
substance of non-local affiliates. However, the 
carve-out from CFC rules that is provided for 
EU/EEA corporations requires – alongside other 
conditions – that the German shareholder proves 
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that the specific income is derived from a sub-
stantial economic activity performed in the state 
of residence of the CFC (the so-called motive 
test; regarding ATAD III, please see 9.2 Govern-
ment Attitudes).

6.7 Taxation on Gain on the Sale of 
Shares	in	Non-Local	Affiliates
The gains made by local corporations on the 
sale of shares in non-local affiliates enjoy the 
same 95% tax exemption as granted for the sale 
of shares in local subsidiaries.

7. Anti-Avoidance

7.1 Overarching Anti-Avoidance 
Provisions
Section 42 of the General Tax Code provides for 
a general anti-avoidance rule that applies in the 
case of abusive tax structures. At the level of 
the EU, the Anti-Tax Avoidance Directive (ATAD) 
establishes a common minimum level of anti-
avoidance rules with which every member state 
must comply.

Germany has implemented a mandatory disclo-
sure regime for cross-border arrangements if 
one or more specified characteristics (hallmarks) 
are met and if the arrangements concern more 
than one EU country or an EU country and a 
non-EU country (DAC 6). These hallmarks are 
aimed at aggressive tax avoidance structures 
but are drafted much more broadly, so non-tax-
motivated transactions may also be caught. If 
one or more hallmarks are met, the person or 
company who markets, designs or organises a 
cross-border tax arrangement or makes these 
arrangements available for use by third parties 
(an intermediary) has several reporting obliga-
tions. The reporting deadline is 30 days after the 
day on which:

• the structure is made available for implemen-
tation;

• the structure is ready for implementation; or
• the first step of implementation of the struc-

ture is started.

Failure to comply with these rulings could lead 
to significant sanctions under local law.

The new German government intends to extend 
the scope of such reporting obligation to national 
tax arrangements for companies with a turnover 
of more than EUR10 million.

The Defence Against Tax Haven Act (Steuer-
oasen-Abwehrgesetz) contains several mecha-
nisms to make it more difficult to avoid paying 
taxes in Germany through a business relation-
ship with a state or territory that is on the EU 
list of non-co-operative tax jurisdictions (the so-
called blacklist), which is amended from time to 
time. The measures include:

• denial of deducting business expenses;
• tighter CFC rules;
• tighter withholding tax measures; and
• measures relating to profit distributions and 

sales of shares.

8. Audit Cycles

8.1 Regular Routine Audit Cycle
There is no audit cycle prescribed by law, but 
audits tend to take place once every three to 
four years.
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9. BEPS

9.1 Recommended Changes
The BEPS 1 Implementation Act passed the 
German legislation process at the end of 2016, 
and was the first step towards implementing 
the recommendations of the BEPS process into 
domestic law.

BEPS Action 13
The BEPS 1 Implementation Act led to an exten-
sion of co-operation obligations in cross-border 
situations, based on BEPS Action 13 (Transfer 
Pricing Documentation and Country-by-Country 
Reporting). As a result, the transfer pricing docu-
mentation now consists of:

• a master file;
• a country-specific and company-related local 

file; and
• a country-specific country-by-country report.

The information exchange standards and report-
ing obligations arising from the amendments to 
the EU Mutual Administrative Cooperation Direc-
tive have also been implemented into German 
law. The amended transfer pricing documenta-
tion rules are applicable for fiscal years starting 
after 31 December 2016.

BEPS Action 5
As of 1 January 2017, tax rulings (ie, advance 
cross-border rulings and advance pricing 
arrangements) issued, reached, amended or 
renewed after 31 December 2014 must auto-
matically be exchanged amongst EU member 
states. These amendments take the recommen-
dations made in BEPS Action 5 (Measures to 
Counter Harmful Tax Practices) into account.

Furthermore, Germany has introduced a provi-
sion to limit the tax deductibility of licence fees 

or royalty payments to foreign-related parties 
that benefit from preferential tax regimes (such 
as intellectual property, licences or patent box-
es) that are incompatible with the OECD nexus 
approach of BEPS Action 5 (Measures to Coun-
ter Harmful Tax Practices).

In addition, the BEPS 1 Implementation Act 
introduced a new regulation into domestic law to 
prevent the double taxation of business expens-
es (ie, double deduction) for partnerships, effec-
tive from 1 January 2017.

OECD Multilateral Instrument
Germany signed the OECD Multilateral Instru-
ment (MLI) in June 2017. As a first step, Ger-
many would like to amend more than 30 of its 
96 DTTs, provided that the other countries agree. 
In November 2020, the MLI was introduced as 
part of a national legislative procedure; however, 
the implementation law only covers 14 DTTs. In 
compliance with the recommendation of BEPS 
Action 12 and the EU Directive on Administrative 
Cooperation in the field of taxation, the German 
government managed to implement an obliga-
tion to notify cross-border tax arrangements into 
national law within the set deadline of 31 Decem-
ber 2019 (see 7.1 Overarching Anti-Avoidance 
Provisions).

EU Anti-Tax Avoidance Directive
The Federal Ministry of Finance started work-
ing on the implementation of the EU Anti-Tax 
Avoidance Directive at the end of 2019, with the 
federal government passing a draft law on 24 
March 2021. The law passed the German legisla-
tion process on 30 June 2021.

9.2 Government Attitudes
The German government has fully supported the 
BEPS project at all times, and Germany played 
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a prominent role in the project, both politically 
and professionally.

As Germany already has comparably strict tax 
laws, the particular intention of the German 
government with regard to BEPS is to enforce 
stricter international taxation standards in the EU 
and other countries, in order to achieve fair tax 
competition between countries.

On 14 December 2022, the EU Commission 
presented a directive to ensure a minimum level 
of taxation of 15% of multinational enterprise 
groups within the EU (published on 22 Decem-
ber 2022). Such directive was implemented into 
German tax law in 2023 and the minimum taxa-
tion applies as of 2024 for multinational enter-
prises that have generated revenue of EUR750 
million or more in at least two of the last four 
financial years.

Furthermore, the EU Commission intends to 
work swiftly on regulations to implement the 
allocation of taxing rights under Pillar One of 
the OECD plans.

The Unshell Directive
On 22 December 2021, the EU Commission 
presented a proposal for a directive in the fight 
against shell entities (Briefkastenfirmen) within 
the EU (the “Unshell Directive”). This proposal 
(also referred to as ATAD III) intends to establish 
new transparency standards around the use of 
shell entities by using a number of indicators 
related to income, staff and premises to detect 
entities that exist merely on paper. The imple-
mentation at the level of the member states was 
planned for 2023 so that the national regulations 
can apply from 2024, but the proposed direc-
tive has not yet been implemented due to the 
concerns of some member states. It is therefore 

unclear whether this directive will be completed/
implemented at all.

On 11 May 2022, the EU Commission present-
ed another proposal for the alignment of the 
tax treatment of equity and debt under the so-
called Debt Equity Bias Reduction Allowance 
(DEBRA) Initiative. The objective is to reduce tax 
incentives for debt financed investments and to 
incentive equity investments by implementing a 
notional interest deduction on equity and a limit-
ed deductibility of interest expenses (deductibil-
ity is limited to 85% of interest expenses). Nego-
tiations are currently temporarily suspended and 
may result in a limited reporting obligation only.

9.3	 Profile	of	International	Tax
There is public concern over whether the current 
applicable international tax law is able to keep 
up with the challenges of globalisation or if it 
enables tax avoidance and allows base erosion 
and profit shifting advantages. The discussion 
was sparked in 2012 by media reports of Star-
bucks avoiding taxes on a large scale in the UK, 
and was extended to global IT firms and swept 
over other EU countries.

Developments such as “the Luxembourg Leaks” 
and “the Panama Papers” particularly influenced 
public and political discussions on aggressive 
tax structures (such as intellectual property 
boxes) and underlying tax rulings, which led to 
tax rates of less than 5%. As a result, not only 
the German business and political press but also 
the tabloids frequently reported on such devel-
opments. However, neither the BEPS project 
nor the implementation of its recommendations 
receives significant media attention.

9.4 Competitive Tax Policy Objective
As a strong export country, Germany does not 
pursue a competitive tax policy objective. In fact, 
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Germany has already introduced anti-abuse 
and CFC rules to limit base erosion and profit 
shifting. As a result, Germany seeks to achieve 
international standards for fair and realistic tax 
competition.

9.5 Features of the Competitive Tax 
System
Germany does not have a competitive tax sys-
tem, state aid or other similar constraints that 
might be particularly affected by anti-BEPS 
measures.

9.6 Proposals for Dealing With Hybrid 
Instruments
Hybrid instruments have mainly been used in 
Germany for cross-border financing. Germany 
has implemented a domestic anti-abuse rule (the 
“correspondence principle”) for interest income 
and dividend payments from hybrid instruments 
of foreign corporations, which is applicable as of 
the 2014 assessment year. Furthermore, the very 
same correspondence principle has been con-
sidered in the EU Parent-Subsidiary Directive.

In line with the BEPS 1 Implementation Act, 
a separate regulation to prevent the double 
deduction of business expenses for partnerships 
has been introduced into German domestic law, 
effective from 1 January 2017. The recommen-
dations of BEPS Action 2 have largely been 
incorporated into ATAD II.

In the course of the implementation of the ATAD 
II regulations, in 2020 Germany enacted a law 
limiting the tax deductibility of business expens-
es in the case of hybrid arrangements. The limi-
tation applies, inter alia, if:

• expenses are recorded twice in two countries; 
or

• an expense is deducted at the level of a Ger-
man entity but the related income is not sub-
ject to taxation in the foreign country due to a 
hybrid arrangement (or a hybrid legal entity).

9.7 Territorial Tax Regime
The German tax regime is residence-based 
rather than territorial. Germany generally taxes 
worldwide income, subject to DTTs that usually 
exempt interest income of foreign shareholders 
from taxation.

9.8 Controlled Foreign Corporation 
Proposals
With respect to EU law, conflicts may be loom-
ing with the general drift of the CFC proposals, 
particularly with regard to the freedom of estab-
lishment. The ECJ has decided in the case of 
Cadbury Schweppes that CFC rules unjustifiably 
restrict the freedom of establishment, unless 
the specific objective of a CFC rule is to prevent 
conduct involving the creation of wholly artificial 
arrangements that do not reflect economic real-
ity, with a view to escaping the tax normally due 
on the profits generated by activities carried out 
in national territory. Thus, the case law of the 
ECJ has limited the application of CFC rules. 
It is questionable whether the BEPS proposals 
consider this fact.

Apart from that, German tax law already pro-
vides for strict CFC rules for offshore subsidi-
aries whose passive income is taxed at “low 
rate” of less than 15% (25% for passive income 
of fiscal years ending before 1 January 2024). 
These CFC rules have recently been renewed 
and hence no further amendments are expected 
in the near future; see 6.5 Taxation of Income of 
Non-Local Subsidiaries Under Controlled For-
eign Corporation-Type Rules.
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9.9 Anti-Avoidance Rules
To address the inappropriate granting of treaty 
benefits and other potential treaty abuse scenar-
ios, Germany implemented domestic “anti-treaty 
shopping rules” several years ago (see 4.1 With-
holding Taxes). According to these regulations, 
benefits will not be granted if a company’s main 
purpose is to gain access to advantageous con-
ditions derived from a DTT and/or EU directives 
(eg, the EU Parent-Subsidiary Directive).

Furthermore, domestic subject-to-tax clauses to 
prevent under-taxation and non-taxation due to 
DTT or EU directive benefits and CFC rules are 
in place. Thus, German tax law already provides 
adequate regulations to address the abuse of 
benefits and tax avoidance in general.

9.10 Transfer Pricing Changes
Transfer pricing matters for intellectual property 
are a crucial issue for companies and advisers 
in Germany, as the evaluation, benchmarking 
and documentation of intellectual property are 
always challenged in German tax audits.

As a result of the transfer pricing documenta-
tion concept with the implemented country-by-
country reporting, as well as the master file and 
the local file, intellectual property must be docu-
mented more extensively. Therefore, comments 
must be made regarding the creation, beneficial 
ownership, chances and risks, etc, of intellec-
tual property. The concept does not radically 
change things; however, intellectual property will 
be more transparent for tax authorities in Ger-
many and other countries. Consequently, there 
are some concerns that this could lead to more 
challenging tax field audit procedures, includ-
ing income corrections in Germany and other 
countries.

9.11 Transparency and Country-by-
Country Reporting
Due to German transfer pricing reporting and 
documentation requirements, a certain transpar-
ency with regard to intercompany cross-border 
transactions already existed prior to the BEPS 
project. Furthermore, there are disclosure obli-
gations if a German tax resident (an individual or 
a legal entity) establishes permanent enterprises 
or partnerships abroad or acquires shares in for-
eign corporations.

Concerns are being raised in connection with 
the country-by-country reporting that has been 
implemented by the BEPS 1 Implementation 
Act, as companies will face further significant 
administrative barriers in the future. Finally, 
increased bureaucracy is to be expected due to 
the new disclosure obligations for cross-border 
tax arrangements based on BEPS Action 12 (see 
9.1 Recommended Changes).

9.12 Taxation of Digital Economy 
Businesses
Prompted by BEPS Action 1, the EU Commis-
sion adopted two legislative proposals in March 
2018 relating to the taxation of digital activities 
in the EU. One of the two draft directives seeks 
to reform corporate tax rules so that profits are 
registered and taxed where businesses have 
significant interaction with users through digital 
channels. However, the EU draft directive relat-
ing to the taxation of digital economy businesses 
has not yet been adopted, and no German draft 
legislation has yet been published to this effect.

9.13 Digital Taxation
The second legislative proposal relating to the 
taxation of digital activities that was adopted by 
the EU Commission in March 2018 (see 9.12 Tax-
ation of Digital Economy Businesses) sought to 
impose an interim digital tax but was rejected 
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at the EU finance ministers’ meeting in March 
2019. As one of the opposing EU members, 
Germany had rejected the proposed European 
digital tax in order not to pre-empt an interna-
tional solution at G20 level. With the publication 
of the EU directive to ensure a minimum level of 
taxation of multinational enterprise groups (see 
9.2 Government Attitudes), which is intended to 
target digital economy businesses in particular, 
national digital taxes are no longer expected.

9.14	 Taxation	of	Offshore	IP
Germany has restricted the tax deductibility 
of licence fees or royalty payments to foreign-
related parties that benefit from preferential 
tax regimes (ie, licences or patent boxes) since 
January 2018, in order to discourage harmful tax 
practices relating to offshore intellectual prop-
erty. This restriction, however, does not apply 
if a preferential tax regime is compliant with the 
nexus approach of BEPS Action 5 and hence 
requires a sufficient degree of substance and 
research activity on the part of the licensor. From 
2024 onwards, tax deductibility is only restricted 
if the licence fees are taxed below 15% under 
the preferential tax regime (below 25% before 31 
December 2023).
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ISOLAS LLP is a market-leading full-service 
Gibraltar law firm providing commercial and 
pragmatic advice to international corporate and 
personal clients. It puts clients first, matching 
their needs to the best person for the job. With 
the legal expertise and dynamism of a firm at 
the vanguard of developments in legal solutions 
designed to tackle an ever-evolving range of 
issues, ISOLAS stays ahead of the curve and 

makes sure its clients do the same. The firm 
provides expert advice across a number of sec-
tors, working with a wide international client 
base that often requires cross-border solutions. 
The ISOLAS tax team has assisted in a wide va-
riety of tax planning and structuring scenarios 
involving private individuals, businesses and 
charitable organisations to achieve maximum 
efficiency.
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1. Types of Business Entities, 
Their Residence and Basic Tax 
Treatment
1.1 Corporate Structures and Tax 
Treatment
Although businesses in Gibraltar generally adopt 
a corporate form, they could be set up as a com-
pany, a sole trader or a partnership.

Company
Companies in Gibraltar may take various forms:

• companies limited by guarantee (with or with-
out a share capital);

• companies limited by shares;
• protected cell companies; and
• unlimited companies.

Companies limited by shares are by far the 
most common form of corporate vehicle in use 
in Gibraltar. These may be set up as a private 
company (in which case the company’s shares 
or debentures are not allowed to be offered to 
the general public) or as a public company (in 
which case the company’s shares or debentures 
are allowed to be offered to the general public).

Every type of company will have separate legal 
personality and will be taxable as a separate 
legal entity.

Protected cell company
For the purposes of taxation, the protected cell 
company and each of its cells shall be consid-
ered as if each cell were a separate company.

Sole Trader
Becoming a sole trader is the simplest way to 
start a business, as it is an individual who owns 
and runs their own business as an individual on 

their account. A sole trader business does not 
have any legal identity separate to its owner.

Sole traders would need to be registered as self-
employed persons with the relevant authorities.

Sole traders are taxed as individuals.

Partnership
There are three types of partnerships:

• general partnerships;
• limited partnerships (LPs); and
• limited liability partnerships (LLPs) (see 1.2 

Transparent Entities).

Partnerships are transparent for tax purposes. 
As a result, every partner (whether a company or 
individual) would be taxed on their share of the 
taxable income generated by the partnership.

Other Structures
Gibraltar law also provides a framework for the 
establishment of trusts and foundations.

Trusts
Trust legislation in Gibraltar is generally based on 
the UK’s trust law. The Trustees Act of Gibraltar 
is the main governing act, which applies the pro-
visions of the Convention on the Law Applicable 
to Trusts and on their Recognition, with various 
additions, such as the establishment of asset 
protection trusts.

The trustees of a trust resident in Gibraltar shall 
be charged tax at the prescribed rate in respect 
of any assessable income.

Foundations
The Private Foundations Act came into force in 
2017 and provides a framework for the estab-
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lishment, registration and operation of a foun-
dation.

A foundation is a legal entity separate from its 
founder, its councillors and its beneficiaries (if 
any), and is able to hold assets in its own name 
as absolute legal and beneficial owner. The foun-
dation’s constitution is comprised of a charter 
and rules setting out the information that gov-
erns the management and administration of the 
foundation, as well as the provisions governing 
the guardian and beneficiaries (if any).

Beneficiaries of a foundation who are ordinar-
ily resident in Gibraltar shall be charged tax at 
the prescribed rate in respect of any assessable 
income.

Unlike a trust, it is the foundation itself that is 
subject to tax.

1.2 Transparent Entities
General Partnerships
General partnerships are established under the 
Partnership Act 1895, and are also referred to 
as “traditional” partnerships. In general part-
nerships, each partner can act on behalf of the 
partnership in the conduct of its business, with 
binding effect on the other partners, and all part-
ners have unlimited liability for the debts of the 
partnership. A general partnership is not a legal 
person.

Limited Partnerships
The concept of “limited partnership” was intro-
duced by the Limited Partnerships Act 1927. It 
allows a person to be “limited partner”, whose 
liability for the partnership’s debts is limited to 
their capital contribution to the partnership. A 
limited partnership must consist of at least one 
general partner, whose liability is unlimited, and 
one limited partner; limited partners must not be 

involved in the management of the partnership’s 
business.

The Limited Partnerships Act 2021 (which 
repealed the Limited Partnerships Act 1927) 
and the Protected Cell Limited Partnerships Act 
2021 came into effect in 2021, modernising and 
adapting the existing legislation.

The Limited Partnerships Act has been meticu-
lously designed to provide a framework for, inter 
alia:

• the partnership interests of limited partner-
ships being represented by shares, bonds, 
notes, loans or other debt securities or instru-
ments;

• limited partners being able to undertake a 
more active role in the affairs of the limited 
partnership without forfeiting their limited 
liability; and

• the general partners of a limited partnership 
being able to elect whether or not the limited 
partnership is to have legal personality.

The act also ensures that the voting rights of 
each partner will be in proportion to their part-
nership interest, unless otherwise varied.

The Protected Cell Limited Partnerships Act 
allows limited partnerships that are set up as 
funds to create one or more cells to protect 
and segregate cellular assets from non-cellular 
assets, and to keep each cell separate and sep-
arately identifiable from other cells.

Limited Liability Partnerships
Limited liability partnerships are established 
under the Limited Liability Partnerships Act 
2009 as “body corporate” with legal personality 
separate from its members. This enables each 
member to limit their liability for the partnership’s 
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debts to an amount agreed with the other mem-
bers of the LLP (usually the capital they have 
invested in the LLP).

1.3 Determining Residence of 
Incorporated Businesses
A company is considered “ordinarily resident” in 
Gibraltar when it is:

• managed and controlled from Gibraltar; or
• managed and controlled outside Gibraltar by 

persons who are ordinarily resident in Gibral-
tar.

An individual is considered ordinarily resident 
in Gibraltar when (regardless of whether such 
individual is domiciled in Gibraltar or not) in any 
year of assessment they are:

• present in Gibraltar for a period of at least 
183 days, or periods together amounting to at 
least 183 days; or

• present in Gibraltar for more than 300 days 
in aggregate over three consecutive years of 
assessment.

There is no statutory definition of “management 
and control” under Gibraltar law. Instead, what 
constitutes management and control is gov-
erned by English case law, which usually refers 
to the highest level of oversight.

There is no separate concept of “residence” as 
opposed to ordinarily resident.

1.4 Tax Rates
Companies
The standard rate of taxation for a company is 
15%. Utility and energy provider companies are 
liable to a higher rate of 20%.

Generally, companies are taxed on a territorial 
basis of taxation (see 2.1 Calculation for Tax-
able	Profits).

Transparent Entities
Due to the fact that partnerships are transpar-
ent entities for tax purposes, the profits or gains 
from the partnership are deemed to be the share 
to which the partner was entitled.

The rate to which the partner would be subject 
would depend on the type of partner (ie, a com-
pany or individual).

Individuals
Individual taxpayers have the choice of being 
taxed under either an Allowance Based System 
(ABS) or a Gross Income Based System (GIBS). 
Regardless of the system opted for, upon final 
assessment the Income Tax Office will apply the 
system that is most beneficial to the taxpayer.

Allowance Based System
This system enables an individual to claim cer-
tain allowances against assessable income, 
including:

• personal;
• spouse;
• child;
• nursery school;
• medical insurance premiums paid;
• life assurance premiums paid;
• pension contributions paid;
• first-time home purchase;
• mortgage interest;
• low income allowance and credit;
• social insurance contributions paid; and
• pensioner.
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The tax rates under the ABS are as follows:

• 14% on the first GBP4,000;
• 17% on the next GBP12,000; and
• 39% on the balance.

Gross Income Based System
Under the GIBS, a taxpayer is entitled to very 
few allowances/reliefs, but the applicable rates 
are lower. The allowances/reliefs available under 
the GIBS include:

• first-time home purchase;
• mortgage interest;
• pension contributions paid; and
• medical insurance premiums paid.

The tax rates under the GIBS are as follows.

• Individuals with gross income of up to 
GBP25,000:
(a) 6% on the first GBP10,000;
(b) 20% on GBP10,001 to GBP17,000; and
(c) 28% on the balance.

• Individuals with gross income of more than 
GBP25,000:
(a) 16% on the first GBP17,000;
(b) 19% on the next GBP8,000;
(c) 25% on the next GBP15,000;
(d) 28% on the next GBP65,000; and
(e) 25% on the balance.

Any taxpayer with income of GBP11,450 or less 
is not liable to income tax in Gibraltar.

Other Rates of Tax, Duties and Contributions
Stamp duty
There is a fixed charge of GBP10 per share or 
loan transaction. Stamp duty is applicable for 
companies and transparent entities that pur-
chase residential real estate in Gibraltar, and is 
payable at the following rates.

• For first and second time buyers, the stamp 
duty rates are as follows:
(a) 0% where the value of the property does 

not exceed GBP300,000;
(b) 5.5% where the value of the property 

exceeds GBP300,000 but is less than 
GBP350,000;

(c) 3.5% where the value of the property 
exceeds GBP350,000 but is less than 
GBP800,000; and

(d) 4.5% where the value of the property 
exceeds GBP800,000.

• For third time or more buyers and compa-
nies purchasing properties valued at under 
GBP200,000, no stamp duty is payable.

• For third time or more buyers and companies 
purchasing properties valued at between 
GBP200,000 and GBP350,000:
(a) 2% where the value of the property is 

between GBP0 and GBP250,000; and
(a) 5.5% where the value of the property is 

between GBP250,000 and GBP350,000.
• For third time or more buyers and compa-

nies purchasing properties valued at over 
GBP800,000:
(a) 3% where the value of the property is 

between GBP0 and GBP350,000;
(b) 3.5% where the value of the property is 

between GBP350,000 and GBP800,000; 
and

(c) 4.5% where the value of the property is 
over GBP 800,000.

Stamp duty is also payable on mortgages or 
further advances secured in Gibraltar, at the fol-
lowing rates:

• 0.13% for a mortgage of GBP200,000 or less;
• 0.20% for a mortgage of over GBP200,000; 

and
• 0.03% of the amount borrowed for the 

release of a mortgage.
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Tax on sale of shares of companies
In general, tax is not payable on the sale of 
shares in a Gibraltar company, unless that com-
pany owns real estate in Gibraltar.

Import duty
Goods that are imported into Gibraltar are sub-
ject to import duty at varying rates (with some 
exemptions).

Social insurance
Social insurance contributions are payable by 
every employee or self-employed person in any 
week in which they work.

Employee contributions are 10% of gross earn-
ings, subject to a minimum of GBP13.65 per 
week or GBP59.15 per month and a maximum 
of GBP38.85 per week or GBP168.35 per month.

Employer contributions are based on 18% 
of gross earnings, subject to a minimum of 
GBP30.45 per week or GBP131.95 per month 
and a maximum of GBP53.55 per week or 
GBP232.05 per month.

Self-employed contributions are 20% of gross 
earnings, subject to a minimum of GBP29.00 per 
week or GBP125.67 per month and a maximum 
of GBP51.00 per week or GBP221.00 per month.

Individuals aged 60 and over and those whose 
statutory occupational retirement age is earlier 
than 60 are exempt from paying the employee’s 
share of social insurance contributions.

2. Key General Features of the Tax 
Regime Applicable to Incorporated 
Businesses
2.1	 Calculation	for	Taxable	Profits
Companies are taxed on a territorial basis, mean-
ing that only income accrued in or derived from 
Gibraltar will be subject to taxation in Gibraltar. 
“Accrued in or derived from” refers to the loca-
tion of the activities that give rise to the profits 
of the company.

The income of a business whose income arises 
from an underlying activity that requires a licence 
and regulation under any law of Gibraltar (such 
as a business licence or a licence issued by 
the Gibraltar Financial Services Commission), 
or that is licensed in another jurisdiction but 
enjoys passporting rights into Gibraltar, shall be 
deemed to accrue in and derive from Gibraltar.

Intercompany loan interest (which exceeds 
GBP100,000 per annum) and royalty income 
shall be deemed to accrue in and derive from 
Gibraltar if it is received by a company that is 
registered in Gibraltar.

The Income Tax Act 2010 prescribes the rules for 
ascertaining profits or gains in Gibraltar, which 
shall be computed in accordance with Gibral-
tar Generally Accepted Accounting Practice. In 
addition, UK or international accounting stand-
ards may apply.

Profits are taxed on an accruals basis.

Deductions
Generally, any expense incurred wholly and 
exclusively for the production of income shall 
be allowable as a tax-deductible expense.
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No deduction shall be allowed in respect of:

• expenses not incurred for the production of 
income;

• domestic or private expenses;
• any expenses of a capital nature (although 

capital allowances are available – see below);
• any sum recoverable under an insurance con-

tract or contract of indemnity;
• any tax charged in Gibraltar under the Income 

Tax Act;
• the depreciation of assets (although capital 

allowances are available – see below);
• contributions paid to non-approved pension 

schemes;
• interest paid other than on borrowing for the 

purposes of the trade or business; and
• certain other expenses, under relevant anti-

avoidance provisions.

Capital Allowances
The capital allowances for accounting periods 
ending between 1 July 2021 and 30 June 2023 
were based on the higher of the following:

• the first year allowance for plant and machin-
ery of up to GBP30,000 was fully deduct-
ible, with the balance going into a pool (see 
below);

• the first year allowance for computer equip-
ment of up to GBP5000,000 was fully deduct-
ible, with the balance going into a pool; or

• a pool allowance of 15% annually on a reduc-
ing balance basis.

Incentives
There are also a number of incentives available 
to companies, which may be taken as deduc-
tions. These include deductions for approved 
expenditure on premises, for improvement in 
EPC rating, for training costs towards qualifying 
qualifications and for property investment.

2.2 Special Incentives for Technology 
Investments
No special incentives exist for technology invest-
ments in Gibraltar.

2.3 Other Special Incentives
No special incentives apply to particular indus-
tries.

2.4 Basic Rules on Loss Relief
A company is able to carry forward any losses 
against future profits indefinitely, provided that 
there is no change in ownership nor any major 
change in the nature and conduct of the busi-
ness within a period of three years. There is no 
provision for the carrying back of losses.

The Gibraltar Parliament has introduced a Bill to 
amend the Income Tax Act to include a provision 
to allow for the carrying forward of losses when 
an intra-group transfer occurs. Please note that 
this has not yet been commenced.

2.5 Imposed Limits on Deduction of 
Interest
General Provisions
Any interest incurred for the production of 
income shall be deductible. Any interest paid or 
payable to a person not resident in Gibraltar that 
is charged at more than a reasonable commer-
cial rate shall not be deductible.

A deduction is not allowed for any interest paid 
or payable on money borrowed other than for 
the purposes of the trade or profession that gen-
erates the income, or for acquiring the capital 
employed in acquiring the trade or profession 
that generates the income.
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Specific	Anti-Avoidance	Provisions
Thin capitalisation
Interest paid on a loan by a company to related 
parties (which are not themselves companies), 
or on loans where security is provided by related 
parties, where the ratio of the value of the loan 
capital to the equity of the company exceeds 
5:1 is considered as a dividend payment and is 
therefore not a deductible expense for tax pur-
poses.

Payments to connected parties
The amount of interest paid to connected per-
sons that is in excess of that payable at “arm’s 
length” is deemed a dividend payment and is 
therefore not a deductible expense for tax pur-
poses.

Interest limitation rule
The interest limitation rule provides that exceed-
ing interest expenses are deductible up to either 
30% of earnings before interest, taxes, depre-
ciation and amortisation (EBITDA) or EUR3 mil-
lion, whichever is higher.

2.6 Basic Rules on Consolidated Tax 
Grouping
There are no rules in Gibraltar for consolidated 
tax groupings.

2.7 Capital Gains Taxation
There is no capital gains taxation in Gibraltar.

2.8 Other Taxes Payable by an 
Incorporated Business
On a transaction involving Gibraltar property, 
there may be property rates payable as well as 
any possible charge by a landlord for the con-
sent for an assignment. Stamp duty may also be 
payable (see 1.4 Tax Rates).

2.9 Incorporated Businesses and 
Notable Taxes
Exit Tax applies when:

• a taxpayer transfers assets from its head 
office to its permanent establishment outside 
Gibraltar, and Gibraltar, as the head office, 
no longer has the right to tax the transferred 
assets due to the transfer;

• an entity transfers assets from its permanent 
establishment in Gibraltar to its head office 
or another permanent establishment outside 
Gibraltar, and Gibraltar no longer has the 
right to tax the transferred assets due to the 
transfer;

• a taxpayer transfers its tax residence from 
Gibraltar to another jurisdiction, except for 
those assets that remain effectively con-
nected with a permanent establishment in 
Gibraltar; and

• a taxpayer transfers the business carried on 
by its permanent establishment from Gibraltar 
to another jurisdiction, and Gibraltar no longer 
has the right to tax the transferred assets due 
to the transfer.

“transfer of business” is defined as when the 
entity ceases to have a taxable presence in 
Gibraltar and acquires a taxable presence in 
another jurisdiction, without becoming tax resi-
dent in that other jurisdiction. “transfer of assets” 
is defined as when Gibraltar loses the right to tax 
the transferred assets, while the assets remain 
under the ownership of the same taxpayer.

For the purposes of the above, “taxpayer” means 
an ordinarily resident company that has assess-
able income under the provisions of the Income 
Tax Act 2010, or a permanent establishment of 
such company resident outside Gibraltar.



GIBRALtAR  Law aNd PraCTiCE
Contributed by: Stuart Dalmedo, Adrian Pilcher and Louise Anne Turnock, ISOLAS LLP 

287 CHAMBERS.COM

Tax would be applied at the applicable corporate 
rate on the difference between the market value 
of the transferred assets at the time of exit of the 
assets, minus their value for tax purposes.

3. Division of Tax Base Between 
Corporations and Non-Corporate 
Businesses
3.1 Closely Held Local Businesses
Most closely held local businesses operate in 
corporate form through a company. However, a 
growing number of local businesses are operat-
ing as sole traders.

3.2 Individual Rates and Corporate Rates
There are no rules that prevent individual profes-
sionals from earning income in a corporate form.

Whilst corporate rates (generally 15%) are lower 
than individual rates (effective rate of 26%), if 
the individual then draws any income out of the 
corporation then this income would be taxable 
in the hands of the individual at the individual 
rates (either under the PAYE system, in relation 
to a salary, or as a dividend payment).

Gibraltar also has specific legislation regarding 
benefits in kind, which are treated as gains from 
employment and include:

• expense payments;
• vouchers and credit tokens;
• living accommodation;
• cars, vans and related expenditure;
• loans to employees, directors and sharehold-

ers; and
• removal benefits and expenses.

There is also a catch-all provision for other ben-
efits that are not specifically listed above.

The employer may opt to pay the tax on the ben-
efits on behalf of an employee at the following 
rates:

• 0% where the total annual value is less than 
GBP250;

• 20% where the value is between GBP250 and 
GBP15,000; and

• 29% where the value is over GBP15,000.

3.3 Accumulating Earnings for 
Investment Purposes
There are no rules in place to prevent closely 
held corporations from accumulating earnings 
for investment purposes. It is important to note 
that there are anti-avoidance provisions under 
Gibraltar tax legislation, which the Commission-
er of Income Tax may apply to transactions or 
arrangements he or she deems to be “artificial 
or fictitious”.

3.4 Sales of Shares by Individuals in 
Closely Held Corporations
In Gibraltar, there is no specific regulation for the 
sales of shares by individuals in closely held cor-
porations. Individuals would be taxed in Gibral-
tar at normal individual rates on the receipt of 
dividends (minus the tax credit given for any 
Gibraltar tax incurred by a company) unless:

• the individual is not ordinarily resident in 
Gibraltar; or

• the dividends are paid out of profits on which 
no tax has been charged in Gibraltar to the 
extent that the amount of the dividend repre-
sents the distribution of such profits.

3.5 Sales of Shares by Individuals in 
Publicly Traded Corporations
Dividends are not taxed in Gibraltar if they are 
paid by a company whose shares are listed on 
a recognised stock exchange.
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4. Key Features of Taxation of 
Inbound Investments

4.1 Withholding Taxes
Gibraltar does not apply any withholding tax to 
interest, dividends and royalties.

4.2 Primary Tax Treaty Countries
Gibraltar and the UK signed a tax treaty (based 
on the OECD model) in October 2019, which 
came into force in April 2020.

An international tax agreement between the UK 
and Spain concerning Gibraltar (with the UK 
acting in its position as the recognised state 
responsible for Gibraltar’s external relations) was 
signed in March 2019, and came into force in 
March 2021.

4.3 Use of Treaty Country Entities by 
Non-Treaty Country Residents
It is too early to comment on whether local tax 
authorities will challenge the use of treaty coun-
try entities by non-treaty country residents, as 
the two agreements listed in 4.2 Primary Tax 
Treaty Countries have only recently come into 
force.

4.4 Transfer Pricing Issues
The general anti-avoidance rule in the Income 
Tax Act should be interpreted in the manner 
that best secures consistency with the OECD 
Transfer Pricing Guidelines for Multinational 
Enterprises and Tax Administrations and other 
documents designated as comprising part of the 
transfer pricing guidelines.

4.5 Related-Party Limited Risk 
Distribution Arrangements
At present, there is no legislation in Gibraltar that 
governs the use of related-party limited risk dis-

tribution arrangements for the sale of goods or 
provision of services.

4.6 Comparing Local Transfer Pricing 
Rules and/or Enforcement and OECD 
Standards
See 4.4 Transfer Pricing Issues.

4.7 International Transfer Pricing 
Disputes
At this moment in time, it is too early to tell wheth-
er any international transfer pricing disputes will 
be resolved through double tax treaties and 
mutual agreement procedures, as Gibraltar’s tax 
treaties have only been entered into recently (see 
4.2 Primary Tax Treaty Countries).

5. Key Features of Taxation of Non-
Local Corporations

5.1 Compensating Adjustments When 
Transfer Pricing Claims Are Settled
Gibraltar has limited application of specific 
transfer pricing mechanisms, so the compensat-
ing adjustments allowed/made when a transfer 
pricing claim is settled are unclear.

5.2	 Taxation	Differences	Between	Local	
Branches and Local Subsidiaries of Non-
Local Corporations
Local branches of non-local corporations are 
not taxed differently to local subsidiaries of 
non-local corporations – the local branch or 
subsidiary would be liable to tax in Gibraltar on 
any assessable income that is accrued in and 
derived from Gibraltar (see 2.1 Calculation for 
Taxable	Profits).

5.3 Capital Gains of Non-Residents
Gibraltar does not have any capital gains tax.
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5.4 Change of Control Provisions
A change of control of a local entity that owns 
Gibraltar real estate would trigger stamp duty 
and property fees (see 2.8 Other Taxes Payable 
by an Incorporated Business).

A change in control could result in tax losses 
not being available for set-off against future 
profits, provided there is also a major change in 
the nature and conduct of the business (see 2.4 
Basic Rules on Loss Relief).

5.5 Formulas Used to Determine Income 
of	Foreign-Owned	Local	Affiliates
This is not applicable in Gibraltar.

5.6 Deductions for Payments by Local 
Affiliates
The Commissioner of Income Tax does not apply 
a specific standard in allowing a deduction for 
payments by local affiliates for management and 
administrative expenses by a non-local affiliate. 
However, if the Commissioner regards a com-
pany’s expenses with a connected party as a 
means to reduce the company’s tax liability, 
they may apply restrictions on the deduction of 
said expenses. This restriction may be imposed 
against 5% of the gross turnover of the company 
or 75% of the pre-expenses profit, whichever is 
lower.

There is also a restriction on head office expens-
es incurred for the common purpose of a branch, 
at 5% of the branch turnover.

5.7 Constraints on Related-Party 
Borrowing
There are no specific rules regarding financing 
operations between related parties, but limits 
on interest payments could be made (see 2.5 
Imposed Limits on Deduction of Interest).

6. Key Features of Taxation 
of Foreign Income of Local 
Corporations
6.1 Foreign Income of Local 
Corporations
Subject to the CFC rules (see 6.5 Taxation of 
Income of Non-Local Subsidiaries Under 
Controlled Foreign Corporation-Type Rules), 
Gibraltar follows the territoriality principle, mean-
ing that only Gibraltar-sourced income is subject 
to taxation in Gibraltar (see 2.1 Calculation for 
Taxable	Profits).

6.2 Non-Deductible Local Expenses
Local expenses attributable to exempt foreign 
income would not be deductible for tax pur-
poses.

6.3 Taxation on Dividends From Foreign 
Subsidiaries
Dividends received by a company from another 
company are exempt from tax.

6.4 Use of Intangibles by Non-Local 
Subsidiaries
Generally, intangibles developed by local com-
panies can be used by non-local subsidiaries in 
their business without incurring corporate tax in 
Gibraltar. However, if the Gibraltar company is 
in receipt of income in respect of the non-local 
subsidiaries’ use of such intangibles, it may be 
deemed royalty income and would be subject to 
taxation in Gibraltar.

6.5 Taxation of Income of Non-Local 
Subsidiaries Under Controlled Foreign 
Corporation-Type Rules
CFC rules have been introduced, under which 
the non-distributed income of a company or per-
manent establishment arising from non-genuine 
arrangements that have been put in place for the 
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essential purpose of obtaining a tax advantage 
must be included as income of the taxpayer for 
that tax period.

In order for an entity or permanent establishment 
to be considered a CFC under the Regulations, 
two conditions must be satisfied:

• firstly, in the case of an entity, the taxpayer 
must by itself or together with its associated 
enterprises hold a direct or indirect participa-
tion of more than 50% of the voting rights or 
capital, or must be entitled to receive more 
than 50% of the profits of that entity; and

• secondly, the actual tax paid on its profits 
by that entity or permanent establishment 
is lower than the difference between the tax 
that would have been charged on the entity or 
permanent establishment in accordance with 
the Income Tax Act and the actual tax paid on 
its profits.

An arrangement or series of arrangements is 
regarded as non-genuine under the Regulations 
to the extent that the entity or permanent estab-
lishment would not own the assets or would not 
have undertaken the risk that generates all or 
part of its income if it were not controlled by a 
company where the significant people functions 
that are relevant to those assets and risks are 
carried out and are instrumental in generating 
the CFC’s income. Where there is such a non-
genuine arrangement, the income to be included 
will be calculated in accordance with the arm’s 
length principle.

In order to ensure that there is no double deduc-
tion, the following applies:

• where the entity distributes profits to the 
taxpayer, and those distributed profits are 
included in the assessable income of the 

taxpayer, the amounts of income previously 
included as income of the taxpayer shall be 
deducted from the income of the taxpayer 
when calculating the amount of tax due on 
the distributed profits;

• where the taxpayer disposes of its participa-
tion in the entity of the business carried out 
by the permanent establishment, and of any 
part of the proceeds from the disposal previ-
ously having been included in the income of 
the taxpayer, that amount shall be deducted 
from the income of the taxpayer when calcu-
lating the amount of tax due on those pro-
ceeds; and

• the Commissioner of Income Tax shall also 
allow a deduction of the tax paid by the entity 
or permanent establishment in its state of 
residence or location from the tax liability of 
the taxpayer in accordance with Section 37 of 
the Income Tax Act.

Entities or permanent establishments with 
accounting profits of no more than EUR750,000 
and non-trading income of no more than 
EUR75,000, or those whose accounting profits 
amount to no more than 10% of their operating 
costs for the tax period, will not be considered 
CFCs under the Regulations.

6.6 Rules Related to the Substance of 
Non-Local	Affiliates
There are no rules applicable to the substance 
of non-local affiliates.

6.7 Taxation on Gain on the Sale of 
Shares	in	Non-Local	Affiliates
There is no capital gains taxation in Gibraltar.
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7. Anti-Avoidance

7.1 Overarching Anti-Avoidance 
Provisions
The overarching anti-avoidance provision in 
place in Gibraltar relates to the principle of “arti-
ficial and fictitious”, as defined in the Income 
Tax Act, in relation to transactions that are seen 
as inauthentic and not real. The Income Tax Act 
also refers to transactions that are not consist-
ent with the OECD’s Transfer Pricing Guidelines 
for Multinational Enterprises and Tax Adminis-
trations.

8. Audit Cycles

8.1 Regular Routine Audit Cycle
Gibraltar does not have a regular routine audit 
cycle. It is possible for the Income Tax Office 
to raise queries, but this normally occurs on an 
informal basis.

9. BEPS

9.1 Recommended Changes
Gibraltar joined the OECD inclusive framework 
on BEPS as a full member in 2019. As a result, 
various BEPS recommended changes have 
already been implemented, including country-
by-country reporting and mandatory disclosure 
regimes.

9.2 Government Attitudes
Gibraltar is committed to transposing further 
measures against BEPS as they are co-ordinat-
ed, as well as further measures against double 
non-taxation.

On 31 December 2024, legislation was passed 
implementing the Pillar Two global minimum tax 

rules in Gibraltar. The legislation confirms a 15% 
domestic minimum top-up tax, which would 
apply to multinational enterprise groups and 
domestic groups meeting the revenue threshold 
for financial years starting on or after 31 Decem-
ber 2023. The legislation has also introduced an 
income inclusion rule that would apply for finan-
cial years starting on or after 31 December 2024.

9.3	 Profile	of	International	Tax
Although Gibraltar is a small country, tax has a 
high public profile in the jurisdiction. This is a 
result of certain sectors of Gibraltar’s economy 
having a global reach, such as the gaming sector 
and the growing fintech and distributed ledger 
technology framework.

This is likely to influence the implementation of 
BEPS recommendations, as Gibraltar looks to 
remain fully compliant with international tax obli-
gations to ensure equivalent standards with the 
UK and the EU.

9.4 Competitive Tax Policy Objective
The policy of successive Gibraltar governments 
has been to provide a competitive tax environ-
ment that is fully compliant with international 
best practice. Gibraltar has always been an early 
complier with OECD and other international ini-
tiatives, and that policy is expected to continue.

9.5 Features of the Competitive Tax 
System
Gibraltar has a competitive tax system in place 
that includes the following:

• a partial territorial tax system – companies are 
only taxed on activities located in Gibraltar;

• a low corporate tax rate of 15%;
• no VAT or sales tax;
• no capital gains tax;
• no withholding tax; and
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• tax treaties and agreements with only the UK 
and Spain.

This is likely to continue to be balanced against 
any implementation of BEPS recommendations.

9.6 Proposals for Dealing With Hybrid 
Instruments
Gibraltar’s implementation of hybrid instruments 
relating to the BEPS recommendations has 
focused primarily on the implementation of EU 
Directives focused on anti-tax avoidance.

Under Gibraltar law, payments under hybrid 
instruments and payments to associated hybrid 
entities will be disregarded where the deduction 
or payment benefits from a tax deduction in the 
payer’s jurisdiction and is not taxed in the juris-
diction where the payment is received.

9.7 Territorial Tax Regime
Gibraltar’s tax system is territorial in nature (see 
2.1	Calculation	for	Taxable	Profits), and Gibral-
tar has interest deductibility restrictions in place 
(see 2.5 Imposed Limits on Deduction of Inter-
est).

9.8 Controlled Foreign Corporation 
Proposals
The OECD’s Action Plan in respect of CFCs 
builds on the existing fundamental principles 
of residence-based taxation, which would not 
align with a traditional territorial basis of taxation. 
However, Gibraltar has transposed the Anti-Tax 
Avoidance Directive (ATAD), which includes CFC 
rules (see 6.5 Taxation of Income of Non-Local 
Subsidiaries Under Controlled Foreign Corpo-
ration-Type Rules). Therefore, while Gibraltar’s 
tax system is largely territorial, it is more hybrid 
in nature to accommodate domestic goals and 
international standards. Gibraltar is expected to 

take a similar approach to any future CFC pro-
posals.

9.9 Anti-Avoidance Rules
It is highly unlikely that any double tax conven-
tion limitation of benefit or anti-avoidance rules 
will have any impact in Gibraltar, at least for the 
foreseeable future.

9.10 Transfer Pricing Changes
Gibraltar has not yet implemented the transfer 
pricing changes introduced by BEPS.

In terms of intellectual property taxation, royal-
ties received/receivable by Gibraltar companies 
are taxed at 15%.

9.11 Transparency and Country-by-
Country Reporting
Gibraltar has introduced legislation on coun-
try-by-country reporting and the automatic 
exchange of information, indicating the country’s 
approval of enhancing transparency in combat-
ting BEPS.

9.12 Taxation of Digital Economy 
Businesses
Gibraltar has not implemented any changes in 
relation to the taxation of transactions effected 
or profits generated by digital economy busi-
nesses operating largely outside of Gibraltar, nor 
have any been discussed or proposed.

9.13 Digital Taxation
Gibraltar has not yet stated its position in relation 
to digital taxation, and no proposals have been 
put forward.

9.14	 Taxation	of	Offshore	IP
Gibraltar does not have any specific provisions 
dealing with the taxation of offshore intellectual 
property that is deployed within Gibraltar. As a 
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result, it does not impose any withholding tax or 
tax by direct assessment on the IP owner. It is 
important to stress the Commissioner’s powers 
regarding expenses incurred with a connected 
party (see 5.6 Deductions for Payments by 
Local	Affiliates).
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1. Types of Business Entities, 
Their Residence and Basic Tax 
Treatment
1.1 Corporate Structures and Tax 
Treatment
Businesses in Greece most commonly adopt the 
forms of:

• a société anonyme (Ανώνυμη Εταιρεία, or ΑΕ);
• a limited liability company (Εταιρεία 

Περιορισμένης Ευθύνης, or ΕΠΕ); or
• a private company (Ιδιωτική Κεφαλαιουχική 

Εταιρεία, or ΙΚΕ).

All of these forms of companies are referred to as 
“capital companies” (κεφαλαιουχικές εταιρείες). 
One of the features that distinguishes them from 
partnerships is that the liability of their share-
holders or members is limited. Corporations and 
partnerships alike are taxed as separate legal 
entities.

Large companies usually take the form of an AE, 
which – unlike the ΕΠΕ and IKE – is subject to a 
minimum capital requirement (EUR25,000 as of 
1 January 2019). The popularity of the IKE form 
for SMEs has risen in recent years, as it offers 
a more flexible structure compared to an ΕΠΕ. 
SMEs engaged in service provision and family 
businesses often take the form of a general part-
nership (Ομόρρυθμη Εταιρεία, or OE) or limited 
partnership (Ετερόρρυθμη Εταιρεία, or ΕΕ).

1.2 Transparent Entities
In general, business entities are not transparent. 
Exceptions include Greek Venture Capital Mutual 
Funds (ΑΚΕΣ) and Greek Alternative Investment 
Funds (ΟΕΕ) (upon a relevant election).

The tax of Greek undertakings for collective 
investment in transferable securities (ΟΣΕΚΑ) is 

calculated as a percentage of their net assets, 
and exhausts the tax liability of the undertaking 
and its shareholders.

The tax of Greek real estate investment com-
panies (ΑΕΕΑΠ) is calculated as a percentage 
of the average fair market value of their invest-
ments. This tax also exhausts the tax liability of 
the undertaking and its shareholders.

1.3 Determining Residence of 
Incorporated Businesses
Subject to the operation of double taxation trea-
ties, incorporated businesses are deemed to be 
resident in Greece if:

• they are formed in accordance with Greek 
law;

• their registered seat is in Greece; or
• the place of their effective management is in 

Greece.

The place of effective management is deter-
mined on the basis of facts and circumstances, 
with particular consideration being given to the 
places where:

• day-to-day business is undertaken;
• strategic decisions are adopted;
• annual shareholders’, board of directors’ and 

other executive meetings are held;
• books and records are kept; and
• the directors’ place of residence.

The place of residence of the majority sharehold-
ers may potentially be considered. The rules on 
residence do not apply to certain companies 
operating under special shipping regimes.

1.4 Tax Rates
Τhe ordinary income tax rate is 22% (down from 
24% in 2020), and is applicable to:
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• businesses incorporated in the form of an AE, 
ΕΠΕ or IKE;

• partnerships in the form of an OE or EE; and
• all other legal persons and entities defined in 

the Income Tax Code, including local perma-
nent establishments (PEs) of non-resident 
entities.

This does not apply for credit institutions that 
have opted to apply a scheme to enhance capi-
tal adequacy by converting deferred tax assets 
into deferred tax credits against the Greek state, 
which are taxed at a rate of 29% for the relevant 
years.

Business income of individuals who are directly 
engaged in a business forms part of their taxable 
basis, including any salary and pension income, 
and is taxed at a progressive scale ranging from 
9% to 44%. Individuals who transfer their tax 
residence in Greece for such purpose may ben-
efit from reduced tax rates or exemptions for 
seven years.

Reduced tax rates are available to companies 
formed as ΑΕs or ΕΠΕs on certain non-taxed 
profit reserves formed under growth incentive 
laws if converted into share capital. Prerequisites 
for this include, in certain cases, restrictions to 
ensure the continuity of the relevant company 
and the preservation of capital.

Each year businesses are obliged to prepay a 
certain percentage of their income tax due in the 
form of an income tax prepayment. The applica-
ble percentages are 80% for legal persons and 
entities, 100% for banks and 55% for business 
income earned by individuals.

2. Key General Features of the Tax 
Regime Applicable to Incorporated 
Businesses
2.1	 Calculation	for	Taxable	Profits
The taxable profits of incorporated businesses 
are based on accounting profits, subject to the 
special rules and classifications provided for in 
the income tax legislation. In general, taxable 
profits equate to the aggregate of revenues 
after subtracting business deductible expenses, 
depreciation allowed for tax purposes, and cer-
tain provisions for bad debts.

Additionally, in order to be deductible, all busi-
ness expenses must have:

• been actually incurred;
• been incurred for business; and
• been properly recorded in the books and sup-

ported by adequate documentation.

As of 2023 a minimum level of imputed taxable 
profits, calculated in accordance with a combi-
nation of parameters set in the law, is applicable 
annually in respect of businesses conducted by 
individuals.

Non-Deductible Expenses
Categories of business expenses that are not 
deductible are explicitly defined, and include:

• provisions (except specifically allowed bad 
debt provisions);

• penalties and fines;
• payments for goods or services exceed-

ing EUR500 if not effected through banking 
transactions;

• unpaid social security contributions;
• payments to persons resident in the jurisdic-

tions deemed non-co-operative or preferential 
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unless the taxpayer proves that there is no 
tax avoidance or evasion; and

• certain other types of expenses.

Payments to residents in EU and EEA jurisdic-
tions that are deemed to be preferential are 
deductible in principle. Specific limitations apply 
to the deduction of interest.

Taxable	Profits
As a general rule, the profits of incorporated 
businesses are taxed on an accruals basis. Any 
profits that are distributed or capitalised without 
having previously been taxed are subject to tax 
upon such distribution or capitalisation.

2.2 Special Incentives for Technology 
Investments
R&D Expenses and Patents
Subject to a governmental procedure, a super-
deduction of an additional 100% of certain 
R&D expenses – including any depreciation of 
machinery and equipment used for R&D pur-
poses – is available at the time such expenses 
are realised. R&D expenses paid to non-asso-
ciated, registered startups and certain research 
and innovation centres and universities specified 
by law are tax deductible by an additional 150%. 
If they are incurred by micro, small and medium-
sized enterprises, they are tax deductible overall 
by an additional 200% on condition that they 
correspond to more than 20% of total expenses 
incurred in the same year; if, within a fiscal year, 
they exceed the average of the corresponding 
expenses for the two prior years, they are tax 
deductible by an additional 215%.

Profits derived by a business from the sale of 
assets produced by deploying self-created pat-
ents internationally recognised in its name – and 
from services provided with the use of its own 
patents – are exempt from full corporate income 

tax for a period of up to three fiscal years from 
the year in which the relevant revenues were first 
accrued and from 10% of the corporate income 
tax for the ensuing period of seven consecutive 
years. The relevant profits are taxed when they 
are distributed or capitalised.

Certain instruments and equipment used for 
R&D that are decided by the government can 
be amortised at a 40% rate annually.

Special Regime of Law 89/1967
The cost-plus regime of Law 89/1967, which 
provides a special framework for the establish-
ment in Greece of shared-services centres ren-
dering certain services specified in the law to 
associated companies, includes within its scope 
marketing and consulting services, software 
development, IT support, data management and 
storage and computer-based call centres. The 
regime provides for the full deductibility of busi-
ness expenses that combine to form the tax-
able gross revenues for income tax purposes 
after addition of a profit mark-up, which cannot 
be less than 5% and which is acknowledged in 
advance by the tax authorities. Eligibility under 
the regime presupposes annual expenditures of 
at least EUR100,000 and employment of at least 
four persons (one of whom can be part-time).

2.3 Other Special Incentives
The current EU-compliant framework for the 
establishment of private investment aid schemes 
for the country’s regional and economic devel-
opment focuses on 13 specific areas of busi-
ness activities, including green transition and 
the digital and technological transformation of 
businesses. The law includes state grants in the 
form of tax exemptions for eligible investments.

EU-compliant tax incentives for the production 
of audio–visual content, the provision of ancil-
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lary services, and the development of source 
code for computer game software provide for a 
30% deduction of eligible expenses (incurred in 
Greece) from taxable income.

Incentives for the creation of new jobs are also 
available and consist of a 50% super-deduction 
for the relevant social security contributions pay-
able by employers, subject to a maximum limit 
specified in the law. Specific tax incentives, such 
as exemption from real estate transfer tax, are 
available to entities that acquire property and 
commence activities in special industrial zones 
and entrepreneur parks.

Green Incentives
Incentives for sustainable development include 
super-deductions for expenses or increased 
depreciation related to environmental protection 
– ie, in relation to zero or low emission vehicles 
or public transportation season tickets. Explicit 
deductibility for corporate income tax purposes 
of expenses related to corporate social respon-
sibility (CSR) activities has also been introduced 
as an incentive for sustainable development.

Moreover, a super-deduction of an additional 
100% of expenses relating to green economy, 
energy and digitalisation is available in respect of 
expenses incurred or fixed assets acquired in FY 
2023–24 and FY 2024–25 by SMEs (except for 
those active in primary agricultural production, 
fishing and aquaculture).

Strategic Investments
During 2019, new legislation was introduced 
with the aim of streamlining the existing frame-
work for attracting strategic investments in all 
sectors of the Greek economy through the grant 
of incentives. The rules define strategic invest-
ments as those that are capable of producing 
material quantitative and qualitative results when 

it comes to expanding employment, reconstruct-
ing production, and improving the country’s nat-
ural and cultural environment. The legal frame-
work was enhanced in 2021 to include additional 
categories of investments, such as flagship 
investments promoting green economy, innova-
tion, technology, and the low-carbon economy 
and environmental footprint (if implemented until 
31 December 2025). These investments are to 
be financed by the EU Recovery and Resilience 
Plan for Greece.

Strategic investments would mostly embrace 
innovation, competitiveness, comprehensive 
planning, the preservation of natural resources 
in the context of the circular economy, and high 
added value – notably in the business sectors of 
international trade and services. The tax incen-
tives offered are:

• the stabilisation of the tax rate for 12 years;
• income tax deferral;
• accelerated depreciation; and
• beneficial taxation for expatriate executives.

Shipping Tax Regime
A tonnage tax regime applies in respect of 
ship-owning companies as well as companies 
chartering bare vessels (bareboat charterers) or 
companies leasing vessels (ship lessees). The 
tax is calculated on the basis of the capacity 
and age of the vessels and exhausts any fur-
ther income tax obligation of the ship-owning 
company, bareboat charterer or ship lessee, as 
well as such entities’ shareholders with regard to 
income arising from the operation and exploita-
tion of the vessels.

As regards vessels under foreign flags, tonnage 
tax is imposed only in relation to those vessels 
that are managed in Greece by foreign compa-
nies that have established offices in Greece for 
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such management or by companies established 
in Greece – in both cases, under a specially reg-
ulated regime. Under such regime, the income 
of such management companies is exempt from 
tax. In addition, vessels flying flags of EU or EEA 
member states can also be subject to the ton-
nage tax regime in respect of defined types of 
vessels, regardless of the place of management.

Greek companies and foreign companies that 
have established an office in Greece under the 
aforementioned special regime and engage in 
activities other than the management of vessels 
– for example, brokering in chartering, sale and 
purchase and building in respect of ships under 
the Greek or a foreign flag with a total tonnage 
of more than 500 gross registered tonnes – are 
subject to an annual contribution calculated 
on the basis of the amount of funds (in euros 
or other currency) that is required by law to be 
imported into Greece annually in order to cover 
their operating expenses.

Family	Offices
A recently introduced regime offers tax incen-
tives for the establishment in Greece of family 
offices managing and administering the wealth, 
assets and investments of Greek tax-resident 
individuals and their families. Qualifying family 
offices should incur annual expenditure of at 
least EUR1 million and should employ at least 
five employees. The taxable gross revenues of 
family offices are determined by adding a 7% 
profit mark-up on all costs incurred, thereby 
ensuring the full tax deductibility of the relevant 
costs. Services provided between the family 
office and its members fall outside the scope 
of VAT.

2.4 Basic Rules on Loss Relief
Tax losses incurred by the conduct of a business 
within a certain financial year can be carried for-

ward to be offset against profits made during the 
next five consecutive years. Previously untaxed 
profits that are taxed as a result of their distri-
bution or capitalisation cannot be offset against 
tax losses incurred in the relevant year. Special 
rules apply for the amortisation of losses aris-
ing from an exchange of bonds under the Greek 
PSI programme, as well as in respect of banks, 
financial leasing and factoring companies from 
specified debt write-offs and disposals of loans 
and credits.

Tax losses incurred abroad can neither be used 
to determine taxable profit in the same fiscal 
year nor carried forward – with the exception of 
tax losses arising from the conduct of business 
through permanent establishments in EU/EEA 
member states, provided that the relevant profits 
are not exempt from Greek income tax by virtue 
of a double taxation treaty between Greece and 
the relevant EU or EEA member state.

2.5 Imposed Limits on Deduction of 
Interest
According to a rule transposing part of the EU 
Anti-Tax Avoidance Directive into Greek domes-
tic law, subject to a de minimis threshold of 
EUR3 million annually, “exceeding borrowing 
costs” are not deductible by local corporations 
and local PEs of non-resident entities to the 
extent that they exceed 30% of EBITDA – with 
a possibility to carry forward the non-deductible 
portion without any time limitation. “Exceeding 
borrowing costs” is defined as the amount by 
which the otherwise deductible borrowing costs 
of a company exceed taxable interest revenue 
and other economically equivalent taxable rev-
enue.

Companies that are part of consolidated groups 
as per Greek Generally Accepted Accounting 
Practice (GAAP) may deduct all of their exceed-
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ing borrowing costs if the ratio between their 
share capital and total assets is equal to (or 
higher or lower by no more than) 2% of the group 
ratio, provided that the method of valuation of 
all assets and liabilities is the same as in the 
consolidated financial statements. These com-
panies can also deduct exceeding borrowing 
costs up to the amount arising from application 
to their EBITDA of the group ratio of exceeding 
borrowing costs (in respect of lending from third 
parties) over group EBITDA.

The above-mentioned interest limitation rules 
do not apply to several types of financial under-
takings, such as credit institutions, insurance 
companies, and specific institutions for occu-
pational retirement. Regarding related-party 
transactions, this rule is applied after any trans-
fer pricing adjustment.

Another restriction on the deduction of inter-
est is that the portion of interest expenses cor-
responding to any rate exceeding the interest 
rate for credit lines to non-financial corporations 
referred to in the most recent Bulletin of Con-
junctural Indicators of the Bank of Greece (as at 
the time of the loan) is not deductible. This limi-
tation does not apply to interest on bank loans 
or bond loans, nor to interest paid to related 
parties.

2.6 Basic Rules on Consolidated Tax 
Grouping
There is no consolidated tax grouping regime 
in Greece.

2.7 Capital Gains Taxation
Capital gains from the disposal of assets 
(including shares in other corporations) are fully 
included in the taxable basis of corporations 
for income tax purposes in the financial year in 
which they are realised.

Greek legal persons and Greek PEs of non-
resident EU/EEA legal persons are exempt from 
tax on capital gains arising from the disposal 
of shares in EU Parent–Subsidiary Directive-
qualifying subsidiaries (see 6.3 Taxation on 
Dividends From Foreign Subsidiaries) insofar 
as they hold at least 10% participation in those 
subsidiaries for a minimum holding period of 24 
months. In addition, as of fiscal year 2025, Greek 
legal persons disposing of shares in qualifying 
non-EU subsidiaries (see 6.3 Taxation on Divi-
dends From Foreign Subsidiaries) and Greek 
PEs of non-resident, non-EU legal persons dis-
posing of shares in non-Greek subsidiaries are 
exempt, under the same conditions, from tax on 
capital gains arising from such disposals.

Under a grandfather clause, losses arising from 
the transfer of shares are deductible for tax pur-
poses: i) as of 1 January 2020 when they arise 
on the disposal of shares in qualifying EU sub-
sidiaries; and ii) as of 1 January 2025 when they 
arise on a disposal of shares in qualifying non-
EU subsidiaries, and in both cases they must 
be incurred up to 31 December 2026. Tax treat-
ment applies to the extent that the losses were 
reflected in financial-statement valuations per-
formed up to 31 December 2019 for qualifying 
EU subsidiaries and up to 31 December 2023 
for qualifying non-EU subsidiaries, and also on 
condition, in both cases, that they are recorded 
in the taxpayers’ books or are reflected in the 
financial statements audited by certified public 
accountants.

Capital gains derived from certain qualifying cor-
porate reorganisations – for example, mergers, 
divisions, partial divisions, transfers of assets 
and exchanges of shares – are exempt from tax 
at the time of the relevant operation, subject to 
specific anti-abuse rules.
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2.8 Other Taxes Payable by an 
Incorporated Business
Value Added Tax
Value added tax (VAT) is levied on virtually all 
transactions relating to goods and services. The 
standard VAT rate is 24%, although reduced 
rates are also available in certain cases (eg, for 
certain agricultural supplies, hotel accommoda-
tion, certain social services, etc). VAT is imposed 
on the total consideration received for the supply 
of goods or services, excluding the tax itself. VAT 
is not a burden for companies with the right to 
fully deduct input VAT.

Stamp Tax and Digital Transaction Duty
As of 1 December 2024, the stamp tax levied 
on documents issued or executed in Greece 
in respect of certain transactions that are not 
subject to VAT has been replaced by a Digital 
Transaction Duty, which is similar to stamp tax 
but is not imposed on the basis of territoriality. 
The most common transactions that are subject 
to Digital Transaction Duty are certain commer-
cial leases, and loans and transfers of business 
concerns.

Digital Transaction Duty is applied at different 
rates, depending on the type of parties to a 
transaction. Business transactions falling under 
the scope of Digital Transaction Duty are, in prin-
ciple, subject to a 2.4% rate applied on their 
monetary value. The rate for commercial leases 
is 3.6%.

Real Estate Transfer Tax and VAT Treatment
The transfer of real estate except new buildings 
is subject to real estate transfer tax, which is 
imposed on the higher between the so called 
“objective value” (which is an imputed value 
computed on the basis of a specific formula pro-
vided for in the law) and the actual transfer value 
agreed and which is borne by the purchaser. The 

tax rate is 3%. An additional 3% municipality 
tax is applied to the amount of the real estate 
tax, so that the overall tax burden adds up to 
3.09%. Reduced rates of real estate transfer tax 
apply in certain corporate reorganisations, such 
as mergers.

Sales of new buildings by businesses are in 
principle subject to VAT at 24%. Between 2020 
and 2025, the sale by businesses of buildings 
that would normally be subject to 24% VAT are 
exempt from VAT upon the filing of a relevant 
application. The exemption covers buildings that 
have been completed with building permits fol-
lowing 1 January 2006, as well as those that will 
be built by the end of 2025. Constructors who 
opt not to apply VAT on a sale waive the right to 
deduct the VAT on the construction cost. Any 
non-recoverable VAT can be deducted as an 
expense for income tax purposes.

Listed Shares Sales Tax
A transfer tax at the rate of 0.1% is levied on 
sales.

Banking Levy
An annual banking levy, known as the “Law 
128 contribution”, applies on loans and cred-
its granted by Greek and foreign credit institu-
tions. The applicable rates depend on the type 
of credit, and range between 0.12% and 0.6%.

2.9 Incorporated Businesses and 
Notable Taxes
Unified	Real	Estate	Tax
Incorporated businesses owning property 
rights on real estate located in Greece are sub-
ject to a unified real estate tax (Ενιαίος Φόρος 
Ιδιοκτησίας Ακινήτων, commonly referred to as 
ENFIA), which consists of a main and a sup-
plementary tax. The main tax applies to each 
property separately and is calculated based on 
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a formula that varies depending on the type and 
location of the real estate assets and a number 
of other parameters set in the law. The basis rate 
for the main tax (which is then multiplied by set 
coefficients, depending on the particular case) 
ranges from EUR0.001 to EUR16.20 per square 
metre, depending on the type of property.

The supplementary standard tax rate is set at 
0.55%, although properties that are used by the 
taxpayer for its business activities are subject to 
a supplementary tax of 0.1%. Reduced rates or 
a number of exemptions are available for spe-
cific categories of properties and/or taxpayers 
(eg, real estate investment companies).

Special Real Estate Tax
A Special Real Estate Tax (Ειδικός Φόρος 
Ακινήτων) on real estate owned as of 1 Janu-
ary of each calendar year is imposed for the 
purposes of tackling the ownership of Greek 
real estate by non-transparent structures. It is 
imposed at a rate of 15% of the value of the real 
estate imputed for tax purposes. It is, in practice, 
not applicable to a great number of incorporated 
businesses owning Greek real estate, owing to 
a number of exemptions. Recent amendments 
to the Special Real Estate Tax legislation extend 
explicitly the regulated investment vehicle 
exemption to EU alternative investment funds 
that fall under the AIFM Directive.

Capital Accumulation Tax
A special tax is imposed on capital accumulation 
(φόρος συγκέντρωσης κεφαλαίων) at a rate of 
0.2% applicable as of 12 December 2023. This 
applies to capital in cash or in kind contributed 
to legal entities of any form in the context of a 
capital increase. Such tax is not imposed on the 
capital accumulated upon the establishment 
of an entity. A duty of 0.1% on share capital is 
additionally imposed on companies taking the 

form of an AE in favour of the Greek Competition 
Committee.

Municipal Taxes and Taxes in Favour of Third 
Parties
Corporations holding or renting real estate may 
be liable to various municipal taxes/duties, such 
as cleaning and lighting duties which are collect-
ed through electricity utility bills. A property duty 
is levied by each municipality at a rate ranging 
from 0.025% to 0.035% on the objective value 
of immovable property located in the territory of 
the relevant municipality.

Municipality duties are also imposed for specific 
types of advertisements and advertising mate-
rial.

A number of taxes in favour of third parties 
(such as the Lawyers’ Pension Fund, universi-
ties, other funds and non-profit organisations) 
are applicable to incorporated businesses and 
other taxpayers, as the case may be.

3. Division of Tax Base Between 
Corporations and Non-Corporate 
Businesses
3.1 Closely Held Local Businesses
Closely held local businesses usually operate 
in corporate forms, as companies with legal 
personality. SMEs and family businesses often 
take the form of a general partnership or limited 
partnership. Operation as a sole proprietorship, 
with a minimum level of imputed taxable profits 
annually, is preferred only for very small-scale 
businesses.

3.2 Individual Rates and Corporate Rates
An individual professional is taxed at progressive 
tax rates, which – depending on the level of the 
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income – may or may not lead to an effective 
rate that is lower than the combined effective 
rate of corporate taxation and tax imposed on 
profits distributions (where applicable). See 3.4 
Sales of Shares by Individuals in Closely Held 
Corporations for further details.

3.3 Accumulating Earnings for 
Investment Purposes
There are no tax rules that prevent closely held 
corporations from accumulating earnings for 
investment purposes.

3.4 Sales of Shares by Individuals in 
Closely Held Corporations
Greek tax-resident individuals are subject to 5% 
income tax on profits and dividends from closely 
held corporations. Profits of small partnerships 
(in the form of an OE or EE) keeping single-entry 
books are taxed only at company level, with no 
further income taxation on profit distributions at 
the level of partners. AE, EΠΕ and IKE compa-
nies cannot keep single-entry books.

Capital Gains
Capital gains of Greek tax-resident individuals 
derived from the sale of shares in closely held 
corporations are subject to 15% income tax. 
Gains on the sale of shares in closely held cor-
porations are, in certain circumstances, calcu-
lated on an imputed manner set by the relevant 
rules on the basis of the level of the corporation’s 
equity.

Capital gains realised by employees and share-
holders as a result of transferring shares in non-
listed start-up companies purchased through the 
exercise of stock option rights acquired within a 
period of five years of the company’s establish-
ment are subject to 5% capital gains tax on the 
condition that there is a minimum period of three 
years between the stock options grant and the 

disposal of the relevant shares. In the case of 
all other companies except start-ups, employ-
ees are subject to 15% capital gains tax on the 
condition that there is a minimum period of two 
years between the stock options grant and the 
disposal of the relevant shares. If minimum hold-
ing periods are not met, the relevant benefits are 
classified and taxed as employment income.

Capital Losses
Capital losses from sales of shares and other 
securities can be carried forward for five years 
to be set off against future capital gains deriving 
from similar transactions only.

Exemptions
Under domestic legislation, foreign tax-resident 
individuals are exempt from tax on capital gains 
derived from the sale of shares in Greek compa-
nies, provided they are resident in a jurisdiction 
that has a double-taxation treaty with Greece.

Withholding Tax
Foreign tax-resident individuals are subject to 
withholding tax on distributions of dividends and 
profits from Greek companies, subject to relief 
or reduced rates under double-taxation treaties.

3.5 Sales of Shares by Individuals in 
Publicly Traded Corporations
The individuals’ tax regime provided for divi-
dends from shares in closely held corporations 
also applies to shareholdings in publicly traded 
corporations. Greek and foreign tax-resident 
individuals are exempt from income tax on gains 
derived from the sale of exchange-listed shares, 
except where they hold at least 0.5% of the total 
share capital and the shares have been acquired 
on or after 1 January 2009, in which case they 
are taxed at 15%. See 3.4 Sales of Shares by 
Individuals in Closely Held Corporations for 
further details.
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4. Key Features of Taxation of 
Inbound Investments

4.1 Withholding Taxes
Under domestic legislation, entities or individu-
als that are not resident in Greece will be subject 
to income tax in Greece only by way of with-
holding on Greek-source interest, royalties and 
dividends. Any tax so withheld exhausts their 
Greek tax liability. This is provided that they do 
not have a PE in Greece to which the relevant 
profits would be attributable.

Under domestic law, 5% withholding tax applies 
to dividends. Dividends distributed to qualifying 
EU parent companies are exempt from any with-
holding tax, provided that:

• the parent company participates in the sub-
sidiary with a minimum holding of 10% in the 
capital or voting rights for at least 24 months;

• the beneficiary company receiving the divi-
dend payment is included in the list of com-
panies referred to in Annex I Part A of the EU 
Parent–Subsidiary Directive;

• the beneficiary company is tax-resident in 
an EU member state and, under the terms of 
an income tax treaty concluded with a third 
state, is not considered resident for tax pur-
poses outside the EU; and

• the beneficiary company is subject to one 
of the taxes listed in Annex I, Part B of the 
Directive (without the possibility of an option 
or of being exempt) or to any other tax that 
may be substituted for any of those taxes.

Until completion of the minimum holding period, 
a bank guarantee for the amount of withhold-
ing tax that would otherwise be due can be 
deployed instead of payment of the withhold-
ing tax and a posterior refund claim. A special 
anti-avoidance rule prohibits the withholding tax 

exemption on the above-mentioned qualifying 
dividend payments if the exemption is claimed 
in the context of artificial arrangements that are 
not put in place for valid commercial reasons 
reflecting economic reality but, rather, are aimed 
mainly at obtaining a tax advantage.

Under domestic law, 20% withholding tax 
applies on Greek-source royalties and 15% with-
holding tax applies on Greek-source interest.

Interest and Royalties
Interest and royalties paid to qualifying EU asso-
ciated companies are exempt from any with-
holding tax, provided that:

• the beneficiary company receiving the interest 
or royalties participates in the payor with a 
minimum holding of 25% in the capital or vot-
ing rights for at least 24 months, or the payor 
participates in the beneficiary company with 
the same minimum holding, or a third com-
pany participates in the payor and the benefi-
ciary with the same minimum holding;

• the beneficiary is included in the list of com-
panies referred to in the Annex to the EU 
Interest Royalties Directive;

• the beneficiary is tax-resident in an EU mem-
ber state and is not considered as resident for 
tax purposes outside the EU under the terms 
of an income tax treaty signed with a third 
state; and

• the beneficiary company is subject to one of 
the taxes listed in the EU Interest Royalties 
Directive (without the possibility of an option 
or of being exempt) or to any other tax that 
may be substituted for any of those taxes.

Until completion of the minimum holding period, 
a bank guarantee for the amount of withhold-
ing tax that would otherwise be due can be 
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deployed instead of payment of the withholding 
tax and a posterior refund claim.

Further Exemptions
Withholding tax exemptions on the above-men-
tioned types of payments also apply – under 
similar conditions to those applicable to pay-
ments to EU qualifying companies – in respect 
of payments to beneficiaries in Switzerland.

Interest payments effected as of 1 January 2020 
towards non-resident individuals and legal enti-
ties that do not maintain a permanent estab-
lishment in Greece are exempt from interest 
withholding tax insofar as such interest is on 
corporate bonds listed on trading venues with-
in the EU or on organised markets outside the 
EU, provided such markets are regulated by an 
authority accredited by the International Organi-
zation of Securities Commissions.

Treaties
Domestic withholding tax rates on interest, divi-
dends and royalties can be reduced or elimi-
nated if payments are made to beneficiaries in 
income tax treaty jurisdictions.

Greece currently has income tax treaties in force 
with countries throughout the world. All tax trea-
ties follow the OECD Model in principle, except 
for those concluded with the USA and the UK.

4.2 Primary Tax Treaty Countries
Based on data from the Bank of Greece, the 
primary tax treaty countries that foreign inves-
tors use to make investments in local corporate 
stock or debt are Germany, France, Switzerland, 
Cyprus, Italy, the USA, Luxembourg, the Nether-
lands, and the UK.

4.3 Use of Treaty Country Entities by 
Non-Treaty Country Residents
Where appropriate documentation (including a 
tax residence certificate signed by the compe-
tent foreign authorities) is available, in practice, it 
has been rare up to now for local tax authorities 
to challenge the use of treaty-country entities 
by non-treaty country residents. In any event, 
on 26 January 2021, Greece ratified the OECD 
Multilateral Convention to Implement Tax Treaty 
Related Measures to Prevent BEPS (MLI), which 
came into force on 1 July 2021 and has adopted 
the principal purpose test in order to prevent 
arrangements and transactions whose main 
purpose is to obtain the benefits of the tax treaty.

4.4 Transfer Pricing Issues
Taxable profits are subject to readjustment in the 
case of transactions between related parties that 
are not in line with the arm’s-length principle. 
An individual or legal entity participating directly 
or indirectly in the capital or management of an 
enterprise is defined as a related party for trans-
fer pricing purposes. A 33% threshold applies 
with regard to the minimum direct or indirect 
participation in the capital or the exercise of vot-
ing rights, above which entities are defined as 
related. The exercise of managerial control or 
decisive influence over an enterprise is also used 
as a means to define related parties, irrespective 
of any participation in the controlled enterprise’s 
capital or voting rights.

A Greek taxpayer may request a correspond-
ing adjustment to its profits following a primary 
transfer pricing adjustment in the context of a tax 
audit of an associated entity taxable in Greece. 
A relevant tax refund or set-off is only effected 
on the condition that the associated entity has 
paid the tax assessed as a result of the primary 
adjustment.
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Most transfer pricing disputes revolved around 
the applicability of more lenient penalties for fail-
ure to comply with transfer pricing documen-
tation requirements and the burden of proving 
compliance with the arm’s-length principle. This 
latter issue has evolved over time. Administra-
tive courts have confirmed that – as long as the 
taxpayer produces the appropriate transfer pric-
ing documentation – the burden lies with the tax 
authority, which is required to justify any chal-
lenge made to the taxpayer’s position.

More recently, the role of each related party in 
the development, enhancement, maintenance, 
protection and exploitation (DEMPE) functions 
of intangible assets has become increasingly 
significant to the scrutiny of related-party trans-
actions between domestic licensees and foreign 
IP-holding entities. Matters concerning the reli-
ability of comparable data (particularly in cases 
of financial transactions), the definition of related 
parties, the use of full or interquartile range, the 
reasonableness of comparability adjustments 
and – more recently – the appropriateness of 
selected transfer pricing methods and allocation 
keys for expenses have also been coming into 
the discussion.

As tax authorities focus increasingly on trans-
fer pricing, the discussions surrounding it are 
expected to increase.

4.5 Related-Party Limited Risk 
Distribution Arrangements
Limited risk distribution arrangements are exten-
sively applied by multinational enterprises doing 
business in Greece. Tax authorities are carefully 
scrutinising these arrangements in the context 
of transfer pricing audits and primarily focus-
ing on whether the return of the local entity can 
be considered consistent with the arm’s-length 

principle following in-depth reviews of its func-
tional and risk profile.

The reliability of comparables is also challenged 
in this context. In some instances, the tax 
authorities challenge the selection of the transfer 
pricing method or of the tested party.

4.6 Comparing Local Transfer Pricing 
Rules and/or Enforcement and OECD 
Standards
The current legal framework fully endorses the 
arm’s-length principle, defined in Article 9 of 
the OECD Model and interpreted by the OECD 
Transfer Pricing Guidelines, following the revi-
sions introduced as a result of Actions 8–10.

4.7 International Transfer Pricing 
Disputes
Greek tax authorities have been focusing 
increasingly on transfer pricing when audit-
ing Greek taxpayers during the past decade. 
Considering the lack of extensive case law on 
transfer pricing issues, aggressive approaches 
are often witnessed on the Greek tax authori-
ties’ part.

As regards using “new” information received to 
re-open earlier years, this was somewhat impos-
sible for the tax authorities until recently – given 
that earlier years were usually already time-
barred (unless exceptional time limitation rules 
applied with regard to specific financial years). 
Lately, however, Greek tax authorities tend to 
focus on auditing more recent years. Combined 
with the fact that the finding of “new” informa-
tion may lead to an extension of the prescription 
period to ten years for specific financial years, 
this could lead to the more frequent re-opening 
of previous years. In addition, the use of “new” 
information resulting from exchanges of informa-
tion upon request has also been observed lately.
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It should be noted that, in addition to the above-
mentioned matters, the Greek tax authorities 
have focused on providing the procedural frame-
work for MAPs and on aligning the domestic 
framework with the recommendations received 
in the context of the MAP Peer Review Reports 
(Stages 1 & 2). Until recently, however, the appli-
cation of MAPs was rare and therefore the local 
tax authorities have yet to develop any consist-
ent practice or view in this respect.

5. Key Features of Taxation of Non-
Local Corporations

5.1 Compensating Adjustments When 
Transfer Pricing Claims Are Settled
Compensating adjustments are allowed under 
Greek legislation. Increased scrutiny from the tax 
auditors should be anticipated insofar as down-
ward adjustments are concerned.

Taxpayers may perform compensating adjust-
ments upon filing their annual tax returns or upon 
filing amending tax returns within the standard 
five-year statute of limitation. Upon initiation of 
a tax audit, Greek law allows the submission of 
an amending tax return up to the time of notifica-
tion of the relevant preliminary tax assessment 
to the taxpayer.

5.2	 Taxation	Differences	Between	Local	
Branches and Local Subsidiaries of Non-
Local Corporations
In general, local branches of non-local corpora-
tions are not taxed differently to local subsidiar-
ies of non-local corporations when it comes to 
their Greek profits. A tax on remittance of profits 
to the head office that applied previously has 
now been repealed. In practice, the deductibil-
ity of interest payments to the head office may 
sometimes be challenged by the tax authorities.

5.3 Capital Gains of Non-Residents
Capital gains of non-resident corporations on 
the sale of stock in local corporations are not 
subject to tax, provided that the stock is not 
held through a PE in Greece. Under a rule whose 
application has been suspended several times 
(and is still suspended until 31 December 2026), 
gains derived from the transfer of real estate 
property – as well as from the transfer of shares 
in companies that derive more than 50% of their 
value, either directly or indirectly, from real estate 
by individuals who are not engaged in business 
activities – are subject to capital gains tax at 
15%. In view of the consecutive suspensions, 
it has not been clarified whether such rules may 
also apply to non-resident companies directly 
or indirectly transferring stock in local corpora-
tions deriving more than 50% of their value from 
Greek real estate.

5.4 Change of Control Provisions
Tax losses carried forward are forfeited if the 
direct or indirect participation in the capital or 
voting rights of a local company changes by 
more than 33% within a financial year, while 
at the same time – within the same or the next 
financial year – the local company changes its 
business activity in a way that affects more than 
50% of its turnover when compared with the 
turnover prior to the change.

Tax losses are not forfeited if the company is 
able to prove that the activity change is ground-
ed on reasons that are economically justifiable 
in the context of the company’s business – for 
example, cost cutting, achieving economies of 
scale, or intercompany restructuring.

5.5 Formulas Used to Determine Income 
of	Foreign-Owned	Local	Affiliates
Currently, no formulas are used to determine the 
income of foreign-owned local affiliates selling 
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goods or providing services. Tax authorities can 
determine taxable income through indirect tech-
niques – such as analysing the price-to-turnover 
ratio or cash position – and other techniques set 
out in the legislation.

Taxable profits are subject to re-adjustment in 
the case of transactions between related parties 
that are not in line with the arm’s-length princi-
ple.

5.6 Deductions for Payments by Local 
Affiliates
Payments by local affiliates for management and 
administrative expenses incurred by a non-local 
affiliate may be disallowed if:

• they are not in accordance with arm’s-length 
standards;

• they are not considered to serve the business 
purposes of the local affiliate; or

• they are not properly documented and 
recorded in the books reflecting the transac-
tions of the relevant fiscal period.

Payments to persons residing in states deemed 
as non-co-operative or preferential are not 
deductible, unless the taxpayer proves that 
these expenses are incurred for real transactions 
and do not result in profit-shifting aimed at tax 
avoidance or evasion.

If the states in question are EU/EEA member 
states, payments to persons that are resident 
in such states are deductible in principle. The 
regimes that are deemed to be non-co-operative 
or preferential are set annually by means of gov-
ernmental decision on the basis of criteria set in 
the law, including (for preferential regimes) the 
criterion of taxation of profits or gains at a rate 
that is equal to or less than 60% of the applica-
ble Greek income tax rate for corporations.

5.7 Constraints on Related-Party 
Borrowing
There are no constraints relating specifically to 
related-party borrowing by foreign-owned local 
affiliates paid to non-local affiliates, apart from 
that interest must be in line with the arm’s-length 
standard.

6. Key Features of Taxation 
of Foreign Income of Local 
Corporations
6.1 Foreign Income of Local 
Corporations
Local corporations are taxed on their worldwide 
income, with the exception of business income 
attributable to a PE in one of the few jurisdictions 
that has a double-taxation treaty with Greece 
that provides an exemption method. Any for-
eign tax paid can be credited against the Greek 
income tax payable, provided that the foreign tax 
does not exceed the Greek tax corresponding to 
such income.

6.2 Non-Deductible Local Expenses
There are no local expenses that are treated as 
non-deductible owing to exemptions on foreign 
income, in particular. Certain limitations on the 
deductibility of interest on loans used to finance 
participations that yield tax-exempt dividends 
and capital gains income apply equally to foreign 
and domestic income.

6.3 Taxation on Dividends From Foreign 
Subsidiaries
Dividends from foreign subsidiaries are included 
in the tax basis of local corporations for income 
tax purposes.

An underlying tax credit in respect of tax paid 
on the profits from which dividends are derived 
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at the source state is allowed with regard to 
dividends sourced from countries with which 
Greece has signed a double-taxation treaty that 
provides for such a credit mechanism (eg, China, 
Cyprus and the UK).

Inbound dividends received by Greek compa-
nies from qualifying EU subsidiaries are exempt 
from income tax under the conditions detailed in 
4.1 Withholding Taxes.

Inbound dividends from qualifying non-EU sub-
sidiaries are exempt from income tax as of the 
fiscal year 2025 under the following conditions:

• the distributing legal person must be a capital 
company according to the law of its country 
of establishment;

• the distributing legal person must not be 
established in a jurisdiction deemed non-co-
operative;

• the distributing legal person must be subject 
to legal persons’ income tax or other similar 
tax without the possibility of an option or of 
being exempt; and

• the taxpayer receiving the dividends must 
hold a participation of at least 10%, based on 
value or number in the share or equity capital 
or voting rights of the distributing legal person 
and such participation is maintained for at 
least 24 months.

Until completion of the minimum holding peri-
od, a bank guarantee of an amount equal to the 
amount of withholding tax that would otherwise 
be due can be deployed instead of payment of 
the withholding tax and a posterior refund claim.

The above-mentioned exemption from Greek 
income tax on dividends received by Greek 
companies from qualifying EU and non-EU sub-
sidiaries applies to the extent that such prof-

its are not deductible by the subsidiary. This 
amendment targets hybrid instruments and aims 
at preventing situations of double non-taxation 
due to mismatches in the tax treatment of profit 
distribution between the states in which the sub-
sidiary and the parent company are situated. In 
addition, a special anti-abuse rule prohibits the 
tax exemption in case of an arrangement or 
series of arrangements which, having been put 
into place for the main purpose or one of the 
main purposes of obtaining a tax advantage that 
defeats the object or purpose of the applicable 
tax law, are not genuine having regard to all rel-
evant facts and circumstances.

6.4 Use of Intangibles by Non-Local 
Subsidiaries
Gains or royalties derived from the transfer or 
licensing of an intangible developed by a local 
corporation to a non-local subsidiary are includ-
ed in the taxable basis of the local corporation 
for income tax purposes. Transfers of intangibles 
between related parties due to business restruc-
turing – whereby intangible assets or a transfer 
package consisting of functions, assets, risks 
and business opportunities are being transferred 
(whether within or outside Greece) – should be 
made in exchange for arm’s-length remuneration 
and any gain is taxable.

6.5 Taxation of Income of Non-Local 
Subsidiaries Under Controlled Foreign 
Corporation-Type Rules
Under Controlled Foreign Corporation (CFC) 
rules, which were recently revised to incorpo-
rate part of the EU Anti-Tax Avoidance Directive 
into Greek domestic law (along with the BEPS 
measures), local corporations can be taxed on 
the income of their non-local subsidiaries and 
PEs as earned. In accordance with such rules, 
profits earned by a CFC are added to the tax-
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able profits of the local corporation, under the 
following conditions:

• the local corporation by itself – or together 
with its associated enterprises – holds directly 
or indirectly a participation of more than 
50% in the voting rights, or owns directly or 
indirectly a percentage of more than 50% of 
the capital, or is entitled to receive more than 
50% of the profits of the relevant CFC (legal 
person or entity);

• the actual corporate tax paid on the CFC’s 
profits is less than 50% of the corporate tax 
that would have been charged on such profits 
in Greece; and

• 30% or more of the income before taxes 
accruing to the CFC falls within the following 
categories:
(a) interest or any other income generated by 

financial assets;
(b) royalties or any other income generated 

from IP;
(c) dividends and income from the disposal 

of shares;
(d) income from financial leasing and income 

from insurance, banking and other finan-
cial activities; and

(e) income from companies that undertake 
invoicing and realise income from sales 
and services and income from goods 
and services purchased from and sold to 
associated enterprises, adding no or little 
economic value.

CFC rules do not apply to companies or PEs res-
ident in EEA member states, provided that such 
entities carry out a substantive economic activ-
ity supported by staff, equipment, assets and 
premises, as evidenced by all relevant facts and 
circumstances. In such cases, the tax authori-
ties bear the burden to prove the absence of a 
substantive economic activity.

In the case of distribution by a CFC of profits 
that are included in the taxable basis of the local 
corporation, any CFC income taxed in a previous 
fiscal year is deducted from the relevant taxable 
basis.

6.6 Rules Related to the Substance of 
Non-Local	Affiliates
There are no uniform local rules related to the 
substance of non-local affiliates. Guidelines can 
be found on a case-by-case basis with regard 
to certain specific anti-avoidance provisions. 
In addition, national legislation transposing 
EU Directives must be interpreted also on the 
basis of the CJEU’s case law. Factors that can 
be taken into account are local management, 
physical presence, full-time employees, active 
VAT number and taxation. Financial statements 
and information about the business organisation 
can also be taken into account, along with the 
other factors.

6.7 Taxation on Gain on the Sale of 
Shares	in	Non-Local	Affiliates
Gains on the sale by local corporations of shares 
in non-local affiliates are fully included in the 
taxable basis for income tax purposes, with the 
exception of gains on the disposal of shares in 
qualifying subsidiaries in respect of which legal 
persons are exempt under certain conditions 
(see 2.7 Capital Gains Taxation).

7. Anti-Avoidance

7.1 Overarching Anti-Avoidance 
Provisions
A general anti-abuse rule exists under Greek leg-
islation as part of the wider measures to combat 
tax evasion or avoidance. Such rule incorporates 
part of the EU Anti-tax Avoidance Directive into 
Greek domestic law.
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The rule allows tax authorities – having regard to 
all relevant facts and circumstances – to ignore 
an arrangement or a series of arrangements that, 
having been put in place for the main purpose 
of obtaining a tax advantage that defeats the 
object or purpose of the applicable tax law, are 
not genuine. An arrangement is not considered 
genuine if it is not put in place for valid commer-
cial reasons that reflect economic reality. In such 
cases, the tax liability is determined as the tax 
liability that would arise in the absence of such 
an arrangement.

In accordance with the relevant guidelines, the 
burden of proof is on the tax authorities. Moreo-
ver, no avoidance is considered to exist solely 
by reason of a taxpayer seeking to reduce its 
tax burden.

The rule has been relied upon at certain times 
by the tax authorities to assess taxes, and cer-
tain decisions in this respect issued by the Dis-
pute Resolution Directorate of the Independent 
Authority for Public Revenues can be used for 
interpretation. No substantial relevant jurispru-
dence by the Supreme Court exists.

A specific anti-abuse rule applies in respect of 
tax-neutral corporate reorganisations such as 
mergers, share-for-share exchanges, spin-offs 
and demergers effected under the framework of 
the Income Tax Code. According to this rule, tax 
benefits are withdrawn in whole or in part where 
the principal objective (or one of the principal 
objectives) behind the reorganisation is tax eva-
sion or avoidance.

8. Audit Cycles

8.1 Regular Routine Audit Cycle
Tax authorities can audit the accuracy of tax 
returns, as well as the general compliance of 
taxpayers with their tax obligations, on the basis 
of procedures provided for in the Tax Proce-
dures Code currently in force. The State’s right 
to assess taxes in addition to those deriving 
from a taxpayer’s tax return is time-barred, in 
principle, and lapses after a period of five years 
from the end of the year in which a tax return is 
due to be filed (ie, effectively six years after the 
audited year).

There are a number of derogations from this 
principle, including cases of tax evasion, cases 
where the relevant taxpayer has not filed a tax 
return within the five-year period, and cases of 
emergence for the tax authorities of new data 
or new information that could not have come to 
their knowledge within the five-year period. In 
such cases, the prescription period is ten years 
in principle. Also, where the Greek tax authorities 
have requested information from foreign authori-
ties, the right to assess taxes is time-barred to 
lapse one year after the receipt of the informa-
tion.

The Greek tax authorities are obliged to publish 
annually the number of full and partial tax audits 
prioritised for the following year on the basis of 
risk-analysis criteria and other available informa-
tion.

Taxpayers can challenge a tax assessment by fil-
ing an out-of-court administrative appeal against 
such assessment prior to filing a judicial appeal.
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9. BEPS

9.1 Recommended Changes
Greece is largely compliant with the principles 
developed and the measures recommended by 
the OECD/G20 BEPS action plan. In addition, 
being an EU member state, Greece was bound 
to transpose into domestic law the EU Directives 
that implement OECD/G20 BEPS conclusions at 
an EU level.

Since the introduction of a new income tax code 
on 1 January 2014, Greece has implemented 
various measures in compliance with the BEPS 
principles (as also implemented by the EU) – for 
example, CFC rules, interest deduction limita-
tions, rules neutralising the effects of hybrid 
mismatch arrangements, rules on the mandatory 
disclosure of potentially aggressive tax-planning 
arrangements and rules on reporting obligations 
of digital platform operators. Greece has also 
transposed into domestic law the EU Directives 
providing for the automatic exchange of infor-
mation on cross-border tax rulings and advance 
pricing agreements between EU member states. 
In April 2024, Greece transposed the Pillar 2 
Directive ((EU) 2022/2523) on ensuring a global 
minimum level of taxation for multinational enter-
prise groups and large-scale domestic groups in 
the EU into domestic law.

.

9.2 Government Attitudes
In general, the Greek government fully endorsed 
the BEPS project from the outset and Greece is 
a member of the Inclusive Framework on Base 
Erosion and Profit Shifting. The allocation of tax-
ing rights for MNEs to end market and source 
jurisdictions if Pillar One progresses may have 
a positive impact on fiscal revenues in Greece 
going forward.

9.3	 Profile	of	International	Tax
International tax has a high public profile in 
Greece, most notably with regard to transfer 
pricing and the general objective of transparen-
cy. Transfer pricing has become an area of pri-
mary focus, both in terms of public opinion and 
at the level of tax authorities. A fully dedicated 
team within Greece’s Independent Authority for 
Public Revenue deals with the transfer pricing 
legislative framework, including the issuance of 
decisions on APAs and MAPs.

9.4 Competitive Tax Policy Objective
At this time, the primary focus in Greece is on 
the collection of taxes and the enhancement of 
attitudes towards tax compliance. Such meas-
ures do not appear to be conflicting with the 
BEPS outcomes. In any event, what should be 
ensured is that BEPS-related measures and anti-
tax avoidance rules are not implemented by the 
tax authorities in an overly restrictive manner.

9.5 Features of the Competitive Tax 
System
There are no significant features of Greece’s tax 
system that are particularly vulnerable to meas-
ures aiming to achieve the BEPS objectives, in 
particular. Also, as an EU member state, Greece 
is obliged to take all required actions in order for 
state aid to comply with EU rules.

9.6 Proposals for Dealing With Hybrid 
Instruments
As regards legislation for dealing with hybrid 
instruments, Greece has transposed into 
domestic law the amendments made to the EU 
Parent–Subsidiary Directive, in accordance with 
which dividends paid by EU-based qualifying 
subsidiaries are not taxed if such profits are not 
deductible by the subsidiary and are taxed to 
the extent that such profits are deductible by 
the subsidiary.
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As mentioned in 9.1 Recommended Changes, 
Greece has transposed the provisions of the EU 
Anti-Tax Avoidance Directive and – with effect 
from 1 January 2022 – of EU Directive 2017/952 
amending the EU Anti-Tax Avoidance Directive 
as regards hybrid mismatches with third coun-
tries. Hybrid mismatches are the consequence 
of differences in the legal characterisation of pay-
ments (financial instruments) or entities, with the 
possible effect of a deduction in both states or 
a deduction of the income in one state without 
inclusion in the tax base of the other. The legisla-
tion lays down rules whereby one of the two juris-
dictions in a mismatch should deny the deduction 
of a payment leading to such an outcome.

9.7 Territorial Tax Regime
Greece generally imposes tax on worldwide 
income, in the sense that it also exercises 
taxation rights in respect of the foreign-source 
income earned by Greek tax residents. For-
eign tax residents are taxed in Greece under 
a territorial system – ie, they are only taxed on 
Greek-source income. It is notable that profits 
distributed by EU subsidiaries are exempt from 
corporate income tax in Greece, subject to spe-
cific requirements under the rules transposing 
the Parent–Subsidiary Directive.

Legal persons are exempt under conditions from 
tax on capital gains arising from the disposal of 
shares in certain qualifying subsidiaries (see 2.7 
Capital Gains Taxation). In such cases, apart 
from the generally applicable interest deduct-
ibility limitations, interest incurred as a result 
of financing the relevant participations may in 
certain circumstances not be deductible. The 
BEPS-related interest deducibility limitation of 
up to 30% of EBITDA operates subject to a de 
minimis threshold of exceeding borrowing costs 
set at EUR3 million annually, which makes it likely 
to affect a smaller number of Greek enterprises.

9.8 Controlled Foreign Corporation 
Proposals
As mentioned in 9.7 Territorial Tax Regime, 
Greece does not have a territorial tax regime. 
Greek CFC rules, amended in line with the EU 
Anti-Tax Avoidance Directive, only capture prof-
its of CFCs that fall under certain categories. 
When it comes to subsidiaries established in 
ΕΕΑ member states, Greece does not have 
sweeper CFC rules. Even if such states are low-
rate jurisdictions, the relevant subsidiaries and 
PEs are beyond the scope of the CFC rules if 
such entities carry on a substantive economic 
activity supported by staff, equipment, assets 
and premises, as evidenced by all relevant facts 
and circumstances.

9.9 Anti-Avoidance Rules
In the context of the MLI, Greece has adopted 
the principal purpose test rule in order to prevent 
the abuse of benefits derived from its tax treaty 
network. Greece has explicitly opted out of the 
Simplified Limitation of Benefits. As detailed in 
7.1 Overarching Anti-Avoidance Provisions, 
Greece incorporated a general anti-abuse rule 
into domestic law in 2014.

Both inbound and outbound investors may, 
therefore, be affected by a combination of the 
domestic law provisions, the anti-avoidance 
rules included in the double-taxation treaties, 
and the EU rules as transposed into domestic 
law. Consequently, new structures should be 
carefully reviewed from all of these perspectives.

9.10 Transfer Pricing Changes
As mentioned in 9.1 Recommended Changes, 
prior to BEPS, the applicable legal framework 
for transfer pricing in Greece fully endorsed the 
arm’s-length principle as defined in Article 9 of 
the OECD Model Tax Convention and interpreted 
by the OECD Transfer Pricing Guidelines. Cur-
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rently, it also follows the revisions introduced as 
a result of Actions 8–10 of the OECD BEPS pro-
ject. In general, no radical changes have taken 
place under the BEPS transfer pricing changes. 
As regards documentation, the required content 
of the local transfer pricing files is not yet fully 
aligned with BEPS Action 13 – particularly in 
relation to value chain analysis.

In the aftermath of BEPS, Greece has also intro-
duced into domestic legislation the automatic 
exchange of CbC reports between EU member 
states, as well as among the signatories of the 
Multilateral Competent Authority Agreement on 
the Exchange of CbC Reports (concerning MNEs 
with an annual consolidated turnover exceeding 
EUR750 million). A relevant bilateral agreement 
has also been concluded with the USA. The first 
reporting year was the year commencing 1 Janu-
ary 2016. Surrogate reporting and local notifica-
tion requirements have also been adopted.

Information on the ownership of intangible 
assets in the group, as well as related-party 
transactions for the licensing of rights on intan-
gible assets, forms part of the transfer pricing 
documentation required under domestic law. 
As mentioned in 4.4 Transfer Pricing Issues, 
the role of each related party in the DEMPE 
functions of intangible assets is an element of 
increasing significance in terms of the scrutiny 
of related-party transactions between domestic 
licensees and foreign IP-holding entities.

9.11 Transparency and Country-by-
Country Reporting
Although transparency, CbC reporting and man-
datory disclosure of potentially aggressive tax-
planning arrangements are positive measures in 
terms of combatting tax avoidance, care should 
be taken that the relevant implementation rules 
and their interpretation by the tax authorities 

lead to the minimum possible compliance bur-
den for enterprises. Where applicable, measures 
should be adopted to ensure that the relevant 
procedures do not lead to the unnecessary dis-
closure of commercial information.

9.12 Taxation of Digital Economy 
Businesses
Greece has not implemented any changes spe-
cifically relating to the taxation of transactions 
effected or profits generated by digital econo-
my businesses operating largely from outside 
the jurisdiction. At a local direct taxation level, 
Greece has a legal framework regarding the 
taxation of short-term rentals in the sharing 
economy through digital platforms.

Greece has transposed Directive 2021/514/EU 
amending Directive 2011/16/EU on administra-
tive co-operation in the field of taxation, towards 
imposing reporting obligations for digital platform 
operators with the aim of enabling tax administra-
tions to assess and control gross income earned 
from commercial activities performed with the 
intermediation of digital platforms.

9.13 Digital Taxation
See 9.12 Taxation of Digital Economy Busi-
nesses.

9.14	 Taxation	of	Offshore	IP
Greece imposes withholding tax on royalties paid 
to offshore owners in exchange for the use of IP. 
Rates can be reduced or eliminated if payments 
are made to beneficiaries in income tax treaty 
jurisdictions. Moreover, payments to persons 
residing in states deemed as non-co-operative 
or preferential are not deductible, unless the tax-
payer proves that these expenses are incurred 
for real transactions and do not result in profit-
shifting aimed at tax avoidance or evasion.
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Greece further modernised its tax legislation and 
digitalised procedures in 2024, which was a very 
productive year.

Key Tax Highlights of 2024
Continuing progress of the past decade in incor-
porating international tax standards in legislation 
and modernising tax systems and processes, 
Greece was very active in undertaking a variety 
of significant corporate tax legislative amend-
ments in 2024.

Among other measures, Greece implemented 
two long-awaited changes to the core of its cor-
porate taxation. First, it introduced a new law 
on tax-neutral transformations (Law 5162/2024) 
that replaced various incentive laws reinforcing 
tax certainty and further enhancing tax neutral-
ity. Second, it abolished a very old and out-
dated set of rules on stamp duty, introducing 
the “digital transaction duty” (Law 5135/2024). 
It also expanded participation exemption rules 
to third-party subsidiaries and introduced fur-
ther incentives for startups and regarding R&D 
that are critical for several business sectors, par-
ticularly technology and energy that have been 
booming in the past few years.

Greece has not been idle, either, in the area of 
important Directives, and transposed into Greek 
law Pillar II (Law 5100/2024) and the CRSD (Law 
5164/2024). Guidelines are in the pipeline on all 
newly issued legislation in order to clarify any 
ambiguities.

In parallel, the Greek courts continue to shape 
the tax environment by applying a more thor-
ough, fair and legally consistent approach in the 
interpretation of tax rules with regard not only 
to domestic legal science but also to interna-
tional tax rules and precedents in their decision-
making, aiming for alignment with international 

and EU standards. In this respect, although 2024 
was not a year of specific milestone develop-
ments in terms of tax litigation, recent case law 
proves that even lower Administrative Courts are 
becoming more familiar with technical issues 
within the scope of accounting and transfer pric-
ing or other corporate tax issues. Considering 
that Greece does not maintain specialised tax 
courts, corporate tax matters have always been 
highly complex for non-specialised judges, and 
have not been not given due consideration in 
certain situations. This change therefore repre-
sents significant progress in favour of a fairer 
outcome at lower-court level for taxpayers. That 
said, Greek tax auditors do have an increased 
bias towards the application of anti-avoidance 
rules, so it remains to be seen how the courts 
will react to this shift.

At the same time, Greece is building further on 
its ambitious plans to tackle tax evasion, among 
other ways through the real-time electronic 
transmission of fiscal documents to the tax 
administration. Electronic delivery notes have 
also been launched, and e-invoicing is in the 
pipeline following the EU Commission’s recently 
issued favourable opinion.

In parallel, reforms are constantly being intro-
duced to make the tax administration’s structure 
more efficient, with the Independent Authority 
for Public Revenue announcing more measures 
to facilitate compliance. This has involved the 
digitalisation of all services, and a very signifi-
cant reorganisation of tax departments in 2024, 
which, despite some practical discrepancies, 
is expected to generate significant benefits in 
terms of increased public revenue.

All in all, in 2024, Greece took steps to create a 
more competitive tax environment on par with 
the tax systems in force in other EU countries.
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Below is a summary of key Greek corporate tax 
takeaways or changes for 2024.

Reform of Rules on Business Transformations
Greece had long maintained four different tax 
incentive laws on corporate transformations. For 
more than three decades, a system of parallel 
application of different regimes, although offer-
ing an opportunity for different tax incentives 
depending on the type of assets and the desired 
type of restructuring, had given way to many dis-
crepancies. This was due to multiple overlaps 
that created confusion as to their applicability, 
but also intensified as of the major reform of 
corporate law on mergers that in many aspects 
diverged from certain of the tax regimes. The 
new law on transformations, Law 5162/2024, 
hereinafter “the Law” or “the New Law”, was 
thus introduced in 2024, aimed at unifying all 
regimes in a single set of rules that is now har-
monised and in alignment with corporate law.

Law 4935/2022 on transformation incentives for 
SMEs and the special regime of Law 2515/1997 
for credit institutions remain in effect, while 
transformations of real estate investment com-
panies (REICs) are covered by the New Law.

The scope of the New Law covers domestic 
and cross-border mergers, divisions, partial 
divisions, spin-offs and legal form conversions 
(together referred to as “corporate transforma-
tions”), as well as share exchanges. Specifically, 
as regards spin-offs and share exchanges, the 
ambit is extended, and a foreign non-EU entity 
may be involved provided it is a tax resident in a 
country maintaining in force with Greece a Dou-
ble Tax Treaty or Mutual Administrative Assis-
tance Convention.

The New Law provides for tax neutrality on all 
above forms of transformations.

The New Law also provides the framework for 
the contribution of a sole proprietorship or a 
joint venture to another entity, and sets the tax 
treatment for Greek shareholders in the event of 
transformations or share exchanges of foreign 
tax-transparent companies.

The new regime applies on merger/division and 
similar plans or corporate resolutions for conver-
sions and acquisitions of shares under a share 
exchange, which are published or re-published 
after the effective date of the Law, ie, 5 Decem-
ber 2024. Any transformations published before 
that date will be governed by the respective 
repealed regime chosen.

The basic features of the Law are that: i) there is 
no step-up of assets transferred; ii) it broadens 
tax neutrality for the contributing and receiving 
entities; and iii) it also clarifies exemption for the 
shareholders under a minimum holding period of 
the received shares. At the same time, for key 
definitions, it aligns with corporate law on the 
transformations to which it refers, thus eliminat-
ing the relevant discrepancies of the past. The 
Law, as compared to repealed regimes, does not 
set any strict restrictions in terms of the legal 
form, years of operation of the transformed enti-
ties or minimum capital. In more detail, the basic 
features that also constitute the main differences 
from the previous multiple regimes, are as fol-
lows.

• Valuation requirements should be determined 
under corporate law on mergers and com-
pany law.

• For the recipient entity, there is no increase in 
the taxable value of assets transferred to it, 
and any capital gains upon transformation are 
tax exempt.

• For the shareholder, or the contributing entity 
under a spin-off, shares acquired are recog-
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nised at their fair market value. Capital gains 
are permanently tax-exempt, except for any 
portion corresponding to cash payment. 
Shares acquired in a share exchange retain 
their taxable value prior to the exchange. For 
tax neutrality to apply, a minimum two-year 
holding period is introduced for the shares 
acquired by the shareholder or the contrib-
uting entity. Otherwise, for example, in an 
earlier sale of the shares, their taxable value 
is equal to the value before the transforma-
tion. No such mention is made as regards the 
share exchanges.

• The permanent tax exemption of capital gains 
at the level of the shareholders is therefore 
subject to the minimum holding period.

• An important procedural change is that a no 
tax return is no longer required if real estate 
assets are among the assets of the trans-
formed entities.

• An amendment is introduced to the defini-
tion of the sector for purposes of the partial 
division or spin-off. In particular, the Law 
defines the sector or branch of activity to 
be the entirety of the assets and liabilities of 
a division of a company or the designated 
assets along with the corresponding liabilities, 
that constitute, from an organisational per-
spective, an autonomous operation (ie, a unit 
capable of functioning independently, regard-
less of whether it generates income from its 
operations prior to the transformation). This 
definition is broader than that provided by the 
EU Tax Merger Directive and corporate law 
on mergers. However, further clarification is 
needed through the tax guidelines.

• Exemption from all other taxes applies, while 
a special anti-avoidance rule is also included 
in the law.

Expanded Intragroup Dividend and 
Participation Exemptions
Greece introduced an extended scope of appli-
cation of the intragroup dividend tax participa-
tion exemption and the capital gains participa-
tion exemption in order to include the receipt of 
dividends and capital gains from the transfer of 
shares/titles in non-EU tax resident subsidiar-
ies. This is on condition that the shareholder: 
i) is a capital entity; ii) is not located in a non-
cooperative jurisdiction; iii) is subject to corpo-
rate income tax without the option for exemp-
tion; and iv) maintains the minimum participation 
ratio of the PSD – ie, 10% of the capital or voting 
rights of the Greek entity. The special anti-abuse 
rule capturing tax exemption of dividend income 
is now extended to relevant income stemming 
from subsidiaries located in third countries.

R&D Expenses Towards Startups, Research 
Centres and Universities Deductible at Higher 
Rates
R&D expenses paid towards registered startups 
and certain research and innovation centres and 
universities (provided that they are unrelated par-
ties with the recipient of the project or service), 
are tax deductible increased by 150%, subject 
to the governmental approval procedure already 
set in the Greek income tax code.

Tax Exemption for Income Related to 
Internationally Recognised Patents
Greek income tax code provided that an income-
tax exemption for profits of an enterprise arising 
from the exploitation of internationally recog-
nised patents on its name was available for three 
consecutive tax years. By virtue of an amend-
ment in 2024, patent incentives are extended 
and now additionally provide that the relevant 
enterprise may receive a 10% exemption of the 
payable tax amount corresponding to the afore-
mentioned profits and for the subsequent seven 
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consecutive years to the extent that the devel-
opment of the patent can be linked and further 
substantiated with respective R&D expenses.

Stamp Duty Replacement by the “Digital 
Transaction Duty” (DTD Law 5135/2024)
The DTD Law has replaced a very old legislation 
on stamp duty. The major changes introduced in 
comparison to the prior regime are notably the 
following.

• Digital transaction duty orDTD will apply 
only on transactions restrictively enumerated 
under the provisions of the Law.

• The duty is levied on transactions, and not on 
written agreements – as was the case with 
stamp duty. Uncertainties arise when the law 
provides for contracts in some cases or for 
contracts under conditions where the ambit 
of the law is not clear ie, whether it intends to 
tax a contract even if the related transaction 
is not concluded.

• DTD Law abolishes the “territoriality principle” 
that prevailed under the stamp duty regime, 
according to which an agreement signed and 
executed outside Greece remained outside 
the scope of Greek stamp duty. DTD applies 
irrespective of the location where the transac-
tion was executed or the contract was con-
cluded, as long as at least one of the transact-
ing parties is a tax resident of Greece or has 
a permanent establishment in Greece (if the 
transaction in question relates to the activity of 
that permanent establishment in Greece).

Further to the above, it is explicitly provided that 
the DTD will not apply on transactions that fall 
within the scope of the provisions of the Value 
Added Tax (VAT) Code, the Inheritance, Dona-
tion, and Parental Gift Tax Code, the Real Estate 
Transfer Tax, the Capital Concentration Tax, and 
the Special Banking Tax.

As per the general rules and subject to the 
provisions applicable to each transaction, the 
taxable person shall be the party who receives 
the monetary benefit or is the beneficiary of the 
transaction. When one of the counterparties is 
the State or a Government Entity which will be 
exempt from stamp duty, then the other party 
will be the taxable person. The taxable person 
is also in principle the person liable for the sub-
mission of the return and the attribution of the 
DTD. However:

• if one party is a foreign tax resident without a 
permanent establishment in Greece, then the 
other party becomes liable for the submission 
of the return and the attribution of the DTD; 
and

• if one party is an individual and the other 
party is a legal entity, then the latter shall be 
liable for the submission of the return and the 
attribution of the DTD.

The Law also explicitly allows the transacting 
parties to mutually decide how to allocate this 
expense without affecting the transaction’s value.

DTD will apply on acts, transactions and con-
tracts concluded or executed as of 1 December 
2024. Transitional provisions are to be monitored 
for transactions that may have taken place prior 
to the entry into force of the DTD Law but have 
effects or are executed after that.

Conclusion
With regard to the above very active legisla-
tive “production” of 2024, it remains to be seen 
whether the much-needed guidelines will be 
issued on time to allow businesses to adapt to 
the new rules and to safeguard that tax authori-
ties will implement them in line with the intention 
of the legislator, which is to facilitate business 
and promote tax certainty. 
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renowned legal ranking agencies.
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1. Types of Business Entities, 
Their Residence and Basic Tax 
Treatment
1.1 Corporate Structures and Tax 
Treatment
Businesses in Guatemala generally adopt a cor-
porate form. Regardless of the corporate form 
adopted, each entity is taxed as a separate legal 
entity from its members, partners or sharehold-
ers. The Guatemalan Commercial Code regu-
lates five basic types of corporate entity as fol-
lows:

• general partnership (Sociedad Colectiva);
• limited liability company or LLC (Sociedad de 

Responsabilidad Limitada);
• limited partnership (Sociedad en Comandita 

Simple);
• stock corporation (Sociedad Anónima); and
• stock corporation (Sociedad Comandita por 

Acciones).

Foreign corporations may organise branches or 
agencies.

The most commonly used corporate form is the 
stock corporation (Sociedad Anónima or SA). 
American corporations often adopt the corpo-
rate form of a limited liability company (Sociedad 
de Responsabilidad Limitada or SRL) for their 
subsidiaries, in order to achieve look-through tax 
treatment.

As mentioned above, the corporate entity is 
taxed separately and must obtain a separate 
taxpayer number.

A simplified and simpler corporate form, called 
“for entrepreneurship”, is now available for some 
specific corporate purposes, with lower capital 

requirements and fewer formalities. It can be 
organised as “one-person company”.

1.2 Transparent Entities
Under local law, there are no transparent enti-
ties for tax purposes. However, the Guatemalan 
LLC is commonly used by US corporations in 
order to achieve transparency before the US tax 
authorities.

1.3 Determining Residence of 
Incorporated Businesses
Guatemala has no double taxation treaties cur-
rently in force. However, Guatemalan Tax Law 
sets certain standards regarding residence. A 
corporation is considered “resident” for tax pur-
poses if:

• it has been organised under Guatemalan law;
• the corporation is managed in/from Guate-

mala;
• the corporation has a tax or corporate seat in 

Guatemala;
• the corporation has its centre of economic 

interests located in Guatemala; and
• the corporation has a permanent establish-

ment in Guatemala which would be subject to 
taxation in Guatemala (not the foreign corpo-
ration).

1.4 Tax Rates
The Guatemalan income tax system differenti-
ates between certain kinds of income. However, 
corporate and individually owned businesses are 
taxed at the same rate of:

• the general statutory regimen of 25% on net 
income; or

• (at the election of the taxpayer for each fis-
cal year) at a flat rate of 7% or 5% on gross 
income (excluding exemptions).
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Annual income up to approximately USD46,800 
is taxed at 5%, with a 7% tax rate being applied 
on the surplus above that amount.

2. Key General Features of the Tax 
Regime Applicable to Incorporated 
Businesses
2.1	 Calculation	for	Taxable	Profits
As a rule, profits are taxed based on the account-
ing profits subject to some adjustments. The 
most common tax adjustments are certain limits 
to deductible expenses. Profits are taxed on an 
accrual basis.

2.2 Special Incentives for Technology 
Investments
There are currently no incentives directly appli-
cable to technology investments.

2.3 Other Special Incentives
There are currently tax incentives for the follow-
ing industries:

• power generation using clean energy technol-
ogy;

• manufacturing for exportation to foreign 
markets;

• BPO services online for foreign clients/users; 
and

• any other industries operating in a special 
economic development zone, qualified by the 
Free Trade Zone Administration (“ZOLIC”).

Generally, the tax incentives are:

• income tax exemption for up to ten years;
• exemption from or suspension of (as appli-

cable) customs duties on the importation of 
machinery and capital goods related to the 
activity;

• exemption from or suspension of (as applica-
ble) VAT on the importation of machinery and 
capital goods related to the activity; and

• exemption from VAT on the purchase of 
locally produced goods (for manufacturers 
that export to foreign markets).

2.4 Basic Rules on Loss Relief
Losses incurred during a fiscal year can only be 
offset against profits in the same fiscal year. No 
carry forward or carry back is therefore allowed. 
However, in the case of capital losses, these may 
be offset against capital gains only and carried 
forward for up to two years.

2.5 Imposed Limits on Deduction of 
Interest
Interest is deductible if paid in order to generate 
taxable income. Interest can only be deducted 
up to an amount equal to the interest rate deter-
mined by the Monetary Board, multiplied by the 
average net assets in any fiscal year, times three.

2.6 Basic Rules on Consolidated Tax 
Grouping
Group consolidation is not permitted for tax 
purposes. Each entity is considered a separate 
taxpayer.

2.7 Capital Gains Taxation
Capital gains are taxed at a rate of 10%. As a 
general rule, the taxable gain is determined by 
the difference between the book value or cost 
of acquisition (as applicable) and the sale price.

The cost of shares or participations is:

• the cost of acquisition; or
• the value of the shares or participations 

recorded by the issuing company.
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The cost of goods and rights granted as a gift 
is the value attributed in the deed by which they 
are donated.

There are no exemptions or reliefs relative to 
capital gains. However, it is possible to deduct 
up to 15% of the transaction value as transac-
tion costs.

Capital gains as a consequence of mergers and 
acquisitions are also taxable.

2.8 Other Taxes Payable by an 
Incorporated Business
Transactions are subject to VAT or to stamp tax 
depending on their nature. In general, goods, 
services and merchandise transacted on com-
mercial markets are subject to VAT at a rate of 
12%. The assignment of personal rights is gen-
erally subject to stamp tax at a rate of 3%.

Real estate sold on secondary markets is sub-
ject to stamp tax, but, if sold by a developer, it 
is subject to VAT. However, real estate assets 
contributed to business corporations are exempt 
if they were not previously contributed to a real 
estate developer company.

Securities transactions are generally exempt 
from VAT and stamp tax.

2.9 Incorporated Businesses and 
Notable Taxes
Creditable tax on revenues or assets (Impuesto 
de Solidaridad or ISO) is charged at a rate of 1% 
on the greater of:

• one-quarter of the annual gross income of the 
taxpayer; or

• one-quarter of the net assets of the taxpayer.

The amounts paid for this tax can be credited to 
the income tax of the taxpayer.

3. Division of Tax Base Between 
Corporations and Non-Corporate 
Businesses
3.1 Closely Held Local Businesses
Most closely held local businesses operate in 
corporate form.

3.2 Individual Rates and Corporate Rates
There are two kinds of corporate tax, and the 
taxpayer may elect which one to apply. The tax-
payer may elect to pay on gross income or on 
net income. If the former, the rates are 5% and 
7% (see 1.4 Tax Rates). If the latter, the rate is 
25%.

Corporate tax is therefore not necessarily high-
er or lower than individual rates, although any 
corporation paying a marginal rate equal to or 
higher than 5% (if the gross annual income is 
less than USD48,000) or 7% (if the gross annual 
income is more than USD48,000) is expected to 
elect the flat tax option.

Compared with the rates applicable to individual 
professionals, the rates and taxable bases are 
roughly the same as the flat tax option for cor-
porations and, presumably, higher than the net 
income option for corporations. That said, the 
administrative costs incurred in this latter case 
can be relatively higher for an individual profes-
sional than for a corporation.

Although not directed at this issue, the Code of 
Commerce does not allow any profession regu-
lated by a bar association or a professional board 
to use a corporate structure. Additionally, at the 
time a taxpayer applies for a taxpayer number, it 
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is required to provide the Tax Administration with 
a description of its business activity.

As of 8 April 2025, individual or corporate tax-
payers deriving annual income of approximately 
GTQ496,000 (approximately USD65,000) or less 
are eligible for the special small taxpayer regime. 
Under this small taxpayer regimen taxpayers are 
subject to a flat 5% tax on their gross income. 
Their transactions will not be subject to VAT.

Similarly, as of 8 April 2025 two new regimes 
will be in effect: the “Primary Regime” and the 
“Livestock Regime”. These regimes are appli-
cable to individual or corporate taxpayers in the 
agricultural and livestock business for supply-
ing primary markets (for supplying local markets) 
with annual income equal or less than GTQ13 
million (approximately USD1.6 million). Taxpay-
ers registered under either of these regimes are 
subject to 1.5% tax levied on their gross sales 
and are exempt from VAT and income tax. How-
ever, dealers of livestock will be subject to a 10% 
tax rate on their profits.

These regimes are not applicable to persons 
selling to end consumers and to exporters. 
Exporters of goods related to these regimens 
will be subject to 2% tax on their gross exports.

3.3 Accumulating Earnings for 
Investment Purposes
There are no rules preventing closely held cor-
porations from accumulating earnings for invest-
ment purposes. It is mandatory to create a 5% 
reserve every year, but when this surpasses 15% 
of the corporation’s capital, it can be capitalised. 
Thereafter, the obligation to make a 5% reserve 
on earnings continues.

3.4 Sales of Shares by Individuals in 
Closely Held Corporations
Dividends are taxed at a final 5% withholding 
tax rate independently of the beneficiary’s resi-
dence. Gains on the sale of shares are taxed 
at 10%. The taxable gain is determined by the 
difference between the book value or purchase 
value (as applicable) and the price at which the 
shares are sold.

3.5 Sales of Shares by Individuals in 
Publicly Traded Corporations
There are no differences between closely or pub-
licly held corporations.

4. Key Features of Taxation of 
Inbound Investments

4.1 Withholding Taxes
Withholding taxes applicable to non-residents 
without a permanent establishment are as fol-
lows:

• dividends and profit distributions: 5%;
• interest: 10% (foreign fully licensed banking 

and financial institutions are exempt); and
• royalties: 15%.

It is important to note that the notions of “inter-
est” and “royalties” under the law are wider than 
usually understood.

No reliefs are available.

4.2 Primary Tax Treaty Countries
There are currently no tax treaties in force.

4.3 Use of Treaty Country Entities by 
Non-Treaty Country Residents
There are currently no tax treaties in force.
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4.4 Transfer Pricing Issues
There are no particular issues specifically affect-
ing inbound investors.

4.5 Related-Party Limited Risk 
Distribution Arrangements
Limited-risk distribution arrangements have not 
yet surfaced as a focus for the Tax Administra-
tion. However, any related-party arrangement 
that does not comply with transfer pricing rules 
could be challenged by the tax authorities.

4.6 Comparing Local Transfer Pricing 
Rules and/or Enforcement and OECD 
Standards
The main differences between local transfer pric-
ing rules and OECD standards concern:

• the value method for imports and exports 
(sixth method in the local provisions, not 
considered by the OECD Guidelines). The Tax 
Administration favours the application of this 
method before any of the five OECD meth-
ods; and

• the adoption of a criterion of “related party” 
based on the parties to the transaction being 
relatives within certain degrees.

4.7 International Transfer Pricing 
Disputes
The local tax authorities are more aggressive on 
transfer pricing than they used to be. However, 
new information does not appear to have been 
used to re-open earlier disputes.

Since Guatemala has not ratified any double tax 
treaties, no mutual agreement procedures have 
been used to resolve international transfer pric-
ing disputes.

5. Key Features of Taxation of Non-
Local Corporations

5.1 Compensating Adjustments When 
Transfer Pricing Claims Are Settled
Within the proceedings leading to a transfer 
pricing-related claim, the Tax Administration and 
the taxpayer can voluntarily review the matter 
and settle the disagreement. Some Tax Admin-
istration officials have reported cases where a 
taxpayer has proceeded with the adjustments 
upon settlement.

5.2	 Taxation	Differences	Between	Local	
Branches and Local Subsidiaries of Non-
Local Corporations
Local branches of non-local corporations and 
local subsidiaries of non-local corporations are 
not taxed differently.

5.3 Capital Gains of Non-Residents
The capital gains of non-residents on the sale 
of stock in local corporations are taxed in Gua-
temala. However, if the transaction is executed 
in a jurisdiction other than Guatemala, on terms 
and conditions such that the capital gain is not 
generated in Guatemala and the party selling the 
stock is “acting” (disposing of the stock) outside 
Guatemala, the capital gain would not be subject 
to tax in Guatemala.

5.4 Change of Control Provisions
A change of control that results in one of the 
parties indirectly disposing of an indirect holding 
higher up overseas is not taxed. However, this is 
subject to a substance test in the sense that the 
structure has not been set up to avoid taxation 
in Guatemala.
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5.5 Formulas Used to Determine Income 
of	Foreign-Owned	Local	Affiliates
No formulas are used to determine the income 
of foreign-owned local affiliates.

5.6 Deductions for Payments by Local 
Affiliates
Local affiliates are allowed a deduction for 
payments for management and administrative 
expenses by a non-local affiliate on condition 
that:

• the payment is duly supported;
• the expense is necessary to generate taxable 

income;
• where applicable, the withholding tax has 

been charged to the non-local affiliate; and
• the applicable international financial reporting 

standards allow for the expense to be recog-
nised as such by the taxpayer.

5.7 Constraints on Related-Party 
Borrowing
Besides transfer pricing rules and 10% withhold-
ing tax, interest paid to a non-local affiliate is 
not deductible, unless the beneficiary is a fully 
licensed financial institution.

6. Key Features of Taxation 
of Foreign Income of Local 
Corporations
6.1 Foreign Income of Local 
Corporations
The foreign income of local corporations is 
exempt from corporate tax. The Guatema-
lan system is fundamentally one of domestic-
sourced income.

6.2 Non-Deductible Local Expenses
If a company has incurred any costs or expenses 
to generate foreign income, these would not be 
deductible, because it is required by law that 
any costs or expenses must generate “taxable” 
income in order to be deductible.

6.3 Taxation on Dividends From Foreign 
Subsidiaries
Dividends from foreign subsidiaries of local cor-
porations are not taxed.

6.4 Use of Intangibles by Non-Local 
Subsidiaries
Intangibles developed by local corporations 
can be used by non-local subsidiaries in their 
business at prices complying with transfer pric-
ing rules. The price paid to the local corpora-
tion would be taxed at the ordinary corporate 
income tax rates if the transaction is in the ordi-
nary course of business. Otherwise, it would be 
taxed as passive income at a 10% rate.

6.5 Taxation of Income of Non-Local 
Subsidiaries Under Controlled Foreign 
Corporation-Type Rules
Local corporations are not taxed on the income 
of their non-local subsidiaries or non-local 
branches under CFC-type rules. There are no 
CFC-type rules.

6.6 Rules Related to the Substance of 
Non-Local	Affiliates
There are no substance-related rules applicable 
to non-local affiliates, although the Tax Admin-
istration has investigated the substance of the 
beneficiary (whether or not related) to allow the 
deductibility of certain expenses.
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6.7 Taxation on Gain on the Sale of 
Shares	in	Non-Local	Affiliates
Provided the sale takes place in a jurisdiction 
other than Guatemala, the capital gain on the 
sale of shares in non-local affiliates is not taxed.

7. Anti-Avoidance

7.1 Overarching Anti-Avoidance 
Provisions
Guatemala does not have general anti-avoidance 
rules, other than those related to tax assess-
ments for characterising the taxable base.

8. Audit Cycles

8.1 Regular Routine Audit Cycle
Guatemala does not have a regular routine audit 
cycle. However, any tax refund, including the 
VAT tax reimbursement, is subject to a previ-
ous tax audit. According to the law, the annual 
planned tax audit must be placed on the Tax 
Agency website.

9. BEPS

9.1 Recommended Changes
The Income Tax Act of 2012 includes some pro-
visions that partly reflect BEPS guidelines, such 
as transfer pricing regulations heavily influenced 
by Action 13.

9.2 Government Attitudes
The Tax Administration usually implements BEPS 
guidelines in Guatemala, although many of them 
require legislative and/or executive action. How-
ever, no official policy has been developed in 
order to adopt and implement BEPS guidelines.

9.3	 Profile	of	International	Tax
The Guatemalan domestic-sourced income sys-
tem does not presently reflect many of the BEPS 
recommendations. However, the Tax Administra-
tion has sought to adopt and implement some 
of them.

9.4 Competitive Tax Policy Objective
The Guatemalan government does not have a 
competitive tax policy objective. The private 
sector lobbies on a casuistic basis in favour of a 
competitive tax policy, as they see it, but there 
is no official policy.

9.5 Features of the Competitive Tax 
System
Although not intended to be a feature of “com-
petitive” tax system, the Guatemalan corporate 
tax law is relatively simple. It is domestic source-
based and the rates are competitive with those 
of other countries in the region.

9.6 Proposals for Dealing With Hybrid 
Instruments
There is a draft securities law that will regulate 
hybrid instruments. It might be passed in the 
near future and includes the taxation of invest-
ment vehicles. At this point, this is not a policy 
issue.

9.7 Territorial Tax Regime
Guatemala has a territorial tax regime and there 
are some deductibility restrictions. These are as 
follows:

• interest payments to non-residents are not 
deductible, except where the beneficiary is a 
non-resident fully licensed financial institution;

• interest is deductible up to the interest rate 
published by the Monetary Board; and
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• interest is deductible up to the interest rate 
times the annual average net assets of the 
taxpayer times three.

It is not likely that interest deductibility propos-
als will affect people investing in and from this 
jurisdiction.

9.8 Controlled Foreign Corporation 
Proposals
Guatemalan law provides for certain limits on 
the deduction of interest (see 9.7 Territorial Tax 
Regime) that do not correspond to CFC rules 
but have a similar result in practice.

9.9 Anti-Avoidance Rules
Guatemalan tax law does not grant any DTC to 
outbound investors. If other jurisdictions cre-
ated limitations on any DTC allowed to inbound 
investors, this would likely have some impact on 
direct foreign investments into Guatemala.

9.10 Transfer Pricing Changes
Transfer pricing changes introduced by BEPS 
after the transfer pricing rules came into force 
in Guatemala in 2015, are not changing things 
radically. The taxation of profits from intellectual 
property is not a particular source of controversy 
in Guatemala.

9.11 Transparency and Country-by-
Country Reporting
The Guatemalan tax regime has included pro-
visions for transparency (Decree 20-2006) and 
also country-by-country reporting.

9.12 Taxation of Digital Economy 
Businesses
The Tax Administration has proposed regulating 
the taxation of transactions effected or profits 
generated by digital economy businesses oper-
ating outside Guatemala. At this point, the gen-
eral rules apply, but not outside the jurisdiction.

9.13 Digital Taxation
The Tax Administration has proposed taxing 
transactions and profits generated by business-
es in the digital economy.

9.14	 Taxation	of	Offshore	IP
Payments to non-residents for intellectual prop-
erty deployed in Guatemala are taxed at 15% 
withholding tax and are subject to a deductibility 
cap of 5% of gross income (of the intellectual 
property user). No distinction is made between 
tax havens and other countries.



HONDURAS

336 CHAMBERS.COM

Law and Practice
Contributed by: 
Odín Guillén and Andrea Pereira 
Mayora & Mayora, SC

Honduras
Tegucigalpa

Belize

NicaraguaEl Salvador

Guatemala

Mexico

Contents
1. Types of Business Entities, Their Residence and Basic Tax Treatment p.339
1.1 Corporate Structures and Tax Treatment p.339
1.2 Transparent Entities p.339
1.3 Determining Residence of Incorporated Businesses p.339
1.4 Tax Rates p.340

2. Key General Features of the Tax Regime Applicable to Incorporated Businesses p.341
2.1	 Calculation	for	Taxable	Profits	p.341
2.2 Special Incentives for Technology Investments p.341
2.3 Other Special Incentives p.341
2.4 Basic Rules on Loss Relief p.342
2.5 Imposed Limits on Deduction of Interest p.342
2.6 Basic Rules on Consolidated Tax Grouping p.342
2.7 Capital Gains Taxation p.342
2.8 Other Taxes Payable by an Incorporated Business p.342
2.9 Incorporated Businesses and Notable Taxes p.342

3. Division of Tax Base Between Corporations and Non-Corporate Businesses p.343
3.1 Closely Held Local Businesses p.343
3.2 Individual Rates and Corporate Rates p.343
3.3 Accumulating Earnings for Investment Purposes p.343
3.4 Sales of Shares by Individuals in Closely Held Corporations p.343
3.5 Sales of Shares by Individuals in Publicly Traded Corporations p.343

4. Key Features of Taxation of Inbound Investments p.343
4.1 Withholding Taxes p.343
4.2 Primary Tax Treaty Countries p.344
4.3 Use of Treaty Country Entities by Non-Treaty Country Residents p.344
4.4 Transfer Pricing Issues p.344
4.5 Related-Party Limited Risk Distribution Arrangements p.344
4.6 Comparing Local Transfer Pricing Rules and/or Enforcement and OECD Standards p.344
4.7 International Transfer Pricing Disputes p.344



HonDURAs  CONTENTS

337 CHAMBERS.COM

5. Key Features of Taxation of Non-Local Corporations p.344
5.1 Compensating Adjustments When Transfer Pricing Claims Are Settled p.344
5.2	 Taxation	Differences	Between	Local	Branches	and	Local	Subsidiaries	of	Non-Local	Corporations	p.344
5.3 Capital Gains of Non-Residents p.344
5.4 Change of Control Provisions p.345
5.5	 Formulas	Used	to	Determine	Income	of	Foreign-Owned	Local	Affiliates	p.345
5.6	 Deductions	for	Payments	by	Local	Affiliates	p.345
5.7	 Constraints	on	Related-Party	Borrowing	p.345

6. Key Features of Taxation of Foreign Income of Local Corporations p.345
6.1 Foreign Income of Local Corporations p.345
6.2 Non-Deductible Local Expenses p.345
6.3 Taxation on Dividends From Foreign Subsidiaries p.345
6.4 Use of Intangibles by Non-Local Subsidiaries p.345
6.5 Taxation of Income of Non-Local Subsidiaries Under Controlled Foreign Corporation-Type Rules p.346
6.6	 Rules	Related	to	the	Substance	of	Non-Local	Affiliates	p.346
6.7	 Taxation	on	Gain	on	the	Sale	of	Shares	in	Non-Local	Affiliates	p.346

7. Anti-Avoidance p.346
7.1 Overarching Anti-Avoidance Provisions p.346

8. Audit Cycles p.346
8.1 Regular Routine Audit Cycle p.346

9. BEPS p.346
9.1 Recommended Changes p.346
9.2 Government Attitudes p.346
9.3	 Profile	of	International	Tax	p.346
9.4 Competitive Tax Policy Objective p.347
9.5 Features of the Competitive Tax System p.347
9.6 Proposals for Dealing With Hybrid Instruments p.347
9.7 Territorial Tax Regime p.347
9.8 Controlled Foreign Corporation Proposals p.347
9.9 Anti-Avoidance Rules p.347
9.10 Transfer Pricing Changes p.347
9.11 Transparency and Country-by-Country Reporting p.347
9.12 Taxation of Digital Economy Businesses p.347
9.13 Digital Taxation p.347
9.14	Taxation	of	Offshore	IP	p.347



HonDURAs  Law aNd PraCTiCE
Contributed by: Odín Guillén and Andrea Pereira, Mayora & Mayora, SC 

338 CHAMBERS.COM

Mayora & Mayora, SC is a leading law firm in 
Central America established more than 55 years 
ago, with offices in Guatemala, El Salvador and 
Honduras (Tegucigalpa, San Pedro Sula and 
Roatán). The firm has a team of over 35 legal 
specialists who are ready to assist clients in a 
wide range of legal matters. Renowned for its 
excellence and ethical approach, the firm of-

fers legal assistance in multiple practice areas. 
It has been the exclusive member for Guate-
mala of the largest network of private law firms 
in the world, Lex Mundi, since its inception in 
the early 1980s. The firm and its attorneys have 
been recommended by the most reputable and 
renowned legal ranking agencies.

Authors
Odín Guillén specialises in civil, 
corporate, labour and 
international law at Mayora & 
Mayora, as well as dispute 
resolution. He advises important 
clients in a wide variety of 

industries such as energy, food and beverage, 
and NGOs. He is also an arbitrator and 
secretary at the Centre for Conciliation and 
Arbitration of the Chamber of Commerce and 
Industry in Tegucigalpa. He holds a master’s 
degree and other postgraduate qualifications in 
international law and international relations. He 
has appeared as an attorney before the 
Inter-American Commission on Human Rights 
and is a university professor and newspaper 
columnist. He is currently a doctoral candidate 
in economic law and international commerce.

Andrea Pereira has been part of 
the Mayora & Mayora team in 
Honduras since 2018. She 
started as a paralegal and was 
promoted to junior associate. 
She has a bachelor’s degree in 

law from the National Autonomous University 
of Honduras, where she graduated cum laude, 
and participated in moot courts competitions 
in Washington, DC. She has assisted 
international and regional clients regarding 
complex legal matters involving tax and 
competition law. She also assists in corporate, 
tax, administrative and financial law matters.

Mayora & Mayora, SC
Centro Morazán 
Tower 2
Floor 14 
Local 14 
Tegucigalpa 
Honduras

Tel: +504 2221 2095
Email: info@mayora-mayora.com
Web: www.mayora-mayora.com/en



HonDURAs  Law aNd PraCTiCE
Contributed by: Odín Guillén and Andrea Pereira, Mayora & Mayora, SC 

339 CHAMBERS.COM

1. Types of Business Entities, 
Their Residence and Basic Tax 
Treatment
1.1 Corporate Structures and Tax 
Treatment
Businesses generally adopt a corporate form. 
Regardless of the corporate form adopted by the 
business, each entity is taxed as a separate legal 
entity from its members, partners or sharehold-
ers. The Honduran Commercial Code regulates 
six basic types of corporate entity, as follows:

• general partnership (Sociedad Colectiva);
• limited liability company or LLC (Sociedad de 

Responsabilidad Limitada);
• limited partnership (Sociedad en Comandita 

Simple);
• stock corporation (Sociedad Anónima);
• corporation by stocks (Sociedad Comandita 

por Acciones); and
• co-operative business (Sociedad coopera-

tiva).

Foreign corporations may organise branches.

The most used corporate form is the stock cor-
poration (Sociedad Anónima or SA). American 
corporations often adopt the corporate form of 
a limited liability company (Sociedad de Respon-
sabilidad Limitada or SRL) for their subsidiaries, 
to achieve look-through tax treatment under US 
law.

As mentioned above, the corporate entity is 
taxed separately and must obtain a separate 
taxpayer number.

There is also the option to organise the corpora-
tion (by stocks or the limited liability company) 
through a simplified form that can be signed 
online or physically at the Commercial Regis-

try. By relying on a special law, corporations of 
any kind can be organised as “one-person com-
pany”, according to the characteristics of each 
corporation.

However, the following companies cannot be 
organised through this process:

• companies supervised by the National Bank-
ing and Insurance Commission (CNBS);

• companies dedicated to mining, forestry or 
other exploitation of natural resources;

• special purpose companies created for the 
execution of public-private partnership pro-
jects; and

• companies dedicated to providing security 
services.

1.2 Transparent Entities
Under local law, there are no transparent entities 
for tax purposes. However, the Honduran LLC is 
commonly used by US corporations to achieve 
transparency before the US tax authorities.

1.3 Determining Residence of 
Incorporated Businesses
There are no double taxation treaties in Hondu-
ras.

Honduran tax law sets certain standards regard-
ing residence in corporations. A corporation will 
be considered “resident” for tax purposes if:

• it has been organised under Honduran law; 
and

• it has been incorporated in Honduras.

A company is regarded as having a permanent 
establishment if it meets the following.

• Maintains fixed places or centres of economic 
activity, such as:
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(a) any activity management centre;
(b) any branch, agency or office that acts 

in the name and on behalf of a foreign 
company;

(c) factories, workshops, real estate or other 
analogous installations;

(d) mines, mineral deposits, quarries, forests, 
factories and other exploitation centres 
for the extraction of natural resources; 
and

(e) warehouses for merchandise deposits 
intended for internal trade and not just 
demonstrations or exhibitions.

• Has an office for:
(a) the practice of technical, financial, or con-

sulting of any nature to develop projects 
related to contracts or agreements made 
inside or outside the country; and

(b) the provision of services useable by 
people who work in public entertainment, 
such as the theatre, film, television, the 
arts and radio, as well as musicians, ath-
letes, salesmen of air tickets and maritime 
navigation or transportation, to be used in 
Honduras or outside of it.

It is also regarded as having a permanent estab-
lishment in Honduras if a person or entity acting 
on behalf of the company, holds or habitually 
practices some economic activity in the country.

Non-resident natural or legal persons in Hondu-
ras who obtain income from Honduran sources 
are taxed according to the following rates:

• income from movable or immovable property: 
25%;

• royalties from mining operations, quarries or 
other natural resources: 25%;

• payments, salaries, or other monetary com-
pensation for provided services: 25%;

• income or earnings obtained by foreign enter-
prises through branches, subsidiaries, affiliate 
offices, agencies, legal representatives and 
others that operate in Honduras: 10%;

• income, earnings, dividends or other partici-
pation in profits or reserves of natural or legal 
persons: 10%;

• royalties and other monetary compensa-
tion provided using patents, designs, and 
processes, trade secrets, trade marks and 
copyrights: 25%;

• interests in commercial operations, bonuses, 
securities or other types of obligations: 10%;

• income from aircraft operations, boats and 
cars: 10%;

• income from communication enterprises 
operations, software use, computing solu-
tions, telematics and other forms of telecom-
munications: 10%;

• insurance and bond premiums or any other 
type of subscribed policies: 10%;

• income coming from public shows: 25%;
• movies and videotapes for cinemas, televi-

sion, video clubs and rights for cable televi-
sion: 25%; and

• any other income not mentioned above: 10%.

Those who make payments are responsible for 
withholding and paying the corresponding tax.

1.4 Tax Rates
Legal entities will pay a rate of 25% on their total 
net taxable income.

Honduras has a progressive income tax rate for 
resident or domiciled natural persons of 15%, 
20% or 25% depending on the amount of the 
individual’s taxable income. Sole traders pay 
taxes according to natural person’s rates. From 
the progressive tax table for 2025 the amount 
of HNL217,493.16 is exempt from tax. There-



HonDURAs  Law aNd PraCTiCE
Contributed by: Odín Guillén and Andrea Pereira, Mayora & Mayora, SC 

341 CHAMBERS.COM

fore, the tax to be calculated must be considered 
from that starting point.

Natural or legal persons with a gross income 
greater than HNL1 billion in the previous fiscal 
period must pay 1.0% of their gross income if 
the 25% rate on their net taxable income is less 
than 1.0% of their declared gross income. This 
rate will be reduced to 0.5% for certain sectors.

In the case of air, land and maritime transport 
companies established abroad and operating 
in the country, a taxable net income equivalent 
to 10% of the total annual gross income from 
Honduran sources will be taken for tax calcula-
tion purposes. The income tax rate applicable to 
this amount will be 25%. The agents or agencies 
established in the country will be considered 
representatives of these companies.

2. Key General Features of the Tax 
Regime Applicable to Incorporated 
Businesses
2.1	 Calculation	for	Taxable	Profits
As a rule, profits are taxed based on the account-
ing profits subject to some adjustments. The 
most common tax adjustments are certain limits 
to deductible expenses. Profits are taxed on an 
accrual basis.

2.2 Special Incentives for Technology 
Investments
In Honduras there is the Promotion and Devel-
opment of Science, Technology, and Innovation 
Act, which establishes tax incentives to support 
investments in these areas. However, there are 
currently no incentives directly applicable to 
technology investments in Honduras.

There is a draft Amendment Law that has been 
put before the Honduran National Congress for 
discussion. This includes various tax incentives.

2.3 Other Special Incentives
There are currently tax incentives for the follow-
ing industries:

• power generation using clean energy technol-
ogy (renewable energy);

• industrial processing areas for exports (“ZIP”) 
as qualified by the Secretary of Economic 
Development;

• BPO and/or call centre services online for 
local and/or foreign clients/users;

• free trade zone (“ZOLI”), qualified by the Sec-
retary of Economic Development;

• tourism industry, qualified by the Honduran 
Tourism Institute;

• tourism industry in the Bay Islands as quali-
fied by the “ZOLITUR”;

• medium and small businesses (“MYPIME”), 
as qualified by the Secretary of Economic 
Development;

• a temporary import regime (“RIT”), as quali-
fied by the Secretary of Economic Develop-
ment;

• agricultural export zones (“ZADE”) and
• thermal energy generation.

The tax incentives may generally include all or 
some of the following benefits:

• income tax, solidarity tax and net assets 
exemption for five, ten or 20 years depending 
on the type of incentive;

• exemption from or suspension of (as appli-
cable) customs duties on the importation of 
machinery and capital goods related to the 
activity;

• exemption from or suspension of (as appli-
cable) VAT (Impuesto Sobre Ventas) on the 
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importation of machinery and capital goods 
related to the activity;

• domestic VAT on machinery, capital goods 
and/or services related to the activity; and

• exemption from payment of taxes and 
municipal contributions.

2.4 Basic Rules on Loss Relief
As a rule, there is no relief for losses within the 
same fiscal year. However, taxpayers in the agri-
culture business, agribusiness, manufacturing, 
mining and tourism can apply to the Tax Admin-
istration for a carry forward of past losses of any 
fiscal year for up to three fiscal years. Loss relief 
is limited to a maximum of 50% of the net tax-
able income for the corresponding fiscal year.

In the case of taxpayers who carry out specific 
activities, any loss relief can only be compen-
sated against profits in the same activity.

In terms of capital gains tax, if the set of opera-
tions yields a loss, this cannot under any circum-
stances be deducted from the gross income of 
the taxpayer.

2.5 Imposed Limits on Deduction of 
Interest
Interest is deductible if incurred to generate tax-
able income, without any limit.

2.6 Basic Rules on Consolidated Tax 
Grouping
Group consolidation is not permitted for tax 
purposes. Each entity is considered a separate 
taxpayer.

2.7 Capital Gains Taxation
Capital gains of residents are taxed at a rate of 
10%. As a rule, the taxable gain is the difference 
between the book value or cost of acquisition (as 
applicable) and the sale price.

Capital gains of non-residents are initially sub-
ject to a 4% withholding tax on the total value 
of the transaction. The taxpayer must proceed 
to a settlement before the Tax Administration 
thereafter and pay and/or claim any difference 
between the tax withheld and the 10% on the 
difference between the book value or cost of 
acquisition (as applicable) and the sale price.

Capital gains because of mergers, acquisitions 
or spin-offs among related entities are exempt.

2.8 Other Taxes Payable by an 
Incorporated Business
Transactions are subject to VAT depending on 
their nature. In general, goods, services and 
merchandise transacted on commercial markets 
are subject to VAT at a rate of 15%.

Real estate transactions are subject to a real 
estate transfer tax of 1.5% on the transaction 
price.

Banking transactions are subject to “security 
tax” at a rate of HNL2.00 per thousand or any 
additional fraction.

Securities transactions are generally exempt 
from VAT.

2.9 Incorporated Businesses and 
Notable Taxes
Solidarity Tax
This is an additional 5% charge on the taxpay-
er’s net income if the taxpayer’s net income is 
greater than approximately HNL1 million and is 
not otherwise exempt.

Net Assets Tax
This is a 1% charge on the taxpayer’s net assets 
as of December 31 of the previous fiscal year if 
the taxpayer is not otherwise exempt.
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Interest Tax
Interest charged on securities, sight deposits, 
saving deposits and term deposits, accrued by 
individuals or corporations, is taxed at a rate of 
10%. The tax will be retained, at the time of car-
rying out any of these operations, by banks or 
other financial intermediaries. Interest from sav-
ings accounts that have an annual average not 
exceeding HNL50,000 are not taxed.

Municipal Gross Income Tax
Each municipality charges a tax on gross 
income generated within its jurisdiction at a rate 
approved by each municipal government every 
year.

3. Division of Tax Base Between 
Corporations and Non-Corporate 
Businesses
3.1 Closely Held Local Businesses
Honduran law does not include a formal concept 
equivalent to closely held corporations.

3.2 Individual Rates and Corporate Rates
Honduras has a progressive income tax rate for 
resident or domiciled natural persons of 15%, 
20% or 25% depending on the amount of the 
individual’s taxable income. Sole traders pay 
taxes according to natural person’s rates. From 
the progressive tax table for 2025 the amount 
of HNL217,493.16 is exempt from tax. The tax 
to be calculated must therefore be considered 
from that starting point. The rates applicable to 
individuals on a lower annual income are lower.

The deductible expenses available to individu-
als are less than those available to corporations.

Although not specifically related to this issue, 
fees charged by individual professionals are not 

subject to VAT. Professionals are not subject to 
solidarity tax or to net assets tax and they there-
fore generally prefer not to adopt a corporate 
structure.

3.3 Accumulating Earnings for 
Investment Purposes
There are no rules preventing closely held cor-
porations from accumulating earnings for invest-
ment purposes. It is mandatory to create a 5% 
reserve every year, but when it surpasses one-
fifth of the corporation’s capital it can be capi-
talised. Thereafter, the obligation to make a 5% 
reserve on earnings continues.

3.4 Sales of Shares by Individuals in 
Closely Held Corporations
Dividends are taxed at a final 10% withholding 
tax rate, independently of the beneficiary’s resi-
dence. Gains on the sale of shares are taxed at 
10%. If the seller is a non-resident, the buyer 
must withhold 4% on the total value of the trans-
action, subject to a final settlement before the 
Tax Administration. The taxable gain is deter-
mined by the difference between the book value 
or acquisition value (as applicable) and the price 
at which the shares are sold.

3.5 Sales of Shares by Individuals in 
Publicly Traded Corporations
There are no differences between closely or pub-
licly held corporations.

4. Key Features of Taxation of 
Inbound Investments

4.1 Withholding Taxes
Withholding taxes applicable to non-residents 
are as follows:

• dividends and profit distributions: 10%;
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• interest: 10%; and
• royalties: 25%.

No reliefs are available.

4.2 Primary Tax Treaty Countries
Honduras has no tax treaties in force.

4.3 Use of Treaty Country Entities by 
Non-Treaty Country Residents
There are currently no tax treaties in force.

4.4 Transfer Pricing Issues
Transfer pricing rules in Honduras have been 
in force since 2014. There are no transfer pric-
ing rules issues specifically affecting inbound 
investors. At a general level, the biggest issue 
concerns financial and commercial transactions 
between related entities.

On 19 March 2024, the Tax Administration Ser-
vice (SAR) announced Agreement SAR-653-
2023 regarding the Country-by-Country Report, 
effective from the 2025 fiscal year. This is a new 
obligation that entities must consider.

4.5 Related-Party Limited Risk 
Distribution Arrangements
Limited risk distribution arrangements have not 
yet surfaced as a focus of the Tax Administra-
tion. However, any related-party arrangement 
that does not comply with transfer pricing rules 
could be challenged by the tax authorities.

4.6 Comparing Local Transfer Pricing 
Rules and/or Enforcement and OECD 
Standards
The main differences between local transfer pric-
ing rules and OECD standards concern:

• the adoption of a criterion of “related party” 
based on the parties to the transaction being 
relatives within certain degrees;

• the additional alternative methodology for 
valuing commercial and financial transac-
tions, to address complexities; and

• the fact that double taxation is commendable 
but incomplete, especially regarding transpar-
ency standards and tax intelligence exchange 
with foreign jurisdictions.

4.7 International Transfer Pricing 
Disputes
Since Honduras has not ratified any double tax 
treaties, no mutual agreement procedures have 
been used to resolve international transfer pric-
ing disputes.

5. Key Features of Taxation of Non-
Local Corporations

5.1 Compensating Adjustments When 
Transfer Pricing Claims Are Settled
Where the settlement calls for compensating 
adjustments, Tax Administration officials have 
reported that the taxpayer proceeds with the 
compensating adjustments.

5.2	 Taxation	Differences	Between	Local	
Branches and Local Subsidiaries of Non-
Local Corporations
Local branches of non-local corporations and 
local subsidiaries of non-local corporations are 
not taxed differently.

5.3 Capital Gains of Non-Residents
Non-residents’ sale of stock in local corpora-
tions is taxable under capital gains tax. The 
capital gains of non-residents are initially sub-
ject to a 4% withholding tax on the total value of 
the transaction. The taxpayer must proceed to 
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a settlement before the Tax Administration and 
pay and/or claim any difference between the tax 
withheld and the 10% on the difference between 
the book value or cost of acquisition (as applica-
ble) and the sale price.

Honduras has not subscribed to any tax treaties.

5.4 Change of Control Provisions
The indirect sale of local corporations, including 
those involving upper holding companies, are 
taxable under capital gains tax. The economic 
reality principle establishes that if holding com-
panies do not have any economic substance, the 
final sale will affect the local company and must 
be taxed under non-residents’ capital gains tax.

5.5 Formulas Used to Determine Income 
of	Foreign-Owned	Local	Affiliates
At a general level, there are no formulas for 
determining the income of foreign-owned local 
affiliates. The tax applied to land, maritime and 
air transportation services of local affiliates is 
calculated as 10% of the gross income at a 25% 
rate.

5.6 Deductions for Payments by Local 
Affiliates
Local affiliates are allowed a deduction for 
payments for management and administrative 
expenses by a non-local affiliate on condition 
that:

• the payment is duly supported;
• the expense is necessary to generate taxable 

income;
• where applicable, the withholding tax has 

been charged to the non-local affiliate; and
• the applicable international financial reporting 

standards allow for the expense to be recog-
nised as such by the taxpayer.

5.7 Constraints on Related-Party 
Borrowing
Besides transfer pricing rules and 10% with-
holding tax, interest paid to a non-local affiliate 
is deductible, if incurred to generate taxable 
income.

Advance dividends are accounts receivable from 
partners or related companies that do not arise 
from a commercial transaction and have a term 
greater than 100 calendar days. Dividend tax 
rates should therefore be applicable to them.

6. Key Features of Taxation 
of Foreign Income of Local 
Corporations
6.1 Foreign Income of Local 
Corporations
The foreign income of local corporations is 
exempt from corporate tax. The Honduran sys-
tem is based on domestic-sourced income.

6.2 Non-Deductible Local Expenses
If the company has incurred any costs or 
expenses to generate foreign income, these will 
not be deductible because by law any costs or 
expenses need to generate “taxable” income to 
be deductible.

6.3 Taxation on Dividends From Foreign 
Subsidiaries
Dividends from foreign subsidiaries of local cor-
porations are not taxed.

6.4 Use of Intangibles by Non-Local 
Subsidiaries
Under transfer pricing regulations, intangibles 
developed by a local company (as its main 
source of business) cannot be used by non-
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resident related parties without incurring local 
corporate tax.

6.5 Taxation of Income of Non-Local 
Subsidiaries Under Controlled Foreign 
Corporation-Type Rules
Local corporations are not taxed on the income 
of their non-local subsidiaries or non-local 
branches under CFC-type rules. There are no 
CFC-type rules in Honduras.

6.6 Rules Related to the Substance of 
Non-Local	Affiliates
There are no substance-related rules applicable 
to non-local affiliates.

6.7 Taxation on Gain on the Sale of 
Shares	in	Non-Local	Affiliates
Provided the sale takes place in a jurisdiction 
other than Honduras, capital gains on the sale 
of shares in non-local affiliates will not be taxed.

7. Anti-Avoidance

7.1 Overarching Anti-Avoidance 
Provisions
Honduras has the Income Tax Anti-Avoidance 
Measure Act, whereby businesses with opera-
tional losses over two consecutive or alternating 
years avoid income tax payment.

In addition, the Honduran Criminal Code speci-
fies tax evasion is a criminal offence.

Honduras also has legislation related to tax 
assessments to characterise the taxable base.

8. Audit Cycles

8.1 Regular Routine Audit Cycle
Honduras does not have a regular routine audit 
cycle. However, it is specified in Honduran leg-
islation that the Tax Authority may audit when 
necessary.

9. BEPS

9.1 Recommended Changes
Honduras joined the Inclusive Framework on 
BEPS on 11 December 2019. The Transfer Pric-
ing Act and its regulations include a provision 
that may be considered to have been influenced 
by BEPS Actions 8 to 10. In addition, a Tax Jus-
tice Bill is being discussed at the Honduran 
National Congress that will incorporate BEPS 
Actions 3 and 5.

Country-by-country reporting has been required 
since the 2025 fiscal period.

9.2 Government Attitudes
The Tax Administration usually tries to imple-
ment BEPS Actions in Honduras, even though 
many of these require legislative and/or execu-
tive action. Although no official policy is being 
followed to adopt and implement BEPS, if the 
Tax Justice Bill is approved, some BEPS Actions 
will be implemented.

9.3	 Profile	of	International	Tax
The Honduran domestic-sourced income sys-
tem does not presently reflect many of the 
BEPS Actions. However, if the Tax Justice Bill 
is approved, some BEPS Actions will be imple-
mented.



HonDURAs  Law aNd PraCTiCE
Contributed by: Odín Guillén and Andrea Pereira, Mayora & Mayora, SC 

347 CHAMBERS.COM

9.4 Competitive Tax Policy Objective
The government is seeking to create a competi-
tive tax policy with the Tax Justice Bill. However, 
the private sector does not share this conclusion 
and continues to lobby in favour of a competitive 
tax policy, as they see it.

9.5 Features of the Competitive Tax 
System
Although not intended to be a feature of “com-
petitive” tax system, the Honduran corporate tax 
law is relatively simple and it is domestic source-
based.

9.6 Proposals for Dealing With Hybrid 
Instruments
Although Honduras recently joined the Inclusive 
Framework on BEPS, it has not yet implemented 
the BEPS Action for hybrid instruments.

9.7 Territorial Tax Regime
Honduras has a territorial tax regime. Interest is 
deductible regardless of whether the beneficiary 
is a resident or not. The only condition is that the 
interest must be connected to the generation of 
taxable income. It is not likely that the interest 
deductibility proposals will affect people invest-
ing in or from Honduras.

9.8 Controlled Foreign Corporation 
Proposals
Honduras follows a strict territorial tax system 
and foreign-sourced income is not relevant to 
the local authorities. No CFC provisions have yet 
been implemented in the country therefore. This 
might change if the Tax Justice Bill is approved.

9.9 Anti-Avoidance Rules
Honduran tax law does not grant any DTC to 
outbound investors. However, if other jurisdic-
tions create limitations on any DTC allowed to 

inbound investors, this is likely to have some 
impact on direct foreign investments into Hon-
duras.

9.10 Transfer Pricing Changes
Transfer pricing rules have been in force since 
2014 and have led to greater control between 
related companies by the Tax Administration. 
Nevertheless, the taxation of profits from intel-
lectual property is not a particular source of con-
troversy in Honduras.

9.11 Transparency and Country-by-
Country Reporting
A major tax bill is presently being discussed, 
which incorporates transparency measures. 
Honduras has recently included a country-by-
country report requirement from the 2025 fiscal 
period.

9.12 Taxation of Digital Economy 
Businesses
The Honduran Tax Authority seeks to regulate 
digital economy businesses. However, no formal 
proposal has been approved as of yet. However, 
if the Tax Justice Bill is passed it is expected 
that some of its regulations will apply to digital 
economy businesses.

9.13 Digital Taxation
Honduras has not presented any proposals 
regarding digital taxation. However, the govern-
ment has on several occasions expressed the 
importance of incorporating e-commerce into 
the tax system.

9.14	 Taxation	of	Offshore	IP
Payments to non-residents for intellectual prop-
erty deployed in Honduras are taxed by 25% 
withholding tax. No distinction is made between 
tax havens and other countries.
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1. Types of Business Entities, 
Their Residence and Basic Tax 
Treatment
1.1 Corporate Structures and Tax 
Treatment
Forms of Business Entities
In India, modern businesses prefer a corporate 
structure, given the convenience of setting up, 
management, expansion and exit. The various 
types of structures for running a business are 
as follows.

Company
A company is a separate legal entity, incorpo-
rated under the Companies Act, 2013.

Companies can typically be classified into the 
following types.

• A one-person company – all the shares are 
owned by one member.

• Private companies – these are closely held 
companies, requiring a minimum of two mem-
bers, with an upper limit of 200 members. 
There is a restriction on the transfer of shares.

• Public companies – these companies require 
a minimum of seven members, with no maxi-
mum cap. The shares of these companies 
can be traded publicly on a stock exchange. 
A business set-up or a private company 
can, after evolving into a reasonable size, 
transform itself into a public company, if the 
members so choose.

One-person and private companies can further 
be divided into three sub-types.

• A company limited by shares – suitable for 
a new business set-up, a business man-
aged by a foreign holding company, a family, 
or a business managed by a small group of 

people. This structure is the widely used form 
of setting up a presence in India by foreign 
investors.

• A company limited by guarantee.
• An unlimited company.

A company limited by guarantee and unlimited 
companies are not practically suitable for busi-
ness operations, given the unlimited liability of 
investors/shareholders attached therewith.

Partnership
A partnership is a common name by which 
two or more persons carry on their business; 
although, under common law, a partnership is 
not seen as a person distinct from its partners. 
However, under the Indian tax laws, a partner-
ship is considered to be a person separate from 
the partners. Partners can be natural persons or 
a juridical person (such as a company).

There are, broadly, two types of partnerships:

• a general/unlimited liability partnership – all 
partners have unlimited liability; and

• a limited-liability partnership (LLP) – all part-
ners have limited liability.

Many traditional businesses and family-man-
aged businesses are carried on as partnerships 
in India. The unlimited liability attached to the 
partners has at times discouraged businesses 
from adopting a partnership as a form of busi-
ness. Sometimes, partnerships are formed to 
execute specific projects as a joint venture. How-
ever, with the recent legislative introduction of 
LLPs with limited liability on partners, few small 
and medium-sized businesses have adopted the 
LLP set-up for carrying on business.

While foreign direct investment (FDI) in a general 
partnership firm is allowed only subject to prior 
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approval of the Reserve Bank of India (RBI), FDI 
in an LLP is allowed freely under an automatic 
approval route, subject to other conditions.

Sole proprietorship
A sole proprietorship is owned and managed by 
a single person.

Unincorporated business associations
An association of persons (AOP) or a body of 
individuals (BOI), whether incorporated or not, is 
treated as a separate person for taxation in India.

Taxation of Business Entities
A company is taxed separately on its profits, and 
its shareholders are taxed only on the dividend 
income received by them from the company.

For tax purposes, partnerships (including LLPs) 
are each considered as a separate legal entity. 
Accordingly, a partnership is taxed on its prof-
its. The partners are taxed on their salary and 
interest income from the partnership; whereas 
their share in profits is exempt from tax. Thus, 
partnerships are treated as tax-opaque entities 
in India. Likewise, an AOP/BOI is considered as 
a tax-opaque entity and is taxed as a separate 
legal entity.

Sole proprietorships are taxed as individuals.

1.2 Transparent Entities
India generally does not recognise any business 
entity as fiscally transparent. However, in recent 
times, investment vehicles and investment trusts 
have been permitted to be set up as transpar-
ent entities/pass-through entities. Such a set-
up helps in removing the cascading tax effect 
on the return on investment. Final tax is levied 
on the investor alone and the investment trust 
is exempt from taxation. Pass-through entities 
are more common in sectors where collective 

investments are essential, such as real estate, 
infrastructure sectors, etc.

1.3 Determining Residence of 
Incorporated Businesses
In India, the determination of residence is on a 
year-to-year basis.

Subject to a double-taxation avoidance agree-
ment (a tax treaty), a company is said to be resi-
dent in India, if:

• it is an Indian company (incorporated under 
Indian law); or

• its place of effective management (where key 
management and commercial decisions are in 
substance made) is in India.

For a partnership firm/AOP/BOI, unless the 
control and management of its affairs is located 
wholly outside India, it would be resident in India.

The basic rule for determination of residential 
status of an individual is if their physical pres-
ence in India is 182 days or more, in a year. A few 
other rules must also be applied, on a case-by-
case basis, for determining the residential status 
of individuals.

1.4 Tax Rates
Tax rates applicable to companies vary, accord-
ing to their residential status.

Domestic Companies
A domestic company whose total turnover or 
gross receipt during the financial year 2021–22 
(updated to financial year 2022–23 vide Finance 
Bill, 2025, yet to be enacted (“FB 2025”)) does 
not exceed INR4,000 million is taxed at the rate 
of 25%. For any other domestic company, the 
rate of tax is 30%.
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The amount of tax in both cases is to be 
increased by a surcharge and cess. The rate 
of surcharge and cess is notified annually, and 
ranges between 11.28% to 16.48% of the afore-
mentioned basic tax, depending on the taxable 
income of the company.

Minimum alternative tax (MAT) on domestic 
companies
Where the normal tax liability of a company is 
less than 15% of its profits shown in the books 
of accounts (book profits), India levies a MAT at 
15% of book profit (plus surcharge and cess, 
as applicable) instead of normal tax liability. An 
excess of MAT over normal tax liability so paid is 
available as credit against normal tax liability in 
subsequent years, subject to certain restrictions.

Concessional tax regime for domestic 
companies
In order to stimulate economic activities and 
investments, the following domestic companies 
may opt for concessional rates of taxation, sub-
ject to the condition that they do not claim cer-
tain stipulated deduction or incentives which are 
usually available to such companies:

• new manufacturing companies (which are 
set up after 1 October 2019 and which have 
commenced manufacturing before 31 March 
2024) – 15% (plus applicable surcharge and 
cess); and

• other domestic companies – 22% (plus appli-
cable surcharge and cess).

A domestic company which has opted for a con-
cessional tax regime is exempted from applica-
bility of MAT provisions.

Non-Resident Companies (Foreign 
Companies)
A foreign company is taxed at a flat rate of 35% 
on the business income received or accruing in 
India.

However, income in the nature of dividends, 
interest, royalties and fees for technical ser-
vices (FTS) (collectively referred to as “special 
incomes”) are taxed at special rates on a gross 
basis (without providing for any deduction for 
expenditure):

• dividend – 20%;
• interest – 5% to 20%, depending on the 

source of income; and
• royalties and FTS – 20%.

The basic tax rates previously mentioned are 
subject to surcharge and cess, which rang-
es between 6.08% to 9.2% of the basic tax, 
depending on the taxable income of the foreign 
company.

MAT on foreign companies
MAT is not applicable to foreign companies that 
do not have a permanent establishment (PE) in 
India.

Further, capital gains income from the transfer of 
securities and special income earned by a PE of 
a foreign company in India will not be chargeable 
to MAT, if the tax payable on such income is less 
than 15% (exclusive of surcharge and cess, as 
applicable).

Partnerships
The business income of a partnership firm 
(whether resident or non-resident) is taxable 
at the rate of 30%. The amount of tax will be 
increased by a surcharge and cess, which 
ranges between 4% to 16.48% of the basic tax, 
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depending on the taxable income of the partner-
ship.

Alternative minimum tax (AMT) on 
partnerships
Where the normal tax liability of the partnership 
is less than 18.5% of the adjusted total income, 
the partnership shall be liable to pay AMT at 
18.5% of the adjusted total income (plus sur-
charge and cess, as applicable) instead of dis-
charging normal tax liability. An excess of AMT 
over normal tax liability so paid is available as a 
credit against normal tax liability in subsequent 
years, subject to certain restrictions.

Adjusted total income means total income 
under normal provisions as increased by certain 
deductions claimed by a taxpayer. Thus, AMT 
shall apply only if the partnership has claimed 
certain deductions provided under the domestic 
income tax law.

Sole Proprietorships
In India, a sole proprietorship business is not 
taxed as a different legal entity. Rather, the 
business owner, a resident or a non-resident of 
India is taxed on their total income, including the 
income from sole proprietorship business. The 
tax liability is determined on the basis of the slab 
rates applicable to their taxable income, which 
varies from 5% to 30%. The rate of tax would 
be increased by applicable surcharge and cess, 
which varies from 14.4% to 42.48% of the basic 
tax, depending on the taxable income earned by 
the individual.

AOP/BOI
The taxability of an AOP is usually dependent on 
factors such as whether its members’ share is 
determinate or not and the rate at which mem-
bers’ income is taxed. Accordingly, the rate at 
which an AOP is taxed varies as per the facts 

involved in each case, and the effective rate of 
tax ranges from 5.2% to 42.74%.

2. Key General Features of the Tax 
Regime Applicable to Incorporated 
Businesses
2.1	 Calculation	for	Taxable	Profits
Taxable profits are largely calculated based on 
accounting profits, after making certain adjust-
ments for specific deductions/restrictions pro-
vided under the taxation laws. Substantial 
adjustments to accounting profits include the 
following.

• Depreciation – the rate at which depreciation 
is computed for taxation purpose is sepa-
rately provided.

• Deductions of expenses – for instance, capi-
tal expenses may be allowed as a deduction 
in certain cases when calculating taxable 
profits. Weighted or accelerated deductions 
of expenses may also be allowed.

• Denial of certain deductions – for instance, 
expenses on which withholding tax is not 
applied, expenses incurred in cash over 
INR20,000, Corporate Social Responsibil-
ity expenses and penal expenses are not 
allowed as a tax deduction.

• Deferment of expenses – pre-incorporation 
expenses and expenses for raising capital to 
expand a business are allowed as a deduc-
tion over five years.

• Denial of excessive expenditure to associated 
enterprises (AEs) – expenditure in excess of 
an arm’s length price (ALP), where payment is 
made to an AE, is denied as deduction.

• Notional income – where any income accrues 
from an AE and is less than an ALP, the differ-
ence is deemed as income of the enterprise 
carrying on business in India.
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The profits are taxed on the basis of the method 
of accounting consistently followed by a com-
pany, which could either be on a receipt basis or 
on an accrual basis.

2.2 Special Incentives for Technology 
Investments
Indian income tax law provides for a conces-
sional taxation regime for income from patents. 
Any income by way of royalties in respect of a 
patent developed and registered in India earned 
by an eligible taxpayer is subject to tax at the 
rate of 10% (plus surcharge and cess) on a gross 
basis, with no allowance of expenditure incurred 
on royalty income.

Further, Indian tax law provides for special tax 
deductions, including weighted deductions, on 
certain other technology investments:

• capital expenditure on scientific research 
pertaining to the business;

• a contribution made to an approved research 
association, university, college or other insti-
tution, to be used for scientific research;

• a contribution made to an approved company 
registered in India, to be used for scientific 
research;

• a payment made to a national laboratory or 
university, or to an Indian institute of tech-
nology or a specified person, for scientific 
research;

• capital expenditure incurred by a company 
on scientific research, in approved in-house 
scientific research and development facilities;

• additional or accelerated depreciation on 
investments in plant and machinery used in 
manufacturing or generation/transmission/
distribution of power; and

• 100% profit linked deductions for a period of 
three years for the eligible start-ups engaged 
in business which involves innovation, devel-

opment, deployment or commercialisation of 
new products, processes or services driven 
by technology or intellectual property (eligi-
ble start-ups should be set up between April 
2016 and March 2025 (the FB 2025 has pro-
posed extending the timeline of incorporation 
for eligible start-ups to 31 March 2030).

2.3 Other Special Incentives
India provides a number of tax incentives to 
various industries, transactions and businesses, 
such as the following.

Offshore	Banking	Units	and	International	
Financial Services Centres (IFSCs)
A deduction of 100% of the income is available 
to an offshore banking unit located in a Special 
Economic Zone (SEZ) for an initial five consecu-
tive years. Further, for a subsequent five years, 
the deduction is allowed at the rate of 50% of 
income for financial year(s) up to 31 March 2022, 
and at the rate of 100% for the financial year 
2022–23 and onwards.

A unit set up in an IFSC is eligible for deduction 
of 100% of its income for ten consecutive years 
out of 15 years, among other incentives.

Start-Up Companies
A deduction of 100% of the profits and gains 
is available for three consecutive years out of 
ten years, beginning from the year of incorpora-
tion, subject to certain conditions. Start-ups are 
exempt from angel tax provisions in India, which 
seeks to tax excess of consideration received 
upon issuance of shares at premium, in excess 
of the fair market value of those shares, subject 
to the fulfilment of certain conditions. Angel tax 
provisions are not applicable in India with effect 
from 1 April 2025.
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Real Estate Investment Trusts (REITs) and 
Infrastructure Investment Trusts (InvITs)
REITs and InvITs are real estate and infrastruc-
ture investment vehicles, respectively, which 
undertake investments either directly in real 
estate/ infrastructure projects or through special 
purpose vehicles (SPVs).

Pass-through benefits have been given to the 
following incomes received by REITs and InvITs:

• interest received from SPVs;
• dividends received from SPVs; and
• rental income received from assets directly 

held by REITs.

The aforementioned incomes are directly taxable 
in the hands of the unit holders/investors upon 
distribution by REITs and InvITs. However, the 
dividend income is exempt in the hands of unit 
holders/investors in certain circumstances.

Weighted Deduction for Employment 
Generation
A taxpayer can claim additional deduction of up 
to 90% of the total employee cost incurred by it 
on new employees employed by it. The deduc-
tion is allowed equally over a period of three 
consecutive years starting from the year in which 
employment was provided, subject to fulfilment 
of certain conditions.

2.4 Basic Rules on Loss Relief
Offset	of	Losses
Business loss
Loss from business can be offset against any 
other income, except salary and profits from 
speculative business. Losses from a specula-
tion business can be offset against the profits of 
the speculation business only.

Speculation business means involving purchase 
and sale of any commodity, including stocks 
and shares which are periodically or ultimately 
settled without actual delivery of commodities/
scrips.

Loss from transfer of capital asset (“Capital 
Loss”)
Capital Loss can be offset against gains from 
transfer of other capital assets only. The regula-
tions, however, vary, depending on the period for 
which the asset is held (short-term or long-term) 
and the nature of the asset. For instance, set-off 
rules may vary for listed or unlisted shares and 
securities of an Indian company, and for units of 
a mutual fund, in comparison to other assets.

Carry-Forward of Losses
Business loss
A loss from speculation business can be carried 
forward for up to the next four assessment years 
from the assessment year in which the loss was 
incurred, and can be adjusted against income 
from speculation business only.

Other business loss can be carried forward for 
up to the next eight assessment years from the 
assessment year in which the loss was incurred. 
The carried-forward loss can be adjusted only 
against business income. The carry-forward 
and offset of business loss in a private com-
pany is allowed only if the beneficial sharehold-
ers holding shares carrying 51% of voting rights 
remain the same on the dates on which loss was 
incurred, and on the date on which it is being 
claimed.

Loss from the transfer of a capital asset
Capital loss can be carried forward for up to the 
next eight assessment years from the assess-
ment year in which the loss was incurred.
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Offset	and	Carry-Forward	of	Unabsorbed	
Depreciation
Any depreciation which cannot be offset against 
business income during a particular year is 
allowed to be carried forward indefinitely as 
unabsorbed depreciation and offset against any 
income of any future year.

2.5 Imposed Limits on Deduction of 
Interest
Interest paid on capital borrowed for the purpos-
es of business is a tax-deductible expenditure.

However, if the capital is borrowed for acquir-
ing a capital asset, interest liability pertaining 
to the period until the time the asset is put to 
use is added to the cost of that asset and is not 
allowed as a tax-deductible expense.

Transfer-Pricing Rules
Indian transfer-pricing rules apply to interest 
that is paid by an Indian corporation to its for-
eign-related parties, where the interest that is in 
excess of an arm’s length interest is disallowed.

Thin-Capitalisation Rule
India recently introduced a thin-capitalisation 
rule as a specific anti-tax avoidance mechanism 
to cap interest deductions claimed by an Indian 
company or Indian PE of a foreign company on 
account of interest paid to non-resident AEs on 
debts issued by the latter. The restriction would 
be over and above the ALP rule followed in rela-
tion to all expenditure, where payment is to be 
made to an AE.

The rule seeks to disallow any interest expense 
which exceeds 30% of earnings before interest, 
taxes, depreciation and amortisation (EBITDA) 
of the borrower. The rule applies only to those 
whose total interest expense exceeds INR10 
million in the year.

Further, where the loan is advanced by a non-
AE, but an AE provides a guarantee to that lend-
er, the loan is deemed to have been issued by 
an AE. Accordingly, the thin capitalisation rule 
becomes applicable in such a case.

2.6 Basic Rules on Consolidated Tax 
Grouping
Consolidated tax grouping is not permitted under 
Indian income tax law. Instead, each individual 
company of a group files and pays corporation 
tax on a standalone basis.

2.7 Capital Gains Taxation
India distinguishes between business income 
and capital gains for tax purposes. For com-
panies, capital gains and losses arising from 
the transfer of capital assets are calculated 
separately, with net chargeable gains taxed at 
prescribed rates. The tax rate depends on the 
nature of the capital asset, the period of holding 
(long-term/short-term) and the residential status 
of the transferor.

Generally, an indexation benefit is available on 
the cost of acquisition and the cost of improve-
ment for assets classified as long-term, while 
computing capital gains.

Further, certain transactions are not regarded as 
transfers and are thus exempt from taxation – for 
example:

• transfer of a capital asset by a demerged 
company to the resulting Indian company 
during the course of a demerger;

• transfer of capital assets in a scheme of 
amalgamation; and

• transfer of capital assets between a hold-
ing and a wholly owned subsidiary are not 
regarded as a transfer for capital gains tax 
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purposes, subject to fulfilment of certain 
conditions.

2.8 Other Taxes Payable by an 
Incorporated Business
An incorporated business may have to pay the 
following taxes on a transaction:

• goods and services tax (GST), which has 
subsumed the various indirect taxes that were 
levied previously (such as excise duty, service 
tax and value-added tax (VAT)/central sales 
tax (CST));

• the importation of goods/services will attract 
integrated GST and may attract customs 
duty, among others;

• the exportation of goods/services is zero-rat-
ed under GST – exporters can claim a refund 
of input tax credit of inputs/input services 
used in the exportation of goods/services, 
subject to the fulfilment of prescribed condi-
tions;

• stamp duty is payable on all legal property 
transactions;

• property tax; and
• securities’ transaction tax (STT), which is 

applicable to transactions that involve the 
purchase/sale of equity shares through a 
recognised stock exchange.

2.9 Incorporated Businesses and 
Notable Taxes
Incorporated businesses are generally subject 
to GST.

3. Division of Tax Base Between 
Corporations and Non-Corporate 
Businesses
3.1 Closely Held Local Businesses
Closely held local businesses of a large or medi-
um scale usually operate in corporate form. Part-
nerships and sole proprietorships are usually 
preferred for small businesses.

3.2 Individual Rates and Corporate Rates
India follows progressive tax rates for individu-
als. While individuals earning a minimal income 
experience lower taxes (0%, 5% or 10%, based 
on the income), individuals earning a substan-
tially higher income are generally liable to tax at 
rates higher than corporate rates.

Individual professionals are, however, barred 
from carrying on a profession as a corporate, 
under the laws by which they are permitted 
to practise as professionals. For example, the 
Advocates Act, 1961, the Indian Medical Council 
Act, 1956 and the Chartered Accountants Act, 
1949 prohibit a professional from carrying out 
their profession in corporate form. Such profes-
sionals carry out their practice as sole proprie-
tors, unlimited partnerships or LLPs.

3.3 Accumulating Earnings for 
Investment Purposes
Currently, there are no specific rules prevent-
ing closely held corporations from accumulat-
ing earnings for investment purposes, although 
such rules have existed in the past.

3.4 Sales of Shares by Individuals in 
Closely Held Corporations
Dividend Income
From the financial year 2020–21, an individual 
shareholder is liable to pay tax on dividend 
income from shares held in a company. If the 
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shares are held as a trader, the dividend income 
therefrom is taxable as business income; where-
as if shares are held as an investment, income 
arising in the nature of a dividend shall be tax-
able as income from other sources. While divi-
dend income of resident individuals is taxed as 
per applicable slab rates, dividend income of 
non-resident individuals is taxed at 20% plus 
surcharge and cess.

Capital Gains
Capital gains arising from the sale of equity 
shares held by individuals in closely held corpo-
rations are taxed as follows:

• long-term capital gain for residents – 12.5% 
(plus the applicable surcharge and cess) with-
out the benefit of indexation;

• long-term capital gain for non-residents – 
12.5% (plus the applicable surcharge and 
cess) without the benefit of indexation; and

• short-term capital gain – as per the slab rates 
applicable to the individual.

Shares of closely held corporations held for 
more than two years are considered to be long-
term assets.

3.5 Sales of Shares by Individuals in 
Publicly Traded Corporations
Dividend Income
From the financial year 2020–21, an individual 
shareholder is liable to pay tax on dividends from 
shares in publicly traded corporations – ie, listed 
on a recognised stock exchange. There is no 
distinction in the taxation of dividend income 
from a closely held company and from a publicly 
traded company.

Capital Gains
Capital gains arising from the sale of equity 
shares held by individuals in publicly traded cor-
porations are taxed as follows:

• long-term capital gain (listed if STT is paid) 
– 12.5% (plus the applicable surcharge and 
cess) without benefit of indexation, if that gain 
exceeds INR125,000 in a year;

• long-term capital gain (listed, if STT is not 
paid) – 12.5% (plus the applicable surcharge 
and cess) without benefit of indexation; and

• short-term capital gain – 20% (plus the appli-
cable surcharge and cess).

Equity shares of publicly traded corporations 
held for more than one year are considered long-
term assets.

4. Key Features of Taxation of 
Inbound Investments

4.1 Withholding Taxes
Withholding taxes on interest, dividends and 
royalties are applied as final tax on the gross 
income earned by a non-resident. The withhold-
ing tax rates would be increased by surcharge 
and cess, depending on the income earned by 
the non-resident.

• Interest – usually, a withholding tax rate of 
20% is applicable on the interest on a foreign 
currency loan paid by an Indian resident to 
a non-resident. A concessional rate of 5% is 
applicable in certain cases.

• Dividends – a withholding tax rate of 20% is 
applicable on the payment of dividends to a 
non-resident.

• Royalties/FTS – a withholding tax rate of 20% 
is applicable on the payments in the nature of 
a royalty and FTS made to a non-resident.
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4.2 Primary Tax Treaty Countries
India has signed tax treaties with around 100 
countries.

Earlier, tax treaties entered into with Mauritius, 
Singapore and Cyprus were beneficial to the 
taxpayer, as capital gains on the sale of shares 
of Indian companies were exempt from taxation 
in India, and the domestic law of these coun-
tries did not tax capital gains. Accordingly, India 
received a significant quantum of investments 
from these countries. These treaties have, how-
ever, been amended, with effect from the finan-
cial year 2017–18, to provide for source-based 
taxation on gains from the sale of shares.

Some tax treaties, such as those with the Neth-
erlands and Sweden, still provide exemptions for 
gains derived from the sale of shares of an Indian 
company in certain situations.

Despite the amendments to the tax treaties, for-
eign investors continue to invest in India from 
Mauritius and Singapore.

4.3 Use of Treaty Country Entities by 
Non-Treaty Country Residents
The Indian tax authorities challenge the use of an 
entity that is a resident of a tax-treaty country, if 
that entity is effectively owned or controlled by 
a person who is a resident of a different country. 
Legal basis for denial of benefits includes the 
following:

• the limitation of benefits clause or the “ben-
eficial owner” clause in the applicable treaty;

• the “principal-purpose test” under the Multi-
lateral Convention to Implement Tax Treaty-
Related Measures to Prevent Base Erosion 
and Profit Shifting (MLI), as incorporated in 
the applicable treaty; and

• general anti-avoidance rules, as in domestic 
tax law.

4.4 Transfer Pricing Issues
The main issue in disputes regarding transfer 
pricing is the adequacy of documents main-
tained for establishing the nature of the trans-
action entered into with the AE. Tax authorities 
have raised many transfer-pricing disputes in the 
past relating to the following:

• intragroup services;
• cost-contribution arrangements;
• corporate guarantees;
• advertisements;
• marketing and brand promotion (AMP) 

expenses;
• royalties/fees for technology/know-how; and
• secondary adjustments, etc.

Other transfer pricing issues include the follow-
ing:

• the examination of the transfer-pricing meth-
odologies chosen;

• the comparable companies adopted; and
• ensuring the fulfilment of various reporting 

requirements.

4.5 Related-Party Limited Risk 
Distribution Arrangements
The use of a related-party limited risk distribu-
tion arrangement is not challenged in principle 
by the tax authorities. However, based on the 
nature of functions actually carried out and the 
risks assumed by the distributor, tax authorities 
may seek to re-characterise the distributor as 
bearing medium or full risk, and, accordingly, 
may enhance the ALP margin of the distributor.
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4.6 Comparing Local Transfer Pricing 
Rules and/or Enforcement and OECD 
Standards
By and large, Indian transfer-pricing rules follow 
the OECD Transfer Pricing Guidelines.

4.7 International Transfer Pricing 
Disputes
Transfer pricing issues have always been sus-
ceptible to scrutiny from the tax department. 
Domestic tax law permits officers to re-open 
cases from earlier years; however, the limitation 
to opening such cases is usually three years 
from the end of the relevant assessment year, 
which can be extended to ten years in high-
income cases.

The tax treaties entered into by India provide for 
resolution of any taxation that is not in accord-
ance with the treaty, through the Mutual Agree-
ment Procedure (MAP).

In line with the BEPS final report on “Making 
Dispute Resolution More Effective”, India substi-
tuted the rule which dealt with the same issue of 
implementation of the MAP. India has also issued 
MAP guidance for the benefit of the taxpayers, 
tax practitioners, tax authorities and chartered 
accountants (CAs) of India and of treaty coun-
tries.

While in the past, the MAP has not led to much 
success, in view of recent changes it is now 
expected that the taxman would look favoura-
bly upon the resolution of disputes via the MAP 
rather than litigation.

5. Key Features of Taxation of Non-
Local Corporations

5.1 Compensating Adjustments When 
Transfer Pricing Claims Are Settled
Although compensating adjustments are allowed 
to settle a transfer-pricing dispute or claim, this 
is not very popular among taxpayers in India.

Globally, India lags behind in the settlement of 
disputes when referred under the MAP. Disputes 
have been pending for a long period of time in 
certain cases.

5.2	 Taxation	Differences	Between	Local	
Branches and Local Subsidiaries of Non-
Local Corporations
An Indian subsidiary of a foreign corporation is 
liable to the same taxing rules/rates as an Indian 
corporation. However, an Indian branch of a for-
eign corporation is liable to the higher rate of tax 
that is applicable to foreign corporations.

For local branches, the taxable entities remain 
the foreign corporations only, who will be 
required to obtain tax registrations in India. 
For ensuring computation of profits at an ALP, 
the branch office is hypothetically considered 
a separate legal entity from the foreign corpo-
ration. The deduction allowable to the branch 
on payments made towards certain head office 
expenses is restricted to 5% of the income of 
the branch.

5.3 Capital Gains of Non-Residents
India taxes the capital gains arising for a non-
resident on the direct sale of shares of an Indian 
company.

India also levies tax in the case of indirect trans-
fers – ie, where the gain is on the transfer of 
shares of a foreign holding company that derives 
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substantial value from Indian assets, including 
shares of an Indian corporation.

Almost all the tax treaties entered into by India 
allow India to tax the direct transfer of shares of 
an Indian company.

Many of these treaties, such as those with Mau-
ritius, Singapore, the Netherlands, Japan and 
South Korea, eliminate the capital gains tax in 
India applicable to the indirect transfer of shares 
of an Indian company.

Some of the treaties, such as those with the 
USA, UK, Canada, Israel and South Africa, allow 
India to tax both direct and indirect transfers of 
shares of an Indian company.

5.4 Change of Control Provisions
India levies tax on indirect transfers as well, sub-
ject to treaty benefits. That is, the gains arising 
from the transfer of any share or interest in a 
non-resident company are taxed in India, if that 
share or interest derives its value substantially 
from the assets located in India.

Changes in ownership amounting to a change 
in control can also disentitle an Indian company 
from carrying forward and offsetting accumu-
lated losses, as stated in 2.4 Basic Rules on 
Loss Relief.

5.5 Formulas Used to Determine Income 
of	Foreign-Owned	Local	Affiliates
There are no specific formulas used to deter-
mine the income of foreign-owned local affiliates 
selling goods or providing services. The income 
would, however, have to comply with the arm’s 
length principle.

5.6 Deductions for Payments by Local 
Affiliates
All expenditure allowed for the carrying on of 
business is allowed as a deduction, irrespective 
of the nature of the corporation. The expenditure 
deduction would, however, have to comply with 
the arm’s length principle.

5.7 Constraints on Related-Party 
Borrowing
There are no restrictions in tax laws on the 
amounts that can be borrowed from a related 
party. However, the allowability of a deduction 
on any such borrowings from related parties will 
be subject to the arm’s length principle in trans-
fer pricing and under the thin capitalisation rule.

6. Key Features of Taxation 
of Foreign Income of Local 
Corporations
6.1 Foreign Income of Local 
Corporations
Indian companies are tax residents of India; 
hence, their global income is liable to tax in India. 
Foreign income of Indian companies is liable to 
tax on the same basis as profits from activities in 
India, subject to the benefit of foreign tax credits 
to avoid double taxation.

6.2 Non-Deductible Local Expenses
Generally, foreign income of an Indian com-
pany is also liable to tax in India. However, if 
some foreign income is tax-exempt in India, any 
expenses incurred to earn such income will not 
be tax-deductible in India.

6.3 Taxation on Dividends From Foreign 
Subsidiaries
A dividend received from a foreign company 
is taxed as business income (where shares 
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are held as stock in trade) or as other-sources 
income (if shares are held as investments). Such 
dividend income is taxed at applicable corporate 
tax rates. Any expense incurred to earn dividend 
income can be claimed as deduction while com-
puting business income, but deduction allow-
ance is restricted to certain expenses while 
computing dividend income under the head of 
other sources.

Further, any tax paid outside India by a local cor-
poration can be claimed as credit against tax 
liability in India.

6.4 Use of Intangibles by Non-Local 
Subsidiaries
Where the intangibles developed and owned by 
an Indian corporation are used by a non-Indian 
subsidiary, the Indian corporation is entitled to 
receive royalties. Such royalties would be sub-
ject to the arm’s length principle under transfer-
pricing regulations. Even if the non-Indian sub-
sidiary does not pay a royalty, for the purpose of 
the transfer-pricing rules, the Indian corporation 
would be deemed to receive an arm’s length roy-
alty from the non-Indian subsidiary and would be 
taxed accordingly.

If intangibles developed by an Indian corporation 
are assigned or transferred outright to a non-
resident subsidiary, the arm’s length sale con-
sideration for that intangible may be subject to 
tax as business income or capital gains.

6.5 Taxation of Income of Non-Local 
Subsidiaries Under Controlled Foreign 
Corporation-Type Rules
There are no provisions relating to CFC-type 
rules in Indian income tax law.

6.6 Rules Related to the Substance of 
Non-Local	Affiliates
There are no rules relating to the substance of 
non-local affiliates in Indian income tax law.

6.7 Taxation on Gain on the Sale of 
Shares	in	Non-Local	Affiliates
Indian companies are tax residents of India; 
hence, their global income is liable to tax in 
India. Any gains arising from the sale of shares 
in a non-Indian affiliate of an Indian company 
are taxed as capital gains in India, subject to 
treaty and foreign tax-credit benefits. There are 
no special rules prescribed for these.

7. Anti-Avoidance

7.1 Overarching Anti-Avoidance 
Provisions
India has enacted the General Anti-Avoidance 
Rules (GAAR) with effect from 1 April 2016. 
The provisions are based on the doctrine of 
“substance over form”, and are applicable to 
arrangements regarded as “impermissible avoid-
ance agreements” that are primarily structured 
to achieve tax benefit. The taxman has been 
empowered to recharacterise any such arrange-
ment and even to deny tax and/or treaty ben-
efits in order to curb the tax avoidance intended 
through such arrangement. An “impermissible 
avoidance agreement” is a defined term under 
the domestic tax law. Presently, the monetary 
threshold for applicability of the GAAR is INR3 
crores.

Apart from the GAAR, specific anti-avoidance 
regulations also form part of domestic law in 
specific instances – eg, where certain assets are 
transferred at a price less than their fair market 
value, anti-avoidance regulation deems the fair 
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market value as the consideration received on 
the transfer.

8. Audit Cycles

8.1 Regular Routine Audit Cycle
Income tax returns are filed on a self-assess-
ment basis by the taxpayers. India does not have 
a regular routine audit cycle.

India has moved to a hybrid system for selecting 
tax returns for audit. A computer-aided scrutiny 
selection (CASS) system has been designed to 
identify high-risk tax returns for audit. Tax returns 
are also picked up for audit based on historic 
audit findings, the nature of business, etc.

9. BEPS

9.1 Recommended Changes
India is an active supporter of the OECD BEPS 
project and has implemented many of its recom-
mendations/actions, as follows:

• BEPS Action 1 (Equalisation Levy and Signifi-
cant Economic Presence (SEP));

• BEPS Action 4 (Thin-Capitalisation Rule);
• a patent box regime (BEPS Action 5);
• BEPS Actions 6 and 15 (MLI);
• country-by-country reporting (BEPS Action 

13); and
• Guidelines on MAP (Action Plan 14).

Indian law is already in line with Action Plans 
8–10 (Intangibles).

9.2 Government Attitudes
India has been actively involved in the imple-
mentation of the OECD recommendations in 
relation to the BEPS.

OECD Pillars One and Two are likely to be revo-
lutionary reforms in the international tax land-
scape. India is among those countries that have 
joined the OECD statement. India is likely to 
introduce necessary changes into domestic tax 
laws to give effect to Pillar One and Pillar Two.

Moreover, India’s taxation regime operates on a 
source basis. In view of that, Pillar Two’s “Subject 
to Tax Rule (STTR)” would help India to curb base 
erosion and profit-shifting. The STTR is based on 
the rationale that a source jurisdiction that has 
ceded taxing rights in a tax treaty should be able 
to apply a top-up tax, where the income is taxed 
below the minimum rate by the resident country. 
Accordingly, on implementation, India would be 
able to tax those multinational enterprise (MNE) 
groups which are otherwise not being taxed by 
their resident jurisdictions.

9.3	 Profile	of	International	Tax
International tax is seen as a high-profile port-
folio in India. Experienced Revenue Officers are 
specifically trained for handling cross-border 
taxation, including transfer pricing. The intro-
duction of an equalisation levy and SEP Rules 
have increased their importance. The presence 
of a separate team of highly skilled personnel will 
help India in implementing BEPS recommenda-
tions at a faster pace.

9.4 Competitive Tax Policy Objective
Traditionally, India has not pursued a competi-
tive tax policy. In fact, the corporate tax rates in 
India are already above the global minimum cor-
porate tax rates of 15% prescribed under Pillar 
Two. India was either already compliant with, or 
had already implemented, a significant number 
of BEPS recommendations. As a result, India 
seeks to achieve international standards for fair 
and realistic tax competition.
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9.5 Features of the Competitive Tax 
System
India does not have a competitive tax system 
that might be particularly affected by anti-BEPS 
measures.

9.6 Proposals for Dealing With Hybrid 
Instruments
Indian businesses are looking at hybrid instru-
ments as an alternative mechanism for raising 
funds at a competitive price. However, the lack 
of clarity on its taxation has stalled the process 
of augmenting capital. Recently, representations 
have been made to frame rules for taxing such 
instruments, but the diversity of the characters 
of those instruments is delaying a policy deci-
sion.

9.7 Territorial Tax Regime
India generally taxes the worldwide income of 
its residents and does not follow a territorial tax 
regime. Non-residents, including the PE of non-
Indian residents, are generally taxed only on the 
income derived from Indian sources.

The thin capitalisation rule will have a significant 
impact on investments.

9.8 Controlled Foreign Corporation 
Proposals
India does not have a territorial tax regime for 
resident companies.

9.9 Anti-Avoidance Rules
The limitation of benefit (LoB) rule and other anti-
avoidance rules, such as the principal purpose 
test (PPT), introduced into tax treaties entered 
into by India (either directly or through a multi-
lateral instrument (MLI)) are likely to have a sig-
nificant impact on both inbound and outbound 
investors.

Even without these provisions, Indian tax author-
ities have, time and again, challenged benefits 
claimed under various tax treaties by applying 
the substance-over-form test and judicially rec-
ognised GAAR principles. Express inclusion of 
such provisions in the tax treaties, as well as 
legislative GAAR provisions, will further encour-
age the tax authorities to question and challenge 
treaty benefits claimed by investors.

The PPT introduced by the MLI is vague and 
subjective, and will likely expose investors to 
increased litigation in jurisdictions such as India.

9.10 Transfer Pricing Changes
Transfer-pricing matters involving intellectual 
property are a crucial issue for companies and 
advisers in India, as the evaluation, benchmark-
ing and documentation of intellectual property 
are always challenged in Indian tax audits.

In light of the transfer-pricing documentation/
reporting requirement covering country-by-
country reporting, as well as the master file and 
the local file, intellectual property must be docu-
mented more extensively. Therefore, comments 
must be made regarding the creation, beneficial 
ownership, chances and risks, etc, of intellectual 
property.

This does not radically change things. However, 
information regarding intellectual property will 
be available to tax authorities in India and other 
countries with a greater level of transparency. 
Consequently, there are concerns that this could 
lead to more challenging tax-audit procedures.

9.11 Transparency and Country-by-
Country Reporting
In response to BEPS Action 13, “Guidance on 
Transfer Pricing Documentation and Country-
by-Country Reporting”, India has already incor-
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porated transfer-pricing provisions to adopt the 
three-tiered documentation approach consisting 
of a country-by-country report, a master file and 
a local file.

Owing to these comprehensive reporting and 
documentation requirements, there is concern 
regarding the administrative barriers that com-
panies may have to face.

9.12 Taxation of Digital Economy 
Businesses
India has introduced an “Equalisation Levy” and 
the concept of “significant economic presence” 
for the taxation of digital economy businesses.

An Equalisation Levy of 2% is levied on the 
amount of consideration received or receivable 
by an e-commerce operator from an e-com-
merce supply or services made, facilitated or 
provided by the operator. This levy has been 
withdrawn with effect from 1 August 2024.

Further, Equalisation Levy of 6% which is levied 
on online advertisements services provided by 
non-residents has been withdrawn with effect 
from 1 April 2025. 

A new nexus rule in the form of an SEP has been 
introduced into Indian tax law. Generally, any 
income of a non-resident arising from a business 
connection in India is subject to tax in India. Any 
such business connection will include an SEP of 
a non-resident taxpayer in India.

A non-resident is said to have an SEP in India 
in the following cases (the FB 2025 proposes to 
expressly clarify that activities of mere purchase 
of goods in India for exports shall not constitute 
SEP of a non-resident):

• for transactions in any goods, services or 
property carried out by a non-resident in 
India, whereby aggregate payments exceed 
INR20 million in a year; and

• where the non-resident systematically and 
continuously solicits business or interacts 
with 300,000 or more users in India.

9.13 Digital Taxation
India is one of the first countries to introduce dig-
ital taxation by way of an Equalisation Levy and 
SEP provisions. However, India has withdrawn 
Equalisation Levy 2.0 on digital transactions with 
effect from 1 August 2024.

Further, Equalisation Levy of 6% on online adver-
tisements has been withdrawn vide Finance Act 
2025, with effect from 1 April 2025.

9.14	 Taxation	of	Offshore	IP
Any income by way of a royalty or FTS received 
by a non-resident from offshore intellectual 
property deployed in India is generally taxable 
in India at the rate of 20% plus the applicable 
surcharge and cess.

Taxation of such income usually takes the form 
of a tax-withholding by the payer in India. How-
ever, when no tax has been withheld by the pay-
er as applicable, the taxpayer is directly required 
to discharge tax liability on such royalty/FTS 
income.

Indian tax law does not distinguish between 
non-resident owners of intellectual property in 
tax havens or in other countries. Non-residents 
located in countries that have favourable tax-
treaty provisions with India may be eligible to 
avail of the applicable benefit under the treaties.
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Recent trends and developments in the Indian 
corporate tax domain can be broadly classified 
under the following key headings:

• angel tax abolished;
• reliefs with respect to transfer pricing provi-

sions;
• presumptive taxation scheme for non-

residents providing services for electronics 
manufacturing facilities;

• clarification regarding the scope of significant 
economic presence (SEP);

• extension of timeline for tax benefits to start-
ups;

• buyback of shares to be treated as “deemed 
dividend” in the hands of the shareholder;

• Equalisation Levy abolished;
• application of the principal purpose test (PPT) 

in the India-Mauritius tax treaty;
• Apex Court stays the applicability of the Delhi 

High Court judgment in Tiger Global Interna-
tional

• Apex Court rules that reduction of share capi-
tal amounts to “transfer”, subject to capital 
gains tax;

• no obligation on non-residents to obtain a 
permanent account number (PAN) for filing 
Form 10F, to avail of treaty benefits; and

• new Income Tax Bill, 2025.

Angel Tax Abolished
To curb generation and use of unaccounted 
money, closely held companies in India were 
earlier subject to tax on excess of issue price 
over the fair market value of shares where the 
shares are issued to a resident investor. This tax 
was known as angel tax. With effect from 1 April 
2025, the angel tax provisions have been abol-
ished to bolster the Indian start-up ecosystem 
and to promote investments in start-ups.

Relief With Respect to Transfer Pricing 
Provisions
Introduction of block assessment for transfer 
pricing cases
Earlier, determination of arm’s length price (ALP) 
was an exercise required to be undertaken for 
each financial year (FY). However, in many cas-
es it was observed that circumstances/facts 
relating to the concerned international trans-
actions or specified transactions were similar 
over the years. Similarities may be due to the 
entities being involved in such transactions, 
proportionate quantum of transactions, loca-
tion of associated enterprises, etc. Repeating 
the assessments for such transactions for each 
year increased the compliance burden for tax-
payers, and created an administrative burden for 
the revenue authorities.

In order to tackle these issues, the Finance 
Bill, 2025(“FB 2025”) has proposed carrying 
out the transfer pricing assessments in block. 
Accordingly, the FB 2025 provides that the ALP 
determined for an international transaction or 
specified international transaction shall apply 
for a block period of three FYs. The taxpayer 
can choose to exercise this option in the time 
and manner prescribed in the domestic act. The 
amendment will be effective from 1 April 2026 – 
ie, FY 2025–26, and subsequent years.

Expanding the scope of safe harbour rules
In India, if a taxpayer meets the criteria pre-
scribed in the safe harbour rules, the transac-
tion price of certain international transactions 
declared by the taxpayer shall be accepted by 
the income tax authorities. Currently, the scope 
of these rules is confined to 11 types of interna-
tional transactions. These rules aim at reducing 
transfer pricing litigation and providing certainty 
to taxpayers. Expanding the scope of safe har-
bour rules has been proposed. Further, specific 
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safe harbour rules have also been proposed for 
non-residents who store components for supply 
to specified electronics manufacturing units. The 
rules are yet to be notified.

Presumptive Taxation Scheme for Non-
Residents Providing Services for Electronics 
Manufacturing Facilities
The Indian government wants to encourage 
development of semiconductors and the dis-
play manufacturing ecosystem in the Indian 
electronics industry. The Ministry of Electronics 
and Information Technology (MeitY) has notified 
schemes for setting up such facilities in India. It 
is envisioned that non-residents will be involved 
in providing support services, including technol-
ogy, to these manufacturing facilities.

To provide tax certainty and to promote ease 
of doing business, introduction has been pro-
posed of a new presumptive taxation regime 
for non-residents engaged in providing services 
or technology in India for setting up electron-
ics manufacturing facilities or for manufacturing 
electronic products in India. The salient features 
of the scheme are as follows.

• Non-residents should be engaged in the busi-
ness of providing “services” or “technology” 
in India, for the purpose of setting up an elec-
tronics manufacturing facility or in connection 
with manufacturing or producing electronic 
goods, articles or things in India.

• The service recipient should be a resident 
company engaged in establishing or operat-
ing said electronics manufacturing facility or a 
connected facility under a scheme notified by 
the central government. The resident should 
also satisfy the prescribed conditions.

• Under this scheme, 25% of the aggregate 
amounts received/receivable by non-resi-
dents (or any person on their behalf) shall be 

deemed to be the profits liable to tax as busi-
ness income of the non-resident.

• Set-off of unabsorbed depreciation and 
brought-forward business losses will not be 
allowed.

Clarification	Regarding	the	Scope	of	SEP
Section 9 of the Indian Income Tax Act, 1961 
(the “Act”) provides for criteria for a source rule 
of taxation in domestic taxation law. Income 
accruing or arising, directly or indirectly, from 
any “business connection” in India is generally 
taxable in India. Various exceptions are carved 
out regarding the scope of “business connec-
tion”, with one such exception being income of 
non-residents whose operations are confined to 
purchase of goods in India for the purpose of 
exportation.

With effect from 1 April 2022, SEP of a non-
resident in India was deemed to constitute a 
business connection in India. SEP means, inter 
alia, transactions in respect of any goods carried 
out by a non-resident with any person in India, 
if the aggregate value of such transactions dur-
ing a year exceeds INR20 million (approximately 
USD230,000). This created a possible anoma-
ly. A non-resident merely purchasing goods in 
India for exportation could be said to have SEP 
in India (and hence a business connection), if 
the transactions exceeded prescribed monetary 
thresholds, despite an otherwise express exclu-
sion from the scope of “business connection”.

To remove this anomaly and to provide clarity, 
with effect from 1 April 2026, the FB 2025 pro-
poses to expressly clarify that activities of mere 
purchase of goods in India for exportation shall 
not constitute SEP of a non-resident.
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Extension	of	Timeline	for	Tax	Benefits	to	
Start-Ups
The existing provision of the Act provides for 
a deduction of 100% profits and gains derived 
from an eligible business by an eligible start-up 
for three consecutive assessment years out of 
ten, beginning from the year of incorporation at 
the option of the taxpayer, subject to fulfilment 
of certain conditions. One of the conditions was 
that the eligible start-up has to be incorporat-
ed between 1 April 2016 and 31 March 2025. 
Recently, the FB 2025 proposed extending the 
timeline of incorporation for eligible start-ups 
to 31 March 2030. The amendment would take 
effect from 1 April 2025.

Buyback of Shares to Be Treated as “Deemed 
Dividend” in the Hands of the Shareholder
Earlier, a company had to pay additional corpo-
rate tax in the form of buyback tax (BBT) on the 
amount of income distributed to shareholders 
during buyback of shares. Consequently, income 
received by shareholders upon such buyback 
was exempt in the hands of the shareholders.

Recently, the provisions have been amended to 
shift the taxation of buyback transactions to the 
shareholders instead of the company. With effect 
from 1 October 2024, proceeds from buyback of 
shares would be treated as dividend taxable in 
the hands of the shareholders at the applica-
ble rates. Further, no expense would be allowed 
as deduction to the shareholder with respect to 
such dividend income.

At the same time, the shareholders would be 
provided relief by allowing capital loss to the 
shareholder on such buyback transaction to the 
extent of cost of acquisition of shares. This capi-
tal loss is allowed to be carried forward and set 
off against capital gain earned by the taxpayer 
in future.

Equalisation Levy abolished
With effect from 1 April 2016, Indian had imposed 
Equalisation Levy of 6% on non-resident provid-
ers of online advertising.

From 1 April 2020, such levy was expanded and 
an equalisation levy of 2% was introduced on 
income generated by non-resident e-commerce 
operators from the e-commerce supply of goods 
or services to India. An “e-commerce operator” 
was defined in a wide manner to cover any non-
resident who owns, operates or manages digital 
or electronic facilities or platforms for online sale 
of goods or online provision of services, or both. 
This was a unilateral measure adopted by India 
to tax income generated from digital transac-
tions pursuant to recommendations made by 
BEPS Action Plan 1. Concerns were raised by 
non-resident taxpayers regarding the ambigu-
ous scope and compliance burden of this levy. 
Also, countries such as the USA had threatened 
retaliatory tariffs on goods and services exported 
from India in response to this unilateral measure, 
which was considered as disregarding the exist-
ing tax treaty provisions.

Subsequently, India agreed with the USA to 
withdraw the equalisation levy, in anticipation of 
implementation of the Pillar 1 and 2 multilateral 
solutions proposed by the OECD. As such, with 
effect from 1 August 2024, the equalisation levy 
of 2% was abolished.

Equalisation Levy of 6% has also been with-
drawn vide Finance Act 2025, with effect from 
1 April 2025.

Application of PPT in the India-Mauritius Tax 
Treaty
On 7 March 2024, India and Mauritius signed 
a protocol for amending the India-Mauritius tax 
treaty. This protocol proposes replacing the pre-
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amble to encompass the intention of eliminating 
double taxation without creating the opportuni-
ties for non-taxation or reduced taxation though 
tax evasion or avoidance.

It also proposes introducing Article 27B to 
include the PPT. In this regard, India and Mau-
ritius are required to notify each other regarding 
the completion of the procedures required by 
law for bringing this protocol into force. Pend-
ing requisite notifications, this protocol is yet to 
enter into force.

Apex Court Stays the Applicability of the 
Delhi High Court Judgment in Tiger Global 
International
Recently, the Hon’ble Delhi High Court held that 
the capital gains arising for a Mauritius-based 
investor from the sale of shares in a Singaporean 
company (which in turn was holding shares in 
an Indian company) were not taxable in India. 
The ruling also relied on the grandfathering ben-
efit provided under Article 13(3A) of the India-
Mauritius Double Tax Avoidance Agreement, 
with respect to capital gains on shares acquired 
before 1 April 2017.

The Court also observed that, once it is estab-
lished that the transaction has economic sub-
stance and the conditions prescribed in the LoB 
clause are met, a treaty benefit is required to be 
extended based on a valid tax residency certifi-
cate (TRC). The onus lies on the tax department 
to bring forth convincing evidence proving lack 
of economic substance, in order to deny treaty 
benefit. Importantly, the Court noted that the role 
played by the holding company in the decision-
making of the subsidiary company is not suffi-
cient to allege lack of substance in the subsidi-
ary. This judgment was of vital importance for all 
the investment holding companies investing in 
India directly or through step-down subsidiaries.

The Hon’ble Supreme Court has admitted the 
Revenue’s appeal and has stayed the Delhi High 
Court ruling. The final word on this issue from the 
Supreme Court is still pending.

Apex Court Rules That Reduction of Share 
Capital Amounts to “Transfer”, Subject to 
Capital Gains Tax
In this judgment, the taxpayer received certain 
consideration upon cancellation of its shares in 
an Indian company. A capital loss was claimed 
by the taxpayer against the cancellation of 
shares. The taxpayer continued to hold 99.99% 
before and after the cancellation of shares by 
the Indian company. The Indian revenue authori-
ties challenged the set-off of such capital loss. 
Under the Act, capital gain/loss is computed on 
account of “transfer” as defined in the Act. The 
definition of transfer includes, inter alia, extin-
guishment of rights in capital assets.

The Apex Court ruled in favour of the taxpay-
er by holding that the cancellation of shares 
amounts to extinguishment of rights attached 
to the reduced shares (capital asset). The fact 
that the taxpayer received a monetary consid-
eration for extinguishing of rights reinforced the 
conclusion that the reduction in shareholding 
resulted in “transfer”. The Court observed that, 
despite the ownership of shares in percentage 
terms remaining constant, the reduction in the 
number of shares and rights attached therein 
would make the transaction a transfer.

No Obligation on Non-Residents to Obtain 
a PAN for Filing Form 10F, to Avail of Treaty 
Benefits
In order to claim treaty benefits under the Act, 
non-residents have to furnish certain documents 
such as a TRC. In this regard, the rules prescribe 
that Form10F be furnished with requisite details 
– such as status, nationality, tax identification 
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number – when these details are not part of the 
TRC. Form 10F was mandated to be submit-
ted electronically on the income tax portal. This 
necessitated that non-residents obtain a PAN for 
submitting this form.

Recently, an option has been made available 
on the income tax portal allowing non-residents 
to submit Form 10F without obtaining a PAN. 
The portal now requires non-residents to submit 
details such as date of incorporation/birth, tax 
identification number, country of residence, etc. 
Further, these details are subject to verification 
with a one-time password.

New Income Tax Bill, 2025
A new Income Tax Bill, 2025 was tabled before 
parliament on 13 February 2025. The Bill seeks 
to replace the existing Income Tax Act, 1961. 
Once enacted, the new Bill will come into force 
from 1 April 2026. The objective behind introduc-
tion of the new Bill is to simplify and structurally 
rationalise legislation. The Bill is not intended to 
make any policy changes but to reduce the over-
all volume of existing income tax law.
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1. Types of Business Entities, 
Their Residence and Basic Tax 
Treatment
1.1 Corporate Structures and Tax 
Treatment
Corporate structures in Iraq include the follow-
ing.

• The limited liability company (LLC) structure 
requires at least two shareholders. Liability is 
limited to their contributions, excluding bank-
ing/insurance activities. The LLC structure is 
ideal for SMEs and investors seeking liability 
protection.

• The joint stock company (JSC) structure is 
designed for larger businesses that can issue 
shares, and can be public or private. JSCs 
are common in sectors like energy and tel-
ecommunications. They require more capital 
compared to LLCs.

• Foreign branches allow foreign companies to 
operate in Iraq as an extension of their parent 
company, and are suitable for multinational 
companies.

• In general partnerships, shareholders share 
profits, losses and liabilities equally. General 
partnerships are commonly used for small 

businesses and professional services, and are 
taxed at the individual level.

• The sole proprietorship is owned by one indi-
vidual with unlimited liability; this structure is 
best for small businesses and self-employed 
individuals. Income is taxed as personal 
income.

LLCs and JSCs are taxed separately at 15%, 
with higher rates for companies in the oil and gas 
sector, while partnerships and sole proprietor-
ships pass income through to owners, who are 
taxed individually. Foreign branches are taxed 
on Iraqi income, with potential withholding taxes 
(WHTs).

1.2 Transparent Entities
Transparent entities in Iraq allow income or loss-
es to pass through to owners, who are taxed 
individually. These entities are simpler than for-
mal structures, making them attractive for spe-
cific sectors and investment groups.

• General partnerships share profits, losses and 
liabilities among partners. They are simple 
to form and common in small, family, legal, 
accounting and consultancy businesses. 
Partners are fully liable.
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• Limited partnerships encompass general 
partners (with unlimited liability) and limited 
partners (with liability limited to their invest-
ment). They are attractive for investment 
groups – especially in the context of real 
estate, private equity, hedge funds, energy 
and infrastructure – allowing easy profit 
distribution, providing liability protection and 
flexible management and helping share risks 
and resources in large projects, such as in the 
oil and gas sector.

• Joint ventures (JVs) are temporary partner-
ships for specific projects, with income and 
liabilities distributed based on agreement. 
JVs are often used in large infrastructure, 
construction and oil and gas projects, helping 
share risks and resources for large projects in, 
for example, the oil and gas sector.

• Unincorporated investment vehicles are infor-
mal structures used for pooling funds, with 
income taxed at the investor level. They are 
common in private equity and niche invest-
ments.

1.3 Determining Residence of 
Incorporated Businesses
Concerning determination of the residence of 
incorporated businesses and transparent enti-
ties, the following applies.

• Incorporated businesses:
(a) place of incorporation – businesses incor-

porated under Iraqi law are considered 
tax residents of Iraq;

(b) place of management and control – if 
management and control is conducted 
in Iraq, the business is considered a tax 
resident;

(c) place of effective management – refers 
to where key management decisions are 
made, which is important for dual resi-
dence situations;

(d) economic connection – a company with 
significant operations or assets in Iraq 
may be considered a resident; and

(e) permanent establishment (PE) – a foreign 
company with a PE in Iraq (eg, an office 
or construction site) is taxed on income 
earned in Iraq.

• Transparent entities (eg, partnerships, joint 
ventures):
(a) residence of shareholders – the tax 

residence of shareholders determines the 
entity’s residence;

(b) location of activities – if the entity oper-
ates in Iraq, its residence is tied to the 
location of its activities; and

(c) PE – transparent entities operating 
through a PE in Iraq are taxed on Iraq-
sourced income, with shareholders 
reporting income individually.

• Double taxation treaties (DTTs):
(a) tie-breaker rules – when an entity is a 

resident of both Iraq and another country, 
DTTs use criteria like management loca-
tion, incorporation and economic activi-
ties to determine residency; and

(b) PE provisions – DTTs specify what consti-
tutes a PE and determine Iraq’s rights to 
tax its income. Income is typically taxed 
in the source country (eg, Iraq for income 
sourced from Iraq), with relief provided by 
the country of residence.

1.4 Tax Rates
Concerning the tax rates paid by incorporated 
businesses and businesses owned by individu-
als, the following applies.

• Incorporated businesses:
(a) corporate income tax (CIT) – the standard 

rate is 15%, but businesses in the oil and 
gas sector may face a rate of up to 35% 
due to special agreements;



IRAQ  Law aNd PraCTiCE
Contributed by: Ahmed	Hankawi	and	Anas	Duraid,	Hinka Tax Solutions 

380 CHAMBERS.COM

(b) WHT – 15% on payments to non-resident 
entities unless reduced by a tax treaty; 
and

(c) capital gains – taxed at the standard 15% 
CIT rate.

• Businesses owned by individuals:
(a) individual income tax – income up to 

IQD250,000/month and income over 
IQD250,000/month is taxed at 15%;

(b) partnerships and JVs – income is passed 
through to individual owners and taxed at 
personal income tax rates; and

(c) sole proprietorships – taxed on net profits 
as personal income.

• Sector-specific considerations:
(a) incorporated businesses in the oil and 

gas sector are taxed at up to 35%;
(b) construction and infrastructure – LLCs 

and JSCs are taxed at 15%, with poten-
tial WHT for non-residents; and

(c) small businesses and professional ser-
vices are typically taxed at individual rates 
for sole proprietorships or partnerships.

2. Key General Features of the Tax 
Regime Applicable to Incorporated 
Businesses
2.1	 Calculation	for	Taxable	Profits
Basis of Taxation
Concerning the basis of taxation, the following 
applies:

• accounting profits – accounting profits in 
financial statements are adjusted to meet 
Iraqi tax laws;

• accruals basis – taxable income is based on 
earned income and incurred expenses, not 
when cash is received or paid; and

• receipts basis – small businesses may use 
the receipts basis for simplicity.

Taxable Income Adjustments
Concerning taxable income adjustments, the fol-
lowing applies:

• non-taxable income excludes income, such 
as dividends, from Iraqi-resident companies 
and government-exempt income;

• non-deductible expenses – expenses like 
fines, excessive entertainment and unrelated 
costs are not deductible;

• depreciation – accounting depreciation is 
adjusted, and tax depreciation follows fixed 
rates;

• provisions and reserves are not deductible 
unless realised or specifically allowed;

• loss carry forward – losses can offset future 
profits for up to five years, and there is no 
loss carry back; and

• transfer pricing – profits may be adjusted 
if related-party transactions do not follow 
arm’s-length pricing.

Allowable deductions include operating expens-
es, interest, repairs and maintenance, research 
and development (R&D) and taxes paid.

Capital gains are taxed as ordinary income at 
15%, foreign income classified as “worldwide 
income” is subject to tax that may be relieved 
under tax treaties and the WHT rate is 15% on 
payments to non-residents, unless reduced by 
a treaty.

2.2 Special Incentives for Technology 
Investments
The following applies regarding special incen-
tives for technology investments.

• Tax and investment incentives:
(a) R&D deductions – businesses can deduct 

expenses related to R&D activities, such 
as product development and process 
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improvement, and some costs may 
require capitalisation and amortisation 
with proper documentation;

(b) investment law benefits – the Investment 
Law (No 13 of 2006) provides incentives 
for technology-focused projects; and

(c) depreciation of technology assets – tech-
nology investments may qualify for ac-
celerated depreciation, reducing taxable 
income more rapidly.

• Priority sectors for technology investment:
(a) IT and telecommunications – focusing on 

modernising infrastructure, with regula-
tory support and partnership opportuni-
ties; and

(b) renewable energy and green technology 
– extended tax exemptions and grants 
are available for clean energy projects (eg, 
solar, wind).

• Limitations:
(a) Iraq does not have a patent box system 

or advanced R&D tax credits, although 
businesses can benefit from general tax 
incentives; and

(b) international businesses may receive tax 
relief on intellectual property (IP) income 
through DTTs.

2.3 Other Special Incentives
Iraq provides a range of tax incentives to pro-
mote investment and economic development 
across various industries. These incentives are 
designed to support key sectors and encourage 
business growth.

Concerning specific industries, oil and gas busi-
nesses receive customs duty exemptions on 
equipment, while renewable energy projects, 
especially solar and wind, can benefit from up 
to ten years of tax exemptions and machinery 
import relief. Manufacturing businesses, particu-

larly export-focused ones, also receive favour-
able tax treatment.

Transaction incentives include reduced WHTs 
for infrastructure financing and tax holidays for 
public-private partnerships in sectors like trans-
portation and healthcare. Real estate developers 
in affordable housing projects can access duty 
exemptions on materials and partial tax relief.

SMEs benefit from simplified tax filing and 
grants, while technology businesses can deduct 
research expenses. Agriculture also receives 
support through tax exemptions on farming 
income and machinery.

Regional incentives offer extended tax holi-
days and customs exemptions, with even more 
favourable terms in the Kurdistan Region of Iraq, 
such as ten-year corporate tax exemptions and 
reduced regulations to encourage investment.

2.4 Basic Rules on Loss Relief
The basic rules on loss relief are as follows:

• loss carry forward – losses incurred in a tax 
year can be carried forward and offset against 
taxable profits in future years (limited to five 
years);

• loss carry back – Iraq does not allow busi-
nesses to carry losses back to offset profits 
from previous tax years;

• offset of losses – business losses can gen-
erally be offset against business income in 
future years, but cannot typically be offset 
against capital gains as these are treated 
separately; and

• restrictions – loss relief may be disallowed if 
there is a significant change in ownership or 
business activity based on specific circum-
stances.
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2.5 Imposed Limits on Deduction of 
Interest
Concerning limits imposed generally on the 
deduction of interest by local corporations, the 
following applies:

• business purpose requirement – interest is 
only deductible if a loan was taken for busi-
ness purposes and directly relates to generat-
ing taxable income;

• documentation – proper documentation, 
including loan agreements and payment 
proofs, is required to support the deduction;

• thin capitalisation rules – while there are no 
strict thin capitalisation rules, interest pay-
ments to related parties may be audited to 
ensure alignment with transfer pricing princi-
ples; and

• capitalisation of interest on loans used for 
acquiring or constructing capital assets must 
be capitalised as part of the asset’s cost, 
rather than deducted immediately.

2.6 Basic Rules on Consolidated Tax 
Grouping
Iraq does not allow consolidated tax group-
ing, meaning each company in a group is taxed 
separately. Losses from one company cannot 
offset the profits of another within the same 
group. Instead, companies must handle losses 
and profits independently, using loss carry for-
ward rules to offset future income. The following 
applies in Iraq:

• loss carry forward – losses can be carried 
forward for up to five years and used to offset 
future taxable profits of the same company;

• intra-group transactions – transactions 
between group companies must comply with 
the arm’s length principle and be reported 
independently; and

• strategic structuring – companies can strate-
gically allocate income-generating and loss-
incurring activities to minimise tax liabilities.

2.7 Capital Gains Taxation
Corporate taxation on capital gains depends on 
the nature of the assets sold and the company’s 
activities:

• depreciable assets – gains from the sale of 
depreciable assets are taxed at the standard 
CIT rate of 15%;

• shares and bonds – for non-trading activities, 
gains from the sale of shares and bonds not 
part of regular trading may be exempt from 
tax, whereas for trading activities, if the sale 
is part of regular trading, gains are taxed at 
the standard CIT rate of 15%; and

• oil and gas sector – companies in the oil and 
gas industry are taxed at a higher CIT rate of 
35%, including on capital gains.

2.8 Other Taxes Payable by an 
Incorporated Business
Incorporated businesses in Iraq may face vari-
ous additional taxes and levies depending on 
the nature of the transactions and the business 
sector, as follows:

• WHT – payments to non-residents for ser-
vices in Iraq are subject to WHT, ranging from 
3% to 15%, with a standard rate of 7% for oil 
and gas contracts;

• stamp duty – imposed at 0.2% of the trans-
action value on certain legal documents and 
contracts;

• real estate transfer – 3% tax applies to real 
estate transactions when businesses buy or 
sell property;

• customs duties – customs duties on imported 
goods vary, typically ranging between 0% 
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and 30% depending on the classification of 
the goods;

• sales tax – Iraq does not have VAT, but some 
goods and services, like telecommunications 
and hotel accommodations, are subject to a 
5% sales tax;

• municipality taxes – renting or leasing prop-
erty may incur municipal taxes, such as 10% 
on hotel accommodations;

• social security contributions – employers 
must contribute 12% of employees’ salaries 
to social security for payroll or employment 
contracts; and

• sector-specific levies – higher taxes and lev-
ies apply in the oil and gas sector (35% CIT), 
and specific transaction taxes or fees may 
apply in the banking and insurance sectors.

2.9 Incorporated Businesses and 
Notable Taxes
Incorporated businesses in Iraq face several key 
taxes and obligations:

• CIT – 15% on most businesses, 35% for 
those in the oil and gas sector;

• payroll taxes – personal income tax withheld 
from employee salaries, ranging from 3% to 
15%;

• social security – employers contribute 12%, 
and employees 5%;

• customs duties – vary from 0% to 30% for 
imported goods;

• sales tax – 5% on certain goods and services 
(eg, telecommunications, hospitality);

• stamp duty – 0.2% on legal documents;
• real estate taxes – 3% transfer tax on prop-

erty sales, plus annual property taxes;
• WHT: 3% to 15% on payments to non-resi-

dent entities;
• sector-specific taxes – additional taxes in the 

oil and gas and telecom sectors;

• municipal taxes – taxes on property leases, 
advertising and permits; and

• licensing fees – fees for operational licences 
and compliance.

3. Division of Tax Base Between 
Corporations and Non-Corporate 
Businesses
3.1 Closely Held Local Businesses
Most small businesses in Iraq operate in non-
corporate forms, although some opt for corpo-
rate structures depending on their size, industry 
and growth goals.

Non-corporate forms include:

• sole proprietorship – a simple form for small, 
family-run businesses, where the owner is 
fully liable for debts and obligations;

• general partnership – two or more individuals 
share resources but are personally liable for 
the business’s obligations; and

• limited liability partnership (LLP) – provides 
limited liability for some partners and is often 
used by professional services and family-run 
businesses.

Corporate forms include:

• LLC – a form used by medium-sized busi-
nesses for limited liability protection, requiring 
at least two shareholders; and

• JSC – a common form for larger, more 
capital-intensive businesses in sectors like oil 
and gas; JSCs are complex to manage due to 
stricter regulations.

3.2 Individual Rates and Corporate Rates
There are no specific rules preventing profes-
sionals (eg, architects, engineers, consultants) 
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from incorporating to benefit from lower corpo-
rate tax rates. However, certain general princi-
ples may apply:

• substance over form – tax authorities may 
challenge arrangements designed solely to 
reduce tax liability without a legitimate busi-
ness purpose;

• corporate tax filing – incorporated businesses 
must comply with corporate filing require-
ments, maintain proper accounts and pay 
15% CIT on profits;

• WHT – payments to incorporated profession-
als may be subject to WHT, especially for 
contract-based services; and

• personal income tax – salaries or dividends 
drawn by a professional from the company 
are taxed at individual rates (3–15%).

3.3 Accumulating Earnings for 
Investment Purposes
There are no specific rules preventing closely 
held corporations from accumulating earnings 
for investment purposes, but certain considera-
tions apply.

• CIT: Closely held corporations are taxed 
on profits, whether earnings are retained or 
distributed.

• Dividends and profit distribution: Share-
holders are taxed on dividends at individual 
income tax rates. Retaining earnings may 
avoid immediate dividend taxes, but could 
raise audits if it seems the purpose is to avoid 
personal income tax.

• Justification for retained earnings: Retained 
earnings should be for legitimate business 
purposes, like growth or debt repayment. 
Excessive accumulation without a clear rea-
son could be questioned.

• Investment income taxation: Income from 
retained earnings invested in assets (eg, inter-
est, rents, capital gains) is still subject to CIT.

3.4 Sales of Shares by Individuals in 
Closely Held Corporations
Individuals are taxed on dividends and gains 
from the sale of shares in closely held corpora-
tions as follows.

• Dividends: Gains from selling shares are usu-
ally exempt unless part of regular trading or 
business activities.

• Gains on the sale of shares:
(a) exempt from tax – gains from selling 

shares are usually exempt unless part of 
regular trading or business activities; and

(b) taxable – if the individual is regularly 
trading shares as a business, the gains 
are subject to individual income tax at 
progressive rates (3% to 15%).

3.5 Sales of Shares by Individuals in 
Publicly Traded Corporations
Individuals are taxed on dividends and gains 
from publicly traded corporations as follows:

• dividends – generally, dividends received by 
individuals from publicly traded corporations 
are exempt from tax; and

• gains on the sale of shares – gains from the 
sale of shares in publicly traded corporations 
are typically tax-exempt for individuals.

4. Key Features of Taxation of 
Inbound Investments

4.1 Withholding Taxes
WHTs in Iraq apply to payments made to non-
residents for interest, dividends and revenues as 
follows:
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• WHTs:
(a) interest – generally 15%, unless reduced 

by an income tax treaty;
(b) dividends – there is no WHT on dividend 

payments, even for non-residents; and
(c) revenues – 15% WHT on payments to 

non-residents.
• Reliefs available:

(a) income tax treaties – reduced WHT rates 
or exemptions may apply if a treaty exists; 
and

(b) exemptions for local transactions – cer-
tain local transactions may not attract 
WHT.

• Focus areas for enforcement:
(a) oil and gas – strict enforcement, espe-

cially for international contracts; and
(b) large construction and service contracts 

– payments to foreign contractors are 
audited for WHT compliance.

Concerning WHT collection, the following 
applies:

• strict audits – tax authorities audit payments 
to ensure proper WHT deduction;

• payment withholding – payments to non-res-
idents may require proof of WHT deduction 
before processing; and

• fines and penalties – non-compliance can 
lead to penalties, fines and delays in transac-
tions.

4.2 Primary Tax Treaty Countries
Iraq has a limited number of tax treaties, and 
foreign investors often use bilateral agreements 
to optimise tax treatment when investing in Iraq. 
Key treaty countries include:

• United Kingdom – reduces WHTs on interest, 
revenues and other income;

• France – offers tax relief on cross-border 
transactions and investments;

• Turkey – popular for regional investors due to 
economic ties;

• Jordan and Egypt – frequently used by Middle 
Eastern investors due to strong trade relation-
ships; and

• United Arab Emirates – encourages invest-
ment in Iraq’s corporate and debt markets.

Benefits of tax treaties include:

• reduced – or exemption from – WHTs on 
interest, dividends and revenues; and

• avoidance of double taxation, ensuring 
income is not taxed in both Iraq and the 
investor’s home country.

4.3 Use of Treaty Country Entities by 
Non-Treaty Country Residents
Local tax authorities may challenge the use of 
treaty country entities by non-treaty country 
residents if they suspect such use is solely for 
tax benefits. Iraq lacks anti-avoidance laws, and 
authorities rely on the following general princi-
ples.

• The substance over form principle: authorities 
may investigate whether the treaty country 
entity has a legitimate business purpose and 
real economic substance or is just a shell for 
tax benefits.

• Beneficial ownership: authorities may chal-
lenge treaty benefits if the entity receiving 
income is not the beneficial owner, but rather 
just a conduit for a non-treaty resident.

• Focus areas: payments such as dividends, 
interest and revenues are audited to ensure 
proper treaty benefits. The oil and gas sec-
tor is a key focus for tax rule enforcement, 
including treaty abuse prevention.



IRAQ  Law aNd PraCTiCE
Contributed by: Ahmed	Hankawi	and	Anas	Duraid,	Hinka Tax Solutions 

386 CHAMBERS.COM

• Consequences of challenges: If misuse is 
detected, the entity may lose treaty benefits, 
and WHT could be charged at full domestic 
rates.

4.4 Transfer Pricing Issues
Transfer pricing regulations in Iraq are underde-
veloped compared to global standards, which 
may create challenges for inbound investors. 
Transfer pricing issues include the following.

• Lack of formal transfer pricing rules: Iraq does 
not have transfer pricing regulations aligned 
with global frameworks, creating uncertainty 
regarding how related-party transactions are 
assessed.

• Key issues:
(a) related-party transactions – payments 

for goods, services or revenues between 
local corporations and foreign affiliates 
may be audited;

(b) management fees and revenues – au-
thorities may challenge excessive charges 
for management or IP; and

(c) intercompany financing – interest rates 
on loans from parent companies must be 
justifiable, or deductions may be disal-
lowed.

• Enforcement risks: Enforcement is inconsist-
ent but tax authorities may audit intercom-
pany pricing, especially in sectors like oil and 
gas and large-scale infrastructure, and adjust 
taxable income.

• Documentation challenges: There are no 
formal requirements for transfer pricing docu-
mentation.

4.5 Related-Party Limited Risk 
Distribution Arrangements
Iraq’s tax authorities do not have detailed trans-
fer pricing rules to specifically challenge relat-
ed-party limited risk distribution (LRD) arrange-

ments, but general principles could lead to 
audits:

• key concerns – profit shifting, arm’s-length 
principle, tax base erosion;

• areas of auditing – management fees and 
revenues, pricing of goods/services;

• enforcement practices – inconsistent 
approach, focus on high-value industries; and

• risk mitigation – making sure the local entity’s 
role and risk match its profits, keeping con-
tracts and documents showing fair pricing 
and following global guidelines, like OECD 
rules.

4.6 Comparing Local Transfer Pricing 
Rules and/or Enforcement and OECD 
Standards
Iraq’s transfer pricing rules differ from global 
standards, like the OECD standards, due to the 
lack of formal regulations:

• no detailed rules – Iraq lacks specific laws or 
guidelines for transfer pricing;

• arm’s-length principle – this is not strictly 
applied, and tax authorities may challenge 
related-party transactions based on fairness;

• enforcement – typically triggered by audits, 
especially in sectors like oil and gas, with no 
set methods applied;

• no documentation requirements – Iraq does 
not require detailed records, unlike the OECD, 
but companies should still keep internal 
documentation to defend their pricing if chal-
lenged; and

• focus on profit allocation – tax authorities may 
review whether profits are reasonable based 
on the company’s activities, without following 
detailed OECD analysis methods.
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4.7 International Transfer Pricing 
Disputes
Iraq’s tax authorities are not very aggressive 
with respect to transfer pricing due to a lack 
of detailed rules, though audits are increasing 
in some sectors. However, tax authorities can 
use new information found during audits to re-
assess past years, especially if profit shifting is 
suspected.

Mutual agreement procedures (MAPs) are infre-
quently used in Iraq because there are few tax 
treaties and a lack of transfer pricing frame-
works. While Iraq may sometimes participate in 
MAPs, it prefers handling disputes locally and is 
not proactive in initiating MAPs.

Due to limited enforcement and tax treaties, 
MAPs are rare in Iraq. However, if transfer pric-
ing enforcement increases and cross-border 
transactions grow, MAPs could become more 
relevant.

5. Key Features of Taxation of Non-
Local Corporations

5.1 Compensating Adjustments When 
Transfer Pricing Claims Are Settled
In Iraq, compensating adjustments for related-
party pricing discrepancies are not explicitly 
addressed in tax laws:

• lack of specific rules – there are no formal 
transfer pricing regulations in Iraq that require 
or allow compensating adjustments;

• practical approach – any adjustments are 
made on a case-by-case basis during audits 
or disputes;

• double tax risk – without compensating 
adjustments, there is a risk of double taxa-

tion if another jurisdiction does not recognise 
Iraq’s adjustments; and

• MAP – if a tax treaty exists, the taxpayer may 
attempt to resolve double taxation via a MAP, 
though such cases are rare in Iraq.

5.2	 Taxation	Differences	Between	Local	
Branches and Local Subsidiaries of Non-
Local Corporations
In Iraq, local branches and local subsidiaries of 
non-local corporations are taxed differently:

• local branches of non-local corporations – 
Iraq-sourced income is taxed at 15% (stand-
ard rate) or 35% (in the oil and gas sector), 
and there may be additional WHT when prof-
its are transferred to the foreign parent; and

• local subsidiaries of non-local corporations – 
taxed on global income sourced in Iraq (15% 
standard rate, 35% in the oil and gas sector), 
and there may be WHT on dividends to the 
foreign parent.

Regarding key differences, branches are taxed 
on Iraqi income, while subsidiaries are taxed 
on global income. Branches transferring profits 
directly to the parent may be subjected to local 
tax, as well as subsidiaries distributing profits 
as dividends.

5.3 Capital Gains of Non-Residents
Non-residents are taxed on capital gains from 
the sale of stock in local corporations, and gains 
are taxed at the 15% CIT rate for non-residents.

Concerning indirect capital gains, Iraq does 
not specifically tax capital gains from the sale 
of shares in a non-local holding company that 
owns stock in a local corporation; tax authori-
ties may challenge such structures if they believe 
they are designed to avoid local tax.
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Tax treaties with Iraq may offer exemptions or 
reduced rates on capital gains from local stock, 
depending on the treaty’s terms. Most treaties 
do not cover indirect capital gains, so these may 
not benefit from treaty provisions.

5.4 Change of Control Provisions
Changes in ownership of a company may trigger 
tax or duty charges.

Direct Change of Control
A direct sale of shares in a local corporation may 
trigger a 15% capital gains tax for the seller (if 
taxable in Iraq). Legal documents related to the 
transfer may incur a stamp duty (eg, 0.2% of the 
transaction value).

Indirect Change of Control
Iraq may not tax the indirect transfer of own-
ership through a sale of shares in an overseas 
holding company. However, authorities may 
investigate if such structures are used to avoid 
local taxes, though enforcement is limited.

Key Focus Areas
Transactions in the oil and gas sector may face 
additional auditing to ensure local tax obliga-
tions are met. Authorities may challenge indirect 
transfers if structured solely for the purpose of 
tax avoidance.

5.5 Formulas Used to Determine Income 
of	Foreign-Owned	Local	Affiliates
Iraq does not use fixed formulas to determine 
the income of foreign-owned local affiliates, but 
may estimate income if records are insufficient.

Simplified	Methods
If documentation is lacking, tax authorities may 
estimate taxable income using practical or nego-
tiated methods.

Arm’s-length principle
Although transfer pricing rules are not in place, 
Iraq expects related-party transactions to reflect 
market-based pricing.

Case-specific adjustments
During audits, authorities may use rough calcu-
lations or local data to assess income, particu-
larly if profits seem artificially low. Proper docu-
mentation is important to avoid disputes.

5.6 Deductions for Payments by Local 
Affiliates
Deductions for management and administrative 
expenses paid by local affiliates to non-local 
affiliates are allowed under certain conditions.

• Reasonableness standard: Expenses must 
be reasonable and reflect the actual benefit 
to local affiliates. Excessive charges may be 
disallowed.

• Documentation: For deductions, local affili-
ates must provide proof, such as invoices, 
agreements and payment evidence. Without 
documentation, deductions are likely to be 
denied.

• Arm’s-length principle: Payments should be 
made at market rates for similar services, 
even though Iraq lacks formal transfer pricing 
rules.

• Auditing: Tax authorities may audit payments 
to confirm they are being used to shift profits 
out of Iraq.

5.7 Constraints on Related-Party 
Borrowing
Related-party borrowing by foreign-owned local 
affiliates from non-local affiliates is generally 
allowed in Iraq considering the following:

• arm’s-length principle – interest rates must be 
reasonable and reflect market rates;
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• deductibility of interest – interest payments 
are deductible for tax purposes if directly 
related to business and properly documented 
with loan agreements and payment records;

• no thin capitalisation rules – Iraq does not 
have formal thin capitalisation rules, so 
there is no strict debt-to-equity ratio limit for 
related-party borrowing; and

• potential auditing – tax authorities may review 
loans for profit shifting.

6. Key Features of Taxation 
of Foreign Income of Local 
Corporations
6.1 Foreign Income of Local 
Corporations
Foreign income of local corporations is not 
exempt from corporate tax.

• Tax on global income: Local corporations are 
taxed on their worldwide income, including 
foreign income.

• Tax rate: The standard rate of 15% applies to 
foreign income. For oil and gas companies, 
the rate is 35%.

• Relief for double taxation: If foreign income is 
also taxed in another country, Iraq may allow 
a tax credit or deduction to avoid double 
taxation, depending on the circumstances.

6.2 Non-Deductible Local Expenses
Foreign income is taxable in Iraq, meaning there 
are no special rules for non-deductible expenses 
attributed to foreign income. Local expenses 
related to foreign income are generally deduct-
ible if they are directly related to generating tax-
able income and properly documented.

6.3 Taxation on Dividends From Foreign 
Subsidiaries
Dividends from foreign subsidiaries of local cor-
porations are treated as taxable income. Income 
received by a local corporation from its foreign 
subsidiaries is included in the corporation’s 
worldwide taxable income. The tax rate is 15%, 
except for oil and gas companies, where it is 
35%.

If dividends were taxed in the foreign subsidiary’s 
country, Iraq may allow a tax credit or deduction 
to avoid double taxation, up to the amount of tax 
payable in Iraq on the same income.

6.4 Use of Intangibles by Non-Local 
Subsidiaries
Intangibles developed by local corporations 
have potential tax implications if used by non-
local subsidiaries.

• Any revenue from licensing an intangible to a 
non-local subsidiary is taxed at 15%.

• If an intangible is sold or transferred, the local 
corporation is taxed on capital gains at 15%. 
The gain is the difference between the sale 
price and the intangible’s book value.

• If the intangible is shared without payment 
or commercial benefit, there may be immedi-
ate tax, but tax authorities could investigate 
potential profit shifting.

6.5 Taxation of Income of Non-Local 
Subsidiaries Under Controlled Foreign 
Corporation-Type Rules
Iraq does not have controlled foreign corporation 
(CFC) rules. Local corporations may be taxed on 
the income of their non-local subsidiaries when 
earned.

Income from non-local branches is included in 
the local corporation’s global income and taxed 
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in Iraq at the standard tax rate of 15% (35% 
for oil and gas companies). There is no deferral; 
income is taxed as it is earned.

6.6 Rules Related to the Substance of 
Non-Local	Affiliates
Iraq does not have specific rules requiring non-
local affiliates to maintain a certain level of sub-
stance. However, under general principles, tax 
authorities may challenge transactions with non-
local affiliates if they believe any such affiliate 
lacks economic substance and is being used for 
tax avoidance.

Key focus areas include payments to non-local 
affiliates, such as management fees or interest, 
which may be audited if the affiliate lacks real 
operations. There are no transfer pricing rules, 
but related-party transactions must be reason-
able and commercially justifiable.

6.7 Taxation on Gain on the Sale of 
Shares	in	Non-Local	Affiliates
Local corporations in Iraq are taxed on gains 
from the sale of shares in non-local affiliates as 
follows.

• Taxable as income: Gain is included in the 
corporation’s worldwide taxable income, cal-
culated as the sale price minus the cost basis 
of shares.

• Tax rate: Gain is taxed at the standard tax 
rate of 15%. For oil and gas corporations, the 
rate is 35%.

• Relief for double taxation: If gain is taxed in 
the country where the affiliate is located, Iraq 
may allow a tax credit or deduction to avoid 
double taxation, subject to limits.

7. Anti-Avoidance

7.1 Overarching Anti-Avoidance 
Provisions
Iraq does not have formal anti-avoidance provi-
sions, but certain general principles apply:

• tax authorities may disregard arrangements 
that lack economic substance or are struc-
tured solely for tax avoidance purposes, 
focusing on the true economic intent of 
transactions;

• there are no transfer pricing rules, but related-
party transactions must reflect reasonable 
market terms; and

• deliberate misrepresentation or hiding of 
income can lead to penalties or criminal 
charges under general tax laws.

8. Audit Cycles

8.1 Regular Routine Audit Cycle
Iraq does not have a fixed routine audit cycle; tax 
authorities audit based on triggers or priorities.

• Audit triggers: Industries like oil and gas and 
construction are more likely to be audited. 
Large deductions, related-party transactions 
or tax return irregularities may trigger audits. 
Some audits may be conducted randomly.

• Audit process: Tax authorities issue a notice 
requesting records and explanations. Authori-
ties examine financial statements, contracts 
and other documents. If discrepancies are 
found, adjustments and additional taxes or 
penalties may apply.

• Frequency: Audits occur periodically based 
on the company’s profile and risk factors.
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9. BEPS

9.1 Recommended Changes
Iraq’s tax system is still developing, and while 
it has not fully implemented BEPS recommen-
dations, some of its practices align with BEPS 
principles:

• transfer pricing – Iraq expects related-party 
transactions to reflect market-based pricing;

• tax treaty use – Iraq’s tax treaties may include 
measures to prevent treaty abuse;

• profit allocation – authorities may review profit 
allocation, especially in key sectors; and

• ongoing improvements – Iraq has not yet 
adopted some key BEPS measures, such as 
country-by-country (CbC) reporting and inter-
est deduction limitations.

9.2 Government Attitudes
Concerning the government’s approach to base 
erosion and profit shifting (BEPS), Iraq has not 
fully implemented BEPS recommendations yet, 
as its tax system is still evolving. The govern-
ment is focused on ensuring compliance and 
enforcement.

Iraq is unlikely to adopt Pillar One soon, as it 
requires advanced systems to allocate taxing 
rights for multinational corporations. Regard-
ing Pillar Two, Iraq may consider implementing 
a global minimum tax if international pressure 
increases.

The adoption of Pillar One or Two in Iraq is likely 
to occur several years after global implementa-
tion, as the country updates its laws and sys-
tems. Changes could impact the oil and gas 
sector by increasing taxes on multinational com-
panies, which may raise revenue but could also 
affect foreign investment.

The Iraqi government aims to prevent tax eva-
sion and profit shifting, especially in critical sec-
tors. It plans to gradually align with international 
tax standards to improve co-operation and 
transparency.

9.3	 Profile	of	International	Tax
International tax attracts limited attention in Iraq, 
so the implementation of BEPS is unlikely to be 
driven by public demand. The government’s 
focus will likely remain on revenue collection 
from key industries rather than aligning fully with 
BEPS reforms.

International tax issues, including BEPS, have a 
low public profile in Iraq; the focus is on domes-
tic tax collection and compliance. There is limit-
ed pressure for quick BEPS adoption as interna-
tional tax is not a significant public concern. The 
government’s priorities, such as taxing multina-
tional corporations, may influence the pace of 
BEPS implementation more than public opinion.

9.4 Competitive Tax Policy Objective
Iraq’s tax policy will likely slow full BEPS adop-
tion as it focuses on attracting investment. Iraq 
wants to attract foreign investment by keeping 
corporate tax rates low, and will focus on tax 
policies that are friendly to investors while slow-
ly adopting BEPS measures. Iraq will gradually 
implement BEPS changes, balancing the need 
for tax revenue with the desire to remain attrac-
tive to foreign investors.

9.5 Features of the Competitive Tax 
System
Iraq’s tax system has some vulnerabilities, espe-
cially in terms of sector-specific incentives and 
weak transfer pricing enforcement. While there 
are no formal state aid rules, tax incentives could 
be questioned internationally as Iraq moves 
towards global tax standards.
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• Vulnerable features:
(a) Iraq offers tax breaks in specific sectors, 

but these could be questioned if seen as 
too preferential;

(b) the lack of formal rules makes it easier for 
companies to shift profits and erode the 
tax base; and

(c) inconsistent enforcement of tax rules 
could allow multinational companies to 
exploit loopholes.

• State aid: Iraq does not have state aid rules, 
but its tax incentives could be criticised if 
they unfairly favour specific investors.

• Experience with rules: Tax rules mainly sup-
port foreign investment in oil and gas. There 
have been few challenges to Iraq’s tax poli-
cies so far, as the system is still evolving.

9.6 Proposals for Dealing With Hybrid 
Instruments
Iraq currently does not regulate hybrid instru-
ments, and implementing related BEPS recom-
mendations is not a priority for the country. If 
adopted, these rules would likely first target spe-
cific high-priority sectors. Iraq has no specific 
laws for hybrid instruments, which are treated 
differently in various jurisdictions.

BEPS Actions recommend eliminating the tax 
advantages of hybrid instruments by ensuring 
consistent treatment. Iraq has not yet adopted 
this approach. If Iraq adopts BEPS changes, 
they will likely focus on sectors like oil and gas. 
The adoption will be gradual and may take years. 
Iraq lacks detailed frameworks for international 
tax issues, making it difficult to implement BEPS 
rules on hybrid instruments. Enforcement may 
also be inconsistent due to limited resources.

9.7 Territorial Tax Regime
Iraq does not have a territorial tax system or 
specific rules on interest deductibility. If BEPS 

recommendations on interest deductibility are 
adopted, they could affect debt-financed invest-
ments. Iraq operates a worldwide tax system, 
taxing both domestic and foreign income for 
local corporations.

Iraq lacks specific restrictions on interest 
deductibility, such as thin capitalisation or 
EBITDA-based limits. For inbound investors, 
new interest deduction restrictions could make 
debt financing less attractive, whereas outbound 
investors – ie, Iraqi companies investing abroad, 
may face stricter audits on cross-border interest 
payments if other countries adopt BEPS recom-
mendations.

9.8 Controlled Foreign Corporation 
Proposals
Iraq does not have a territorial tax system, so 
CFC rules are not currently applicable. How-
ever, adopting CFC rules could help prevent tax 
avoidance. Concerning potential benefits, CFC 
rules could prevent profit shifting by taxing the 
undistributed foreign income of local corpora-
tions’ subsidiaries, helping protect the local tax 
base. As potential issues, Iraq lacks the infra-
structure to implement and enforce CFC rules 
effectively. Overly complex rules could discour-
age foreign investment if they are seen as bur-
densome or unclear.

9.9 Anti-Avoidance Rules
Iraq has a limited number of DTTs with coun-
tries like the UK, France and Turkey. These trea-
ties have minimal limitation on benefits (LOB) 
or anti-avoidance rules, but these may apply in 
certain cases. The impact on inbound investors 
is minimal as LOB clauses in Iraqi treaties are not 
strict. Investors can usually access treaty ben-
efits without issues. For Iraqi outbound inves-
tors, LOB or anti-avoidance rules in the treaties 
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of other countries could limit access to reduced 
tax rates or exemptions.

9.10 Transfer Pricing Changes
BEPS changes have had minimal impact in Iraq 
due to the lack of formal transfer pricing rules. 
While the arm’s-length principle is informally 
expected, enforcement is inconsistent.

Iraq does not have specific rules for taxing IP. 
This creates challenges in regulating IP-related 
transactions.

9.11 Transparency and Country-by-
Country Reporting
Iraq has not yet implemented CbC reporting 
or detailed transparency measures – the focus 
remains on basic tax enforcement. CbC report-
ing could improve tax oversight by identifying 
profit shifting and ensuring multinationals pay 
taxes where profits are generated.

Iraq faces administrative capacity challenges, 
lacking the infrastructure and expertise for 
large-scale reporting systems. A more gradual 
approach could involve focusing on sector-spe-
cific audits and strengthening local tax enforce-
ment in high-risk industries.

9.12 Taxation of Digital Economy 
Businesses
Iraq does not have specific tax rules for digital 
economy businesses. The tax system still focus-
es on businesses with a physical presence, like 
PEs, making it challenging to tax digital busi-
nesses without a local base.

There has been minimal discussion regarding 
taxing digital economy businesses, although Iraq 
may consider adopting international guidelines 
(such as BEPS Pillar One) in the future. Iraq’s tax 
authorities lack the infrastructure to monitor or 
tax foreign digital businesses.

9.13 Digital Taxation
Iraq has not yet addressed digital taxation, 
focusing instead on traditional businesses that 
require a physical presence. There have been 
no proposals or discussions regarding digital 
taxation.

Iraq lacks the capacity to monitor or tax digital 
transactions effectively, although it may adopt 
global standards in the future, like BEPS Pillar 
One.

9.14	 Taxation	of	Offshore	IP
Iraq applies a 15% WHT on revenue payments 
for the use of offshore IP. There are no special 
rules for taxing offshore IP or IP owners. WHT 
is applied at the point of payment, and the IP 
owner is taxed directly if they have a PE in Iraq. 
Double tax treaties may reduce or eliminate the 
WHT on revenues payments, depending on the 
treaty terms. 
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Introduction
This guide provides a comprehensive overview 
of Iraq’s taxation system, outlining various tax 
categories such as payroll taxes, social security 
contributions, indirect and direct taxes and taxes 
on trading and natural resources. It also high-
lights key tax exemptions, allowances and the 
challenges facing Iraq’s tax system, including 
tax evasion, low awareness and delays in col-
lections. Recent tax reforms and the adoption of 
the International Financial Reporting Standards 
(IFRS) are discussed as steps towards modern-
ising the tax framework and improving transpar-
ency. Additionally, the chapter examines the tax 
implications for foreign corporations and the 
opportunities and challenges related to trading 
and investing in Iraq’s natural resources sector.

Payment to Relevant Parties
Payroll tax
Payroll taxes operate on a pay-as-you-earn 
(PAYE) basis, where employers deduct tax from 
employees’ salaries. Progressive rates apply, 
with a maximum rate of 15% in mainland Iraq. 
Employers must remit these deductions to the 
tax authorities monthly. Late filings or payments 
incur penalties and interest.

Social security contributions
Employers contribute 12% of salaries to the 
social security fund, while employees contrib-
ute 5%. Certain industries, like oil and gas, may 
face a higher employer contribution rate of 25%. 
Non-Iraqi employees may be exempt if covered 
by their home country’s social security system. 
Late payments incur a 2% monthly penalty.

Withholding tax
Payments to non-residents for services, royal-
ties or interest are subject to a withholding tax 
of 15%. Dividends are generally exempt if prof-
its have already been taxed. Payments under 

oil and gas contracts may have rates of 3.3% or 
7%. Withholding tax must be remitted promptly 
to avoid penalties.

Indirect Tax
Sales tax
Iraq does not have a general VAT system but 
imposes specific sales taxes. Alcohol and tobac-
co products are subject to a 300% sales tax, 
while cars, travel tickets and mobile recharge 
cards face rates of 15% to 20%. Deluxe restau-
rants and first-class hotels are taxed at 10%. 
Businesses handling these goods and services 
must comply with the sales tax requirements.

Customs duties
Customs duties in Iraq range from 0% to 30% 
depending on the product, as outlined in th e 
Customs Tariff Law. Specific exemptions apply 
to goods used in government projects or for 
humanitarian purposes. Importers must ensure 
proper documentation to clear goods without 
delays. Non-compliance with customs regula-
tions may result in fines or confiscation.

Direct Tax
Corporate income tax
Iraq imposes a corporate income tax at a flat 
rate of 15% on taxable profits for most com-
panies. However, companies in the oil and gas 
sector are subject to a higher rate of 35%. The 
General Commission for Taxes (GCT) applies 
either a 15% rate of taxable profit or a deemed 
tax rate on total revenue, selecting the higher of 
the two. All income derived from Iraq is taxable 
regardless of the recipient’s residence. Accurate 
record-keeping and compliance are critical to 
avoid penalties.

Foreign oil company income tax
Foreign oil companies operating in Iraq are taxed 
at a flat rate of 35% on income earned from con-



IRAQ  TrENdS aNd dEvELOPmENTS
Contributed by: Ahmed	Hankawi,	Farah	Mahmood	and	Shayma	Aziz,	Etihad Law Firm

397 CHAMBERS.COM

tracts related to oil and gas production. This rate 
applies to branches, offices and subcontractors 
working in the sector. Compliance includes reg-
istering with tax authorities and adhering to fil-
ing requirements. Non-compliance may lead to 
significant penalties and restrictions.

Corporate – corporate residence
A corporation is deemed resident in Iraq if it is 
incorporated or managed and controlled within 
Iraq. The distinction between “trading in” and 
“trading with” is important. Companies trading in 
Iraq must register with the GCT and are subject 
to corporate income tax. Non-compliance with 
registration requirements can lead to penalties 
and limitations on operations.

Permanent establishment
Iraq does not explicitly define a permanent 
establishment in its tax laws. However, activi-
ties such as contracts concluded in Iraq, pay-
ments into Iraqi bank accounts and services 
rendered physically in Iraq can create tax obli-
gations. Companies performing such activities 
must register, file tax returns and comply with 
local regulations to avoid penalties.

Capital gains
Capital gains are taxed as ordinary income at the 
corporate tax rate of 15%. Gains from depre-
ciable assets are always taxable, while gains 
from shares and bonds may be exempt if not 
part of trading activity. Proper documentation is 
essential to ensure compliance and determine 
exemptions.

Additional profit tax
Additional profit tax is levied on profits earned 
by companies exceeding a specified threshold. 
In some cases, it applies to entities involved in 
high-profit industries, like oil and gas. This tax 

is designed to ensure equitable distribution of 
wealth and prevent excessive profiteering.

Other Taxes
State taxes
State taxes in Iraq are levied at the federal level 
and apply to companies conducting business 
within the country. These taxes can include cus-
toms duties, excise taxes or specific levies tied 
to particular sectors or activities.

Municipal tax
Municipal taxes are imposed at the local govern-
ment level to fund regional services and infra-
structure. Common examples include taxes on 
property, commercial licences and operational 
permits for businesses. Rates vary depending 
on the location and type of business operation.

Transfer pricing
Iraq lacks comprehensive transfer pricing regu-
lations. However, the tax authority may adjust 
taxable income if transactions between related 
parties do not reflect arm’s-length conditions. 
Multinational companies should maintain proper 
documentation to justify their pricing mecha-
nisms.

Transaction tax
Stamp duties apply to contracts and legal docu-
ments at rates ranging from 0.1% to 3% of the 
transaction value. Payment is required at the 
time of execution or registration. Non-compli-
ance may invalidate contracts or lead to pen-
alties. Certain government-related transactions 
may be exempt.

Taxation of Non-Local Corporations
Key features of taxation of non-local corpora-
tions include the following:
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• source-based taxation – tax applies to 
income generated within the country;

• permanent establishment – taxation is trig-
gered by a physical or significant economic 
presence in the country;

• withholding taxes – levied on payments like 
dividends, interest and royalties to nonlocal 
corporations;

• tax treaties – double taxation agreements 
(DTAs) may reduce or eliminate tax liabilities;

• branch profits tax – some countries impose 
additional taxes on the profits of nonlocal 
branches;

• transfer pricing rules – regulations ensure fair 
pricing for transactions between related enti-
ties to prevent profit shifting;

• tax filing requirements – nonlocal corpora-
tions must file tax returns or disclosures for 
local activities;

• exemptions and incentives – some sectors or 
activities may qualify for reduced tax rates or 
exemptions;

• economic substance rules – corporations 
must demonstrate substantial activity in the 
country to qualify for favourable treatment; 
and

• anti-avoidance measures – there are regula-
tions to prevent tax evasion, such as thin 
capitalisation rules and beneficial ownership 
tests.

Tax Audit Cycle
The tax audit cycle involves procedures designed 
to ensure compliance with the country’s tax laws 
and regulations. This cycle is conducted by the 
GCT under the Ministry of Finance and includes 
the following key stages.

• Taxpayer registration: Businesses and indi-
viduals engaging in taxable activities must 
register with the tax authorities. Taxpayer 
information, including income, assets and 

activities, is documented and maintained in 
official records.

• Tax filing and payment: Taxpayers are 
required to file annual tax returns and dis-
close their income, deductions and other 
relevant financial information. Taxes owed 
are calculated and paid based on the filed 
returns, with specific deadlines for submis-
sion.

• Documentation review: Tax auditors examine 
financial records, including income state-
ments, balance sheets, and supporting docu-
ments.

• Audit findings: Upon completing the review, 
auditors prepare a report detailing their find-
ings, including any discrepancies or viola-
tions. The taxpayer is informed of the results 
and of any additional taxes, penalties or 
adjustments.

• Taxpayer response: Taxpayers have the 
opportunity to respond to the findings, pro-
vide clarifications or dispute the results. Sup-
porting evidence can be submitted to address 
issues raised during the audit.

• Final assessment: The tax authority issues 
a final assessment based on the audit find-
ings and taxpayer responses. Any outstand-
ing taxes, interest or penalties must be paid 
within a specified period.

• Appeals process: Taxpayers have the right 
to appeal the final assessment if they disa-
gree with the findings. Appeals are handled 
through administrative or judicial processes.

• Compliance monitoring: After the audit, 
tax authorities may monitor the taxpayer’s 
activities to ensure future compliance. Repeat 
audits or follow-ups may be conducted for 
high-risk taxpayers.

Tax Exemptions and Allowances
Iraq offers various tax exemptions and allow-
ances to promote investment and support eco-
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nomic growth. Under Investment Law No 13 
of 2006 (the “Investment Law”), domestic and 
foreign investors can benefit from corporate tax 
exemptions for up to ten years, and from cus-
toms duty waivers on equipment and materials. 
Specific sectors, such as agriculture and busi-
nesses in free trade zones, also enjoy exemp-
tions to encourage development.

Personal income tax allowances include deduc-
tions for dependents and social security con-
tributions. Businesses can claim allowances for 
operational expenses, depreciation and loss car-
ry-forwards. These measures aim to stimulate 
economic activity while reducing the tax burden 
on individuals and corporations.

Brief Overview of Tax Challenges and 
Reforms
Iraq’s tax system faces challenges such as com-
plex legislation, widespread tax evasion, low tax 
awareness, delays in collections, weak oversight 
and conflicts in laws. These issues hinder effi-
cient tax administration and compliance.

To address these problems, the government 
introduced tax reforms in 2024, focusing on 
expanding the tax base, modernising property 
tax calculations, taxing new sectors like media 
and e-commerce and automating tax systems. 
Key measures include streamlined tax collec-
tion, incentives for compliance and enhanced 
governance through electronic systems. These 
reforms aim to improve revenue generation, 
transparency and fairness in Iraq’s tax system.

Complexities of tax legislation
Iraq’s tax system suffers from unclear and out-
dated tax laws, making compliance challenging 
for taxpayers. The complexity of the regula-
tions leads to frequent misinterpretations and 
administrative inefficiencies. These issues cre-

ate confusion among businesses and individu-
als, discouraging proper tax filing. Simplification 
of tax laws is necessary to promote compliance 
and reduce administrative burdens. Reforms are 
ongoing to align tax legislation with international 
standards.

Tax evasion
Tax evasion is a significant issue in Iraq, with 
many individuals and businesses underreporting 
income or concealing earnings. Weak enforce-
ment mechanisms and limited audits contribute 
to this issue. Tax evasion reduces government 
revenue and undermines the fairness of the tax 
system. Addressing this requires stricter penal-
ties, better monitoring and automated systems 
to track income. Expanding the tax base to cap-
ture unregistered taxpayers is also critical.

Poverty of tax awareness
Low awareness among Iraqis leads to uninten-
tional non-compliance and errors in tax filing. 
Many taxpayers are unfamiliar with their obli-
gations and available exemptions. Educational 
campaigns and accessible resources are need-
ed to improve understanding of the tax system. 
Increased awareness can help reduce violations 
and improve voluntary compliance. Government 
initiatives should focus on simplifying tax guide-
lines and educating the public.

Delays in collections
The tax collection process is often delayed due 
to bureaucratic hurdles and inefficient systems. 
These delays impact the government’s ability to 
maintain fixed revenue streams. Streamlining 
administrative processes and adopting digital 
payment systems can improve efficiency. Timely 
tax collection is essential for funding public ser-
vices and economic stability. Enhanced co-ordi-
nation between agencies is needed to address 
bottlenecks.
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Supervision and control
Weak oversight mechanisms in Iraq’s tax sys-
tem allow fraud and manipulation of tax data. 
Insufficient resources and outdated technology 
limit the ability to verify taxpayer information. 
Strengthening supervision and adopting modern 
tools like electronic filing can enhance accuracy. 
Transparent audits and penalties for non-com-
pliance are critical to restoring trust. Improved 
monitoring will ensure fair taxation and reduce 
revenue losses.

Conflict of laws and legislation
Such conflict creates confusion and loopholes 
that taxpayers can exploit. These inconsisten-
cies arise from differences between various 
government directorates and outdated frame-
works. Harmonising tax laws across jurisdic-
tions is essential to ensure consistency and clar-
ity. Legal reforms should focus on closing gaps 
and providing clear guidelines. Co-ordination 
between agencies can prevent discrepancies 
and improve enforcement.

Tax reforms initiated in 2024
The Iraqi government launched reforms in 2024 
to address tax challenges, forming a higher com-
mittee to oversee implementation. Key measures 
include expanding the tax base by incorporating 
unregistered sectors like healthcare and e-com-
merce. Automation of systems aims to reduce 
corruption and delays in tax processes. Property 
taxes are redrafted to reflect market values, with 
exemptions for timely payments. These reforms 
aim to enhance transparency, efficiency and rev-
enue generation.

Adoption of the IFRS
Iraq has been gradually moving towards adopt-
ing the IFRS to enhance transparency, improve 
financial reporting and attract foreign invest-
ment. The adoption of the IFRS aligns Iraq with 

global accounting practices, which helps mod-
ernise its financial system. While Iraq’s full adop-
tion of the IFRS is still in progress, it represents 
a critical step in enhancing financial governance, 
increasing investor trust and aligning the coun-
try’s financial reporting with global practices.

Key points concerning Iraq’s adoption of the 
IFRS include the following.

• Improved financial transparency: Adoption of 
the IFRS aims to provide a standardised and 
transparent framework for financial reporting, 
enabling stakeholders to make informed deci-
sions. This is particularly beneficial for foreign 
investors seeking clarity in Iraq’s financial 
markets.

• Alignment with global standards: Shifting to 
the IFRS aligns Iraq’s accounting practices 
with international norms, fostering better 
integration with global financial markets. This 
alignment is essential for multinational com-
panies operating in Iraq.

• Challenges in implementation: Iraq faces 
challenges in fully adopting the IFRS, includ-
ing limited expertise, outdated systems and 
a lack of training for accountants. Transition-
ing from local accounting standards requires 
significant capacity-building efforts.

• Sector-specific focus: The adoption of the 
IFRS is prioritised in key sectors like bank-
ing and oil, which are vital to Iraq’s economy. 
Compliance with the IFRS in these industries 
ensures accurate financial reporting and 
boosts investor confidence.

• Support from professional bodies: Pro-
fessional organisations, such as the Iraqi 
Accountants and Auditors Syndicate, play 
a critical role in training and supporting 
accountants to adopt the IFRS. Government 
initiatives are also underway to facilitate the 
transition.
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Taxation on Trading in Iraq
Taxation on trading is governed by laws and 
regulations that aim to generate revenue while 
fostering economic growth. These include taxes 
on imports, exports and transactions involving 
goods and services. Key aspects of tax trading 
in Iraq are as follows.

• Customs duties: Imported goods are sub-
ject to customs duties based on their clas-
sification, value and origin. Iraq has specific 
rates outlined in its Customs Tariff Law, with 
exemptions for certain goods such as essen-
tial commodities and investment-related 
imports.

• Value added tax (VAT): While Iraq has dis-
cussed introducing VAT, it currently relies on 
sales taxes for some products, with future 
plans to broaden the tax base through VAT 
implementation.

• Corporate income tax: Trading companies 
operating in Iraq are subject to corporate 
income tax, generally at a rate of 15%, 
though higher rates may apply to specific 
sectors like oil and gas.

• Withholding taxes: Payments to foreign 
traders or contractors may be subject to 
withholding taxes, particularly on services, 
dividends or royalties.

• Local trading regulations: Traders in Iraq must 
comply with the licensing and registration 
requirements of the GCT, ensuring proper tax 
filing and payments.

Taxation on Trading With Iraq (International 
Trade)
Foreign entities engaging in trade with Iraq are 
subject to the country’s import/export tax frame-
work. Key considerations include the following.

• Import taxes: Goods imported into Iraq are 
taxed under its Customs Tariff Law. Rates 

vary based on product category, with essen-
tial items often benefitting from reduced or 
zero rates.

• Export taxes: While exports from Iraq are 
generally exempt from taxes, specific goods 
may be subject to licensing or regulatory fees, 
especially in the oil and gas sector.

• DTAs: Iraq has signed agreements with 
several countries to avoid double taxation, 
providing tax relief for international traders 
and investors.

• Tax compliance requirements: Foreign traders 
must comply with Iraqi tax laws, including 
proper documentation of transactions and 
adherence to customs regulations. Non-com-
pliance may result in penalties or delays.

Challenges and Opportunities
Trading in and with Iraq presents opportunities 
due to the country’s resource wealth and market 
growth. However, challenges such as bureau-
cratic inefficiencies, inconsistent enforcement of 
tax laws and a lack of digital systems complicate 
compliance. Continued reforms and moderni-
sation efforts aim to streamline tax trading pro-
cesses and attract international trade partners.

Taxes on Natural Resources
Iraq’s tax system for the energy sector, including 
oil and gas activities and renewable energy, is 
structured to maximise revenue while promoting 
sectoral development. Each subsector is subject 
to specific tax treatments, as outlined below.

Taxes on oil and gas activity
Taxes on oil and gas activity include:

• corporate income tax – oil and gas compa-
nies operating in Iraq are typically taxed at 
rates ranging from 15% to 35%, depending 
on the specific contract terms and activity 
type;
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• production sharing contracts – foreign oil 
companies pay taxes on their share of pro-
duction profits, often alongside royalty pay-
ments to the government;

• withholding taxes – payments to subcontrac-
tors, including foreign companies, are subject 
to withholding taxes on services, often set at 
7–10%;

• customs duties and VAT – equipment and 
materials imported for oil and gas opera-
tions may be exempt from customs duties 
or VAT under investment laws, provided they 
are directly tied to production or exploration 
activities; and

• environmental fees – some activities in the 
oil and gas sector may incur environmental 
levies aimed at mitigating the environmental 
impact of operations.

Taxes on general energy activities
Taxes and exemptions on oil and gas activity 
include:

• corporate taxation – energy companies, 
including electricity generation and distribu-
tion corporates, are subject to the standard 
corporate income tax rate of 15%;

• subsidies and tax incentives – the govern-
ment provides tax relief for energy projects 
that address critical infrastructure needs or 
enhance energy supply, particularly in rural or 
underserved areas; and

• customs exemptions – import duties may 
be waived on equipment and materials for 
energy infrastructure development.

Taxes on renewable energy
Taxes and exemptions on renewable energy 
include:

• tax incentives for renewable energy – Iraq 
encourages investment in renewable energy 

projects by offering tax exemptions and 
reductions. For example, solar, wind and 
hydropower projects may enjoy exemptions 
from corporate income taxes for a specified 
period under the Investment Law;

• customs duty waivers – renewable energy 
equipment, such as solar panels and wind 
turbines, often qualifies for duty-free import to 
promote clean energy development;

• carbon credits and tax benefits – projects 
contributing to emission reductions may 
qualify for tax credits under emerging envi-
ronmental policies aligned with global climate 
agreements; and

• VAT and local taxes – renewable energy pro-
jects may be exempt from VAT or local taxes 
during the construction and initial operational 
phases, reducing costs for investors.

Key challenges and opportunities
Regarding oil and gas, while taxes thereon gen-
erate significant revenue, regulatory inconsisten-
cies and environmental concerns indicate chal-
lenges.

Regarding the energy sector, modernising tax 
policies for energy infrastructure is critical to 
attract private investment and meet growing 
electricity demand.

Regarding renewable energy, tax incentives for 
renewables are promising, but challenges such 
as bureaucratic inefficiencies and a lack of clear 
policy frameworks need to be addressed to fully 
realise the sector’s potential.

Conclusion
Iraq’s tax system is undergoing significant trans-
formation to address challenges such as com-
plex legislation, tax evasion and inefficiencies 
in collection and enforcement. While reforms 
have been introduced to modernise the system, 
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including the adoption of IFRS and the expan-
sion of the tax base, there are still hurdles to 
overcome, such as bureaucratic inefficiencies 
and a lack of clear policies in certain sectors. 
The country offers attractive incentives for sec-
tors like renewable energy and oil, yet regula-
tory inconsistencies remain a concern. As Iraq 
continues to streamline its tax processes and 
enhance compliance, the opportunities for both 
local and foreign investors are expected to grow, 
contributing to the nation’s economic develop-
ment.
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1. Types of Business Entities, 
Their Residence and Basic Tax 
Treatment
1.1 Corporate Structures and Tax 
Treatment
The Companies Act 2014 provides for the fol-
lowing forms of incorporated entity:

• private company limited by shares (LTD);
• designated activity company (DAC);
• public limited company (PLC);
• company limited by guarantee (CLG);
• unlimited company; and
• investment company.

Most often, businesses gravitate towards the 
LTD model due to its familiarity and simplicity. 
However, DACs and Irish Collective Asset Man-
agement Vehicles (ICAVs) are utilised by com-
panies involved in the issuance of listed debt 
securities and investment funds respectively.

Entities with separate legal form are taxed sepa-
rately.

1.2 Transparent Entities
In Ireland, partnerships and limited partnerships 
are treated as transparent for tax purposes. Part-

nerships are generally used for investment pur-
poses and also by certain professional services 
firms (eg, accountants and solicitors). In addi-
tion, pension funds may make use of a particular 
form of tax-transparent investment fund called a 
common contractual fund (CCF).

1.3 Determining Residence of 
Incorporated Businesses
A company that has its central management and 
control in Ireland is considered resident in Ire-
land, regardless of where it is incorporated. A 
company that is incorporated in Ireland is con-
sidered resident in Ireland, except where the 
company is regarded as not being resident in 
Ireland under a double taxation treaty between 
Ireland and another country.

The term “central management and control” is, 
in broad terms, directed at the highest level of 
control of the company. The Irish Revenue Com-
missioners (“Irish Revenue”) and the Irish courts 
emphasise the location of the meetings of the 
board of directors.

1.4 Tax Rates
Ireland currently has three rates of corporation 
tax:
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• A 12.5% rate applies to the trading income of 
a company that carries on a trade in Ireland 
(including certain qualifying foreign dividends 
paid out of trading profits). There is no pre-
cise definition of what constitutes trade for 
this purpose but, broadly, a company should 
be considered to be trading for tax purposes 
if it is carrying on an active business in Ireland 
on a regular or habitual basis and with a view 
to realising a profit.

• A 25% rate applies in respect of passive 
or investment income, profits arising from 
a possession outside of Ireland (ie, foreign 
trade carried on wholly outside of Ireland) and 
profits of certain trades, such as dealing in 
or developing land and mineral exploration 
activities.

• A new 15% rate was introduced in the 
Finance Act (No 2) 2023 pursuant to the 
implementation of the OECD Pillar Two rules 
in Ireland and applies by way of a top-up tax 
on Irish companies that are part of a multina-
tional group with an annual turnover exceed-
ing EUR750 million.

Separately, a 33% rate applies to capital gains. 
The same capital gains rates also apply to gains 
earned by individuals directly or through trans-
parent entities.

Personal income is subject to tax at rates of up 
to 55%.

2. Key General Features of the Tax 
Regime Applicable to Incorporated 
Businesses
2.1	 Calculation	for	Taxable	Profits
Corporation tax is imposed on the profits of a 
company (including both income and charge-
able gains), wherever they arise, for the fiscal 

year or “accounting period” of the company. The 
accounting period cannot exceed 12 months.

The starting point for determining taxable prof-
its is the profit of the company according to its 
statutory accounts, subject to any adjustments 
required by law. The more important items that 
are not deductible when calculating the tax-
adjusted profits include:

• any capital expenses;
• any expenses not wholly or exclusively 

incurred for the purposes of the trade or 
profession;

• general provisions for bad debts (specific bad 
debts and specific bad debt provisions are 
deductible);

• dividends or other distributions paid or pay-
able by the company; and

• certain specific expenses, including business 
entertainment costs, interest on late payment 
of taxes, general provisions for repairs and 
certain motor leasing expenses.

A tax deduction is not available for accounting 
depreciation. However, capital allowances are 
available in relation to qualifying capital expendi-
ture on land and buildings, plant and machinery 
and certain intellectual property.

Chargeable gains that do not form part of the 
trading profits are calculated in accordance with 
capital gains tax rules.

2.2 Special Incentives for Technology 
Investments
R&D Tax Credit
A 30% tax credit for qualifying research and 
development (R&D) expenditure exists for com-
panies engaged in qualifying in-house R&D 
undertaken within the European Economic Area 
(EEA). This credit may be set against a compa-
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ny’s corporation tax liability, and is available on 
a group basis in the case of group companies. 
The first portion of a claim on R&D expenditure 
has also been increased to EUR75,000 from 1 
January 2025, which is payable in full in cash.

Qualifying R&D activities must satisfy certain 
conditions and, in particular, must seek to 
achieve scientific or technological advance-
ment and involve the resolution of scientific or 
technological uncertainty. Where a company 
has insufficient corporation tax against which to 
claim the R&D tax credit in a given accounting 
period, the tax credit may be credited against 
corporation tax for the preceding period, may be 
carried forward indefinitely or, if the company is 
a member of a group, may be allocated to other 
group members.

For accounting periods ending on or after 1 Jan-
uary 2023, the R&D tax credit may now be paid 
out to all claimants, regardless of the corpora-
tion tax position, in three instalments over three 
years. Companies with R&D tax credit claims 
of more than EUR50,000 will receive the three 
refunds over three years in a 50%/30%/20% 
split.

Knowledge Development Box
Ireland has an OECD-compliant “knowledge 
development box” for the taxation of certain 
intellectual property. The amount of expenditure 
incurred by a company in developing, creating 
or improving qualifying patents or computer pro-
grams (“qualifying expenditure”) is divided by the 
overall expenditure on such assets before being 
multiplied by the profits arising from such assets 
(eg, from royalties and net sales). The result is 
effectively taxed at 10%. A potential 30% uplift 
in the qualifying expenditure is available, capped 
at the total amount of acquisition costs and 
group outsourcing costs.

Capital Allowances on Provision or 
Acquisition of Intangible Assets
Capital allowances (tax depreciation) are avail-
able for companies incurring capital expendi-
ture on the provision of intangible assets for 
the purposes of a trade. The relief applies to a 
broad range of intangible assets (eg, patents, 
copyright, trade marks, know-how) that are 
recognised as such under generally accepted 
accounting practice, and are listed as “specified 
intangible assets” in the Irish tax legislation. The 
relief is granted as a capital allowance for set-off 
against profits arising from the use of the intan-
gible assets. The write-off is available in line with 
the depreciation or amortisation charge in the 
accounts or, alternatively, a company can elect 
to take the write-off against its taxable income 
over a 15-year period.

Where the intangible asset was acquired prior to 
14 October 2020 and is held for more than five 
years, there is no claw-back of the allowances 
on a disposal to an unconnected buyer. If an 
intangible asset is acquired on or after 14 Octo-
ber 2020, a claw-back or “balancing charge” will 
arise on the disposal of that asset if the sales 
proceeds are in excess of the “tax written down 
value” of the asset. The allowance can be sur-
rendered by way of group relief or carried for-
ward if unused.

Digital Gaming Tax Credit
In 2022, Ireland introduced a new tax credit for 
the digital gaming sector, which operates as a 
refundable corporation tax credit for qualifying 
expenditure incurred in the design and develop-
ment of digital games. The tax credit is available 
at a rate of 32% of qualifying expenditure, with 
a maximum limit of EUR25 million per project. 
A per project minimum spend requirement of 
EUR100,000 applies.
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2.3 Other Special Incentives
Certain reliefs and incentives may apply for com-
panies involved in shipping, financial services, 
property development, forestry, farming, film 
production and mining businesses.

2.4 Basic Rules on Loss Relief
Ireland distinguishes between losses arising 
from trading income and losses arising from 
non-trading income. Trading losses are calculat-
ed in the same manner as trading profits. Trading 
losses may be offset against non-trading profits, 
but are adjusted on “value basis” so that they do 
not reduce the non-trading income more than 
they would have reduced the trading income.

Broadly, the following actions apply to trading 
losses, in the following order:

• trading losses can be set off against other 
profits of the company (before charges) in the 
same accounting period;

• trading losses can be set off against profits 
(before charges) of the previous accounting 
period of corresponding length, if the com-
pany carried on the trade in that period;

• trading losses of one Irish company (or of an 
Irish branch of an EU company) can be set off 
against the profits of an Irish-resident com-
pany or Irish branch of an EU company in the 
same corporate group as the company that 
has excess trading losses; and

• trading losses can be carried forward on an 
indefinite basis and set off against future prof-
its derived from the same trade.

2.5 Imposed Limits on Deduction of 
Interest
In general, trading companies can only take 
a deduction for interest incurred wholly and 
exclusively for the purposes of the trade. Inter-
est expenses incurred on funds borrowed to 

purchase, repair or improve rented premises 
are allowed as a deduction against the related 
rental income. Interest incurred by a company 
on funds borrowed to acquire shares in, or loan 
money to, certain other companies can be allow-
able in full against the total profits of the com-
pany (as a charge on income), providing specific 
conditions are met.

While there are no “thin capitalisation” rules that 
apply in Ireland, it is nonetheless possible in cer-
tain limited cases for the interest to be reclas-
sified as a distribution, preventing such interest 
from being tax-deductible.

The EU Anti-Tax Avoidance Directive (EU ATAD) 
contains a fixed ratio interest limitation rule (ILR), 
and applies to accounting periods commenc-
ing on or after 1 January 2022. The ability to 
claim a tax deduction for the excess interest is 
restricted to 30% of EBITDA (earnings before tax 
and before deductions for net interest expense, 
depreciation and amortisation). The Irish ILR 
legislation incorporates a number of important 
exemptions and exclusions in line with EU ATAD, 
including an exemption for “standalone entities” 
and entities whose net interest expense is less 
than EUR3 million per annum.

Companies can elect to operate the ILR on a sin-
gle entity or on a local Irish group basis. Moreo-
ver, where the taxpayer is part of a consolidated 
worldwide group for accounting purposes, the 
indebtedness of the overall group at a world-
wide level may be considered for the purposes 
of providing additional relief under one of two 
grouping rules.

2.6 Basic Rules on Consolidated Tax 
Grouping
The concept of consolidated tax grouping for 
corporation tax purposes does not exist in Ire-
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land. Trading losses may be offset on a current-
year basis against the taxable profits of another 
group company.

Both the claimant company and the surrender-
ing company must be within the charge to Irish 
corporation tax. To form a group for corpora-
tion tax purposes, both the claimant company 
and the surrendering company must be resident 
in an EU country or an EEA country with which 
Ireland has a double tax treaty. In addition, one 
company must be at least a 75% subsidiary of 
the other company, or both companies must 
be at least 75% subsidiaries of a third compa-
ny. The 75% group relationship can be traced 
through companies resident in “relevant ter-
ritory” ie, an EU member state, an EEA treaty 
country, or another country with which Ireland 
has a double tax treaty.

2.7 Capital Gains Taxation
Capital gains other than gains from development 
land are included in a company’s profits for cor-
poration tax purposes and are charged to tax 
under a formula, with the effect that tax is paid at 
the prevailing capital gains tax (CGT) rate, which 
is currently 33%.

Substantial Shareholder’s Relief
Disposals by a company of a substantial share-
holding in a subsidiary company that is resident 
in an EU member state or a country with which 
Ireland has concluded a double tax treaty are 
exempt from CGT if, at the time of the disposal:

• the subsidiary company carries on a trade, 
or the activities of the disposing company 
and all of its 5% subsidiaries taken together 
amount to trading activities; and/or

• the disposing company holds or has held at 
least 5% of the ordinary share capital and 
economic interest in the subsidiary company 

for 12 months, beginning not more than two 
years before the disposal.

Intra-Group Relief
Relief from CGT is available where both the com-
pany disposing of the asset and the company 
acquiring the asset are within a CGT group. A 
CGT group consists of a principal company and 
all its effective 75% subsidiaries. In addition, the 
shares must be within the charge to corporation 
tax on capital gains both before and after the 
transfer.

The effect of the relief is that both the company 
disposing of and the company acquiring the 
asset are treated as if the shares were acquired 
for such consideration as would secure that 
neither a gain nor a loss would accrue to the 
disposing company (that is, the acquiring com-
pany takes the shares at the same base cost as 
applied to the disposing company).

Paper-for-Paper Reconstructions
Where shares are transferred as part of a bona 
fide scheme of reconstruction or amalgamation 
and certain additional conditions are met, no 
CGT arises for the disposing shareholders, and 
the acquiring shareholders are deemed to have 
received the shares on the same date and at the 
same cost as the old shares. The relief will only 
apply where the company acquiring the shares 
has – or as a result of the transaction will have 
– control of the target company, or where the 
share-for-share exchange results from a general 
offer made to the members of the target com-
pany.

2.8 Other Taxes Payable by an 
Incorporated Business
Stamp duty and VAT may be payable by compa-
nies on particular transactions.
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Stamp Duty
Stamp duty is a tax on certain instruments (pri-
marily written documents). Generally, unless 
exempted, stamp duty is chargeable on a docu-
ment if the document is both:

• of a type set out in Schedule 1 to the Stamp 
Duties Consolidation Act 1999 (this lists the 
different categories of document to which 
stamp duty applies, including conveyances 
or transfers on sale of stocks or marketable 
securities and property); and

• executed in Ireland or, if executed outside 
Ireland, relates to something done or to be 
done in Ireland.

Generally, the purchaser or transferee is liable to 
pay stamp duty arising on a written instrument, 
and a return must be filed and stamp duty paid 
within 44 days of the execution of the instru-
ment.

Stamp duty is charged on either the considera-
tion paid for or the market value of the relevant 
asset, whichever is higher. The main categories 
of instrument to which stamp duty applies and 
the applicable rates of the duty are as follows:

• transfers of shares or marketable securities: 
1%;

• transfers of commercial property: 7.5%; and
• transfers of residential property:

(a) 1% on the consideration up to EUR1 mil-
lion;

(b) 2% on the consideration between EUR1 
million and EUR1.5 million;

(c) 6% on the consideration in excess of 
EUR1.5 million; and

(d) 15% on the consideration of ten or more 
houses over a 12-month period.

Stamp duty may also be chargeable in connec-
tion with certain leases and rent payments.

There are a number of reliefs and exemptions, 
including:

• associated companies relief on transfers 
between companies where the transferor and 
transferee are at least 90% associates at the 
time of execution and for two years after-
wards; and

• exemptions for transfers of intellectual 
property, non-Irish shares, land, loan capital, 
aircraft and ships.

VAT
VAT is an EU transaction-based tax that is 
chargeable on the supply of goods and services 
in Ireland by a taxable person in the course or 
furtherance of a business. The top rate of VAT 
is 23%, and certain services (such as “financial 
services”) are VAT exempt. VAT is also charge-
able on:

• goods imported into Ireland from outside the 
EU;

• the purchase of certain services from suppli-
ers outside Ireland; and

• the intra-EU acquisition of goods.

Zoned Land Tax
A new zoned land tax was introduced by the 
Finance Act 2021 to encourage residential con-
struction. The tax applies to land that is zoned 
as being residential or for a mix of uses, includ-
ing residential use that is serviced but has not 
yet been developed for housing. The tax will be 
based on the market value of the land and apply 
at a rate of 3% at the outset.
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2.9 Incorporated Businesses and 
Notable Taxes
Incorporated businesses operating in certain 
industries may be subject to additional taxes, 
such as relevant contracts tax (RCT) and pro-
fessional services withholding tax. Incorporated 
businesses are also required to withhold income 
tax on payments to employees and directors of 
the company (pay-as-you-earn income tax, or 
PAYE), and to withhold tax at 20% from pay-
ments of interest, dividends and certain royalties 
(unless exempted). They must also pay social 
insurance contributions in respect of employees.

3. Division of Tax Base Between 
Corporations and Non-Corporate 
Businesses
3.1 Closely Held Local Businesses
Most closely held local businesses operate in 
corporate form.

3.2 Individual Rates and Corporate Rates
Further detail on closely held companies is set 
out in 3.3 Accumulating Earnings for Invest-
ment Purposes. Closely held companies that 
are professional services companies are liable 
to a surcharge on both undistributed investment 
and rental income and professional income. This 
surcharge is 15% of 50% of the annual undis-
tributed professional income, and 20% of all of 
the company’s undistributed investment and 
rental income.

In addition, Irish Revenue guidelines note that 
the mandating, allocating or routing through a 
firm or company of remuneration arising from 
an individual having or exercising an office or 
employment does not mean that the remunera-
tion is taken outside of that individual’s income 
tax rules.

3.3 Accumulating Earnings for 
Investment Purposes
For Irish tax purposes, a closely held company 
is a company controlled by five or fewer “partici-
pators”, or by any number of participators who 
are directors. “participator” is a shareholder or 
a person having an interest in the company’s 
capital or interest.

Closely held companies are subject to a tax sur-
charge on investment income (including interest 
and distributions) or rental income that is not dis-
tributed within 18 months of the end of the com-
pany’s accounting period. This surcharge is 20% 
of the undistributed income and is intended to 
act as a disincentive to individuals using corpo-
rates as personal holding companies and avail-
ing themselves of corporation tax rates that are 
lower than the tax rates applicable to individuals.

Closely held companies that are professional 
services companies are liable to a surcharge on 
both undistributed investment and rental income 
and professional income, as further described in 
3.2 Individual Rates and Corporate Rates.

3.4 Sales of Shares by Individuals in 
Closely Held Corporations
Irish-resident individuals are liable to CGT at a 
rate of 33% on the sale of shares in an Irish com-
pany (whether that company is a closely held 
company or otherwise).

Non-Irish-resident individuals are generally 
only liable to Irish CGT on the sale of unquoted 
shares in an Irish company if those shares derive 
the majority of their value from land and build-
ings in Ireland and certain mining or exploration 
rights. The Irish Key Employee Engagement 
Programme (KEEP) share option scheme, which 
applies to SMEs and start-up businesses, pro-
vides for a tax-efficient employee share option 
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scheme whereby, broadly, no tax charge arises 
when KEEP-compliant share options are exer-
cised by an employee. Instead, a CGT liability 
will arise when the employee actually disposes 
of them.

3.5 Sales of Shares by Individuals in 
Publicly Traded Corporations
The treatment set out in 3.4 Sales of Shares by 
Individuals in Closely Held Corporations also 
applies to dividends from quoted companies 
and gains on the disposal of shares in quoted 
companies.

4. Key Features of Taxation of 
Inbound Investments

4.1 Withholding Taxes
DWT at the standard income tax rate of 25% 
applies to dividends and distributions made by 
Irish tax-resident companies.

There are a wide range of exemptions from DWT 
where the dividend or distribution is paid by an 
Irish tax-resident company to certain parties, 
including:

• another Irish tax-resident company;
• companies that are resident in an EU mem-

ber state (other than Ireland) or a country 
with which Ireland has concluded a double 
tax treaty, and that are not controlled by Irish 
residents;

• companies that are under the control, directly 
or indirectly, of a person or persons who are 
resident in an EU member state or a country 
with which Ireland has concluded a double 
tax treaty and are not controlled by persons 
who are not resident in that country;

• companies whose shares are substantially 
and regularly traded on a recognised stock 

exchange in another EU member state or a 
country with which Ireland has concluded a 
double tax treaty, or where the recipient com-
pany is at least a 75% subsidiary of such a 
company or is wholly owned by two or more 
such companies; and

• a company resident in another EU member 
state with at least a 5% holding in the Irish 
paying company (under Directive 90/435/EEC 
on the taxation of parent companies and sub-
sidiaries – the Parent-Subsidiary Directive).

These exemptions are subject to the new Out-
bound Payment Rules (see below).

Interest Withholding Tax
Irish tax legislation provides that tax at the 
standard rate of income tax (currently 20%) is 
required to be withheld from payments of Irish-
source interest.

However, a large number of exemptions from the 
requirement to withhold on payments of interest 
are available, including:

• interest paid in Ireland to a bank or by a bank 
in the ordinary course of business;

• interest paid to a company that is resident in 
an EU member state or a country with which 
Ireland has signed a double tax treaty, where 
that territory imposes a tax that generally 
applies to interest receivable in that territory 
by companies from outside that territory;

• interest paid to a US corporation that is 
subject to tax in the USA on its worldwide 
income;

• interest paid in respect of “quoted Eurobond”, 
provided certain other conditions are met 
(however, this exemption is also subject 
to the new outbound payment rules – see 
below); and
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• interest paid to certain Irish entities, includ-
ing qualifying companies for the purposes of 
Section 110 of the Taxes Consolidation Act, 
1997 (as amended) (TCA), investment under-
takings and certain government bodies.

Withholding Tax on Patent Royalties
Withholding tax at a rate of 20% applies to pay-
ments of a royalty or other sum paid for the use 
of a patent.

Withholding tax will not apply to royalty pay-
ments that are made to associated companies 
resident in another EU member state, nor to 
royalties paid by a company in the course of a 
trade or business to a company that is resident 
in a country with which Ireland has a double tax 
treaty.

It has been Irish Revenue’s administrative prac-
tice since 2010 not to charge withholding tax 
on royalties payable under a licence agreement 
executed in a foreign territory that is subject 
to the law and jurisdiction of a foreign territory 
(subject to the Irish company obtaining advance 
approval from Irish Revenue).

Outbound Payments
The Finance (No 2) Act 2023 introduced new 
taxation measures that apply to transactions 
between entities that are “associated” where the 
recipient is resident in or established under the 
laws of a jurisdiction on the EU list of non-co-
operative jurisdictions or “zero-tax” jurisdiction 
(referred to as “specified territories”). Where an 
Irish company makes relevant payments of inter-
est, dividends or royalties to associated entities 
in specified territories, withholding tax will apply 
at the standard Irish rate applicable to that pay-
ment subject to certain exceptions. Accordingly, 
the rules potentially override the exemptions for 
interest and dividends listed above. The rules 

applied from 1 April 2024 for new transactions 
and arrangements that were in place prior to 
19 October 2023 were grandfathered in from 1 
January 2025. The Finance (No 2) Act 2023 pro-
vided a look through transparent entities to the 
entity where the payment is ultimately arising or 
accruing.

This was extended to where the transparent enti-
ty and ultimate entity are in the same jurisdiction 
in the Finance Act 2024.

4.2 Primary Tax Treaty Countries
Ireland is an open jurisdiction that encourages 
investment from all countries; no specific coun-
tries are preferred for investing in Ireland. Many 
US, UK, European, Asian and Gulf Cooperation 
Council companies invest directly in Irish com-
panies.

4.3 Use of Treaty Country Entities by 
Non-Treaty Country Residents
Generally, the use of a treaty by a tax-resident 
beneficial owner should be respected.

4.4 Transfer Pricing Issues
Ireland first introduced transfer pricing in 2011, 
which only applied to trading transactions 
involving the supply and acquisition of goods, 
services, money or intangible assets between 
associated persons or companies. Updated Irish 
transfer pricing provisions introduced in January 
2020 extended the rules to non-trading income 
and capital transactions.

The rules require that transactions between 
associated persons should take place at arm’s 
length, and that the principles contained in the 
OECD Transfer Pricing Guidelines for Multina-
tional Enterprises and Tax Administration, as 
updated in January 2022, must be followed 
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when analysing whether a transaction has been 
entered into at arm’s length.

If Irish Revenue determines that a transaction 
was not entered into at arm’s length and has 
had the effect of reducing profits or increasing 
losses, an adjustment will be made by substitut-
ing the arm’s length consideration for the actual 
consideration.

4.5 Related-Party Limited Risk 
Distribution Arrangements
Ireland should follow OECD norms and guide-
lines in relation to the application of transfer pric-
ing rules.

4.6 Comparing Local Transfer Pricing 
Rules and/or Enforcement and OECD 
Standards
Ireland introduced changes to its transfer pricing 
rules in 2019, partly to bring Ireland’s transfer 
pricing legislation in line with the 2017 OECD 
Transfer Pricing Guidelines. The amendments 
have applied since 1 January 2020.

4.7 International Transfer Pricing 
Disputes
There has been an increasing trend for taxpayers 
and tax authorities to seek resolutions to trans-
fer pricing disputes through the use of mutual 
agreement procedures (MAPs). This has been 
viewed as a success by Irish Revenue, with 92% 
of transfer pricing MAP cases resolved by agree-
ment to fully eliminate double taxation in 2022. 
Ireland also tied with Denmark to win the “co-
operation” category for having the most MAP 
cases fully resolved through agreement by a pair 
of jurisdictions in 2022. These statistics demon-
strate Ireland’s high efficacy rate in processing 
transfer pricing cases.

Irish Revenue operates a formal bilateral 
advanced pricing agreement (APA) programme. 
APAs are conducted under the MAPs of the 
relevant treaty where there are transfer pricing 
issues involving more than two tax jurisdictions, 
of which Ireland is one. If requested by the tax-
payer, Irish Revenue is also willing, in such cas-
es, to consider conducting multilateral meetings 
with the other tax administrations subject to the 
terms of the relevant double tax treaties and the 
agreement of the other tax administrations.

5. Key Features of Taxation of Non-
Local Corporations

5.1 Compensating Adjustments When 
Transfer Pricing Claims Are Settled
Irish Revenue allows for compensating adjust-
ments where a MAP request is made and suc-
cessfully resolved by Irish Revenue and any oth-
er relevant competent authorities. No particular 
difficulties are faced by claimants where double 
taxation conventions apply, with Irish Revenue 
seeking to implement best practice in line with 
the OECD’s Manual on Effective Mutual Agree-
ment Procedures.

5.2	 Taxation	Differences	Between	Local	
Branches and Local Subsidiaries of Non-
Local Corporations
Non-resident companies that carry on a trade in 
Ireland through a branch or agency are subject 
to corporation tax in the same manner as local 
companies.

5.3 Capital Gains of Non-Residents
Non-Irish tax-resident companies are liable for 
tax on gains arising from the disposal of certain 
assets, including:
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• land and buildings in Ireland (relief from CGT 
may be claimed in respect of real estate 
acquired between 6 December 2011 and 31 
December 2014 if it was held for a period of 
at least seven years);

• unquoted shares or securities deriving their 
value or the greater part of their value directly 
or indirectly from the above assets; and

• assets situated in Ireland that are used, held 
or acquired for business carried on in Ireland 
through a branch or agency.

A recent Irish Tax Appeals Commission (TAC) 
determination (72TACD2023) confirmed that 
loans secured on Irish land are within the scope 
of Irish CGT. The TAC applied the decision of the 
High Court in Cintra v Revenue Commissioners, 
where it was held that “land” for CGT purposes 
includes a freehold or leasehold estate or one of 
the lesser interests formally recognised by the 
Common Law and now codified in Section 11 
of the Land and Conveyancing Law Reform Act 
2009. Applying this rule, the TAC decided that 
land included loans secured over Irish land.

5.4 Change of Control Provisions
Change of control provisions could arise in rela-
tion to the indirect disposal by a non-resident of 
an Irish land-rich company, as explained in 5.3 
Capital Gains of Non-Residents.

5.5 Formulas Used to Determine Income 
of	Foreign-Owned	Local	Affiliates
OECD standards would be expected to be 
applied in the determination of the income of 
foreign-owned local affiliates selling goods or 
providing services.

5.6 Deductions for Payments by Local 
Affiliates
The basic rule for the allowance of deductions 
for Irish corporation tax purposes is that the 

expenses must have been incurred wholly and 
exclusively for the purposes of carrying on the 
trade or profession.

5.7 Constraints on Related-Party 
Borrowing
Other than as set out below, Ireland does not 
operate what would be considered statutory thin 
capitalisation rules.

In broad terms, an Irish-based borrower should 
be entitled to a tax deduction for payments of 
interest to a non-local affiliated lender. However, 
there are certain restrictions that would need to 
be considered, including but not limited to the 
following:

• the interest payments should be an arm’s 
length amount;

• the interest payments may be subject to with-
holding tax if the lender does not fall within 
relevant exemptions (see 4.1 Withholding 
Taxes for details of potential exemptions);

• if the interest expense exceeds its interest 
equivalent income, the ability to claim a tax 
deduction for the excess interest may be 
limited to 30% of EBITDA (see 2.5 Imposed 
Limits on Deduction of Interest);

• in certain cases, payments to a non-EU 
75%-related affiliate may be recharacterised 
as a distribution subject to dividend withhold-
ing tax and disallowed as a deduction; and

• where a company borrows to finance the 
acquisition of shares, there may be a restric-
tion if the lender is related to the borrower, 
under Section 247 of the TCA.
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6. Key Features of Taxation 
of Foreign Income of Local 
Corporations
6.1 Foreign Income of Local 
Corporations
Foreign income is not exempt from corporate 
tax. A company that is tax-resident in Ireland is 
subject to corporation tax on all its profits, wher-
ever they arise, at either 12.5%, 15% or 25%.

6.2 Non-Deductible Local Expenses
This is not applicable in Ireland.

6.3 Taxation on Dividends From Foreign 
Subsidiaries
Foreign dividends received by Irish companies 
are generally subject to corporation tax at a rate 
of 25%. However, dividends received by an 
Irish company from non-resident subsidiaries 
are subject to corporation tax at 12.5% if such 
dividends are paid out of the trading profits of a 
company that is resident in:

• an EU member state;
• a country with which Ireland has a double tax 

treaty;
• a country that has ratified the Joint Council of 

Europe/OECD Convention on Mutual Assis-
tance in Tax Matters; or

• a non-treaty country, if the company is direct-
ly or indirectly owned by a quoted company.

Companies that are portfolio investors (ie, inves-
tors holding not more than 5% of the company 
and having no more than 5% of the voting rights) 
and that receive dividends from a company that 
is resident in an EU member state or a coun-
try with which Ireland has a double tax treaty 
will be subject to corporation tax on those divi-
dends, at the 12.5% rate. Furthermore, where 
a company is a financial trader, such dividends 

may be exempt from corporation tax in certain 
circumstances.

6.4 Use of Intangibles by Non-Local 
Subsidiaries
If an Irish company licenses intellectual prop-
erty to a subsidiary, it will be subject to Irish 
corporation tax on the licence fees (or deemed 
licence fees if transfer pricing applies) received 
in respect of the licence. The rate will be 12.5% 
if licensing is part of the trading activity of the 
Irish company, or 25% if it is part of non-trading 
activity.

6.5 Taxation of Income of Non-Local 
Subsidiaries Under Controlled Foreign 
Corporation-Type Rules
CFC income is that which arises to a non-Irish-
resident company from non-genuine arrange-
ments put in place for the essential purpose 
of obtaining a tax advantage. CFC income is 
attributed to the controlling company or a con-
nected company in Ireland where that controlling 
or connected company has “significant people 
functions” (SPF) in Ireland. The CFC charge is 
based on an arm’s length measurement of the 
undistributed profits of the CFC that are attribut-
able to the SPF.

Whether a CFC charge is imposed on an Irish 
controlling company will depend on the extent 
to which the CFC is regarded as having “non-
genuine arrangements” in place, which will be 
the case in the following circumstances:

• where the CFC would not own the assets or 
would not have borne the risks that generate 
all, or part of, its undistributed income but for 
relevant Irish activities or SPF being under-
taken in Ireland in relation to those assets and 
risks; and
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• where it would be reasonable to consider that 
the relevant Irish activities were instrumental 
in generating that income.

The concept of SPF is not defined in the Irish 
implementing legislation but must be construed 
in a manner consistent with the use of that term 
in the “2010 Report on the Attribution of Profits 
to Permanent Establishments”. If there is no SPF 
in Ireland to which the management of assets 
and business risks can be attributed, no tax will 
arise under the new CFC rules.

The CFC charge applies to the undistributed 
profits that have been diverted to the low-taxed 
CFC pursuant to non-genuine arrangements. 
The rate of Irish tax chargeable will depend 
on the nature of the income. In Ireland, trad-
ing income is taxed at 12.5% and non-trading 
income is taxed at 25%. A credit is available for 
any foreign tax paid by the CFC on its undistrib-
uted income.

6.6 Rules Related to the Substance of 
Non-Local	Affiliates
There are no applicable Irish rules relating to the 
substance of non-local affiliates.

6.7 Taxation on Gain on the Sale of 
Shares	in	Non-Local	Affiliates
Irish companies are subject to CGT on the sale 
of shares in directly held non-local affiliates 
under the normal CGT rules at a rate of 33%, 
unless the substantial shareholder’s exemption 
or group reliefs apply (as described in detail 
under 2.7 Capital Gains Taxation).

7. Anti-Avoidance

7.1 Overarching Anti-Avoidance 
Provisions
Ireland has a very broad general anti-avoidance 
rule (GAAR), which is intended to negate the 
effects of transactions that have little or no com-
mercial reality but are primarily intended to avoid 
or reduce a tax charge, or to artificially create a 
tax deduction or tax refund. Irish Revenue may 
at any time deny or withdraw a tax advantage 
created through the use of a tax avoidance 
transaction by making or amending an assess-
ment of that person.

In determining whether a transaction is a tax-
avoidance transaction, regard should be had 
to the form and substance of the transaction, 
the substance of any other transactions directly 
or indirectly related to the transaction, and the 
final outcome of the transaction and any related 
transactions.

A person who enters into a tax-avoidance trans-
action shall be liable to pay a 30% surcharge of 
the amount of the tax advantage. However, no 
surcharge is payable by a person who has made 
a valid protective notification. A taxpayer can 
also avail themselves of a reduced surcharge 
amount if “qualifying avoidance disclosure” is 
made to Irish Revenue.

Article 6 of the EU ATAD also introduces a broad 
general anti-avoidance provision. However, the 
existing GAAR is regarded as being broader than 
that contained in Article 6, so no further amend-
ment is envisaged at this time.
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8. Audit Cycles

8.1 Regular Routine Audit Cycle
Ireland does not have a defined audit cycle for 
tax purposes: companies are subject to audit by 
the Irish tax authorities at any time. The time limit 
for enquiry by Irish Revenue into a tax return is 
four years from the end of the accounting period 
in which that return was filed, unless fraud or 
neglect is alleged.

9. BEPS

9.1 Recommended Changes
In response to the BEPS recommended chang-
es, Ireland has introduced country-by-country 
reporting, updated its transfer pricing legisla-
tion and implemented the CFC, anti-hybrid and 
interest limitation rules under ATAD, among other 
measures.

Other recent Irish reforms include the EU Direc-
tive on minimum taxation, which introduced top-
up taxes to achieve a minimum tax rate of 15% 
for groups with an Irish presence and an annual 
revenue in excess of EUR750 million (see 9.2 
Government Attitudes).

9.2 Government Attitudes
Ireland has insisted that transparency and sub-
stance are key components of the Irish tax 
regime, and is keen to ensure that Irish tax policy 
is continually in step with all OECD BEPS pro-
posals. In that regard, Ireland has implemented 
the Directive that puts the Global Anti-Base 
Erosion (GloBE) rules on minimum taxation into 
effect across the EU, with effect for accounting 
periods beginning from 31 December 2023.

Pillar Two
The GloBE rules primarily operate through three 
new “top-up” taxes.

• The income inclusion rule (IIR) is a top-up 
tax levied on parent entities in respect of 
their own low-taxed income or the low-taxed 
income of their subsidiaries. This is effective 
from 31 December 2023.

• The undertaxed profits rule (UTPR) imposes 
tax on affiliate companies if the parent is not 
subject to an IIR in another jurisdiction. In 
most cases, this will apply from 31 December 
2024.

• The qualified domestic top-up tax (QDTT) 
raises the effective rate of tax for the constitu-
ent entities in a group to at least 15%. This 
allows a jurisdiction to collect tax in respect 
of constituent entities in its own territory that 
another jurisdiction might have otherwise col-
lected under the IIR. The QDTT applies from 
31 December 2023.

To determine whether an entity or group is within 
the scope of the rules, the GloBE rules require 
an analysis as to what entities are or would be 
included in consolidated financial statements. 
Therefore, the accounting position is of primary 
significance.

A group that is below the EUR750 million rev-
enue threshold will be outside the scope of the 
rules and there will be no change in the tax paid 
on its Irish profits. Ireland’s long-standing 12.5% 
trading tax rate will remain applicable.

Pillar One
Ireland has fully supported the Pillar One pro-
posals, in recognition of the fact that the way in 
which business is conducted has evolved and 
that the taxation system must evolve with it. It is 
recognised that there will be a cost to Ireland for 
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this in terms of reduced corporation tax receipts, 
but overall it is considered that Pillar One will 
bring stability and certainty to the international 
tax framework and will help underpin economic 
growth, from which all can benefit.

Pillar One was initially planned to apply gener-
ally from 1 January 2023, but this has now been 
pushed back given the difficulties in reaching 
international agreement. A new Multilateral Con-
vention was expected to be finalised by the end 
of March 2024, with Pillar One entering into force 
in 2025. However it remains under review given 
the current political climate.

9.3	 Profile	of	International	Tax
The emergence of the double Irish structure and 
its subsequent phasing out, along with the Euro-
pean Commission’s Apple State Aid decision, 
raised the profile of international taxation in Ire-
land. The Irish media also comments frequently 
on international tax matters, such as BEPS and 
US tax reform, given its importance to Ireland as 
an open economy.

While this has not influenced Ireland’s imple-
mentation of BEPS, the Irish government has 
repeated its commitment to update in line with 
international rules and best practice.

In September 2024, the Court of Justice (CoJ) 
ruled on the Apple State Aid case taken by the 
Commission against Ireland. The judgment of 
the lower General Court, which previously over-
turned the Commission’s decision, was set aside 
and the Advocate General’s non-binding ruling 
in 2023 was followed. The CoJ held Apple had 
incorrectly allocated profits to its Irish branch-
es and as a result underpaid taxes totalling 
EUR13.1 billion between 2003 and 2014. The 
technology company was ordered to pay the 
taxes plus EUR1.2 billion of interest to Ireland.

9.4 Competitive Tax Policy Objective
Ireland has undertaken to review its corporate 
tax code regularly to ensure that new standards 
such as BEPS and OECD initiatives that have 
global consensus are met while remaining com-
petitive as the economy continues to grow. While 
introducing a minimum rate for larger enterprises 
(revenue greater than EUR750 million), the Pillar 
Two reforms are considered as “accommodat-
ing appropriate and acceptable tax competition 
aligned to key principles, such as substance and 
creation of real value, including Ireland’s 12.5% 
rate”.

For Ireland’s tax policymakers, the key balancing 
task is to ensure that the implementation phase 
of BEPS would result in the country’s tax regime 
being seen as meeting the standards for sub-
stance and transparency while maintaining the 
country’s reputation as an open economy that 
encourages foreign direct investment and has a 
low rate of corporation tax.

9.5 Features of the Competitive Tax 
System
The Irish authorities firmly voiced their opposition 
to the European Commission’s interim proposal 
for “digital economy tax”, with the Irish Minister 
for Finance emphasising the need for unanim-
ity before any EU digital tax proposal can be 
agreed. Similarly, the Irish government has urged 
caution in respect of the proposed EU Common 
Corporate Tax Base, stating that discussions on 
harmonising tax across the eurozone are at a 
relatively early stage, and that much more tech-
nical analysis and discussion are needed.

9.6 Proposals for Dealing With Hybrid 
Instruments
Ireland has implemented legislation to address 
hybrid mismatch arrangements, as required by 
ATAD. One of the purposes of the anti-hybrid 
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rules is to prevent arrangements that exploit 
differences in the tax treatment of a financial 
instrument under the tax laws of two or more 
jurisdictions to generate a tax advantage – ie, 
“hybrid” situation.

9.7 Territorial Tax Regime
Ireland does not have a territorial regime, but 
rather taxes companies on a worldwide basis. 
However, as Ireland is party to a large number of 
tax treaties, the operation of a foreign tax credit 
system means that foreign tax paid on income 
can, in certain cases, be used to offset any Irish 
tax payable on the same income.

The Minister of Finance announced in 2023 that 
a participation exemption would be introduced 
in respect of certain foreign dividends in 2024, 
following consultation.

Under the new legislation, a participation 
exemption for foreign dividends was introduced 
in Ireland which exempts qualifying distribu-
tions made on or after 1 January 2025 from Irish 
corporation tax. Companies can opt into the 
exemption on an annual basis and it will apply 
to all in-scope foreign distributions received by 
that company during the accounting period for 
which the election is made.

A number of conditions must be satisfied for the 
participation exemption to apply, including:

• the recipient company must hold a minimum 
of 5% of the paying company for at least 12 
months;

• the dividend must be income in the hands of 
the recipient; and

• the dividend must either (i) be paid out of 
profits or (ii) be paid out of assets and in 
those circumstances, the holding of the 
recipient company in the paying subsidiary 

must be one that would qualify for Ireland’s 
substantial shareholding exemption from tax 
on chargeable gains.

The existing tax credit system for foreign distri-
butions will continue to apply for any accounting 
period for which a company does not opt into 
the exemption and for foreign distributions that 
do not qualify for the exemption.

9.8 Controlled Foreign Corporation 
Proposals
In Ireland, CFC rules apply to certain foreign 
subsidiaries, as discussed in 6.5 Taxation of 
Income of Non-Local Subsidiaries Under Con-
trolled Foreign Corporation-Type Rules.

9.9 Anti-Avoidance Rules
Ireland signed the Multilateral Convention to 
Implement Tax Treaty Related Measures to Pre-
vent Base Erosion and Profit Shifting (MLI) in 
2017. The MLI came into force in Ireland on 1 
May 2019, adopting the principal purpose test 
(PPT) provisions in its double taxation conven-
tions.

In respect of anti-avoidance rules, Ireland 
already maintains a long-standing general anti-
abuse rule under its tax code. Following a review 
of the relevant provisions, the Irish tax authori-
ties have indicated that an amendment of the 
GAAR will not be necessary. Consequently, the 
proposed double taxation convention limitation 
of benefit and anti-avoidance rules are unlikely 
to have a significant impact on Ireland in respect 
of inbound and outbound investors.

9.10 Transfer Pricing Changes
As Ireland has had transfer pricing rules since 
2011, the changes are not expected to pre-
sent any major hurdles to the Irish regime. The 
Finance Act 2019 introduced changes with effect 
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from 1 January 2020 to bring the current regime 
in line with the new 2017 OECD Transfer Pricing 
Guidelines, which reflect the outcomes of BEPS 
Actions 8–10 and 13.

9.11 Transparency and Country-by-
Country Reporting
Country-by-country (CbC) reporting provi-
sions are part of Action 13 of the OECD BEPS 
Action Plan and the European Commission’s 
Anti-Tax-Avoidance Package. CbC reporting 
requires large multinational enterprises (MNEs) 
to file a CbC Report providing a breakdown of 
the amount of revenue, profits, taxes and other 
indicators of economic activities for each tax 
jurisdiction in which the MNE group does busi-
ness. An EU Directive implemented these meas-
ures in May 2016, and they are applicable to 
MNE groups with an Irish presence and turnover 
exceeding EUR750 million.

The EU Directive on public country-by-country 
reporting (the “CbCR Directive”) entered into 
force on 21 December 2022 and was transposed 
into Irish law on 22 June 2024.

The new rules require multinational groups with 
a total consolidated revenue of EUR750 million 
to report if they are EU-parented or otherwise 
have EU subsidiaries or branches of a certain 
size. The report also requires information on all 
members of the group (including non-EU mem-
bers) within seven key areas (activities, number 
of employees, net turnover, profit or loss before 
tax, tax accrued, tax paid and accumulated 
earnings). The reporting requirements under the 
Directive will take effect from the commence-
ment date of the first financial year starting on 
or after 22 June 2024.

The information must be broken down for each 
EU member state where the group is active, and 

also for each jurisdiction deemed to be “non-
co-operative” by the EU or that has been on 
the EU’s “grey” list for a minimum of two years. 
Reports are to be published in an EU member 
state business register, and also on the compa-
nies’ websites, where they are to remain acces-
sible for at least five years. When the ultimate 
parent is not governed by the law of an EU mem-
ber state, the reporting will generally have to be 
done by the EU subsidiaries or branches, unless 
the ultimate parent publishes a report including 
those subsidiaries and branches.

9.12 Taxation of Digital Economy 
Businesses
No changes have been discussed or proposed 
at a domestic level.

In 2023 the European Commission proposed 
a new directive entitled “Business in Europe: 
Framework for Income Taxation” (BEFIT). This 
directive will ultimately lay down a common set 
of rules for EU companies to calculate their tax-
able base with an allocation of profits between 
EU member states based on a formula.

The Commission argues that the proposal will 
reduce compliance costs by creating a coherent 
approach to corporate taxation in the EU, but 
the proposal and its predecessor (the common 
consolidated corporate tax base) have long been 
controversial and resisted by a number of mem-
ber states, including Ireland.

In 2023, the Council of the European Union 
adopted new tax transparency rules for service 
providers facilitating transactions in crypto-
assets for customers resident in the EU. This 
has brought crypto-asset providers and plat-
forms providing services in relation to crypto-
currencies and crypto-assets into the scope of 
the automatic exchange of information.
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The EU DAC8 Directive (DAC8) will introduce 
disclosure and reporting obligations for crypto-
intermediaries who facilitate transactions by EU 
customers. It will add digital financial products 
such as central bank digital currencies (CBDCs) 
to the scope of reporting under the existing DAC 
framework, to reflect the updated OECD Com-
mon Reporting Standard. DAC8 will also build on 
the EU’s objective to promote global tax trans-
parency in the digital market as it is expected 
to operate in conjunction with the existing EU 
Regulation of Markets in Crypto-Assets (MiCA).

These new reporting requirements on crypto-
assets, e-money and CBDCs will enter into force 
on 1 January 2026 through DAC8.

9.13 Digital Taxation
The Irish government opposed the European 
Commission’s interim proposal for “digital 
economy tax”, with the Irish Minister for Finance 
referencing the OECD reports on digital taxa-
tion and the need for broader international con-
sensus on this issue, rather than EU-focused 
measures. The Irish government also published 
a reasoned opinion on 16 May 2018, addressed 
to the President of the EU Council, questioning 
the necessity of these measures. Accordingly, 
Ireland does support the OECD Pillar One initia-
tive (see 9.2 Government Attitudes).

9.14	 Taxation	of	Offshore	IP
Payments of patent royalties by an Irish-resident 
company are typically subject to withholding tax 
at 20%. Patent royalties paid to associated com-
panies resident in another EU member state or 
paid in the course of a trade or business to a 
company resident in a country with which Ireland 
has a double tax treaty are generally exempt 
from withholding tax. Irish Revenue issued a 
Statement of Practice in 2010, which effectively 
extends the relief from withholding tax on certain 
patent royalties paid to non-treaty countries. To 
avail of the exemption, certain conditions must 
be met, including the fact that the royalty must 
be paid in respect of a foreign patent and the 
payment must be made in the course of the Irish 
paying company’s trade. Prior approval from 
Irish Revenue will be required.
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1. Types of Business Entities, 
Their Residence and Basic Tax 
Treatment
1.1 Corporate Structures and Tax 
Treatment
Italian businesses frequently carry out their 
activity through corporate structures.

Forms of Corporate Entities
A corporate entity may adopt one of the follow-
ing forms:

• a joint-stock company (società per azioni or 
SpA);

• a limited liability company (società a respon-
sabilità limitata or Srl); or

• a partnership limited by shares (società in 
accomandita per azioni or Sapa).

Other corporate entities are co-operative com-
panies and Societas Europeae (SE).

The first two corporate forms generally grant 
shareholders limited liability up to the value of 
the shares or quotas held in the company’s capi-
tal.

The incorporation as an SpA is required in order 
to carry out certain business activities (such as 
banking) and is generally selected to carry out 
businesses of medium to large size, while an Srl 
is typically preferred for small and medium-sized 
enterprises. Both the Srl and SpA can have a 
single share/quota-holder.

Shareholders
A Sapa is characterised by the presence of two 
classes of shareholders:

• general partners (soci accomandatari), who 
are jointly and unlimitedly liable for the com-
pany’s obligations and act as directors; and

• limited partners (soci accomandanti), who are 
liable for the company obligations up to the 
amounts of their contributions and cannot be 
directors.

Other business forms may include individual 
enterprises and tax-transparent partnerships 
(see 1.2 Transparent Entities).

Tax
Corporate entities (SpA, Srl, Sapa, società coop-
erative and SE) are separate legal entities for tax 
purposes and are subject to corporate income 
tax (IRES) and regional tax on business activity 
(IRAP).

However, subject to certain conditions, cor-
porate entities may opt for a special regime 
whereby they are treated as transparent for tax 
purposes (regime di trasparenza volontaria).

1.2 Transparent Entities
The most common transparent entities are the 
general partnership (società in nome collettivo 
or Snc) and the limited partnership (società in 
accomandita semplice or Sas), which are both 
entitled to carry out business activities.

A third type of partnership, the simple partner-
ship (società semplice), is mainly used as a pas-
sive holding vehicle and for succession planning 
purposes, given the flexible rules applicable to 
its governance. However, Italian law does not 
allow it to be used for business activities.

The Snc is characterised by the unlimited liabil-
ity of all of its partners, while the Sas has two 
classes of shareholders (ie, general partners and 
limited partners) with different degrees of liability.
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From a private law perspective, partnerships are 
regarded as separate legal entities, whereas, 
from a tax standpoint, they are treated as trans-
parent for income tax purposes.

Partnerships are not subject to IRES, but they 
are subject to IRAP. In accordance with tax 
transparency rules, the income of the partner-
ship is computed at the partnership’s level and 
then attributed to each partner for income tax 
purposes, regardless of distributions made and 
in proportion to their share in the partnership’s 
profit. As a general rule, subsequent profit dis-
tributions are not taxed in the hands of the part-
ners.

1.3 Determining Residence of 
Incorporated Businesses
Legislative Decree of 27 December 2023, No 
209 recently reformed the definition of tax resi-
dence for corporations and partnerships; based 
on such new rules, these entities are regarded 
as being tax resident in Italy if they have one 
or more of the following connecting ties within 
the Italian territory, for the majority of their tax 
period:

• their legal seat;
• their place of effective management; or
• their day-to-day management on a main 

basis.

The legal seat is where the entity’s registered 
office is situated, according to the deed of incor-
poration.

The place of effective management is defined 
as the continuous and co-ordinated assumption 
of strategic decisions regarding the entity (the 
criterion is regarded as being akin to the place 
of effective management test under the 2014 
OECD Model Tax Convention).

The day-to-day management on a main basis 
is defined as the continuous and co-ordinated 
carrying out of the current management of the 
entity.

Defining	Residency
Since Italian law does not envisage the possibil-
ity of splitting the tax period for tax residence 
purposes, whenever one of the above criteria 
is satisfied for the majority of the tax period, 
the company/partnership is regarded as being 
tax resident in Italy for the whole tax period. 
Conversely, if none of the criteria is met for the 
majority of the tax period, the company/partner-
ship is regarded as a non-resident person for the 
whole period.

Any determination on tax residence in accord-
ance with double tax treaties would prevail over 
the determination for domestic tax rules.

Resident companies are taxable in Italy on their 
worldwide income, while non-resident compa-
nies are subject to IRES and IRAP only on their 
Italian-sourced income.

With regard to partnerships, residence comes 
into play as a connecting factor in order to estab-
lish the source of the partnership’s income. Thus, 
the income of resident partnerships is regarded 
as being Italian sourced for the partners, while 
the income of non-resident partnerships is not.

1.4 Tax Rates
Resident corporate entities are subject to 24% 
IRES on their worldwide income; they are also 
subject to IRAP, which is generally levied at a 
basic rate of 3.9% (such rate may vary, depend-
ing on the region and the business sectors). 
Certain surcharges and increased rates apply 
to companies operating in specific industries 
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(eg, the banking sector) for the purposes of both 
IRES and IRAP.

Individuals carrying out a business activity 
directly (ie, individual entrepreneurs), or carrying 
out a business through a transparent entity, are 
subject to individual income tax (IRPEF) levied at 
the ordinary progressive tax rates, which range 
from 23% up to 43% on income exceeding 
EUR50,000. Local surcharges apply. Individual 
entrepreneurs and partnerships (and not their 
partners) are subject to IRAP.

Reduced IRES Tax Rate
For the 2025 tax period, companies may benefit 
from a reduced IRES tax rate of 20%, contin-
gent upon the fulfilment of specific conditions, 
namely:

• At least 80% of the profits relating to the 
fiscal year ending 31 December 2024 must 
be allocated as a specific net equity reserves 
and not distributed.

• It is necessary to invest in eligible fixed assets 
designated for production facilities located 
in Italy, with a value not less than 30% of 
the retained earnings for the fiscal year 2024 
and 24% of the earnings for 2023. Such 
investment(s) must be executed between 1 
January 2025 and 31 October 2026 and in 
any event not be lower than EUR20,000.

• The number of employees in 2025 must not 
have decreased compared to the average 
number of the previous three years.

• The number of employees (including fixed-
term employees), taking into account other 
Italian-resident group companies, in the 
financial period ending 31 December 2025 
is higher by at least 1% than the average 
number of employees during the tax period 
ending 31 December 2024.

• The company has not resorted to the use of 
the wage supplementation fund (Cassa Inte-
grazione Guadagni) in the fiscal year ending 
on 31 December 2024, or in the fiscal year 
ending on 31 December 2025.

Specific recapture rules apply in case the 
reserve is distributed within two tax periods or 
the investments are sold or relocated within five 
tax periods.

2. Key General Features of the Tax 
Regime Applicable to Incorporated 
Businesses
2.1	 Calculation	for	Taxable	Profits
Taxable profits for IRES purposes are comput-
ed on the basis of accounting profits and on an 
accrual basis (with certain exceptions, such as 
dividends or directors’ fees, which are tax-rele-
vant on a cash basis).

The tax base is determined by applying certain 
downward and upward adjustments to account-
ing profits, based on specific rules provided for 
by Italian tax law. Such adjustments include the 
non-deductibility of expenses that do not pertain 
to the business activity and of other expenses 
exceeding certain thresholds (eg, entertainment 
and accommodation costs). Further adjustments 
may arise from differences between deprecia-
tion/amortisation rates allowed for tax purposes 
and those used for accounting purposes.

For instance, unless certain special regimes 
apply, trade marks and goodwill can be amor-
tised up to one eighteenth of their cost for each 
tax period, while patents and other IP can be 
amortised up to one half of their cost. Further-
more, tax law sets out specific limitations for 
the deduction of bad debts. For instance, in any 
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given tax year, the unsecured bad commercial 
debts of companies – other than banks, financial 
institutions and insurance companies – are tax 
deductible only up to 0.5% of the total receiva-
bles gross value, up to a maximum provision of 
5% of the gross value of the receivables as of 
the end of the tax year.

IRAP is levied on the “net value of production”, 
which is computed differently depending on the 
type of taxpayer and activity carried out (eg, 
there are different rules for companies, banks 
and financial institutions, insurance companies 
and partnerships).

2.2 Special Incentives for Technology 
Investments
Up until tax year 2020, income from the exploi-
tation of certain qualifying intangibles (eg, soft-
ware and patents; trade marks were originally 
included, but were removed in 2017) could 
benefit from a patent box regime. A company 
could opt for the regime if it carried out R&D 
activities (directly or indirectly, by outsourcing 
to non-related companies, universities or other 
research institutions).

Effective from tax year 2021, the patent box 
regime has been replaced with a super-deduc-
tion regime whereby the company could benefit 
from an additional deduction from its taxable 
income in the amount of 110% of R&D expenses 
incurred for the purposes of certain qualifying 
intangibles. Specific interim rules apply for those 
who already have a patent box ruling in place.

A tax credit is available for certain qualifying R&D 
and innovation expenses. In order to benefit 
from the tax credit, the eligible companies shall 
also meet certain record-keeping requirements 
(ie, tracing and tracking system and certification 
by a qualified auditor).

2.3 Other Special Incentives
Innovative Start-ups
Innovative start-ups are companies that satisfy 
specific requirements, such as having an R&D 
expenditure that amounts to at least a certain 
amount established by law. Companies invest-
ing in an innovative start-up company and hold-
ing the investment for at least three consecu-
tive tax years are allowed to deduct from their 
taxable income 30% of the amount actually 
invested, with a maximum yearly tax benefit of 
EUR540,000; the amount in excess may be car-
ried forward in the subsequent three fiscal years.

Under certain conditions, a tax credit is granted 
for investments in new tangible and intangible 
assets intended to be used for production facili-
ties located in the Italian territory.

Shipping
An optional tonnage tax regime, available for 
good standing companies (ie, those that are not 
undergoing liquidation or dissolution or are not 
classified as an “undertaking in difficulty” pursu-
ant to Article 2, point 18 of Commission Regula-
tion (EU) No 651/2014), provides for a deemed 
computation for income tax purposes of the 
taxable income stemming from the operation of 
ships. To be eligible for such regime, the entity 
must operate ships that:

• have a net tonnage greater than 100 tonnes;
• are used to transport goods or passengers, 

or to perform certain other qualifying activities 
on seas; and

• are enrolled in the Italian international ships 
register.

Specific limitations apply for chartered ships 
(also on a bareboat basis). The regime allows 
for the determination of a deemed income based 
on the net tonnage of the ships, apportioned to 
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365 effective shipping days (in lieu of the deter-
mination on the basis of the profits stemming 
from the financial statements). However, should 
the ships be leased bareboat, the lessor is enti-
tled to a tax credit calculated using the same 
apportionment.

Once the option is exercised, it is irrevocable for 
ten tax years and is deemed to be renewed at the 
end of such period, unless expressly revoked.

Shipping companies qualifying for the tonnage 
tax regime are not subject to IRAP. Further-
more, companies opting for the tonnage tax 
regime cannot be included in the consolidation 
regime (see 2.6 Basic Rules on Consolidated 
Tax Grouping).

Employment
The regime under which companies hiring per-
manent employees will benefit from a 20% 
increase in the personnel cost deduction has 
been extended until the 2027 tax period, pro-
vided that the specified conditions are met. 
Namely, in order to benefit from this regime it is 
required that:

• the company has been operative for at least 
365 days during the financial period including 
31 December 2024;

• the number of employees (including fixed-
term employees) in the financial period 
including 31 December 2025 is higher than 
the average number of employees during the 
financial period including 31 December 2024; 
and

• the company is not under liquidation.

The deduction is increased if special categories 
of individuals are hired (such as people with dis-
abilities and young people eligible for employ-
ment incentives).

Relocation of Economic Activities to Italy
Subject to European Commission approval, Italy 
has introduced an incentive for companies that 
relocate to Italy: the income generated by the 
companies that relocate to Italy will contribute 
to their taxable income for IRES and IRAP pur-
poses, limited to 50% of its amount in the six 
fiscal periods following the relocation.

In order to access the special regime, the com-
pany:

• must not relocate from an EU or EEA country; 
and

• shall remain in Italy for 11 tax periods (or 16 
tax periods, depending on the company) after 
the relocation, otherwise a clawback provi-
sion applies.

2.4 Basic Rules on Loss Relief
Losses may be carried forward without time limi-
tation to offset the corporate tax base in sub-
sequent tax years; no carry back is allowed. In 
particular, losses incurred in a tax year can offset 
the corporate tax base of subsequent tax years 
up to 80% of the latter amount. This limitation 
does not apply to losses incurred by a company 
during the first three years of activity. In both 
cases, no time limitation applies.

If there is a change of control in the person con-
trolling at the company, the losses may be car-
ried forward up to the net equity of the company 
as shown in the financial statements, provided 
that certain substance requirements are met (ie, 
revenues and employment costs exceed 40% 
of the average for the two preceding tax years).

Similarly, in the case of extraordinary transac-
tions, the losses may be carried forward up to 
the limit of the net equity of the company, only 
if the tax losses do not exceed the company’s 
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net equity, and the company carrying forward 
the losses has met, at the time of the merger/
demerger, certain substance requirements (such 
as revenues and employment costs) that have 
been continuously fulfilled since 1 January of the 
tax year preceding the merger or demerger.

The above limitations do not apply in the case of 
intra-group changes of control and/or mergers.

The above loss carry-forward exclusions may be 
avoided by obtaining a specific ruling confirming 
the absence of any abuse of law.

With regard to blacklisted countries, expenses 
arising from transactions with companies or 
professionals located therein are not deductible 
up to their market value, unless the actual eco-
nomic interest and the actual execution of the 
transactions are proven by the Italian resident 
company.

2.5 Imposed Limits on Deduction of 
Interest
Subject to certain minor exceptions, the deduct-
ibility of interest – whether relating to intercom-
pany financing or not – is subject to a specific 
deduction barrier. In particular, interest payable 
in excess of interest receivable is deductible up 
to 30% of the company’s tax-relevant EBITDA.

Interest expenses that exceed such barrier in a 
tax year may be carried forward and deducted 
in subsequent tax years (up to the amount of the 
30% tax-relevant EBITDA that exceeds the net 
interest expenses of those subsequent years), 
or, if the company is part of a fiscal unity, used 
by other entities of the fiscal unity. Any excess of 
the 30% EBITDA over net interest expenses may 
be carried forward in the following five tax years 
or, if the company is part of a fiscal unity, may 
be used by other companies of the fiscal unity. 

Moreover, interest income that exceeds interest 
expenses in a tax year may be carried forward 
to offset the interest expenses of subsequent 
tax periods.

Certain companies involved in the financial sec-
tor are not subject to the interest limitation rule 
described above and can deduct up to 96% of 
their interest payable (under certain conditions, 
interest payable to companies of the same fiscal 
unity is not subject to this limitation).

2.6 Basic Rules on Consolidated Tax 
Grouping
Under the Italian domestic tax consolidation 
regime, companies belonging to a group may 
opt for the determination of an overall taxable 
base (fiscal unity). The tax return of the fiscal 
unity must be filed by the controlling company, 
or, in certain cases, by a controlled company 
designated by the non-resident controlling com-
pany (the company filing the tax return of the 
fiscal unity is generally known as the “consoli-
dating entity”).

The regime is available to:

• Italian resident companies controlled by an 
Italian resident parent;

• Italian resident companies controlled by a 
non-resident parent with an Italian permanent 
establishment, provided that the parent is a 
tax resident of a jurisdiction that has conclud-
ed a treaty enabling the exchange of informa-
tion with Italy; and

• Italian resident companies controlled by a 
parent that is a tax resident of an EU or EEA 
member state.

In addition, non-resident companies with an Ital-
ian permanent establishment can be included in 
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the fiscal unity as a consolidated entity (if resi-
dent in an EU/EEA member state).

Qualification
The consolidating entity must own, from the 
beginning of the relevant tax period, a partici-
pation in the consolidated entities representing 
more than 50% of the share capital and more 
than 50% of the rights to the profits (shares with-
out voting rights are not taken into account).

All entities included in the fiscal unity must have 
tax years ending on the same date.

The perimeter of the tax consolidation may be 
freely devised by the taxpayers (ie, some com-
panies may be kept out).

Fiscal Unity
In the fiscal unity, the overall tax base is comput-
ed as the sum of the taxable bases (with some 
adjustments) of all participating entities. The tax-
able bases of the group entities are taken into 
account for their whole amount, irrespective of 
the percentage of the participation held by the 
controlling company.

Once the election for the fiscal unity is made, 
the option is irrevocable for three years, unless 
the conditions for the options cease to be met 
(interruption events).

Furthermore, under certain conditions, a world-
wide consolidation tax regime is available, in 
which case the fiscal unity must include all for-
eign-controlled companies.

2.7 Capital Gains Taxation
Capital gains are generally treated as ordinary 
income, subject to corporate income tax levied 
at 24%.

However, under a specific participation exemp-
tion regime, capital gains realised by Italian com-
panies on the disposal of participations in other 
companies are exempt for 95% of their amount 
(while capital losses are wholly non-deductible) 
if the following conditions are met:

• The participations have been held uninter-
ruptedly since the first day of the 12th month 
preceding the sale (using a last-in, first-out 
method).

• The participations have been booked as fixed 
financial assets in the first financial state-
ments after their acquisition.

• The participated company has been carrying 
out a business activity in the last three tax 
periods or, if later, since incorporation.

• The participated company has not been 
resident of a low-tax jurisdiction for all the five 
tax years prior to the year of sale if the buyer 
is a non-related party, or for the entire hold-
ing period if the buyer is a related company 
(such condition is waived if it is demonstrated 
that the ownership of the participation did 
not – for the same period – have the effect of 
shifting the income to a low-tax jurisdiction).

With regard to the third bullet point, compa-
nies in which the value of assets is mainly rep-
resented by real estate not used in the course 
of a business activity are deemed to not carry 
out a business activity. This condition does not 
apply, however, in respect of participations in 
companies whose shares are listed on a stock 
exchange.

If the participation exemption regime does not 
apply, the taxpayer may still opt to spread the 
capital gain tax base over five tax years if the 
participation has been booked as fixed financial 
assets in the last three financial statements or, 
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for other assets, if the capital asset has been 
held for at least three years.

2.8 Other Taxes Payable by an 
Incorporated Business
VAT
VAT is a general tax on consumption in Italy. As 
an EU member state, Italian VAT provisions are 
in line with the EU VAT Directives.

Where the conditions are met, VAT is levied at a 
general rate of 22% on transfers of goods and 
supplies of services. Reduced rates (4%, 5% 
and 10%) may apply to certain types of trans-
actions.

In general, VAT taxable persons are entrepre-
neurs, artists and professionals.

Among the most common transactions, the fol-
lowing are subject to Italian VAT:

• the supply of goods and services in Italy by a 
VAT taxable person;

• the intra-EU acquisition of goods in Italy by a 
VAT taxable person; and

• the import of goods from outside the EU into 
Italy by any person (including a non-VAT tax-
able person).

Exports and intra-EU sales of goods are VAT 
zero-rated.

Registration Tax, Mortgage and Cadastral 
Taxes
Registration tax is generally due on deeds 
(including contracts) executed in Italy. In certain 
cases (such as transfers of real estate or of a 
business located in Italy), registration tax is due 
even if the deed of transfer is executed abroad.

The deed of transfer may be subject to registra-
tion tax either at the fixed amount (EUR200) or 
at a proportional rate, depending on the nature 
of the deed. If the deed of transfer is within the 
scope of VAT (even if exempt or zero rated), 
registration tax applies at the fixed amount 
(EUR200).

Mortgage and cadastral taxes generally apply 
to deeds of transfer or mortgages on Italian real 
estate. These taxes may also apply to the sale of 
a business if real estate is included. In transfers 
of real estate assets subject to VAT, a EUR200 
mortgage tax and EUR200 cadastral tax are also 
levied, with certain exceptions (for instance, in 
the sale of business real estate, a 3% mortgage 
tax and 1% cadastral tax apply).

Loans guaranteed by a mortgage on real estate 
are subject to mortgage tax at the rate of 2% 
of the guaranteed amount (a 0.5% charge may 
apply on the cancellation of the mortgage), on 
top of registration tax, which applies at the rate 
of 0.5% of the guaranteed amount (guarantees 
granted by the same debtor are subject to regis-
tration tax at the fixed amount of EUR200).

However, certain financing transactions and 
bonds executed in Italy with a medium-long 
term maturity and granted by qualifying lend-
ers (including resident banks) are not subject to 
the above-mentioned registration, cadastral and 
mortgage taxes (as well as other duties) but to 
an overall 0.25% substitute tax.

Financial Transaction Tax
A financial transaction tax (FTT) is levied on 
transfers of shares and certain participating 
financial instruments issued by companies that 
have their registered office in Italy, regardless 
of the place of residence of the parties and of 
where the contract is executed.
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The standard tax rate is 0.20% on the transac-
tion value. A reduced tax rate (0.10%) applies to 
transactions executed on regulated stock mar-
kets or in multilateral trading facilities.

2.9 Incorporated Businesses and 
Notable Taxes
The ownership of real estate located in Italy is 
subject to municipal real estate tax (IMU), levied 
at the basic rate of 0.76%, subject to local vari-
ations.

Other local taxes connected to the ownership of 
real estate apply.

3. Division of Tax Base Between 
Corporations and Non-Corporate 
Businesses
3.1 Closely Held Local Businesses
Closely held businesses generally operate in the 
form of Srls or partnerships.

3.2 Individual Rates and Corporate Rates
Even if the corporate rates are lower than indi-
vidual rates, the total effective tax rate applica-
ble to an individual receiving the profits from an 
incorporated business (by means of profits dis-
tribution) is substantially similar to that deriving 
from the realisation of income from the carrying 
out of business activities as an individual entre-
preneur. In fact, dividends distributed to individ-
ual shareholders are subject to a 26% substitute 
tax, so that the total effective tax rate is in the 
range of 44% (while the top progressive tax rate 
for individuals is 43%).

3.3 Accumulating Earnings for 
Investment Purposes
There are no specific rules aimed at preventing 
closely held corporations from accumulating 

earnings for investment purposes. As a general 
rule, retained earnings of corporations are taxed 
in the hands of the shareholders only upon dis-
tribution.

On the other hand, there are certain rules that 
apply with a view to stimulating the re-invest-
ment of corporate profits.

3.4 Sales of Shares by Individuals in 
Closely Held Corporations
Under current rules, dividends from, and gains 
on, the sale of shares in closely held corpora-
tions are taxed in the hand of individual share-
holders, at the rate of 26%.

3.5 Sales of Shares by Individuals in 
Publicly Traded Corporations
There are no special rules for the taxation of divi-
dends from, and gains on, the sale of shares in 
publicly traded corporations. The tax regime is 
the same as described in 3.4 Sales of Shares by 
Individuals in Closely Held Corporations.

4. Key Features of Taxation of 
Inbound Investments

4.1 Withholding Taxes
In general terms, Italian tax authorities are quite 
keen on auditing cross-border payments of divi-
dends, interest and royalties to ensure that EU 
Directives or treaty benefits have been properly 
applied. In this way, there is increasing attention 
on tax audits on the satisfaction of the beneficial 
ownership requirement on the recipient, as well 
as on the potential abusiveness of structures 
that give rise to withholding tax exemptions or 
reductions.
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Dividends
Dividends paid to non-residents in respect of 
participations that are not connected with Italian 
permanent establishments are generally subject 
to a 26% withholding tax, which may be reduced 
by applicable double tax treaties. Non-resident 
recipients may benefit from a potential refund 
of the foreign tax paid on dividends up to 11/26 
of the Italian withholding tax if they prove that a 
similar tax has already been paid abroad on a 
final basis on the same dividends.

A reduced 1.2% withholding tax is levied on 
dividends that are paid out of profits accrued in 
fiscal years starting on or after 1 January 2008 if 
the beneficial owner is a company resident and 
subject to corporate income tax in another EEA 
member state that allows an adequate exchange 
of information with Italy.

Dividends are not subject to tax if they are paid 
to collective investment vehicles that are estab-
lished in EU member states or EEA member 
states and that are either compliant with Direc-
tive 2009/65/EC or whose managers are subject 
to surveillance in the states in which they are 
established, pursuant to Directive 2011/61/EU.

Dividends paid to EU and EEA pension funds 
are generally subject to 11% tax, which may be 
reduced to zero if certain conditions are met.

There is no withholding tax where the EU Parent-
Subsidiary Directive applies.

Interest
Interest payments made to non-residents in 
respect of loans or instruments that are not con-
nected with Italian permanent establishments 
are generally subject to a 26% withholding tax, 
which may be reduced by an applicable double 
tax treaty or eliminated if the EU Interest and 

Royalties Directive applies. A reduced withhold-
ing tax rate (12.5%) is granted to interest aris-
ing from government bonds and similar instru-
ments. Some exemptions from withholding tax 
apply, under specific conditions. For example, 
no withholding tax is levied on interest from cer-
tain bonds paid to residents of jurisdictions with 
an effective exchange of information with Italy, 
interest on Italian bank accounts and deposits, 
and interest payments made in relation to medi-
um- or long-term financing granted by qualifying 
lenders.

Royalties
Royalties paid to non-residents in respect of 
loans or instruments that are not connected with 
Italian permanent establishments are generally 
subject to a withholding tax rate levied at 30%, 
with the possibility, under certain conditions, to 
reduce the taxable base by 25%. The royalty 
withholding tax may be reduced by an applica-
ble double tax treaty or eliminated if the EU Inter-
est and Royalties Directive applies.

4.2 Primary Tax Treaty Countries
When deciding in which jurisdiction to set up 
a holding company that will hold participations 
in Italian resident companies, foreign investors 
tend to prefer countries that have treaties with 
Italy granting full tax relief on the capital gains 
from the disposal of such participations.

For example, treaty residents of Luxembourg, 
the Netherlands and the United Kingdom are not 
subject to tax in Italy on gains from the disposal 
of participations in Italian companies. Other trea-
ties, in certain circumstances, do not provide tax 
relief on gains from the disposal of similar par-
ticipations (for example, the treaty with France 
does not provide relief from Italian tax in the case 
of disposal of a participation in an Italian compa-
ny granting the holder the right to receive at least 
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25% of the profits of the company). However, a 
95% exemption from taxation of capital gains 
on shares has recently been extended, subject 
to the same conditions mentioned in 2.7 Capital 
Gains Taxation for Italian resident companies, to 
capital gains realised by non-Italian companies 
that are resident in an EU or EEA member state, 
thus potentially mitigating the absence of treaty 
protection.

4.3 Use of Treaty Country Entities by 
Non-Treaty Country Residents
Italian tax authorities often challenge the appli-
cability of double tax treaties and/or EU Direc-
tives based on the argument that the recipient is 
not the beneficial owner of the relevant income 
or is an artificial arrangement (ie, with no suf-
ficient substance).

In Circular Letter No 6 of 30 March 2016, the 
Italian tax authorities held the view that treaty 
benefits can be disallowed when a non-resident 
company lacks economic substance, based on 
a case-by-case analysis of all relevant facts and 
circumstances. The tax authorities held that, 
when treaty benefits are so denied to a non-res-
ident company, the ultimate investors of such 
company could (subject to the relevant condi-
tions) claim the application of the tax treaties 
signed between Italy and their state of residence 
(if any).

Furthermore, domestic tax authorities can chal-
lenge abusive practices on the basis of Article 
10 bis of Law 212, dated 27 July 2000, which 
contains a general anti-abuse rule that empow-
ers domestic tax authorities to counteract tax 
advantages arising from abusive transactions, 
including treaty shopping arrangements.

Finally, it is worth mentioning that, with spe-
cific regard to the right of the tax administra-

tion to counter abusive tax practices, the Italian 
Supreme Court has endorsed (see, for exam-
ple, decision No 14756 of 2020 and decision 
No 3380 of 2022) the principles affirmed by the 
Court of Justice of the European Union in joined 
cases N Luxembourg 1 (c-115/16), X Denmark 
A/S (c-118/16), C Danmark I (c-119/16) and Z 
Denmark ApS (c-299/16), dealing with the appli-
cation of the Interest and Royalties Directive.

4.4 Transfer Pricing Issues
Intercompany cross-border transactions have to 
be priced under arm’s length conditions.

Tax authorities frequently challenge the arm’s 
length value of transactions, having regard to 
the choice of the set of relevant comparables, 
the transfer pricing methodologies chosen, the 
relevant values to be taken into account and the 
time window of the comparability analysis.

Other aspects of intra-group cross-border trans-
actions that are subject to the scrutiny of Italian 
tax authorities include:

• challenging the functional profile of the par-
ties to the transactions in light of all facts and 
circumstances emerging during a tax audit; 
and

• requalifying the nature of certain transactions 
– for example, tax authorities may requalify a 
shareholder’s loan as a capital contribution.

4.5 Related-Party Limited Risk 
Distribution Arrangements
Limited risk distribution arrangements are often 
used by foreign companies to determine the 
arm’s length remuneration of Italian distributors 
of the group. In principle, if the functional and 
risk analysis confirms consistency with a limit-
ed-risk feature, such arrangements are treated 
as being in line with the arm’s length principle. 
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However, as pointed out in 4.4 Transfer Pricing 
Issues, the Italian tax authorities may challenge 
the functional profile of the Italian distributor if 
the functions actually performed by the latter are 
not consistent with the arrangement.

4.6 Comparing Local Transfer Pricing 
Rules and/or Enforcement and OECD 
Standards
Italian transfer pricing rules are essentially pat-
terned on the OECD Model Tax Convention and 
the OECD Transfer Pricing Guidelines for Mul-
tinational Enterprises and Tax Administrations 
(OECD Guidelines).

In that regard, Article 110(7) of the Italian Income 
Tax Code, containing the primary legislation deal-
ing with transfer pricing, is generally aligned with 
the OECD Guidelines and includes an express 
reference to the arm’s length principle.

4.7 International Transfer Pricing 
Disputes
In the last few years, Italian tax authorities have 
significantly increased their attention towards 
transfer pricing matters both in the context of 
the ordinary operations of multinational groups 
and in the cases of business restructurings. This 
is also a reflection of the increased knowledge 
of the matter by tax auditors and general aware-
ness on an international basis.

Over the past few years, the use of mutual agree-
ment procedures – based on either the double 
tax treaties or the EU Arbitration Convention 
(90/436/EEC) – has increased as an alternative 
to, or in concurrence with, domestic litigation.

Recourse to the mutual agreement procedures 
is increasing following the recent implementation 
in Italy of EU Directive 2017/1852 of 10 October 
2017, overcoming some critical issues with par-

ticular regard to the access, duration and effec-
tive conclusion of the procedure. The opportuni-
ty to gain effective elimination of double taxation 
together with the fact that under current rules 
most transfer pricing claims are entitled to pen-
alty protection make the use of mutual agree-
ment procedures increasingly popular.

The Italian tax authorities that take part in the 
mutual agreement procedures generally discuss 
the cases with the foreign competent authorities 
to achieve a resolution that is in line with the 
arm’s length standard.

5. Key Features of Taxation of Non-
Local Corporations

5.1 Compensating Adjustments When 
Transfer Pricing Claims Are Settled
Compensating adjustments are allowed under 
Italian tax law and practice.

On the one hand, it is generally accepted in 
Italy that the contracts regulating transactions 
between group companies provide for year-end 
adjustments, based on the actual financial data, 
to be carried out before the financial statements 
are realised and the tax returns filed. Although 
this practice does not represent a proper 
instance of compensating adjustment (as it does 
not lead to a departure of the tax figures from 
the accounting figures), it offers the taxpayer the 
possibility to correct – also for tax purposes – 
the prices initially applied in the relevant trans-
actions in order to take into account facts that 
became known only thereafter.

On the other hand, proper compensating adjust-
ments (ie, adjustments in which the taxpayer 
reports a transfer price for tax purposes that dif-
fers from the amount actually charged between 
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the associated enterprises) are also accepted in 
Italy, subject to the ordinary rules on corporate 
income taxation.

5.2	 Taxation	Differences	Between	Local	
Branches and Local Subsidiaries of Non-
Local Corporations
There are no significant differences between the 
taxation of Italian permanent establishments of 
non-resident companies and resident compa-
nies.

5.3 Capital Gains of Non-Residents
Capital gains realised by non-residents upon the 
transfer of shares or other participations in Italian 
companies are regarded as Italian-sourced and, 
therefore, are subject to tax in Italy. The appli-
cable rate is generally 26%. There are certain 
exceptions, such as the following:

• Capital gains on non-substantial sharehold-
ings traded in regulated markets are not 
subject to tax.

• Capital gains on non-substantial sharehold-
ings are exempt if the non-resident person 
is tax resident in a state that allows for an 
adequate exchange of information with Italy, 
or if such person qualifies as an “institutional 
investor” established in a state that allows for 
an adequate exchange of information with 
Italy.

• Capital gains are not subject to tax if they are 
realised by collective investment vehicles that 
are established in EU member states or EEA 
member states and are either compliant with 
Directive 2009/65/EC or whose managers are 
subject to surveillance in the states in which 
they are established, pursuant to Directive 
2011/61/EU.

• Capital gains are 95%-exempt if realised, 
subject to the same conditions mentioned 
for Italian resident companies in 2.7 Capital 

Gains Taxation, by non-Italian companies 
that are resident in an EU or EEA member 
state.

A person is regarded as selling a non-substantial 
shareholding if the amount of participation sold 
during a 12-month period does not exceed 20% 
(or 2% in the case of a listed company) of the 
voting rights or 25% (or 5% in the case of a list-
ed company) of the stated capital. Such thresh-
old should be computed by taking into account 
all disposals occurring in any 12-month period.

The above taxation could be prevented in case 
of application of double tax treaties.

There are no provisions explicitly addressing the 
taxation of indirect disposals of shareholdings 
in Italian resident companies (ie, disposals of 
shareholdings in a non-resident company that 
owns an interest in a resident company).

There is a new special provision for capital gains 
on participations realised by non-residents, if the 
value of the distributing company derives mostly 
from immovable property located in Italy: in this 
case, subject to certain exceptions, the capital 
gain is taxable in Italy according to domestic law.

5.4 Change of Control Provisions
In a change of control, the following conse-
quences may arise:

• interruption of any fiscal unit regime (see 2.6 
Basic Rules on Consolidated Tax Grouping); 
and

• forfeiture of tax losses (see 2.4 Basic Rules 
on Loss Relief).
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5.5 Formulas Used to Determine Income 
of	Foreign-Owned	Local	Affiliates
In general terms, the Italian tax authorities tend 
to follow the guidance laid down by the OECD 
Guidelines and, therefore, do not make use 
of predetermined formulas to determine the 
income of resident subsidiaries or Italian per-
manent establishments.

Article 152(2) of the Income Tax Code explic-
itly states that the permanent establishment 
is treated as if it were a distinct and separate 
enterprise, engaged in the same or similar activi-
ties under the same or similar conditions, taking 
into account the functions performed, the risks 
assumed and the assets held. The “free capi-
tal” of the permanent establishment (fondo di 
dotazione) is determined based on the OECD 
principles, taking into account the functions per-
formed, the risks assumed and the assets held.

5.6 Deductions for Payments by Local 
Affiliates
In general terms, the Italian tax authorities follow 
the OECD Guidelines and allow the deduction 
of management and administrative expenses 
incurred by a non-resident related company on 
the conditions that the expenses do not qualify 
as shareholder’s costs, the services have been 
effectively rendered to the Italian resident com-
pany, the services are provided for the benefit of 
the Italian company and the value of the consid-
eration is at arm’s length. Proper documentation 
providing evidence that these conditions are met 
should be kept by the Italian company.

5.7 Constraints on Related-Party 
Borrowing
In general terms, interest payments made to 
non-resident related parties are subject to trans-
fer pricing legislation. In addition, the deductibil-
ity of interest expenses is subject to the interest 

limitation rule explained in 2.5 Imposed Limits 
on Deduction of Interest.

6. Key Features of Taxation 
of Foreign Income of Local 
Corporations
6.1 Foreign Income of Local 
Corporations
Resident companies are subject to corporate 
income tax on their worldwide profits. If such 
profits include foreign-source income or gains 
that are also subject to tax in the state of source, 
the Italian resident company is granted a foreign 
tax credit.

Resident companies that have permanent estab-
lishments abroad may also apply an optional 
branch exemption regime, instead of the tax 
credit method. The option must be exercised in 
the tax return relevant to the year in which the 
permanent establishment has been set up.

If the option is exercised, it is irrevocable and 
the regime will apply to all the foreign permanent 
establishments of the resident company.

The profits attributable to the foreign permanent 
establishment shall be determined pursuant to 
the Authorised OECD Approach (AOA). If the 
foreign jurisdiction does not apply the AOA, the 
company may apply for a ruling asking for the 
application for Italian tax purposes of the meth-
od used in the foreign jurisdiction to determine 
the profits attributable to the permanent estab-
lishment.

6.2 Non-Deductible Local Expenses
As foreign-source income and foreign-source 
gains are usually subject to tax in the hands of 
a resident company, the related expenses are 
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deductible under the same rules applicable to 
the deduction of domestic-source income and 
gains. In relation to the income from (and losses 
of) permanent establishments under the branch 
exemption regime, see 6.1 Foreign Income of 
Local Corporations.

6.3 Taxation on Dividends From Foreign 
Subsidiaries
Inbound dividends paid by non-resident com-
panies are subject to the same rules as apply to 
dividends paid by resident companies and are, 
therefore, 95% exempt in the hands of the recip-
ient (a few tax treaties provide for full exemption 
of qualified intercompany dividends).

As a general rule, this regime applies on the con-
dition that the payment is fully profit-contingent 
(ie, the amount distributed has been determined 
in light of the economic performance of the pay-
er) and the payment is fully non-deductible in 
the country of the payer. If the payment is partly 
deductible and the conditions for the applica-
tion of the Parent Subsidiary Directive (Direc-
tive 2011/96/EU) are met, the 95% exemption 
applies to the part of the dividend payment that 
is non-deductible.

As an exception to the above, dividends from 
low-tax jurisdictions are fully taxable.

The EU and the EEA
EU and EEA member states are never consid-
ered low-tax jurisdictions. The applicable criteria 
to determine if a non-EU/EEA jurisdiction is low 
tax are as follows:

• if the resident company has a non-controlling 
shareholding in the non-resident company, 
the jurisdiction is low tax if the nominal tax 
rate in the foreign jurisdiction – taking into 
account any special regime applicable therein 

– is lower than 50% of the tax rate applicable 
in Italy; and

• if the resident company has a controlling 
shareholding, the jurisdiction is low tax if the 
effective tax rate in the foreign jurisdiction is 
lower than 50% of the effective income tax 
rate applicable in Italy.

The full taxation of dividends applies:

• if the dividends are paid directly by a com-
pany resident in a low-tax jurisdiction; or

• if the Italian resident company has a control-
ling holding in a foreign company that, in turn, 
has a shareholding in a company resident in a 
low-tax jurisdiction (to the extent of dividends 
deriving from the company resident in the 
low-tax jurisdiction).

Low-Tax Jurisdictions
Dividends from low-tax jurisdictions can benefit 
from the 95% exemption under certain condi-
tions. Essentially, pursuant to the current prac-
tice of the tax authorities, the shareholder should 
demonstrate that the profits of the company 
resident in the low-tax jurisdiction have been 
subject to an “appropriate tax burden” since the 
time the shareholding was acquired.

Where such conditions are not met, but the 
resident company provides evidence that the 
foreign entity carries out an effective business 
activity through personnel, equipment, assets 
and premises, then only 50% of the dividends 
is taxed. Moreover, in such a case, if the recipi-
ent controls the foreign entity, it is also granted 
a credit for 50% of the corporate tax paid by the 
foreign entity.

The rules on the taxation of dividends from low-
tax jurisdictions also apply to profits repatri-
ated from permanent establishments under the 
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branch exemption regime, under the same con-
ditions explained above.

With effect from 1 January 2023, an optional 
regime has been introduced whereby a flat-rate 
tax may be paid on the profits and reserves of 
subsidiaries which are resident in privileged tax 
jurisdictions. If the option is exercised and the 
profits are subject to the flat tax, they will not be 
taxed in the hands of the Italian resident ben-
eficial owner upon distribution. The rate of the 
flat tax is 9% for corporate taxpayers and 30% 
for individual entrepreneurs; under certain con-
ditions, the rate may be reduced by 3 percent-
age points (6% or 27%); the tax is calculated in 
proportion to the shareholding held in the foreign 
company (and as it also applies to indirect share-
holdings, in this case the de-multiplier effect of 
the shareholding must be taken into account).

6.4 Use of Intangibles by Non-Local 
Subsidiaries
If an Italian resident company has developed an 
intangible that is used by a foreign related com-
pany, such dealing is generally subject to trans-
fer pricing legislation. Income from the use of 
intangibles or R&D expenses relevant to certain 
qualifying intangibles may benefit from the pat-
ent box regime described in 2.2 Special Incen-
tives for Technology Investments.

6.5 Taxation of Income of Non-Local 
Subsidiaries Under Controlled Foreign 
Corporation-Type Rules
CFC legislation applies if:

• the Italian taxpayer (a resident company or 
Italian permanent establishment of a non-
resident company) has a controlling holding in 
the foreign entity;

• the foreign entity is subject to an effective tax 
rate lower than the amounts provided by the 
law; and

• more than one third of the revenue of the 
foreign entity is represented by certain tainted 
income (such as dividends, royalties or inter-
est, revenues from banking, insurance and 
financial activities, revenues from financial 
leasing, gains from the sale of shareholdings, 
or revenues from certain low-value-adding 
intercompany transactions).

With reference to the second test above, Leg-
islative Decree of 27 December 2023 No 209 
introduced “safe harbour” provision, according 
to which, if the non-resident company is subject 
to an effective tax rate of at least 15% (calcu-
lated as the ratio between deferred tax liabilities 
and current taxes and the accounting pre-tax 
profit) no CFC legislation applies provided that 
the foreign accounts are certified by an external 
auditor and the outcome of such certification is 
used for the purposes of the audited financial 
statements of the parent company.

On the other hand, if the non-resident company 
is subject to an effective tax rate lower than 15% 
or the above certification requirements are not 
met, then it is necessary to verify if the effective 
tax rate is lower than 50% of the effective Italian 
income tax rate that would have applied to the 
foreign entity had it been Italian-resident.

If CFC legislation applies, the profits of the for-
eign entity shall be computed pursuant to Italian 
tax legislation and attributed for tax purposes 
to the Italian taxpayer in proportion to its rights 
to the entity’s profits. The CFC income is taxed 
separately in the hands of the Italian taxpayer 
(ie, with no possibility to be offset against the 
losses of the latter). A credit for the taxes paid 
by the CFC (and any withholding tax paid on the 



ItALY  Law aNd PraCTiCE
Contributed by: Guglielmo Maisto, Maisto e Associati 

444 CHAMBERS.COM

distribution of the CFC profits) may be deducted 
from the Italian tax due on the CFC income.

An exemption from the CFC legislation is grant-
ed:

• if the resident company provides evidence 
that the foreign entity carries out an effective 
business activity through personnel, equip-
ment, assets and premises; it is possible to 
apply for a ruling in order to obtain confirma-
tion from the tax authorities that this condition 
is met; or

• by paying an optional substitute tax equal to 
15% of the accounting net income (gross of 
taxes, write-downs and risk provisions); this 
option lasts for three years and is renewable, 
but needs to be exercised for all companies 
that realise the passive income test men-
tioned above.

Foreign permanent establishments whose 
income is exempted under the branch exemp-
tion regime (see 6.1 Foreign Income of Local 
Corporations) are subject to CFC legislation if 
they are located in a jurisdiction that qualifies as 
low tax, according to the above criteria.

Effective from 1 January 2024, Italy has intro-
duced the Global Minimum Tax.

The groups that fall within the subjective scope 
of the provision are those that have recorded, in 
the consolidated tax grouping, an annual income 
of at least EUR750,000,000 in each of the four 
financial years prior to 2024.

The minimum tax is due if the tax rate of the 
companies located in Italy is lower than 15%. In 
this case, a rate equal to the difference between 
the effective tax rate and 15% is applied as an 
additional tax to the excess profit net of the sub-

stance-based income exclusion, with the possi-
bility to opt for a domestic minimum tax by local 
subsidiaries of non-Italian groups.

6.6 Rules Related to the Substance of 
Non-Local	Affiliates
The economic substance of foreign related enti-
ties is often looked at by the tax authorities and 
may trigger challenges.

A common tax challenge concerns the case 
where the tax authorities tackle the foreign tax 
residence of a foreign entity with little substance, 
claiming that such entity should be regarded as 
a tax resident of Italy because it is actually man-
aged by its Italian parent.

Alternatively, tax authorities may altogether dis-
regard the foreign entity so that all its income 
and gains will be attributed to the Italian parent 
as if realised directly by the latter. In the recent 
practice of the tax authorities, some foreign sub-
sidiaries of Italian parents have been re-char-
acterised as foreign permanent establishments, 
due to the lack of managerial independence.

The lack of substance of a non-resident com-
pany may also lead to a charge denying treaty 
benefits to the latter.

6.7 Taxation on Gain on the Sale of 
Shares	in	Non-Local	Affiliates
Capital gains made by resident companies on 
the sale of shareholdings in non-resident com-
panies can be eligible for the 95% participation 
exemption (see 2.7 Capital Gains Taxation).



ItALY  Law aNd PraCTiCE
Contributed by: Guglielmo Maisto, Maisto e Associati 

445 CHAMBERS.COM

7. Anti-Avoidance

7.1 Overarching Anti-Avoidance 
Provisions
A general anti-avoidance rule empowers the 
tax authorities to challenge an arrangement or 
a series of arrangements that do not have eco-
nomic substance and, although formally compli-
ant with the wording of the law, have been put in 
place with the main purpose or one of the main 
purposes of obtaining an undue tax advantage, 
having regard to all relevant facts and circum-
stances.

8. Audit Cycles

8.1 Regular Routine Audit Cycle
If a company’s turnover exceeds certain thresh-
olds, tax audits are carried out by the compe-
tent regional directorate of the Revenue Agency 
and the company is monitored more strictly and 
more frequently.

9. BEPS

9.1 Recommended Changes
Several measures recommended within the 
BEPS project were already part of the Italian tax 
system before 2015. Others have been added, 
particularly by the implementation of the ATAD I 
and II Directives. For example:

• Italy amended the domestic definition of “per-
manent establishment”, aligning it – to a large 
extent – to the recommendations included in 
the Final Report on BEPS Action 7;

• even though a number of anti-hybrid provi-
sions have been in place since 2004, in 2018 
Italy introduced additional anti-hybrid provi-

sions upon the implementation of ATAD I and 
II; and

• CFC and interest deduction rules were 
aligned with the ATAD principles (see 2.5 
Imposed Limits on Deduction of Interest and 
6.5 Taxation of Income of Non-local Subsidi-
aries Under Controlled Foreign Corporation-
Type Rules).

Italy is a signatory to the OECD Multilateral Con-
vention to Implement Tax Treaty Related Meas-
ures to Prevent BEPS of November 2016. Such 
convention has not yet been ratified.

9.2 Government Attitudes
The Italian government actively participated 
in the BEPS project (see 9.1 Recommended 
Changes). There are not yet any formal legisla-
tive initiatives in Italy concerning Pillar One, while 
Pillar Two was enacted in compliance with Direc-
tive No 2523/2022.

9.3	 Profile	of	International	Tax
Issues concerning the fair taxation of multina-
tionals in Italy are often within the domain of 
public discussion and under the media spotlight.

9.4 Competitive Tax Policy Objective
In the last few years, Italy has introduced a num-
ber of favourable regimes designed to incentiv-
ise certain investments and behaviours of tax-
payers, such as:

• the Investment Management Exemption, 
which, in a nutshell, limits the possibility that 
the managing investments activities carried 
out on behalf of foreign white-list investment 
vehicles may constitute both a material or an 
agency permanent establishment in Italy;

• the patent box regime (see 2.2 Special Incen-
tives for Technology Investments) originally 
introduced also with respect to trademarks 
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(then carved out in compliance with BEPS 
recommendations) and amended in 2021;

• the branch exemption regime (see 6.1 For-
eign Income of Local Corporations), to boost 
the competitiveness of resident companies 
operating directly in foreign jurisdictions; and

• the tonnage tax regime (see 2.3 Other Spe-
cial Incentives) for companies operating 
ships.

Such regimes are not expected to be (further) 
amended in light of BEPS recommendations.

Being an EU member state, Italy is bound by 
the EU rules on state aids. Based on publicly 
available information, the European Commission 
has not challenged the lawfulness of any of the 
above-mentioned regime in the light of the state 
aid legislation.

9.5 Features of the Competitive Tax 
System
See 9.4 Competitive Tax Policy Objective.

9.6 Proposals for Dealing With Hybrid 
Instruments
mentioned at 9.1 Recommended Changes, Italy 
introduced limited anti-hybrid legislation effec-
tive from 2004, which was meant to counter-
act the use of certain hybrid instruments. Fully-
fledged anti-hybrid legislation was introduced 
in 2018, in compliance with ATAD I and II. As a 
consequence of such legislation, there may be 
instances where expenses borne by local cor-
porations could be non-deductible if connected 
to hybrid mismatches.

However, in the context of the fiscal reform, 
Italy has implemented a penalty protection for 
infringements that may arise from hybrids. This 
protection can be claimed if appropriate evi-
dence of having implemented measures to avoid 

hybrid mismatches is provided. The documenta-
tion substantiating such implementation must be 
submitted by taxpayers resident (or located) in 
Italy and should provide a detailed description 
of the multinational group, the relevant transac-
tions, and the internal procedures for identifying 
mismatches. Specific procedures for the prepa-
ration and submission of this documentation are 
outlined, including a deadline for timestamping. 
Transitional provisions for previous tax periods 
grant additional time for the preparation of the 
required documentation.

9.7 Territorial Tax Regime
There are no territorial tax regimes except for 
the optional application of the branch exemp-
tion regime described in 6.1 Foreign Income of 
Local Corporations.

Italian interest limitation rules apply in general to 
all interest expenses of resident companies and 
Italian permanent establishments, regardless of 
whether the payee of the interest payments is 
Italian or foreign and related or not. The regime 
applicable to interest deduction is in line with 
Article 4 of ATAD I.

9.8 Controlled Foreign Corporation 
Proposals
Italian law has featured CFC legislation since 
2000; see 6.5 Taxation of Income of Non-local 
Subsidiaries Under Controlled Foreign Cor-
poration-Type Rules for an illustration of the 
currently applicable rules. A change in the CFC 
regime has been made with Article 3 of Legisla-
tive Decree of 27 December 2023 No 209. In 
fact, the CFC regime has been harmonised with 
the Global Minimum Tax enforced by Italy in the 
context of Pillar Two of the Programme of Work 
for Addressing the Tax Challenges of the Digi-
talisation of the Economy agreed upon by the 
Inclusive Framework.
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9.9 Anti-Avoidance Rules
Pursuant to an established practice, Italian tax 
authorities apply Italian domestic anti-avoidance 
rules and principles to deny treaty benefits. The 
case law of the Supreme Court upholds this 
practice. Therefore, the recommendation of a 
treaty general anti-avoidance rule of Action 6 is 
not expected to have an impact on this practice.

Italian treaties do not generally include a limita-
tion on benefits provision (the notable exception 
being the treaty with the United States). Further-
more, Italy did not opt to apply the Simplified 
Limitation on Benefits rule included in the MLI 
and, therefore, such rule should not be included 
in any of Italy’s Covered Tax Agreements (obvi-
ously, this conclusion should be further checked 
when Italy ratifies the MLI and deposits the final 
list of notifications).

9.10 Transfer Pricing Changes
The changes to the OECD Transfer Pricing 
Guidelines made pursuant to BEPS Actions 8 
to 10 have not resulted in any dramatic change 
in the Italian regime. Indeed, the approach of 
the Italian tax authorities within tax audits was 
already essentially based on the arm’s length 
principle.

Transfer pricing was and continues to be an area 
carefully and often scrutinised by the tax authori-
ties during audits of companies of multinational 
groups.

9.11 Transparency and Country-by-
Country Reporting
As an EU member state, Italy complies with 
the obligations on the exchange of information 
laid down by the Directive on the exchange of 
information (under Directive 2011/16/EU – DAC). 
Such exchange of information includes, inter 

alia, the mandatory exchange of tax rulings and 
CRS with other member states.

In 2015, Italy introduced country-by-country 
reporting obligations in line with BEPS Action 
13 recommendations and in line with the DAC in 
relation to information concerning tax years that 
began on or after 1 January 2016.

Moreover, Italy implemented the provisions of 
the DAC concerning the automatic exchange of 
information on certain reportable cross-border 
arrangements (generally known as DAC 6 provi-
sions).

9.12 Taxation of Digital Economy 
Businesses
See 9.13 Digital Taxation.

9.13 Digital Taxation
In 2017, the domestic law definition of perma-
nent establishment was amended to provide that 
a non-resident company shall be regarded as 
having a permanent establishment if it has “a 
significant and continuous economic presence 
in the Italian territory that has been arranged in 
such a way that does not give rise to a physical 
presence therein”. The provision seems loosely 
inspired by BEPS Action 1 Report. However, the 
exact scope of the provision and its relationship 
with existing tax treaties (which do not include 
such a provision in their definition of a perma-
nent establishment) is currently unclear.

In December 2019, Italy introduced a Digital Ser-
vices Tax (DST), patterned after the European 
Commission Proposal of March 2018. The DST 
entered into force on 1 January 2020. Taxable 
persons shall make the first payment of the DST 
by 16 March 2021 on the taxable revenues that 
they realised during 2020, and shall submit the 
relevant tax return by 30 April 2021.
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The DST is a tax on revenues stemming from the 
provisions of three types of services:

• the placing on a digital interface of advertis-
ing targeted at users of that interface;

• the making available to users of a multi-
sided digital interface which allows users to 
find other users and to interact with them, 
and which may also facilitate the provision 
of underlying supplies of goods or services 
directly between users; and

• the transmission of data collected about 
users and generated from users’ activities on 
digital interfaces.

The DST is levied at the rate of 3% on the gross 
revenues (net of VAT) for the provision of such 
services that are to be regarded as realised 
in Italy according to specific territoriality rules 
based on the location of the users of the services 
and regardless of the location of the payers.

Like the European Commission’s proposal, the 
DST should not apply to the provision of certain 
services and the supply of certain goods such 
as, in particular, the provision of digital contents 
and e-commerce transactions.

The DST applies to both resident and non-resi-
dent entities, with or without an Italian permanent 
establishment, that in the calendar year preced-
ing the one in which the DST should apply, either 
on a standalone basis or at the group level, have 
accrued a total amount of worldwide revenue, 
reported during the calendar year, not lower than 
EUR750 million.

The budget law for 2023 introduced a reporting 
obligation for VAT taxable persons who oper-
ate electronic platforms that facilitate indirect 
e-commerce. These entities are required to pro-
vide the Revenue Agency with data on suppliers 
and transactions carried out.

Furthermore, the budget law for 2025 has intro-
duced the obligation to make a provisional pay-
ment, by 30 November of the calendar year in 
which the revenues are generated, equal to 30% 
of the DST tax liability for the preceding calendar 
year.

9.14	 Taxation	of	Offshore	IP
There are no specific provisions dealing with the 
taxation of offshore intellectual property. 
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New Tax Legislation and the Consolidation of 
Regulatory Practice in Italy
There has recently been important progress in 
the Italian tax environment through the enact-
ment of new pieces of legislation. In most cases, 
the evolution has been along the lines of the vari-
ous international developments that took place 
within the context of the OECD (BEPS Action 
Plan) and the European Union.

Aside from the legal and administrative evolu-
tions, in the last few years there has been an 
impressive consolidation of the tax authorities’ 
practice, also showing that authorities can now 
avail themselves of highly specialised depart-
ments (especially in certain areas, such as 
transfer pricing and international tax) and have 
access to an increasingly wide range of informa-
tion about taxpayers and groups.

Overall, several factors make Italy an attractive 
destination for foreign investment. A combina-
tion of appealing incentives and the opportu-
nity for taxpayers to engage in meaningful dia-
logue with tax authorities offers the potential for 
advance certainty, thereby mitigating tax risks.

The Ruling Practice of Italian Tax Authorities 
and the Possibility to Seek Advance 
Certainty/Risk Prevention
A key advancement in Italian tax administration 
is the enhanced ability for taxpayers to submit 
ruling applications for advance certainty on tax 
rules. This system provides an effective means 
of securing clarity on applicable tax regimes.

Ordinary tax ruling practice
The tax ruling system has been recently reformed. 
The new system provides for an ordinary ruling 
procedure, covering several areas (interpretation 
of the tax law, qualification of a specific item of 
income, analysis as to whether a transaction falls 

within the scope of abuse of law, disapplication 
of specific anti-avoidance rules and evaluation 
on the abusiveness of a transaction) whereby 
any taxpayer can submit a request to the tax 
authorities to obtain the authorities’ opinion with 
respect to the actual case/transaction.

As of 2024, some ruling procedures will be sub-
ject to a fee, which varies depending on the size, 
the turnover of the company and the complexity 
of the question(s). These fees will be allocated 
towards the training and professional develop-
ment of tax agency staff. The implementing rules 
concerning such fees have not yet been pub-
lished.

Depending on the residence, nature and size of 
the applicant taxpayer, replies to ruling applica-
tions are issued either by the central body of the 
Revenue Agency or by the regional offices. In 
any event, a reply to the request is guaranteed 
within 90 days (with the possibility for authorities 
to have a 60-day extension in case they request 
additional information) or, in the case of a lack of 
a reply, it is presumed that the solution proposed 
by the applicant is confirmed (ie, it is endorsed 
by the Revenue Agency). The deadline to reply 
is suspended for the period from 1 August to 31 
August of each year.

Ruling replies are generally (but not always) pub-
lished on a redacted basis on the website of the 
Revenue Agency and thus contribute to the set 
of interpretative guidance provided by the tax 
administration.

Despite the publication, it is to be noted that 
the position taken in the ruling reply is binding 
for the Revenue Agency only with respect to the 
specific taxpayer that filed the application, to the 
extent that the relevant facts and circumstances 
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are in line with the ones represented to the tax 
authorities in the application.

In several cases, where rulings affect inter-
national matters, rulings may also have to be 
exchanged by the Italian tax administration with 
other jurisdictions’ tax administration.

“New investments” rulings
Aside from ordinary rulings, taxpayers (both Ital-
ian and foreign) can apply for a specific ruling 
procedure with respect to “new investments” 
that exceed EUR15 million and have a benefi-
cial impact on employment. Such ruling applica-
tions, which can refer to any issues connected 
with the “new investment”, are handled by a spe-
cialised department of the Revenue Agency and 
can provide full certainty on the regime applica-
ble to an overall investment (the procedure not 
only covers all the matters dealt with by ordinary 
tax rulings, but also the request for confirma-
tion of the existence of the requirements nec-
essary to be eligible for a specific tax regime 
and questions concerning certain more factual 
issues – eg, existence of an Italian permanent 
establishment – may be submitted). Applicants 
filing for the “new investments” ruling can also 
have facilitated access to the co-operative com-
pliance programme (ie, irrespective of the size of 
the applicant – see below).

Co-operative compliance
In 2015, Italy introduced “co-operative compli-
ance” programme in line with the OECD stand-
ards. Groups and companies accessing this pro-
gramme can benefit from a system of “enhanced 
co-operation” with the Italian tax administration. 
The system contemplates a regular flow of infor-
mation between the group or company and a 
specific department of the Revenue Agency, 
with the benefit of shorter response times for 
interpretative queries, also within the context of 

ruling applications (which can also be aimed at 
obtaining confirmation on the existence of the 
requirements necessary to be eligible for a spe-
cific tax regime), and reduced penalties in case 
of challenges/mistakes.

In the context of the recently approved Italian 
tax reform, the co-operative compliance will be 
strengthened. In fact, significant changes have 
been introduced, including:

• the progressive reduction of the revenue or 
the turnover threshold to access co-operative 
compliance;

• the enhancement of some benefits deriving 
from the co-operative compliance regime; 
and

• the issuance of a code of conduct govern-
ing the rights and obligation of both the tax 
authorities and taxpayers.

The system is available to groups and compa-
nies that have an appropriate tax control frame-
work in place. Notwithstanding the amendments 
in force as of 2025, the regime is limited to quite 
a small range of companies so far (depending 
on the size or specific conditions, like having 
filed the “new investments” ruling as mentioned 
above). As to the size, for the fiscal year 2025, 
taxpayers with a turnover or revenues of not less 
than EUR750 million are eligible for this regime. 
However, the aim is to extend the co-operative 
compliance regime to a broader range of tax-
payers, namely to taxpayers with a turnover or 
revenue of at least EUR500 million as of 2026 
and to taxpayers with a turnover or revenue of 
at least EUR100 million as of 2028.

As of 2024, should the taxpayer not meet the 
requirements for admission to the co-operative 
compliance regime, it may opt for the adoption 
of a system for the detection, measurement and 
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control of tax risks by filing a specific commu-
nication to the tax authorities. This option may 
allow the companies to access some of the ben-
efits provided for by the co-operative compli-
ance regime.

Recent Developments in the Area of Transfer 
Pricing
In recent years, Italy has proven to be more 
aligned with international best practices and 
trends in the area of transfer pricing.

Starting with a decree in 2018, a new set of rules 
was enacted where the Italian tax legislation was 
aligned with the most recent developments on 
transfer pricing, and the Italian tax authorities 
set out several guidance documents generally 
confirming that the Italian approach vis-à-vis 
transfer pricing is aligned with OECD practice 
and recommendations. In general, the Italian tax 
authorities fully endorsed the arm’s length prin-
ciple as interpreted and analysed by the OECD 
and thus referred to the OECD Guidelines on 
transfer pricing.

In the same context, along the lines of the OECD 
BEPS Actions (albeit with some deviation), in 
2020 the Italian tax authorities redesigned the 
rules governing transfer pricing documentation 
whereby, if an adequate set of documents (com-
prising Masterfile and Local File) is prepared in 
advance and maintained by the taxpayer and the 
taxpayer provides a formal advance communi-
cation, there is full protection from administrative 
penalties in case of transfer pricing adjustments.

Beyond legislative changes, there is a notable 
trend towards using co-operative instruments 
with tax authorities to prevent or resolve dis-
putes. These instruments include:

• Unilateral Advance Pricing Agreements 
(“Unilteral APAs”) These agreements, signed 
between taxpayers and the tax administra-
tion, predetermine transfer pricing methods 
and policies for specific intercompany trans-
actions. Unilateral APAs have a validity of five 
tax periods starting from the tax period of sig-
nature of the agreement, but with the possi-
bility, under certain conditions, to roll back the 
effects of the ruling to previous tax periods. 
Such advance pricing agreements can also 
be used for the purposes of the identification 
of a permanent establishment, the attribution 
of income to a permanent establishment and 
the application of specific double tax treaty 
provisions;

• Bilateral/Multilateral Advance Pricing Agree-
ments (“Bilateral or Multilateral APAs”) These 
agreements are negotiated through interna-
tional procedures between Italian competent 
authorities and the competent authorities of 
other countries involved. This way of prevent-
ing any double taxation has proven quite 
effective thanks to increased co-operation 
between Italian tax authorities and the com-
petent authorities of most developed coun-
tries. Based on the statistics published in 
2021 by the European Commission, Italy has 
the third-highest bilateral or multilateral APAs 
in force in Europe. These agreements define 
appropriate transfer pricing methods and 
policies across all involved countries, mini-
mising double taxation in advance. Roll-back 
provisions may also apply here, and filing for 
these APAs incurs a fee.

• Dispute Resolution Procedures: These 
encompass mutual agreement procedures 
and/or arbitration procedures laid down by 
international tax treaties and, more recently, 
by the EU Dispute Resolution Directive (within 
an EU context), on the basis of which it is 
possible to resolve any double taxation aris-
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ing from tax assessments through an agree-
ment between the competent authorities. 
The enhanced co-operation between these 
authorities has led to increased positive out-
comes for taxpayers. On the occasion of the 
Tax Certainty Day 2021, held on 22 Novem-
ber, the OECD released the 2020 Mutual 
Agreement Procedure Statistics and Italy 
was the co-winner with Spain of the award in 
Category “co-operation”.

Alignment With International Tax Evolutions
The Italian tax system’s gradual alignment with 
international standards extends beyond transfer 
pricing, encompassing all facets of international 
taxation. Recent years have seen substantial 
reforms in this area:

• First, the entire set of rules governing the tax-
ation of controlled foreign companies (CFC) 
has been reformed. The updated CFC rules 
are now aligned with the European Directives 
(commonly referred to as ATAD), broaden-
ing the scope of their application. These 
rules now apply to controlled entities that are 
subject to low levels of taxation and whose 
revenues are primarily of a passive nature. 
Exemption from the application of these rules 
is only possible if the controlled entity carries 
out substantial economic activity supported 
by staff, equipment, assets, and premises in 
the foreign state. More recently, the CFC rules 
have been further updated to integrate the 
newly introduced Global Minimum Tax.

• Second, the Italian legislature has introduced 
a set of anti-hybrid mismatch rules, which 
have been designed in accordance with 
OECD standards and ATAD Directives. These 
rules impose significant restrictions on the 
deduction of costs in cases involving hybrid 
mismatch arrangements or imported hybrid 
mismatches – situations where hybrid ben-

efits are obtained abroad and indirectly offset 
through expense deductions in Italy.

• In 2021, the DAC6 Directive introduced spe-
cific obligations on taxpayers and intermedi-
aries (including advisers) to report to the tax 
authorities any cross-border arrangements 
that have been identified as aggressive.

• Effective from 1 January 2024, in enacting 
OECD Pillar Two, Italy has introduced the 
Global Minimum Tax at a rate of 15% for the 
groups that have recorded, in the consolidat-
ed tax grouping, an annual income of at least 
EUR750 million in each of the four financial 
years prior to 2025.

The introduction of all these changes was 
accompanied by public consultation procedures 
that gave rise to extensive guidelines from the 
Italian Revenue Agency. These changes are very 
much in line with the developments in most 
other European countries. Like in those coun-
tries, such rules have to be adequately taken 
into account given that their application could 
become quite complex and burdensome for 
companies.

Available Tax Incentives
Recent legislative activity in Italy has also 
focused on introducing various tax incentives, 
generally designed within the parameters set by 
OECD and EU regulations. These incentives aim 
to stimulate the economy and attract or retain 
investments within Italy.

Among the most relevant incentives, the follow-
ing are worth mentioning.

Incentives for R&D investments
From 2021, a super-deduction regime has been 
introduced whereby a company can benefit 
from an additional deduction from its taxable 
income in the amount of 110% of R&D expens-
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es incurred in connection with certain qualifying 
intangibles. This rule enhances the deduction of 
costs linked with the creation of intangibles. This 
measure was introduced alongside the abolition 
of the previously applicable “patent box” regime.

A further tax credit is available for certain qualify-
ing R&D expenses. In order to benefit from the 
tax credit, eligible companies shall also meet 
certain record-keeping requirements (ie, tracing 
and tracking system and certification by a quali-
fied auditor).

Incentives for new investments
Similarly, costs borne for qualifying new invest-
ments (mostly “highly technological” assets) are 
eligible for an enhanced deduction or tax credit 
mechanism that allows a super deduction ben-
efit.

Incentives for innovative start-up companies
Innovative start-up companies are identified on 
the basis of certain specific conditions, includ-
ing, for instance, the carrying out of an inno-
vative activity or project, and having an R&D 
expenditure that amounts to at least a certain 
figure established by law. Innovative start-ups 
are entitled to a number of tax benefits. For 
example, investors in these start-ups can deduct 
a portion of their investment from their taxable 
income, subject to certain limits.

Employment
Italy has introduced a special incentive for new-
ly hired employees with open-ended contracts 
whereby, for deduction purposes, the cost of 
newly hired employees is increased by 20% pro-
vided that the hiring entity has been operative 
in the last financial year and in 2025 will have 
employed more workers than the average of the 
previous year.

Relocation of economic activities to Italy
Subject to the European Commission’s approval, 
Italy has introduced an incentive for companies 
that relocate to Italy. Under this scheme, only 
50% of the income generated by these relocat-
ed companies will be included in their taxable 
income for IRES and IRAP purposes for the six 
fiscal periods following the relocation.

Reduced IRES tax rate
For the 2025 tax period, companies may qualify 
for a reduced IRES tax rate of 20%, subject to 
specific conditions, namely:

• At least 80% of the profits from the fiscal year 
ending 31 December 2024 must be allocated 
to a specific net equity reserve and not dis-
tributed.

• Companies must invest in eligible fixed assets 
for production facilities in Italy, amounting to 
at least 30% of retained earnings for 2024 
and 24% for 2023, with a minimum invest-
ment of EUR20,000 to be made between 1 
January 2025 and 31 October 2026.

• The number of employees in 2025 must not 
decrease compared to the average of the pre-
vious three years, and it must be at least 1% 
higher than the 2024 average, considering all 
Italian-resident group companies.

Additionally, the company must not have used 
the wage supplementation fund (Cassa Inte-
grazione Guadagni) in the fiscal years ending 31 
December 2024 or 31 December 2025. Recap-
ture rules apply if the reserve is distributed within 
two tax periods or if the investments are sold or 
relocated within five tax periods.

Profit	Repatriation	–	New	Rules	and	the	
Attitude of Tax Authorities
One of the key concerns for foreign investors 
in Italy has long been the repatriation of profits. 
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This is largely due to the increasingly aggres-
sive stance adopted by Italian tax authorities 
in recent years when auditing and challenging 
dividend distributions to non-Italian sharehold-
ers. In several cases, authorities have disputed 
the applicability of EU Directives and double tax 
treaties, often asserting that dividend distribu-
tions to foreign shareholders do not qualify for 
Italian withholding tax exemptions or reductions 
unless the recipient is deemed the beneficial 
owner of the dividends and is not classified as 
an artificial arrangement.

As a result, many corporate groups that man-
age their investments through European regional 
holdings or investment funds, particularly those 
channelling their investments in Italian target 
companies via intermediate EU holding compa-
nies, have faced tax claims relating to withhold-
ing tax exposure. A similar approach has also 
been applied to interest payments.

A significant reduction in these risks has been 
achieved through recent legislative changes. 
Under the new rules, dividend distributions to, 
and capital gains realised by, UCIT funds and 
AIFs that are compliant with EU regulations 
and supervised in an EU or EEA state (with an 
exchange of information agreement in force) are 
now exempt from withholding tax (or substitute 
tax in the case of capital gains stemming from 
the share of sales). This development represents 
a substantial improvement for foreign funds 
investing in Italy. Additionally, a 95% exemption 
from capital gains tax has recently been extend-
ed to non-Italian companies that are resident in 
an EU or EEA member state, provided certain 
conditions are met. This change may help miti-
gate the impact of the absence of treaty protec-
tion.

In other instances, the audit practice of the Ital-
ian tax authorities continues to rigorously assess 
the conditions for applying EU Directives and tax 
treaties to determine eligibility for withholding tax 
exemptions and reductions, often arguing that 
beneficial ownership conditions are not met, and 
often applying general anti-abuse rules. Nota-
bly, the Italian General Anti-Abuse Rule (Italian 
GAAR), set forth in Article 10-bis of Law No 212 
of 27 July 2000, is frequently invoked in connec-
tion with share buy-back transactions.

Another area of heightened scrutiny by the Italian 
tax Authorities involves the international mobility 
of companies. Tax authorities have occasionally 
challenged the correct application of exit tax 
rules for corporate taxpayers relocating their tax 
residence outside of Italy.

There have also been instances where tax 
authorities have claimed that the business model 
presented in contracts and documentation does 
not align with the company’s actual operations or 
transactions. Such cases have included claims 
involving the identification of hidden permanent 
establishments in Italy or assessments of higher 
taxes linked to alleged business restructurings, 
where authorities have argued that the local enti-
ty should have received compensation.

Furthermore, there has been a notable increase 
in the use of the Italian GAAR to challenge both 
domestic and international reorganisations.
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1. Types of Business Entities, 
Their Residence and Basic Tax 
Treatment
1.1 Corporate Structures and Tax 
Treatment
Types of Business Forms
The corporate form a business takes is influ-
enced by various factors, which may include 
promoters’ operational interests, statutory 
compliance issues, tax implications or budget 
factors. Generally, the laws in place provide for 
business forms such as sole proprietorship, lim-
ited partnership (LP), limited liability partnership 
(LLP), limited liability company (LTD), public lim-
ited company (PLC), and foreign company (FC).

Key	Differences	Concerning	Business	Forms
The primary differences among these structures 
are tax, sector-specific statutory requirements, 
and liability towards the promoters of the entity.

Whether entities are taxed as separate 
entities
In general, there are entities that are tax pass-
through and those where tax is applied to the 
entity. For instance, for a sole proprietor, LP and 
LLP, tax applies to the founder(s) or partners, 
while for an LTD, PLC and FC, tax applies to 
the corporate structure. However, there can be a 
further distinction between the tax applied to an 
FC and a subsidiary of a foreign company (LTD).

Tax liability post-dissolution of a limited 
liability entity
If an entity such as an LLP, LTD or PLC is struck 
off the Companies Register, the closure of the 
entity does not obliterate any tax liability that 
the entity may have to the relevant government 
agencies. This means that the tax liability linked 
to the personal identification number (“Tax PIN”) 
of the entity remains active post-closure and the 

Tax PIN can only be closed upon addressing 
such liabilities.

1.2 Transparent Entities
The three key transparent entities are:

• sole proprietor, mostly preferred for their 
simple formation and flexible arrangements of 
sharing of profits;

• limited partnership, preferred for the flexibility 
with limitation of liability for passive investors; 
and

• limited liability partnership, which is the most 
preferred of partnerships for the purposes of 
limited liability protection for the founders and 
partners.

All these entities are preferred because of the 
pass-through nature of taxation which helps 
avoid double taxation. Private equity firms may 
take the form of an LLP due to the near replica-
tion of an LTD in terms of limiting the founders’ 
liability. With regard to venture capital firms and 
for the purposes of enjoying certain tax benefits, 
there is no option to opt in for transparent enti-
ties, since the Income Tax (Venture Capital Enter-
prises) Rules require the venture capital firm to 
be a corporate structure as per the Companies 
Act. Hedge funds will most often take the shape 
of Limited Partnerships and Limited Companies 
especially for the purposes of accommodating 
foreign investors. While taxation will apply as per 
the form used, the investors could benefit from 
various tax incentives offered in Kenya, including 
the existing double taxation agreements.

1.3 Determining Residence of 
Incorporated Businesses
An entity’s residence, other than its incorpora-
tion in Kenya, is determined through various 
operational factors. A business is considered 
to be resident in Kenya if its management and 
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control of its activities take place in Kenya or the 
Cabinet Secretary declares a given entity to be a 
resident entity through a Gazette Notice. There-
fore, there are instances where a non-resident 
entity may be considered to have a permanent 
establishment (PE) in Kenya. Some of the key 
factors that are used to determine a PE are set 
out below.

Fixed Place of Business
A fixed place of business wholly or partly serves 
as a place of management, branch, workshop, 
office, mine, factory, oil/gas well, quarry, place 
of extraction/exploitation, warehouse (provid-
ing storage facilities), farm, plantation or place 
for related activities and a sale outlet. For digi-
tal nomads, if they stay in Kenya for over 183 
days or establish a significant presence, their 
activities could trigger a fixed place of business 
and create tax obligations in the country. This 
could impact both the nomad’s tax residency 
and the tax residence of their employer, poten-
tially leading to dual tax obligations. Double tax 
agreements (DTAs) may provide relief in such 
cases, helping to allocate taxing rights between 
the home and host countries and reduce the 
chances of double taxation.

Timeline-Based Activities
183 days
Activities under this category include work on a 
building site, a construction, assembly or instal-
lation project, or any supervisory activity linked 
to the site or project. There are, however, other 
factors such as aggregated timelines and related 
entities, that would be factored in to determine 
whether an entity is a PE.

91 days
The provision of services or consultancies by 
a person through employees or other person-
nel in Kenya where such an activity continues 

for a period (including an aggregated period) 
exceeding 91 days within a 12-month period, 
commencing or ending in the year of income, 
is also a factor used to determine whether an 
entity is a PE.

An installation or structure used in the explora-
tion of natural resources for a period exceeding 
91 days will also be considered to be a PE.

Dependent Agent
A person that has a dependent agent in Kenya 
who assumes any role, including concluding 
contracts and playing the principal role in a busi-
ness entity with no serious supervision, will be 
deemed to have a PE in Kenya. However, there 
are some limitations on applying the depend-
ent agent provision, when the activities are what 
could be defined by law as being of a prepara-
tory or auxiliary nature.

1.4 Tax Rates
The tax rates in Kenya vary depending on the 
structure of the entity and certain regulatory fac-
tors, such as entities being in the Export Pro-
cessing Zone (EPZ), Special Economic Zone 
(SEZ), or entities being involved in shipping, 
housing development or motor vehicle assem-
bly, among other businesses, for which there are 
special arrangements with the government. See 
2.3 Other Special Incentives for further detail.

General Tax Rates for Incorporated 
Businesses
The general applicable rate is 30% for a resident 
entity and 30% and an additional repatriation tax 
of 15% for a non-resident entity.

Sector-Specific	Tax	for	Incorporated	
Businesses
• EPZ entities are exempt from paying any 

corporation tax for a period of ten years from 
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the date on which their EPZ business com-
menced, which will be revised to 25% upon 
the lapse of the exemption period for the next 
ten years.

• SEZ entities are subject to corporation tax of 
10% for the first ten years in which they are 
resident in the SEZ, after which, 15% tax will 
apply for the next ten years.

• An entity engaging in the local assembly of 
motor vehicles will pay 15% corporate tax for 
the first five years from commencement of 
operations. This period will be extended for a 
further five years should the entity meet the 
local content requirements.

• If an entity has entered into an agreement 
with the government for a preferential tax 
rate, such tax rate will apply.

• An entity engaged in shipping business will 
pay 15% corporate tax for the first ten years 
from commencement of operations.

• An entity engaged in operating a carbon mar-
ket exchange or emission trading system that 
is certified by the Nairobi International Finan-
cial Centre Authority will pay 15% corporate 
tax for the first ten years from the year of 
commencement.

Sole Proprietor/LP/LLP
An individual-owned business or pass-through 
entity’s tax rates are applied on an individual 
level rather than as “trading as” or pass-through 
entity. The rates are applied in bands or scales 
ranging from 10% to a maximum of 35%, as 
follows (the figures refer to yearly income com-
putation):

• first KES288,000 – 10%;
• next KES100,000 – 25%;
• next KES5.612 million – 30%;
• next KES3.6 million – 32.5%;
• all above KES9.6 million – 35%.

2. Key General Features of the Tax 
Regime Applicable to Incorporated 
Businesses
2.1	 Calculation	for	Taxable	Profits
Allowable Deductions and Exemptions
Taxable profits are calculated based on account-
ing profits, but with certain adjustments in terms 
of deductions and exemptions that a person 
may apply to their gross profit for the purpose of 
establishing their net profit, which will be taxable. 
The Kenya Revenue Authority (KRA) is imple-
menting measures to bring taxpayers into the 
system and there is a requirement that for allow-
able deductions to be accepted, all tax receipts 
must be generated from KRA’s electronic tax 
invoice management systems (eTIMs), save 
where there are exemptions. Allowable deduc-
tions include business-related expenditure, bad 
debts, expenditure on scientific research, certain 
expenditures arising prior to commencement of 
the business, certain investment costs, certain 
costs under extractive industries, and a person 
may consider income that is exempt from tax 
when determining taxable profits. Taxable profits 
are generally calculated on an accrual basis as 
income is recognised when earned as opposed 
to when received.

2.2 Special Incentives for Technology 
Investments
Scientific	Research	Incentive
A business that has expenses of a capital nature 
or not of a capital nature concerning scien-
tific research will have the right to deduct the 
expense as an allowable deduction, and this 
equally applies to funds paid to a scientific 
research association that has been approved 
by the Commissioner.
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Qualifying Intellectual Property
There is a clearer approach on how to qualify 
intellectual property (IP) income that is subject to 
determining preferential tax rates. The IP income 
subject to tax benefits is determined through the 
division of the taxpayer’s research and develop-
ment (R&D) costs by the taxpayer’s R&D costs 
plus acquisition costs and related-party sourc-
ing costs, and the outcome is multiplied by IP 
income (including royalties, capital gains, any 
income from the sale of IP assets, and embed-
ded IP income per transfer pricing principles).

2.3 Other Special Incentives
Carbon Market Exchange or Emission 
Trading System
An entity certified by the Nairobi International 
Financial Centre Authority (NIFCA) to operate 
a carbon market exchange or emission trading 
system will be taxed at the rate of 15% for the 
first ten years from commencement of its opera-
tion. In addition, 50% of the investment cost of 
renewable energy projects is deductible annu-
ally on a reducing balance basis. Interest income 
earned from green bonds listed in the Nairobi 
Securities Exchange (NSE) is exempt from tax.

Economic and Processing Zones
There are various corporate tax benefits for enti-
ties that embrace the use of the EPZ or SEZ. The 
former is more focused on export from Kenya 
while the latter provides room to transact with 
the local market and export while still benefiting 
from tax incentives.

Manufacture of Human Vaccines
An entity engaged in the manufacture of human 
vaccines is exempt from tax for income accrued 
in, derived from or received in Kenya. These 
exemptions apply to payments made to a non-
resident service provider without a PE in Kenya, 

the income of the entity, compensating tax, and 
dividends paid to a non-resident person.

Motor Vehicle Assembly
An entity engaged in local assembly of motor 
vehicles will pay 15% corporate tax for the first 
five years from the commencement of opera-
tions. This period will be extended for a further 
five years should the entity meet the local con-
tent requirements.

ICT and Digital Services
Tax rebates are applicable for software devel-
opment and ICT equipment manufacturing. 
Locally developed software and digital services 
that are exported are zero-rated. Investors in ICT 
hubs benefit from the SEZ incentives including 
reduced corporate tax and VAT exemptions.

Special Arrangements
The government offers a special tax rate if an 
entity enters a special operating framework with 
the government, an entity is incorporated for 
manufacturing human vaccines or other manu-
facturing activities including mining, and the 
capital investment is about KES10 billion.

2.4 Basic Rules on Loss Relief
Where a loss is in line with the regulations on 
allowable deductions, the law allows a deduc-
tion to be carried forward for a maximum period 
of ten years. However, a person may apply to 
the Commissioner for an extension due to its 
inability to extinguish the deficit deduction.

2.5 Imposed Limits on Deduction of 
Interest
There are parameters when deducting inter-
est as one of the allowable deductions under 
the relevant law. The interest should arise from 
funds borrowed with a view to advancing a par-
ticular investment income (excluding qualifying 
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dividends and interests) for a particular taxable 
income. If the amount deductible exceeds the 
income with tax obligation, the same excess will 
be carried forward to the following income year.

2.6 Basic Rules on Consolidated Tax 
Grouping
Consolidated Tax Group
The Commissioner requires an entity with Ken-
yan residence that is an ultimate parent or con-
stituent of a multinational enterprise to file its 
financial activities concerning Kenya and other 
jurisdictions in which it has a tax presence. An 
entity that qualifies for this category is one with 
a gross turnover of KES95 billion. This qualifying 
entity will file country-by-country (CBC) reports 
through a master file and local file. The master 
file will include the consolidated financial state-
ments of the group.

Exemptions
Resident surrogate parent entity
There are exemptions on CBC reporting based 
on the fact that the ultimate parent entity has a 
reporting obligation at its jurisdiction, its juris-
diction has an international agreement coupled 
with the competent authority, and there is no 
arising systemic failure notification by the Com-
missioner.

Resident constituent entity
There are exemptions on CBC reporting if the 
non-resident surrogate entity files the CBC, 
the jurisdiction of the non-resident surrogate 
requires CBC reporting, no notification is made 
to Kenya for systemic failure, or the non-resident 
parent entity has issued a notification to a com-
petent authority that it is the designated surro-
gate parent entity of the group.

2.7 Capital Gains Taxation
Capital gains tax (CGT) in Kenya is currently at 
the rate of 15%, which is applicable to gains 
made upon selling of shares. An entity can deter-
mine what amounts to gains, subject to CGT, by 
calculating the difference between the transfer 
value and the adjusted cost. The former being 
the consideration paid, while the latter refers to 
the various costs incurred that can be deducted 
from the transfer value.

In the event there is a different tax applicable to 
what would be classified as capital gains, then 
CGT will not be applied because of the other 
applicable tax. In addition, one is limited from 
deducting costs for any securities transacted on 
and listed on any security exchange approved 
under the Capital Markets Act.

The CGT applicable when transferring a property 
will not apply when the title of the property is 
being transferred to a family trust.

2.8 Other Taxes Payable by an 
Incorporated Business
The type or sector specific to a transaction will 
influence the type of tax that will be applied in a 
particular transaction. In this regard, the follow-
ing are some of the taxes included.

Value Added Tax (VAT)
This is applicable on various goods and servic-
es rendered to an entity or when rendering the 
same to another entity if the goods or services 
are not exempted or zero-rated.

Excise Duty
This is commonly applicable in various transac-
tions, such as bank transactions, gains in the 
gaming industry, and for certain products/goods 
per a given Harmonised System (HS) Code, 
among others.
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Withholding Tax (WHT)
This is applicable to various classes of trans-
action and an incorporated business ought to 
know when to apply for the same. Some instanc-
es where WHT is applicable include consultancy 
fees, royalties, and gaming-related winnings, 
among others.

Gambling Industry-Based Tax
This is applicable to winnings. The taxes, which 
are rated at 15% of the gaming revenue (gross 
turnover less the amount paid out to customers 
as winnings), are known as betting tax, lottery 
tax, gaming tax, and prize competition tax. The 
taxes are paid to the Sports, Arts and Social 
Development Fund.

Minimum Top-Up Tax
This is applicable to a resident entity or an entity 
with a permanent establishment in Kenya that 
is a part of a multinational group with a consoli-
dated annual turnover of about KES104 billion 
or more in the consolidated financial statements 
of the ultimate parent entity in at least two of the 
previous four years of income immediately pre-
ceding the first year of income. This is generally 
the difference between 15% of the net income 
or loss for the year of income of the entity and 
the combined effective tax rate for the year of 
income, multiplied by the excess profit of the 
entity.

2.9 Incorporated Businesses and 
Notable Taxes
Other Notable Taxes
There are several tax classifications that apply to 
various businesses based on the sector that a 
particular business ventures into during that tax 
period. Some of the notable taxes, other than 
VAT and WHT, are as follows.

Affordable housing levy
According to the Finance Act, 2023, the Afford-
able Housing Levy (AHL) was applicable at a 
rate of 1.5% of the gross salary of the employee, 
whereby the employee and employer both con-
tributed 1.5% per month. This levy was, how-
ever, declared unconstitutional. As a result, the 
government passed the Affordable Housing Act, 
which was accepted into law on 18 March 2024.

Compensating tax
This tax is applicable to any untaxed dividend 
that is being distributed. A corporate entity will 
have an obligation to apply compensating tax at 
the rate of corporate tax, which is 30%.

Digital service tax
A digital service tax (DST) at a rate of 1.5% is 
applicable as a final tax on a non-resident entity 
without a PE that offers digital services.

National industrial training authority levy
This levy is paid at a rate of KES50 per employee 
monthly. This amount is a contribution by the 
employer; therefore, it is not deducted from the 
staff payroll.

Turnover tax
Turnover tax is applicable to all resident entities 
with revenues ranging between KES1 million and 
KES25 million in a given year (including pass-
through entities) at a rate of 3% of the gross 
receipts paid monthly. Entities receiving such 
revenue in the form of rental income, manage-
ment fees, professional fees and training fees, 
among others, are exempt from turnover tax, 
and an entity may apply for an exemption.
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3. Division of Tax Base Between 
Corporations and Non-Corporate 
Businesses
3.1 Closely Held Local Businesses
It is common practice for founders, the majority 
of whom operate small and medium enterprises, 
to prefer to start their businesses in the form of a 
sole proprietorship because of its low costs and 
simple structures, and later to convert, mostly 
to an LTD or LLP after significant growth in the 
business. However, some founders who prefer 
the benefits that come with corporate forms opt 
for the same from the beginning.

3.2 Individual Rates and Corporate Rates
Individual Tax Rates
The current individual income tax rate is on a 
scale from 10–35% depending on the individu-
al’s annual income. This means that the rate is 
equally applicable to a sole proprietorship, LP or 
LLP due to the open nature of income tax.

Corporate Tax Rates
There are various tax rates ranging from 0–30% 
of the income of a corporate entity in a given 
year. However, there are various ways to achieve 
tax benefits, such as, in the manufacture of 
human vaccines, being in the SEZ or EPZ, or 
by being involved in the motor industry, among 
others.

Other Options
While lawyers are limited to sole proprietorship, 
LP and LLP due to the belief that having share-
holders would lead to diversion from the public 
interest to shareholders’ interests, many other 
professionals prefer to adopt LTD structures.

3.3 Accumulating Earnings for 
Investment Purposes
There are no regulatory measures that limit a 
closely held corporation in the accumulation of 
funds for investment purposes. However, where 
an amount that would have been distributed 
as dividends, upon other deductions (such as 
investments) being made, has not been distrib-
uted within 12 months of the accounting period, 
the Commissioner will deem the amount as hav-
ing been paid, thereby resulting in the applicable 
tax being applied.

3.4 Sales of Shares by Individuals in 
Closely Held Corporations
CGT is the tax applicable to dividends from, 
and gain on the sale of, shares. The rate is 15%. 
There are exemptions, depending on whether 
there is a gain or a loss, which could result in 
the CGT not being applied to a particular trans-
action.

3.5 Sales of Shares by Individuals in 
Publicly Traded Corporations
The traded shares are subject to WHT that is 
applied by the relevant stockbroker trading the 
shares on behalf of the individual. The WHT must 
be remitted to the KRA on or before the 20th 
day of the following month. The WHT rate appli-
cable to a resident person is 5% (this extends 
to a citizen of East African Community partner 
states) and for a non-resident person the WHT 
rate is 15%. There are limited exemptions on 
such dividends.

4. Key Features of Taxation of 
Inbound Investments

4.1 Withholding Taxes
The rates for WHT vary according to the transac-
tion activity, for instance, interest, dividends and 
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royalties will attract WHT at rates of 15%, 5% 
(voting rights matter) and 5%, respectively, for 
a resident person, while a non-resident person 
will pay a WHT of 0%, 15% and 20% for inter-
est (qualifying interest), dividends and royalties, 
respectively. These examples are not conclusive 
as there are various types of royalties and inter-
est, which an investor should be familiar with 
prior to any dealings.

4.2 Primary Tax Treaty Countries
Kenya has about 14 active double tax agree-
ments (DTAs), some of which are in the process 
of being negotiated or signed by the relevant 
states. These DTAs are essentially meant to 
manage the possible taxes applied on cross-
border transactions. Which country will receive 
the tax is influenced by myriad factors, which 
can include IP structuring for licensing, acces-
sibility to investors, and socio-political factors. 
Therefore, an entity is advised to assess its com-
mercial interest before exploring the structures 
under DTAs.

4.3 Use of Treaty Country Entities by 
Non-Treaty Country Residents
A DTA’s use is limited to the parties to that DTA. 
A person needing any consensus with the Com-
missioner on an item where a DTA does not 
apply, will have to reach out directly to the Com-
missioner. This is even more important where 
there is a grey area and the use of a DTA, or 
international agreement, will help in providing a 
solution.

4.4 Transfer Pricing Issues
The Kenyan government is keen to update its 
Transfer Pricing Rules due to the challenges 
arising when implementing the Transfer Pric-
ing Rules 2006, which are not in line with other 
market players or current events. To curb the 
challenges the Commissioner faces when inter-

acting with inbound investors, transfer pricing 
principles have been adopted which will give the 
inbound investor a sense of direction when tabu-
lating the relevant charges on an arm’s length 
basis.

4.5 Related-Party Limited Risk 
Distribution Arrangements
Related entities are required, as a matter of 
policy, to have policies that govern their respec-
tive relationships or arrangements. This is a 
bare minimum requirement in the transfer pric-
ing realm; however, the same ought to be struc-
tured in line with the best international practices, 
which will help in easing tension between the 
entity and the Commissioner.

4.6 Comparing Local Transfer Pricing 
Rules and/or Enforcement and OECD 
Standards
Kenya, being a member of the OECD, is required 
to revamp its regulatory framework to match the 
OECD standards; however, while there are limit-
ing factors due to the current regulatory frame-
work having been in use since 2006, the courts 
have embraced the OECD guiding principles for 
the purposes of better application or interpreta-
tion of the tax laws.

4.7 International Transfer Pricing 
Disputes
Kenya’s interest in revamping its Transfer Pricing 
Rules gives a clear impression that the relevant 
regulator is experiencing challenges in this area. 
Even the adoption of certain OECD standards 
may not have had much impact due to the need 
to translate the same into local law. Hence the 
appearance of the new proposed Transfer Pric-
ing Rules, 2023, which are more detailed.

There have been instances where differences of 
opinion on the application of the Transfer Pricing 
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Rules, 2006, have escalated between the regula-
tor and corporate entities at the domestic level, 
which still tends to be fairly manageable. How-
ever, there have been instances where the DTAs 
have also come into play, which requires diplo-
macy and mutual respect. In such cases, where 
there is a DTA and a taxpayer feels aggrieved by 
the position of the tax regulator over the possi-
bility of double taxation, the taxpayer can adopt 
a mutual agreement procedure to resolve the 
dispute.

5. Key Features of Taxation of Non-
Local Corporations

5.1 Compensating Adjustments When 
Transfer Pricing Claims Are Settled
Compensating tax is applicable at a rate of 30% 
when a corporate entity wishes to distribute its 
dividends out of gains or profits, and no tax is 
paid against such dividends.

5.2	 Taxation	Differences	Between	Local	
Branches and Local Subsidiaries of Non-
Local Corporations
Local branches and local subsidiaries are subject 
to corporate tax of 37.5% and 30% respectively 
for the declared net profits in a particular year of 
income. Furthermore, the allowable deductions 
for a local branch and local subsidiary will vary 
based on various transactional factors.

5.3 Capital Gains of Non-Residents
CGT is applicable to non-residents at a rate 
of 15% and is applied on any property, which 
includes shares held in Kenya that are trans-
acted on by any person, including a non-local 
holding entity that holds shares in a local entity 
directly. There is room to explore the provisions 
of the DTA, which boils down to the place where 
the alienator of the shares is resident.

5.4 Change of Control Provisions
What Amounts to Change of Control?
There are provisions addressing what amounts 
to change of control, which include factors 
such as shares held, guarantees, financial facili-
ties, ownership of know-how, and authority to 
appoint more than half of the board members. 
Any activity touching on the mentioned factors 
may show an aspect of change of control.

Liability of a Company
There are instances where the senior officers of 
the company, including a controlling member, 
will take full responsibility for the company’s tax 
if it can be established that the senior officers or 
controlling member put in place measures that 
made the company fail, or intended to have it 
fail, to comply with the tax laws.

5.5 Formulas Used to Determine Income 
of	Foreign-Owned	Local	Affiliates
There are no unique formulas other than the 
applicable regulatory framework, and account-
ing standards that are fronted by the Institute of 
Certified Public Accountants of Kenya (ICPAK) 
as favourable international practice.

5.6 Deductions for Payments by Local 
Affiliates
The bare minimum condition is that for a deduc-
tion to be allowed, the same ought to have been 
spent wholly and exclusively by the business for 
the purposes of generating the income. There 
are limitations on the application of the same, 
based on various factors, including where the 
spending involves a branch of a non-local entity 
and a local subsidiary of a non-local entity.

5.7 Constraints on Related-Party 
Borrowing
The regulatory framework in place provides that 
all transactions ought to be conducted at arm’s 
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length for the purposes of enhancing compliance 
with the Transfer Pricing Rules, 2006. Generally, 
in an attempt to comply with the Transfer Pric-
ing Rules, risks arise, such as currency stability 
and interest rates meant for the actual loan and 
interest rates meant to cover the possible unpre-
dictable fluctuation between the Kenya shilling 
(KES) and other favourably stable currencies that 
are stronger than the KES.

All in all, there are limitations on deductions 
should the payable interest to a related entity, 
including third parties, be in excess of 30% of 
the earnings before interest, taxes, deprecia-
tion and amortisation (EBIDTA) in any financial 
year of the borrower. There are, however, some 
exemptions that an entity may use where the 
purpose of the limitation is not applicable.

6. Key Features of Taxation 
of Foreign Income of Local 
Corporations
6.1 Foreign Income of Local 
Corporations
As Kenya has adopted a territorial tax-based 
system, from a general perspective, foreign 
income will not be subject to tax, save where 
there are certain requirements that the local 
corporation fails to meet. Therefore, where the 
Commissioner determines that to generate a 
certain income, the local corporation must part-
ly conduct business inside and outside Kenya, 
then the whole income will be subject to tax per 
the classification of that tax.

6.2 Non-Deductible Local Expenses
If the income is exempt, there will be no appli-
cable deductions. However, as indicated in 6.1 
Foreign Income of Local Corporations, there 
are instances when foreign income will be clas-

sified as taxable income, which will result in 
the application of allowable deductions, while 
observing the non-deductible expenses per the 
applicable regulatory framework.

6.3 Taxation on Dividends From Foreign 
Subsidiaries
Generally, dividends received by a local corpo-
ration from a foreign subsidiary, as a result of 
which, the local corporation holds more than 
12.5% of the shares, is tax exempt and, as such, 
there is no allowable deduction on expenses 
linked to that tax-exempt income.

6.4 Use of Intangibles by Non-Local 
Subsidiaries
Intangible assets, while considering the arm’s 
length principle, will be licensed to the non-local 
subsidiary, which translates to income received 
in Kenya by the local corporation. The income 
will be subject to the applicable regulations such 
as the Income Tax Act, Transfer Pricing Rules 
and DTA (if any).

6.5 Taxation of Income of Non-Local 
Subsidiaries Under Controlled Foreign 
Corporation-Type Rules
There are BEPS-influenced laws focusing on 
country-by-country reporting and common 
reporting standards, which will lead to the dis-
closure of more information concerning entities’ 
activities for better taxation. However, while in 
general the status is that there is no defined 
framework for a controlled foreign corporation 
(CFC), an entity controlling a foreign entity still 
has a defined position in Kenya for tax purposes.

6.6 Rules Related to the Substance of 
Non-Local	Affiliates
There are no economic substance regulations 
in place; however, the approach by the Com-
missioner is limited to the activities of the entity 
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as compared to a mere description. Therefore, 
the regulatory framework on what amounts to a 
resident, non-resident or PE entity will influence 
how the Commissioner defines an entity’s tax 
obligations.

6.7 Taxation on Gain on the Sale of 
Shares	in	Non-Local	Affiliates
Generally, alienation of shares in a non-local 
entity attracts no tax, save for where within 365 
days before the alienation, at least 20% of the 
value of the shares was derived from an immov-
able property in Kenya.

7. Anti-Avoidance

7.1 Overarching Anti-Avoidance 
Provisions
There are anti-avoidance provisions that are 
structured to operate both prospectively and 
retrospectively. The provisions focus on trans-
actions designed to avoid a person’s liability to 
pay tax. Also, there is a provision focusing on 
private companies that may opt to delay the dis-
tribution of dividends that would ordinarily have 
been disbursed to the shareholders.

8. Audit Cycles

8.1 Regular Routine Audit Cycle
The Commissioner does not have a specific 
timeline according to which it will initiate an 
audit; however, there are certain statutory limi-
tations, with exemptions to limitations towards 
the Commissioner. By law, the Commissioner 
may effect an assessment based on the informa-
tion it has, limited to a period not exceeding five 
years from the date of the last report. However, 
the five-year statutory limitation will not apply in 
the event the taxpayer engages in what can be 

classified as gross or wilful neglect, evasion, or 
fraud.

9. BEPS

9.1 Recommended Changes
Kenya is making a remarkable effort to achieve 
the BEPS recommended changes. As it stands, 
there is interest in providing new Transfer Pric-
ing Rules and country-by-country reporting laws 
are already in place, not to mention provision of 
penalties for non-compliance.

Kenya is also implementing the common report-
ing standards (CRS), which will require defined 
financial institutions to disclose their customers’ 
information to the Commissioner. This is a pro-
cess that will lead to the realisation of the auto-
matic exchange of information between relevant 
countries.

9.2 Government Attitudes
The Kenyan government is keen on implement-
ing BEPS to align with its national interests, 
while also factoring in the interests of its interna-
tional partners. Some actions have been taken 
that could be considered as steps towards the 
implementation of Pillars One and Two, since 
the Cabinet Secretary for the National Treasury 
and Economic Planning released a draft Transfer 
Pricing Rules, 2023, which is intended to replace 
the Transfer Pricing Rules, 2006. There is also a 
regulatory framework in place requiring country-
by-country reporting for entities that have rev-
enues of at least KES95 billion, as well as com-
mon reporting standards.

9.3	 Profile	of	International	Tax
Kenya is progressively finding its place in the 
international tax sphere by enhancing its interest 
in taxing what could reasonably be considered 
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as income accrued in, derived from, or received 
in Kenya. Recent taxes such as the digital servic-
es tax, content creator tax, and the digital assets 
tax; the intention to revamp the Transfer Pricing 
Rules; the introduction of country-by-country 
reporting; and the implementation of common 
reporting standards, give the impression that 
Kenya is keen to give international tax a high 
public profile.

9.4 Competitive Tax Policy Objective
Kenya has been advancing its tax models (intro-
ducing new taxes and bringing taxpayers into 
the system) by making various amendments 
and adopting various OECD-related guidelines 
or principles. However, as a developing country 
with low labour costs and with local and interna-
tional loan facilities that need to be serviced, not 
to mention the fact that Africa is considered to 
be the next big business frontier, Kenya will need 
to achieve a balance in how to remain attractive 
to serious investors while still trying to keep up 
with certain international compliances.

9.5 Features of the Competitive Tax 
System
The Kenyan government’s urge to develop a 
tax policy that is investor friendly, which, as per 
the current regulatory framework, includes tax 
benefits for entities engaged in manufacturing 
human vaccines, assembling motor vehicles, 
certain classifications of manufacturers and min-
ing entities, and SEZ and EPZ companies, has 
created a better chance for investors to interact 
with Kenya. However, there are grey areas that 
need to be factored in, which include operation-
al taxes such as VAT and payroll-related taxes, 
which, if well balanced, will make the tax system 
in Kenya more competitive.

9.6 Proposals for Dealing With Hybrid 
Instruments
Kenya has taken a step towards ratifying the 
Multilateral Convention to Implement Tax Trea-
ty Related Measures to Prevent Base Erosion 
and Profit Shifting. Regardless of reservations 
in place, there are moves towards implement-
ing measures on how to deal with hybrid instru-
ments.

9.7 Territorial Tax Regime
Kenya has adopted a territorial tax regime and 
there are certain parts of the tax requirements 
that extend to cover foreign income. In instanc-
es where income from a foreign jurisdiction is 
deemed taxable, and the same income has 
already been taxed in a foreign country, the tax-
payer must notify the Commissioner of its inten-
tion to claim the tax paid in the foreign country 
as deductible.

9.8 Controlled Foreign Corporation 
Proposals
There is no defined framework on controlled 
foreign corporation (CFC) proposals. However, 
an entity controlling a foreign entity still has a 
defined position in Kenya for tax purposes.

9.9 Anti-Avoidance Rules
Kenya has a limited number of active DTAs, 
which, in general, seem to mirror each other on 
standard provisions, while certain areas come 
with favourable terms that may enhance the 
possibility of improving inbound and outbound 
investment, not to mention that a DTA with cer-
tain suitable markets encourages multination-
als to establish headquarters in Kenya, thereby 
enhancing the viability of the country.

The DTAs, while in place to curb double taxa-
tion, provide room for taxation to take effect at 
reasonable rates, or factoring in what would be 
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described as territorial tax, as compared to a 
generalised worldwide tax model.

9.10 Transfer Pricing Changes
Kenya recently amended its laws to provide 
for qualifying elements on determining intellec-
tual property value for the purposes of apply-
ing preferential tax treatment. This may be a 
need considering the recent exemptions issued 
towards manufacturing and mining entities, and 
those interested in the manufacture of human 
vaccines. Furthermore, the Cabinet Secretary 
of the National Treasury and Economic Planning 
has proposed new Transfer Pricing Rules, 2023, 
that should replace the current Transfer Pricing 
Rules, 2006.

9.11 Transparency and Country-by-
Country Reporting
Kenya is in favour of country-by-country report-
ing and there are some exemptions applicable 
based on the corporate structure, jurisdictional 
factors, availability of international agreements, 
and competent authority in place, among oth-
ers. An entity may opt to assess the favourable 
structure per the relevant laws for the purpose 
of managing its country-by-country reporting.

9.12 Taxation of Digital Economy 
Businesses
Content Creators
The government has advanced its interests 
towards digital content creators. In recent 
amendments, the government introduced a tax 
applicable to content creators at a rate of 20% 
of the gross amount.

Digital Assets
The government has finally expressed interest 
in digital assets by introducing a specific digi-
tal assets tax at a rate of 3% of the transfer or 
exchange value.

9.13 Digital Taxation
Kenya has replaced its digital service tax (DST) 
with the significant economic presence (SEP) 
tax, payable by non-resident persons earning 
income from providing services through the digi-
tal marketplace in Kenya. A non-resident is con-
sidered to have a significant economic presence 
if the user of the digital service is located in Ken-
ya. This aligns with international best practices 
advocated by the OECD, such as abolishing 
DST and applying a global minimum tax. While 
the DST rate was at 1.5% of the gross turnover. 
The change now stipulates that the effective tax 
rate is 3%. This rate is determined as 30% of 
the deemed taxable profit, which is calculated 
as 10% of the gross turnover earned by the 
non-resident. However, this change will likely 
increase the overall tax liability for non-resident 
providers, potentially impacting their profitability 
and pricing strategies, and ultimately leading to 
higher costs for Kenyan consumers using these 
digital services.

9.14	 Taxation	of	Offshore	IP
The Kenyan government has expressed interest 
in determining the value of IP for the purposes of 
better taxation. One solution is a preferential tax 
to be applied on IP (currently law: see 2.2 Special 
Incentives for Technology Investments). On the 
other hand, the Cabinet Secretary of the National 
Treasury and Economic Planning recently pro-
posed new Transfer Pricing Rules, 2023, which 
should replace the Transfer Pricing Rules, 2006 
(see 9.10 Transfer Pricing Changes).
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1. Types of Business Entities, 
Their Residence and Basic Tax 
Treatment
1.1 Corporate Structures and Tax 
Treatment
Liechtenstein Incorporated
In Liechtenstein, most businesses adopt a cor-
porate form, which is always taxed on its profits 
as a separate legal entity.

The most frequently used corporate forms are:

• the company limited by shares (Aktiengesells-
chaft);

• the establishment (Anstalt);
• the trust enterprise (Treuunternehmen); and
• the limited liability company (Gesellschaft mit 

beschränkter Haftung).

The company limited by shares and the limited 
liability company are subject to and must be fully 
compliant with the European rules and regula-
tions. The establishment and the trust enterprise 
are more flexible and less severely regulated, 
and are therefore less costly to administer.

Due to Liechtenstein’s membership of the EEA, 
European companies (Europäische Aktienge-
sellschaft) and European co-operatives 
(Europäische Genossenschaft) can also be 
established in Liechtenstein.

Liechtenstein Managed
The introduction of the Economic Substance 
Rule in many Caribbean jurisdictions has made 
the running of their companies more compli-
cated and expensive. Furthermore, the list of 
countries with strategic anti-money laundering 
deficiencies still includes Panama and coun-
tries that have pending commitments and are 
subject to the EU screening procedure, such as 

Belize or the British Virgin Islands. Companies 
incorporated in these jurisdictions face severe 
difficulties in banking, so many have moved their 
actual place of business to Liechtenstein, where 
they are subject to Liechtenstein taxation. This 
move allows them to fulfil the economic sub-
stance requirements easily, or to find a bank that 
is willing to deal with them.

Foundations
Foundations (Stiftungen) can be used for estate 
planning in general and for the passing on of 
businesses and specific assets to next genera-
tions, and as holding entities and voting trusts. 
They are taxed as all other legal entities.

Trusts
The (common law type) trust serves similar needs 
as the foundation. It is subject to an annual mini-
mum tax of CHF1,800 only, and is not subject to 
(tax) filing duties.

Withholding Tax
There is no withholding tax on distributions of 
Liechtenstein legal entities.

Transparent Partnerships
In addition to legal entities, there are legal forms 
of sole proprietorships (Einzelunternehmen) and 
partnerships (Personengesellschaften). These 
undertakings are transparent and are not taxed, 
but their income is attributed to their owner(s) or 
partners, respectively.

Transparent entities are not taxed in Liechten-
stein, but their partners are. Transparent entities 
have their seat in Liechtenstein if:

• they are governed by Liechtenstein law;
• they have their main place of management in 

Liechtenstein; or
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• at least half of the partners are residing in 
Liechtenstein.

1.2 Transparent Entities
Transparent entities are rare in practice. The most 
commonly used transparent entities are sole 
proprietorships (Einzelunternehmen) for small 
businesses, and simple partnerships (einfache 
Gesellschaft) and general partnerships (Kolle-
ktivgesellschaft) for professionals. The limited 
partnership (Kommanditgesellschaft) is used for 
investment purposes where non-Liechtenstein 
(tax and other) rules put non-transparent legal 
entities at a disadvantage. In general, transpar-
ent entities are not heavily used.

1.3 Determining Residence of 
Incorporated Businesses
Incorporated businesses (legal entities) are con-
sidered to reside in Liechtenstein if their statu-
tory seat or their place of effective management 
is in Liechtenstein. The statutory seat is where 
the entity is registered, while the place of effec-
tive management is where the strategic manage-
ment decisions are taken.

1.4 Tax Rates
12.5% Single Corporate Rate
The net profits of incorporated businesses minus 
the income that is tax free (ie, most dividends 
and capital gains on participations in legal enti-
ties) minus the notional interest deduction on 
equity are taxed at the rate of 12.5%. However, 
apart from some small businesses, every incor-
porated business has to pay a minimum tax of 
CHF1,800 per year.

Progressive Rates for Individuals’ Businesses
Businesses owned by an individual directly or 
through a transparent entity are taxed solely on 
the level of the individual or the partners. The 
personal income tax rate of such individual 

or partners depends on their income, wealth, 
deductibles and place of residency (municipal-
ity) within Liechtenstein. The progressive income 
tax rates can reach 22.4%.

2. Key General Features of the Tax 
Regime Applicable to Incorporated 
Businesses
2.1	 Calculation	for	Taxable	Profits
Accrual Basis
The Persons and Companies Act (Personen- und 
Gesellschaftsrecht) requires incorporated busi-
nesses to maintain proper accounting records 
using the accrual basis.

Taxable Income
The taxable income is the accounting income, 
subject to adjustment for tax purposes and 
excluding income from dividends, capital gains 
from sales of shares in legal entities, foreign real 
estate and permanent establishments abroad, 
and distributions from foundations.

Loss Carry Forward
Loss carry forward from (all) former years can be 
set off against 70% of the profits of the respec-
tive current year. Loss carry forwards are not 
subject to a time limit and can therefore be car-
ried forward without restriction.

Notional Interest Deduction on Equity
A 4% notional interest on equity may be deduct-
ed as an expense, but such deduction may not 
result in a loss or an increased loss.

2.2 Special Incentives for Technology 
Investments
As technology tax incentives can be a poten-
tial tool for profit shifting, all tax incentives for 
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technology investments have been abolished in 
Liechtenstein.

2.3 Other Special Incentives
Private Asset Structures
Any incorporated business (domestic or foreign) 
that is resident for tax purposes in Liechten-
stein can apply for treatment as a Private Asset 
Structure if it does not pursue active commercial 
activities but just invests its assets as a passive 
investor.

Benefits
Private Asset Structures do not have to file 
accounts and tax returns; they just have to pay 
the minimum tax of CHF1,800 per year.

Activities
Private Asset Structures may not conduct com-
mercial activities. Typically, they hold “bankable 
assets” on their own behalf, real estate for their 
owners or beneficiaries, and art collections, liq-
uid funds or participations.

Participations held by Private Asset 
Structures
Private Asset Structures and their sharehold-
ers or beneficiaries must not exert actual con-
trol over the management of participations by 
means of direct or indirect influence. However, 
the mere use of the shareholder’s voting rights 
is not harmful. The shares or ownership interests 
(if any) of a Private Asset Structure may not be 
publicly placed or traded. Private Asset Struc-
tures are often used as top holdings of compa-
nies that are not run by members of the family 
of the founder and beneficiaries.

Typical use
Private Asset Structures are frequently used by 
passive private investors/wealthy individuals. 
They can also benefit from the lack of withhold-

ing taxes on any kind of distributions (dividends 
from companies limited by shares, distributions 
from foundations, establishments, etc).

EFTA Surveillance Authority approval
The favourable taxation of Private Asset Struc-
tures was approved by the EFTA Surveillance 
Authority as being compliant with European 
competition law.

Trusts
Liechtenstein trusts are subject to the minimum 
corporate income tax of CHF1,800. As opposed 
to Private Asset Structures, trusts do not have 
to fulfil certain prerequisites and are not subject 
to certain restrictions, including in relation to the 
holding of participations.

2.4 Basic Rules on Loss Relief
Loss Carry Forward
Losses may be carried forward to offset income 
for an unlimited period following the year of loss. 
The loss that can be offset is limited to 70% of 
the taxable income of the respective financial 
year. The remainder of the losses carried forward 
can be used in the following years.

Losses from activities that are not subject to 
taxation, such as the sale of participations in 
legal entities, cannot be set off against taxable 
income.

Loss Carry Back
Losses may not be carried back.

2.5 Imposed Limits on Deduction of 
Interest
There are no specific thin capitalisation rules in 
Liechtenstein. However, interest payments to 
related parties must be at arm’s length.
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The Liechtenstein tax authority issues safe har-
bour interest rates for various currencies annu-
ally, in relation to related parties.

Due to the fact that a 4% notional interest 
deduction can be applied and because there 
are no thin capitalisation rules, there is no great 
incentive to pay high interest rates.

2.6 Basic Rules on Consolidated Tax 
Grouping
Upon application, affiliated legal entities can 
form a group of entities for tax purposes and 
offset the losses incurred within one year against 
the profits of other group members generated in 
the same year. The compensation takes place 
by way of the losses from the group members 
being attributed to the group parent or – if there 
is a loss after offsetting any attributable losses 
against the taxable net income of the group 
parent – the losses from the group parent being 
attributed to a group member that is fully taxable 
in Liechtenstein.

The following conditions apply to group taxation, 
among others:

• the parent entity must reside in Liechtenstein 
for tax purposes (either because it is regis-
tered in Liechtenstein or because it is man-
aged out of Liechtenstein); and

• the parent entity must hold at least 50% 
of the voting rights and the capital of the 
(domestic or foreign) subsidiaries as of the 
beginning of the respective year.

2.7 Capital Gains Taxation
Capital Gains on Sale of Legal Entities
Capital gains from the sale of or the liquidation 
of interest in legal entities are tax-free, provided 
the anti-avoidance rules do not apply.

In order to be tax-exempt, the anti-avoidance 
rules require – in relation to holdings of foreign 
entities – either that the total gross revenue of 
the respective foreign entity derived from passive 
sources is less than 50% of the overall income 
or that the net profits of the respective foreign 
entity are not subject to overall low taxation 
(considering potential foreign taxes). Low taxa-
tion is assumed if the total tax burden abroad is 
less than half of that which would result from a 
comparable situation in Liechtenstein. In prac-
tice, the anti-avoidance rules disadvantage par-
ticipations in typical (Caribbean) offshore juris-
dictions where there is hardly any taxation (less 
than 6.25%).

Real Estate
Profits earned on the sale of domestic real estate 
are subject to a special tax, with a maximum 
rate of 24%. Foreign real estate is not subject 
to taxation in Liechtenstein.

2.8 Other Taxes Payable by an 
Incorporated Business
On the basis of the Swiss–Liechtenstein Cus-
toms Treaty, Swiss stamp duties are levied in 
Liechtenstein. Stamp duties are payable on the 
issue and transfer of certain securities.

2.9 Incorporated Businesses and 
Notable Taxes
Due to the Customs Union with Switzerland, a 
value-added tax has been implemented in Liech-
tenstein, which is identical to the Swiss value-
added tax and is levied on goods and services 
and their import. The standard rate is 8.1%, with 
reduced rates of 3.8% applying to hotel accom-
modations and 2.6% applying to basic goods.
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3. Division of Tax Base Between 
Corporations and Non-Corporate 
Businesses
3.1 Closely Held Local Businesses
Most closely held local businesses operate in a 
corporate form. Only micro-enterprises operate 
in a non-corporate form.

3.2 Individual Rates and Corporate Rates
There are no specific rules to prevent individual 
professionals such as architects, engineers, 
consultants, accountants and lawyers from 
earning income at the corporate rate. However, 
if they are residing or domiciled in Liechtenstein, 
they are subject to taxation on their respective 
worldwide net assets, which include their cor-
porate entity.

Professionals who have not incorporated their 
businesses are generally taxed as self-employed 
persons and are subject to income and wealth 
tax.

3.3 Accumulating Earnings for 
Investment Purposes
There are no rules to prevent closely held cor-
porations from accumulating earnings for invest-
ment purposes. The accumulation of the profits 
increases the value of the entity, thereby also 
increasing the basis for the wealth tax of the indi-
vidual as owner of the entity.

3.4 Sales of Shares by Individuals in 
Closely Held Corporations
Dividends and gains from the sale of shares in 
closely held Liechtenstein and foreign corpo-
rations are tax-free for individuals residing in 
Liechtenstein. However, as with the accumulat-
ed earnings, the gains of such sales increase the 
basis for the wealth tax if the individual resides 
and is taxed in Liechtenstein.

3.5 Sales of Shares by Individuals in 
Publicly Traded Corporations
The same rules apply to closely held and publicly 
traded corporations: dividends and gains from 
the sale of shares in Liechtenstein and foreign 
companies are tax-free for individuals in Liech-
tenstein. However, as with the accumulated 
earnings, the gains of such sales increase the 
basis for the wealth tax if the individual resides 
and is taxed in Liechtenstein.

4. Key Features of Taxation of 
Inbound Investments

4.1 Withholding Taxes
Liechtenstein does not levy withholding taxes on 
interest, dividends or royalties.

4.2 Primary Tax Treaty Countries
Liechtenstein has concluded double taxation 
treaties with 22 countries, including Germany, 
Austria, Switzerland, the UK, the Netherlands, 
the UAE, Hong Kong, Singapore, Luxembourg, 
Malta, the Czech Republic, Hungary and Uru-
guay. The number is constantly increasing, with 
treaties with Italy, Ireland, Belgium and Croatia 
having been initialled.

4.3 Use of Treaty Country Entities by 
Non-Treaty Country Residents
The Liechtenstein tax authority does not unilat-
erally challenge the use of treaty country entities 
by non-treaty country residents.

4.4 Transfer Pricing Issues
Liechtenstein domestic law does not provide for 
any specific transfer pricing rules or regulations. 
Liechtenstein applies the OECD guidelines on 
transfer pricing issues and has fully implemented 
BEPS Action 13.
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Inbound investors operating through a local enti-
ty must document the appropriateness of the 
transfer prices of significant transactions with 
related parties and permanent establishments.

4.5 Related-Party Limited Risk 
Distribution Arrangements
There are no specific rules with respect to the 
use of related-party limited risk distribution 
arrangements in Liechtenstein law. However, 
the Liechtenstein tax authority can review and 
challenge such an arrangement based on the 
arm’s length principle.

4.6 Comparing Local Transfer Pricing 
Rules and/or Enforcement and OECD 
Standards
Liechtenstein has modelled its local transfer 
pricing rules and enforcement on the OECD 
standards for transfer pricing issues.

4.7 International Transfer Pricing 
Disputes
Number of Disputes
Normally, fewer than ten cases per year require 
the initiation of a mutual agreement procedure 
based on a double taxation treaty due to transfer 
pricing issues.

Tax Authority’s View
The tax authority considers mutual agreement 
procedures to be a useful tool in discussing 
double taxation issues with the respective part-
ner state. In most cases, an agreement can be 
reached with the partner state.

5. Key Features of Taxation of Non-
Local Corporations

5.1 Compensating Adjustments When 
Transfer Pricing Claims Are Settled
The tax assessment is adjusted according to the 
outcome of the mutual agreement procedure.

5.2	 Taxation	Differences	Between	Local	
Branches and Local Subsidiaries of Non-
Local Corporations
The profits of the local subsidiaries of non-local 
corporations and the profits of the local branch-
es of non-local corporations are subject to the 
same corporate income tax rules, and are there-
fore taxed similarly.

5.3 Capital Gains of Non-Residents
Capital gains of non-residents on the sale of 
stock in local corporations are not subject to 
taxation in Liechtenstein.

5.4 Change of Control Provisions
In Liechtenstein, there are no change of control 
provisions triggering tax or duty charges.

5.5 Formulas Used to Determine Income 
of	Foreign-Owned	Local	Affiliates
There are no specific formulas to determine the 
income of foreign-owned local affiliates.

5.6 Deductions for Payments by Local 
Affiliates
Payments by local affiliates for management and 
administrative expenses incurred by a non-local 
affiliate are deductible to the extent that they are 
economically related to the domestic income of 
the paying domestic affiliate.

Management and administrative services must 
be charged at arm’s length.
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5.7 Constraints on Related-Party 
Borrowing
Interest Barrier
Apart from the arm’s length test, there are no 
restrictions regarding borrowings between relat-
ed parties in relation to payable interest.

Safe Harbour Rules
The tax administration issues safe harbour 
interest rates in relation to interest rates applied 
among related parties.

6. Key Features of Taxation 
of Foreign Income of Local 
Corporations
6.1 Foreign Income of Local 
Corporations
Resident corporations are subject to unlimited 
tax liability on their worldwide income, except for 
income generated by foreign permanent estab-
lishments, income from the management of for-
eign real estate, and distributions and capital 
gains from Liechtenstein and foreign participa-
tions (see 2.7 Capital Gains Taxation).

6.2 Non-Deductible Local Expenses
Expenses that are proportionally attributable 
to foreign income that is not subject to tax in 
Liechtenstein are not deductible. However, 
losses from foreign permanent establishments 
in Liechtenstein can be taken into account under 
certain circumstances.

6.3 Taxation on Dividends From Foreign 
Subsidiaries
In general, dividends from the foreign subsidiar-
ies of local corporations are not taxed. However, 
following the implementation of BEPS Action 5, 
dividends are taxable if the foreign subsidiary 
is subject to no or low taxation and generates 

mainly passive income (see 2.7 Capital Gains 
Taxation).

6.4 Use of Intangibles by Non-Local 
Subsidiaries
There are no specific rules related to the taxation 
of intangibles, so the income from intangibles is 
subject to ordinary income taxation.

Non-local subsidiaries are not subject to Liech-
tenstein taxation, including in relation to the 
intangibles developed by local entities. However, 
based on the arm’s length rule, the tax author-
ity could tax the local entity that developed the 
intangible, and attribute a respective royalty fee 
to its profits.

6.5 Taxation of Income of Non-Local 
Subsidiaries Under Controlled Foreign 
Corporation-Type Rules
CFC Rules
Liechtenstein has not implemented BEPS Action 
3 and therefore has not established CFC-type 
rules. Earnings from foreign subsidiaries are not 
attributed to the Liechtenstein entity. Instead, 
dividends from foreign low-taxed companies 
with income derived primarily from passive 
income are taxable (see 2.7 Capital Gains Taxa-
tion).

Place of Management
Entities that are registered abroad but are effec-
tively managed in Liechtenstein are subject to 
Liechtenstein income tax.

Branches
Non-local branches are treated the same as 
non-local corporations.



LIeCHtensteIn  Law aNd PraCTiCE
Contributed by: Andreas Schurti and Simon Oberhofer, Schurti Partners Attorneys at Law Ltd 

483 CHAMBERS.COM

6.6 Rules Related to the Substance of 
Non-Local	Affiliates
There are no rules in Liechtenstein related to the 
substance of non-local affiliates.

6.7 Taxation on Gain on the Sale of 
Shares	in	Non-Local	Affiliates
In principle, the gains on the sale of shares in 
non-local affiliates are tax-free, provided that 
the anti-avoidance rules do not apply (see 2.7 
Capital Gains Taxation).

7. Anti-Avoidance

7.1 Overarching Anti-Avoidance 
Provisions
General Rules
Legal or factual arrangements are deemed to 
be abusive if they appear to be inappropriate 
in the economic circumstances and if their sole 
economic purpose is to obtain tax advantages. 
If there is an abuse, the inappropriate arrange-
ment is disregarded for tax purposes and taxes 
are levied as if the inappropriate arrangement 
would not exist.

Arm’s Length Principle
The arm’s length principle must be observed 
in all transactions between related parties. If a 
taxpayer’s income or expenses from a business 
relationship with related parties or with a per-
manent establishment are changed by apply-
ing different terms and conditions to those with 
unrelated parties, such different terms and con-
ditions are not acceptable for tax purposes.

Documentation
Taxpayers must document that the transfer pric-
es of material transactions with related parties 
and permanent establishments are reasonable.

8. Audit Cycles

8.1 Regular Routine Audit Cycle
Income Tax
Tax audits in relation to regular income taxes are 
rare. If there are no reasons or indications for the 
assumption of irregularities, there might be no 
tax audit for decades.

Value-Added Tax
Regular audits are conducted in relation to 
value-added tax. In practice, there is a cycle of 
about five years.

Private Asset Structures
The tax authority verifies whether the conditions 
for the granting of the status of Private Asset 
Structure are fulfilled (ie, no commercial activi-
ties – see 2.3 Other Special Incentives). There 
is currently a cycle of about three to five years.

Rules of Tax Audits
Liechtenstein law does not outline the specifics 
and frequency of the audit process.

Entities must complete a tax return annually and 
are obliged to provide the tax authority with the 
requested information and documents. The tax 
authority’s assessment is based on these docu-
ments and information, and on any other subse-
quently requested documents or explanations. 
The tax authority may also call in experts, carry 
out inspections, request information or certifi-
cates from the entities, and inspect their books. 
The assessment is concluded with a decision of 
the tax authority, which can be appealed to the 
Tax Commission and the Administrative Court.
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9. BEPS

9.1 Recommended Changes
Multilateral Instrument
On 7 June 2017, Liechtenstein signed the Mul-
tilateral Convention to Implement Tax Treaty 
Measures to Prevent Base Erosion and Profit 
Shifting (MLI).

Implemented BEPS Standards
Liechtenstein has implemented the minimum 
standards and amended double taxation agree-
ments to counter treaty abuse. In accordance 
with the MLI, Liechtenstein has implemented the 
following:

• BEPS Action 5 (Counter Harmful Tax Prac-
tices and Patent Boxes);

• BEPS Action 6 (Prevention of Treaty Abuse);
• BEPS Action 13 (Country-by-Country Report-

ing); and
• BEPS Action 14 (Dispute Resolution Mecha-

nism).

Liechtenstein has implemented the Global Anti-
Base Erosion (GloBE) minimum taxation of 15% 
(Pillar Two) as of 1 January 2024. The implemen-
tation will take place through the Liechtenstein 
GloBE Act, which follows the OECD standards 
and provides the legal basis for the levying of 
the top-up tax.

Non-Implemented BEPS Standards
However, Liechtenstein has reserved the right 
not to apply the following MLI articles:

• Article 3 (Transparent Entities);
• Article 4 (Dual Resident Entities);
• Article 8 (Dividend Transfer Transactions);
• Article 9 (Capital Gains from Alienation of 

Shares or Interests of Entities Deriving their 
Value Principally from Immovable Property);

• Article 10 (Anti-abuse Rule for Permanent 
Establishments Situated in Third Jurisdic-
tions);

• Article 11 (Application of Tax Agreements to 
Restrict a Party’s Right to Tax its Own Resi-
dents);

• Article 12 (Artificial Avoidance of Permanent 
Establishment Status through Commission-
aire Arrangements and Similar Strategies);

• Article 13 (Artificial Avoidance of Permanent 
Establishment Status through the Specific 
Activity Exemptions);

• Article 14 (Splitting-up of Contracts); and
• Article 15 (Definition of a Person Closely 

Related to an Enterprise) in its entirety.

9.2 Government Attitudes
Liechtenstein fully supports the BEPS project, 
which essentially provides for the taxation of 
profits in the jurisdiction where the value was 
generated, and has implemented the MLI and the 
minimum standards accordingly (BEPS Actions 
5, 6, 13 and 14). The government focuses on 
Pillar One and Pillar Two, and on the following 
issues in particular:

• patent boxes (abolished as of 1 January 
2017);

• the prevention of treaty abuse;
• country-by-country reporting;
• dispute resolution mechanisms; and
• implementation of the global minimum taxa-

tion.

Impact
The new tax law, introduced in 2011, was 
designed to be in line with international and 
European standards. Therefore, for example, the 
Liechtenstein government was keen to obtain 
the approval of the EFTA Surveillance Author-
ity in relation to Private Asset Structures. At the 
same time, it was possible to adopt attractive 
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and competitive rules and a reasonable tax rate 
of 12.5%.

The new Liechtenstein tax rules essentially fulfil 
all OECD requirements, so only the following few 
changes had to be made for the implementation 
of BEPS:

• the abolition of the IP Box;
• the abolition of the asymmetric treatment of 

capital gains and losses from participations;
• the introduction of an anti-abuse provision; 

and
• implementation of the GloBE Act with effect 

from 1 January 2024 to ensure the minimum 
taxation of 15%.

9.3	 Profile	of	International	Tax
Entrepreneurial Spirit
Liechtenstein society and politics support pri-
vate enterprises and entrepreneurs. There is one 
enterprise per eight residents, which is signifi-
cantly higher than in most other countries. As a 
consequence, in Liechtenstein the government 
spending ratio in relation to the GDP is stable, at 
a low level of around 20%. This low ratio allows 
a reasonable level of taxation and is the basis 
for the competitive tax system. Despite such 
reasonable level of taxation, Liechtenstein is 
debt-free and regularly generates a budget sur-
plus. Liechtenstein is AAA rated and has a cush-
ion that will allow the payment of government 
spending for about a year.

Political System
Due to Liechtenstein’s grass roots democracy 
(referendum and initiative), people are interested 
in and are monitoring the new tax legislation. 
This has triggered a cautious approach by the 
government, with international taxation earning 
public attention. International tax rules could 
potentially undermine the (direct) democracy.

Economics
Nevertheless, the Liechtenstein people know 
that their country is embedded in an interna-
tional system, with the manufacturing industry 
accounting for about 35% of all jobs, and almost 
100% of what is produced in Liechtenstein being 
exported. Likewise, the Liechtenstein financial 
industry – supported by the Swiss franc as the 
national currency – attracts clients from most 
parts of the world. Therefore, it is understood 
and accepted that compliance with international 
standards is key.

9.4 Competitive Tax Policy Objective
Liechtenstein is aware of the necessity to imple-
ment international standards (BEPS), and will 
continue to implement them in the future.

Nevertheless, Liechtenstein is an extremely 
attractive place in terms of tax and corporate 
law: it has modern, new and attractive tax rules 
that are adjusted regularly to international stand-
ards, and it has no debts, despite a reasonable 
corporate tax rate of 12.5% and progressive tax 
rates for individuals of up to 22.4%. Liechten-
stein has no need to increase taxes. If it should 
be forced to increase the level of taxation, it 
would keep its competitive edge as long as there 
is a level playing field.

9.5 Features of the Competitive Tax 
System
The income tax rate of 12.5% in Liechtenstein 
is below the minimum tax rate under Pillar Two. 
Following the implementation of Pillar Two from 
1 January 2024, companies that are members of 
a group with a consolidated revenue of at least 
EUR750 million are subject to a minimum tax 
rate of 15%.
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9.6 Proposals for Dealing With Hybrid 
Instruments
Hybrid instruments have only minor significance 
in Liechtenstein. To avoid tax structuring with 
these instruments, dividend payments from affili-
ated companies are taxable if they can claim the 
distribution as an expense for tax purposes.

9.7 Territorial Tax Regime
In principle, Liechtenstein applies a worldwide 
tax regime. Territoriality applies only in certain 
areas, such as foreign branches, subsidiaries 
or real estate. Currently, no interest deduction 
restrictions in line with BEPS Action 4 have been 
implemented, nor are any expected to be imple-
mented.

9.8 Controlled Foreign Corporation 
Proposals
Liechtenstein does not have CFC legislation, as 
Liechtenstein residents are not taxed on profits 
earned by foreign legal entities. Dividends from 
foreign legal entities are not tax-exempt if the 
foreign entity is low taxed and sustainably earns 
more than 50% passive income.

9.9 Anti-Avoidance Rules
Double Taxation Agreements
Private Asset Structures, which are subject 
only to the minimum corporate income tax of 
CHF1,800, cannot benefit from the double tax 
treaties – eg, with Switzerland, Austria, the 
Czech Republic, Germany and the United King-
dom.

MLI
Furthermore, the MLI (to which Liechtenstein is a 
party) includes the principal purpose test, which 
hinders the use of layered structures based on 
the provisions of multiple tax treaties.

9.10 Transfer Pricing Changes
Modern Tax Law
Liechtenstein revised its tax rules in 2011 
according to modern international standards, 
so only a few BEPS-related amendments and 
changes were necessary, with the most sig-
nificant being the introduction of the anti-abuse 
provisions for participations with predominantly 
passive income in low-tax countries, the aboli-
tion of the IP Box and the implementation of the 
minimum taxation according to Pillar Two.

Transfer Price Documentation
The introduction of transfer pricing documenta-
tion has not led to radical changes in the Liech-
tenstein tax regime, since it embraces the OECD 
guidelines. Furthermore, the regulatory burden 
is deemed manageable, since the Master File 
and the Local File are internationally recognised.

Intellectual Property
Liechtenstein abolished the IP Box regulation 
with effect from 1 January 2017, as it did not 
comply with the OECD standard (BEPS Action 
5).

9.11 Transparency and Country-by-
Country Reporting
Country-by-Country Reporting
Group parent entities residing in Liechten-
stein with a consolidated revenue of more than 
CHF900 million or surrogate parent entities must 
comply with country-by-country reporting. The 
reports must be submitted to the Liechtenstein 
tax authority.

Effect
The preparation of the transfer pricing documen-
tation and the exchange of information represent 
a high administrative burden for the companies 
concerned.
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9.12 Taxation of Digital Economy 
Businesses
Liechtenstein has not yet taken any action with 
regards to the taxation of digital economy busi-
nesses.

9.13 Digital Taxation
Liechtenstein is open regarding the introduction 
of digital taxation, but no proposals have yet 
been brought forward.

9.14	 Taxation	of	Offshore	IP
Liechtenstein has so far not introduced any 
specific provision dealing with the taxation of 
domestic offshore intellectual property.

Royalties constitute passive income in Liech-
tenstein, so dividends from foreign companies 
in low-tax jurisdictions are taxable if the foreign 
company’s passive income constitutes more 
than 50% of its overall income.
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1. Types of Business Entities, 
Their Residence and Basic Tax 
Treatment
1.1 Corporate Structures and Tax 
Treatment
Luxembourg has several forms of entities with 
separate legal personality. Businesses generally 
incorporate an entity with limited liability set up 
in one of the following forms:

• a public limited company (société anonyme, 
SA);

• a private limited company (société à rèspon-
sable limitée, SARL); or

• a partnership limited by shares (société en 
commandite par actions, SCA).

A SARL is likely the most popular corporate form 
to conduct a business through. Both a SARL and 
an SA are incorporated through a deed before 
a Luxembourg notary and are governed by a 
board of managers/directors (an SA can also be 
governed using a two-tier structure with a man-
agement board and a supervisory board). The 
minimum capitalisation requirement amounts to 
EUR12,000 for a SARL and EUR30,000 for an 
SA. In contrast to an SA, shares in a SARL can-
not be publicly traded and a SARL is limited to 
a maximum of 100 shareholders.

An SCA is a partnership limited by shares. It is 
created through a notarial deed and has char-
acteristics of both a limited partnership and a 
public limited company. There must be at least 
one general partner and one limited partner. In 
contrast to a limited partnership, the shares of an 
SCA can be freely transferred to individuals who 
are not shareholders, unless stated otherwise in 
the articles of association.

These corporate forms are considered opaque 
from a Luxembourg tax perspective and are 
fully subject to corporate income tax (CIT) and 
municipal business tax (MBT) at an aggregate 
tax rate of 23.87% (in Luxembourg City), and net 
wealth tax (NWT).

Fully taxable Luxembourg corporate entities that 
are part of the same group are eligible for group 
taxation (fiscal unity). Under this regime, each 
entity’s taxable income is determined on a stan-
dalone basis, with the taxable results of all par-
ticipants ultimately added together. As a result, 
intra-group transactions remain fully recognised.

Less common corporate entities are:

• the simplified joint stock company (société 
par actions simplifiée, SAS);

• the simplified private limited liability company 
(société à responsabilité limitée simplifiée, or 
SARL-S);

• the European company (Societas Europaea, 
SE);

• the co-operative company (société coopera-
tive, SCOP); and

• the European co-operative company (société 
coopérative européenne, or SE SCOP).

1.2 Transparent Entities
Luxembourg has several forms of transparent 
entities, some with legal personality:

• a general partnership (société en nom collec-
tif, SNC);

• a limited partnership (société en commandite 
simple, SCS);

• a special limited partnership (société en com-
mandite speciale, SCSp); and

• a civil company (société civil, SC).
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The two most common forms are the SCS and 
the SCSp. Both can be established through a 
partnership agreement or through a notarial 
deed. There must be at least one general partner 
and one limited partner. There is no limitation on 
the number of partners. A general partner has 
unlimited, joint, and several liability for all the 
partnership’s obligations. A limited partner is in 
principle only liable up to the amounts pledged 
as a contribution to the partnership. The differ-
ence between the two forms of partnership is 
that an SCS has legal personality while an SCSp 
does not. An SCSp is commonly used in the 
private equity and alternative investment fund 
sectors.

Subject to the so-called reverse hybrid rules, 
an SCS and SCSp are considered tax transpar-
ent entities. The partners of the partnership are 
considered to (indirectly) hold the assets of the 
partnership, and taxation should occur at the 
level of the partners, irrespective of whether the 
partnership distributes income.

If a partnership is engaged in, or deemed to be 
engaged in, a commercial activity (in Luxem-
bourg), Luxembourg MBT is levied at the level 
of the partnership.

1.3 Determining Residence of 
Incorporated Businesses
Corporate entities are deemed to be residents of 
Luxembourg for tax purposes if their legal seat 
or central administration is located in Luxem-
bourg. This means that both collective entities 
registered in Luxembourg, and those registered 
abroad but with their central administration or 
registered office in Luxembourg, are considered 
tax residents.

The central administration of an entity is in 
Luxembourg if the entity’s affairs are managed 

there. This is determined based on facts through 
a substance-over-form analysis. Generally, the 
location of the entity’s central accounting and 
archives, as well as where the shareholders’ and 
board meetings are held, are considered impor-
tant factors in this determination.

A company established under Luxembourg law 
is by definition a Luxembourg tax resident, irre-
spective of its substance (physical and economi-
cal footprint) in Luxembourg.

Transparent entities are not considered Luxem-
bourg tax residents.

1.4 Tax Rates
For the year 2025, the applicable CIT rate 
amounts to:

• 14%, if the corporation’s taxable worldwide 
income is EUR175,000 or less;

• EUR24,500 plus 30% of income on the 
portion exceeding EUR175,000, if the tax-
able income is between EUR175,000 and 
EUR200,000; or

• 16%, if the taxable income is more than 
EUR200,000.

Additionally, a solidarity surcharge of 7% is lev-
ied as a contribution to the unemployment fund.

A local MBT on profits from trade or business 
is levied by the different municipalities. The rate 
varies depending on the municipality, but is often 
6.75% (eg, in Luxembourg City).

The aggregate effective tax rate on income for a 
company located in Luxembourg City is gener-
ally 23.87%.

Luxembourg corporate resident taxpayers are 
subject to NWT levied on the fair market value 
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of the taxable net wealth on 1 January of each 
year. The rates as from fiscal year 2025 are:

• 0.5% on taxable net wealth up to EUR500 
million; and

• 0.05% on the portion of taxable net wealth in 
excess of EUR500 million.

NWT is levied on the net wealth of the com-
pany (ie, non-exempt assets minus deduct-
ible liabilities, in both cases valued at their fair 
market value, unless a specific provision pre-
scribes a different valuation). A minimum NWT 
is applicable, which is levied if it is higher than 
the NWT liability determined on the basis of the 
taxable net wealth of the entity. The minimum 
tax depends on the total balance sheet of the 
resident corporate taxpayer and ranges from 
EUR535 to EUR4,815.

Business Through a Transparent Entity
Businesses in Luxembourg that are operated 
by resident individuals, either directly or via a 
transparent entity, are liable to pay progressive 
income tax. The tax rate applicable for 2025 
depends on the tax class of the individual. The 
tax brackets range from 8% to 42%. Addition-
ally, there is a 7% unemployment fund contribu-
tion, which increases to 9% on taxable income 
above EUR150,000 or EUR300,000 (in the case 
of joint taxation). Therefore, the highest possible 
marginal tax rate reaches up to 45.78%.

2. Key General Features of the Tax 
Regime Applicable to Incorporated 
Businesses
2.1	 Calculation	for	Taxable	Profits
Resident corporate entities of Luxembourg are 
taxed annually on their global income, while non-

resident entities are only taxed on certain types 
of income originating in Luxembourg.

Typically, each category of income is determined 
and taxed separately. However, all income gen-
erated by corporations and commercial partner-
ships is considered business income.

The business profit of an entity is generally 
defined as the increase in its net assets over 
the fiscal year, adjusted for capital contribu-
tions, repayments, and distributed profits. This 
is based on the entity’s annual accounts (in Lux-
embourg GAAP), meaning that the taxable prof-
it usually aligns with the financial result and is 
determined on an accrual basis, unless specific 
tax rules or a special tax regime apply.

A fiscal balance sheet is prepared for this pur-
pose, where the accounting values of assets and 
liabilities are replaced by their tax values if they 
differ. Generally, all business-related expenses 
of a commercially active company are deduct-
ible unless they relate to exempt income. Some 
expenses are explicitly classified as deductible 
(eg, non-creditable foreign taxes and value-add-
ed tax, real estate tax and capital duty, deprecia-
tion and amortisation), while others are explicitly 
non-deductible (eg, CIT, MBT, NWT, directors’ 
fees for supervisory services, fines, non-quali-
fying gifts and profit distributions).

For MBT purposes, profits and losses from a 
foreign permanent establishment (PE) or those 
already taxed at the level of a commercial part-
nership (of which the taxpayer is a member) are 
not considered.



LUXeMBoURG  Law aNd PraCTiCE
Contributed by: Peter Adriaansen, Julius Heino and Robin Pollet, Loyens	&	Loeff 

494 CHAMBERS.COM

2.2 Special Incentives for Technology 
Investments
Investment Tax Credit
Luxembourg tax law provides for two types of 
investment tax credits. First, a company carry-
ing out a digital transformation or ecological/
energy transition project can benefit from an 
investment tax credit that is calculated based 
on investments and operating expenses incurred 
as part of that project. To be eligible, the project 
needs to comply with at least one of the objec-
tives listed in the law.

The rate of the tax credit is 18% for investments 
and operating expenses, except for investments 
in tangible depreciable assets, which benefit 
from a rate of 6%, in addition to the 12% rate 
applicable to the overall investment tax credit 
(effectively reaching 18%).

Secondly, a company that makes investments 
during an operating year may qualify for a 12% 
overall investment tax credit. The tax credit for 
overall investment is based on the acquisition 
price or production costs of qualifying assets 
acquired. The qualifying investments encompass 
investments in tangible depreciable assets, as 
well as investments in sanitary and central heat-
ing installations in hotel buildings and buildings 
used for social activities. The rate is increased 
to 14% for investments that qualify for special 
depreciation. The credit for the acquisition of 
software is capped at 10% of the CIT due for the 
fiscal year in which the acquisition was made.

IP Regime
In 2018, Luxembourg adopted a new intellectual 
property (IP) regime that aligns with the guide-
lines set out by the OECD in its Base Erosion and 
Profit Shifting (BEPS) Action Plan 5. It adopted 
a nexus approach to ensure that only the R&D 
activities that have a direct connection with the 

Luxembourg taxpayer can benefit from the tax 
regime. This new regime came into effect on 1 
January 2018.

Under the IP regime, net income from qualify-
ing IP assets that meet the eligibility criteria 
may benefit from an 80% exemption from CIT 
and MBT, and a 100% exemption from NWT. 
The eligible assets should have been estab-
lished, developed, or enhanced after 31 Decem-
ber 2007. These assets include patents, utility 
models, supplementary protection certificates 
for a patent on medicine and plant protection, 
plant variety certificates, extensions of a com-
plementary protection certificate for paediatric 
use, orphan drug designations, and software 
protected by copyrights.

Income that qualifies for the IP regime include:

• income derived from the use of, or a conces-
sion to use, a qualifying asset;

• income related to a qualifying asset that is 
embedded in the sales price of products 
or services directly related to the eligible IP 
asset;

• capital gains derived from the sale of a quali-
fying asset; and

• the indemnities received based on an arbitra-
tion ruling or a court decision concerning a 
qualifying asset.

The part of the IP income that benefits from 
the favourable tax treatment is determined by 
a ratio that considers the research and devel-
opment (R&D) costs. This ratio is the eligible 
R&D costs divided by the total R&D expenses. 
Luxembourg permits a 30% uplift of the eligible 
R&D costs, provided that the resulting ratio does 
not surpass the total expenditure. To be eligible, 
expenses must be incurred as part of an R&D 
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activity. These activities can be carried out by 
the taxpayer or outsourced.

2.3 Other Special Incentives
Holding Regime
Proceeds derived by a Luxembourg taxable 
resident company from shares in a subsidiary 
company (such as dividends, liquidation dis-
tributions, capital gains and foreign exchange 
results) are subject to CIT and MBT, unless the 
domestic participation exemption applies. Pur-
suant to this exemption, dividends (including liq-
uidation distributions) and capital gains received 
by a Luxembourg company are exempt from 
CIT and MBT provided that, at the time of the 
received distribution:

• a minimum participation of 10% or with an 
acquisition price of at least EUR1.2 million 
(EUR6 million for capital gains) is held;

• the participation is held in (i) a capital compa-
ny that is fully subject to Luxembourg CIT or 
a comparable foreign tax (ie, a tax rate of at 
least 8.5% and a comparable tax base) or (ii) 
an EU entity qualifying under the EU Parent-
Subsidiary Directive; and

• on the date on which the dividend is received 
(or capital gain is realised), the company 
has held (or commits itself to hold) a qualify-
ing participation continuously for at least 12 
months.

Once the minimum threshold and holding period 
are met, newly acquired shares of a qualifying 
participation immediately qualify for the partici-
pation exemption.

A taxpayer may opt to waive the participation 
exemption for participations which qualify on 
the basis of the acquisition price being above 
EUR1.2 million (EUR6 million for capital gains). 
The waiver option is intended to allow taxpay-

ers who are in scope of the so-called Pillar Two 
Rules to avoid a mismatch between the exclu-
sion of income under the Pillar Two Rules and 
the Luxembourg domestic participation exemp-
tion. Such mismatch may potentially give rise to 
(cash) top-up taxes, which may be avoided (eg, 
if tax losses carried forward would be utilised to 
offset the otherwise exempt income).

Meeting the EUR1.2 million acquisition price 
threshold also makes a participation exempt 
from NWT.

Costs and losses related to an exempt partici-
pation, such as financing expenses and impair-
ments, are tax deductible to the extent that the 
related costs and/or losses exceed the amount 
of exempt income in a given year. At the time 
of sale of the exempt participation, any appre-
ciation in value is taxable up to the historical 
acquisition price (ie, recaptured), which would 
otherwise be an exempt capital gain.

2.4 Basic Rules on Loss Relief
The taxpayer that generated losses can carry 
them forward and offset them against the tax-
able income (on the condition that they result 
from acceptable accounts) for a maximum of 
17 consecutive years. Losses generated before 
2017 can be carried forward indefinitely. Usage 
of tax losses follows the “first-in, first-out” prin-
ciple. Tax losses cannot be carried back.

The deductibility of the tax losses can be denied 
by the Luxembourg tax authority if a change in 
the taxpayer’s control and activity (which has 
generated the tax losses) has the purposes of 
circumventing the personal nature of the right to 
carry forward tax losses and avoiding taxation of 
subsequently realised profits.
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In case of a fiscal unity, pre-fiscal unity losses 
can only be used to offset income in relation to 
the entity that sustained such tax losses.

2.5 Imposed Limits on Deduction of 
Interest
Luxembourg applies the interest deduction 
limitation rule (IDLR) in accordance with the EU 
anti-tax avoidance directive. Subject to certain 
exclusions that are discussed below, the IDLR 
limits the deduction of the net amount of interest 
expenses and economically equivalent expens-
es (ie, the excess, if any, of such expenses over 
interest and economically equivalent income) in 
a taxable year to the higher of:

• 30% of EBITDA for tax purposes; or
• EUR3 million.

The IDLR does not distinguish between third-
party and related-party interest. However, the 
rule contains a grandfathering rule pursuant 
to which interest and economically equivalent 
expenses incurred in respect of loans that were 
concluded prior to 17 June 2016 and were not 
modified after such date fall outside the scope 
of the earning stripping rules. Furthermore, tax-
payers that qualify as “financial undertakings” or 
“standalone entities” within the meaning of the 
IDLR are excluded from their scope. Moreover, in 
case the ratio of equity to assets of a taxpayer is 
equal to or higher than such ratio for the consoli-
dated group to which it belongs, such taxpayer 
is excluded from the scope of the rules.

The EBITDA is calculated on a Luxembourg tax 
basis, which means that dividends that qualify 
for the participation exemption are not included 
in the EBITDA. Any interest that is not deduct-
ible pursuant to the IDLR can be carried forward 
indefinitely. In addition, any unused deduction 
capacity can be carried forward for five years. 

Luxembourg taxpayers that have opted for the 
fiscal unity regime can decide whether the IDLR 
applies at the level of each Luxembourg taxpay-
er on a standalone basis or at fiscal unity level.

2.6 Basic Rules on Consolidated Tax 
Grouping
The fiscal unity regime allows certain group com-
panies to consolidate their results for CIT and 
MBT purposes, provided a joint written request 
is submitted before the end of the financial year 
for which the application is sought. This regime 
permits both horizontal and vertical integration, 
or a mix of both.

Vertical fiscal unity is available to a Luxembourg 
parent company or a Luxembourg Permanent 
Establishment (PE) of a foreign company that is 
subject to a tax comparable to the Luxembourg 
corporate tax, as well as to qualified subsidiar-
ies. Horizontal fiscal unity is available to Luxem-
bourg subsidiaries of a non-integrating parent 
company.

A non-integrating parent can be a Luxembourg 
parent company or a Luxembourg PE of a for-
eign company fully subject to a tax comparable 
to the domestic corporate tax, or a capital com-
pany resident in the European Economic Area 
(EEA) subject to a tax comparable to the Luxem-
bourg corporate tax, or a PE of such an entity in 
the EEA. The non-integrating parent is not part 
of the fiscal unity itself. The consolidation occurs 
at the level of the integrating subsidiary.

A consolidated tax grouping in Luxembourg is 
possible if the following conditions are met:

• the qualified subsidiaries and the integrating 
subsidiary must be either a Luxembourg-res-
ident fully taxable company or a local PE of a 



LUXeMBoURG  Law aNd PraCTiCE
Contributed by: Peter Adriaansen, Julius Heino and Robin Pollet, Loyens	&	Loeff 

497 CHAMBERS.COM

non-resident capital company fully subject to 
a tax comparable to the domestic tax;

• Luxembourg subsidiaries can be included 
when they are controlled, directly or indirectly, 
by the group parent or the non-integrating 
parent company for at least 95% of their 
capital since the beginning of the fiscal year 
for which the option is exercised:

• the book year must coincide for all compa-
nies included in the fiscal unity; and

• the request for a fiscal unity is filed jointly by 
all the intended parties.

Taxable income and losses of each company 
pertaining to the fiscal unity are determined 
individually (as if they were not integrated) and 
then aggregated at the level of the group parent 
or the integrating subsidiary with adjustments 
to eliminate double taxation and double deduc-
tion of the same items of income or expenses. 
The tax due on such aggregated result is then 
levied from the group parent or the integrating 
subsidiary.

Inter-corporate dividends paid within the fiscal 
unity regime are fully exempt and do not need to 
be adjusted when determining the profit of the 
group, as the requirements for the application 
of the participation exemption regime are less 
strict than the requirements for the application 
of the fiscal unity regime. Losses generated prior 
to the fiscal unity can only be used to offset the 
income of the group up to the taxable income of 
the integrated subsidiary that generated them. 
Once the regime ends, losses generated during 
the tax unity have to be left at the level of the 
group parent or the integrating subsidiary.

2.7 Capital Gains Taxation
Capital gains derived by a Luxembourg taxable 
resident company are subject to CIT and MBT, 

unless the domestic participation exemption 
applies (see 2.3 Other Special Incentives).

2.8 Other Taxes Payable by an 
Incorporated Business
VAT
As a member of the European Union, Luxem-
bourg adheres to the EU VAT Directive 2006/112/
EC and has a standard 17% VAT rate. Luxem-
bourg also applies lower rates (3%, 8%, and 
14%) to a variety of goods and services.

Unlike other member states, Luxembourg has 
not adopted the “use and enjoyment” rule, which 
requires non-registered holding companies to 
pay VAT on services received from non-EU sup-
pliers without the ability to recover it.

Following rulings from the Court of Justice of the 
European Union (CJEU), Luxembourg has strict-
ly confined the VAT exemption for an “independ-
ent group of persons” (cost-sharing) to taxable 
entities carrying out activities of public interest. 
In response to the near elimination of the cost-
sharing exemption for the financial, fund, and 
insurance sectors, Luxembourg has introduced 
the VAT grouping mechanism, based on Article 
11 of the EU VAT Directive 2006/112/EC.

Recently, the CJEU ruled that a member of the 
board of directors of a public limited company 
incorporated under Luxembourg law carries 
out an economic activity within the meaning of 
Directive 2006/112/EC (VAT Directive), but does 
not carry out that economic activity indepen-
dently, insofar as the person concerned does not 
act on his/her own behalf or under his/her own 
responsibility and does not bear the economic 
risk associated with the activity. As a result, 
directors’ fees, subject to the above reserva-
tions, are not subject to VAT.
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Customs/Excise Duties
Besides VAT, goods imported into the EU may 
also be liable for customs or import tariffs. The 
rates applied can differ based on the type and 
amount of the products.

In Luxembourg, items such as electricity, min-
eral oils, manufactured tobacco, and alcohol are 
subject to excise duties.

Capital Duty or Registration Tax
A registration tax of EUR75 is levied in several 
instances, such as for the incorporation of a 
company, when the legal seat or effective man-
agement of a foreign company is transferred to 
Luxembourg, or when a local branch of a foreign 
company is established.

Depending on the assets or documents regis-
tered, other registration duties or stamp duties 
may be applicable.

Real Estate Taxation
An annual real estate tax is imposed on the uni-
tary value of properties in Luxembourg, with the 
rate varying based on the property’s classifica-
tion and location. The unitary value, determined 
by the Luxembourg tax authority, typically does 
not surpass 10% of the property’s market value.

Sales and transfers of real estate are subject 
to a registration duty of 6% and a transcription 
tax of 1% (plus a city surtax). Contributions of 
real estate are also subject to a registration tax 
of 1.1% (if contributed in exchange for shares) 
or 7% if contributed in exchange for other than 
shares.

2.9 Incorporated Businesses and 
Notable Taxes
Pillar Two
Luxembourg has implemented the EU Directive 
on a global minimum income tax (Pillar Two), 
which imposes a minimum effective tax rate of 
15% on multinational groups and large-scale 
domestic groups that have had consolidated 
revenues exceeding EUR750 million in at least 
two out of the previous four years. Pillar Two 
includes three related tax measures: the income 
inclusion rule (IIR), the undertaxed profits rule 
(UTPR) and the qualified domestic top-up tax 
(QDMTT). In Luxembourg, the IIR and a QDMTT 
apply as from fiscal years starting on or after 31 
December 2023, with the UTPR applying a year 
later. Luxembourg has implemented the transi-
tional “CbCR Safe Harbours”, which apply for 
the first three years that a group is considered in 
scope, beginning on or after 31 December 2026 
and ending before 1 July 2028 (eg, fiscal years 
2024, 2025 and 2026 if the fiscal year aligns with 
the calendar year).

Luxembourg parent entities may be subject to 
top-up tax under the IIR, to the extent that the 
group does not meet the 15% minimum tax rate 
in a jurisdiction where the Luxembourg parent 
holds a subsidiary, as determined under the Pil-
lar Two rules.

Under the UTPR, Luxembourg entities are 
subject to top-up tax in cases where a parent 
entity of the group is in a jurisdiction that has 
not implemented Pillar Two. The top-up tax due 
under the UTPR would be the sum of the differ-
ence of the effective tax rate for all jurisdictions 
where the group is active and the minimum tax 
rate of 15%, and is allocated between all entities 
of the group that are located in jurisdictions that 
have implemented a UTPR, using an allocation 
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key based on tangible assets and the number 
of employees.

The starting point for the Pillar Two calculations 
is the “standalone pre-consolidation” finan-
cial statements of the group, in the accounting 
standard used for consolidation.

Furthermore, all Luxembourg entities of an in-
scope group are subject to the Luxembourg 
QDMTT, under which top-up tax may be levied 
if Luxembourg as a jurisdiction of the group does 
not meet the 15% minimum tax rate. Provided 
that all Luxembourg entities of a group apply 
Luxembourg GAAP and apply the same fiscal 
year as the consolidating entity, the calcula-
tions for the QDMTT may be performed based 
on Luxembourg GAAP accounts, rather than the 
accounting standard used for consolidation pur-
poses by the group.

The currency applied for QDMTT purposes is 
either the euro or the currency used for group 
consolidation purposes. If the QDMTT is deter-
mined on the basis of the accounting standard 
used for consolidation purposes, the currency 
used in the consolidated financial statements 
shall be used. If the QDMTT is based on a Lux-
embourg domestic accounting standard (ie, Lux-
embourg GAAP or IFRS), and all Luxembourg 
entities of the group apply the euro as their 
functional currency, the euro shall be applied 
for QDMTT purposes. If there are Luxembourg 
entities that apply a non-euro currency as their 
functional currency, a five-year election is pro-
vided to the group on whether to apply the euro 
or the currency used for consolidation for the 
purposes of the QDMTT.

The Pillar Two rules further place new compli-
ance obligations on Luxembourg resident enti-
ties. All Luxembourg entities that are part of an 

in-scope group would have to register with the 
Luxembourg tax authority within 15 months after 
the end of a relevant fiscal year (18 months for 
the transition year). Further, a Pillar Two informa-
tion return would have to be filed; such informa-
tion return can be filed by a designated group 
entity in any qualifying jurisdiction (ie, a jurisdic-
tion that has implemented the Pillar Two rules). 
Luxembourg entities would have to notify the 
Luxembourg tax authority about such desig-
nated reporting entity. Finally, to the extent that 
the IIR, UTPR and QDMTT apply, Pillar Two tax 
returns would have to be filed. For such pur-
poses, a Luxembourg entity of the group can 
also be designated as the filing entity.

Payment of top-up tax is due within a month of 
the filing deadline.

NWT
Luxembourg corporate resident taxpayers are 
subject to NWT levied on the fair market value 
of the taxable net wealth on 1 January of each 
year. The rates for fiscal year 2024 are:

• 0.5% on taxable net wealth up to EUR500 
million; and

• 0.05% on the portion of taxable net wealth in 
excess of EUR500 million.

The unitary value is typically determined using 
accounting book values and adjusted as need-
ed. For real estate in Luxembourg, the unitary 
value is based on cadastral values.

Assets that yield exempt or partially exempt 
income (like exempt participations and qualify-
ing intellectual property rights) are generally also 
exempt from NWT. Assets allocated to a foreign 
permanent establishment and foreign real estate 
are usually exempt due to tax treaties Luxem-
bourg has signed.
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Liabilities are generally deductible unless they 
relate to exempt assets. Provisions for uncer-
tain liabilities (like provisions for risks) are not 
deductible. NWT is not deductible for income tax 
purposes and is generally not creditable in for-
eign jurisdictions. Net wealth tax is considered 
“covered tax” for Pillar Two purposes.

In the company’s first year of existence, NWT is 
not due as the assets as of 1 January are con-
sidered to be nil. A minimum NWT applies and 
depends on the resident corporate taxpayer’s 
balance sheet total and ranges from EUR535 to 
EUR4,815.

The NWT liability can be decreased by adopt-
ing an NWT reserve. This decrease is limited to 
the amount of CIT (not including MBT) that the 
entity is liable to pay. It is further required that the 
established reserve be five times the requested 
NWT reduction. This reserve must be maintained 
for a minimum of five years. If not adhered to, 
the granted NWT reduction will be reclaimed in 
its entirety.

3. Division of Tax Base Between 
Corporations and Non-Corporate 
Businesses
3.1 Closely Held Local Businesses
It is more common for local businesses to oper-
ate in a corporate form, usually a SARL.

3.2 Individual Rates and Corporate Rates
Corporate entities are subject to an aggregate 
tax rate of 23.87% (in Luxembourg City), which 
is lower than the maximum tax rate of 45.78% 
applicable to individuals. Dividend income is 
taxed according to the progressive tax rate 
of the recipient individual, however half of the 
dividends distributed from a regularly taxed EU 

entity, or a regularly taxed entity resident in a 
jurisdiction with which Luxembourg has con-
cluded a tax treaty are exempted.

3.3 Accumulating Earnings for 
Investment Purposes
Luxembourg enforces controlled foreign com-
pany (CFC) rules based on so-called Model B 
per the EU anti-tax avoidance directive from 
2016 (ATAD 1).

A CFC is an entity or a permanent establishment 
of an entity that fulfils the following conditions:

• a Luxembourg taxpayer, either alone or in 
conjunction with one or more associated 
enterprises, holds a direct or indirect stake of 
more than 50% in the voting rights, capital, or 
profit entitlement of such an entity; and

• the entity or permanent establishment is 
subject to an effective tax rate that is less 
than 50% of the Luxembourg CIT rate (ie, for 
2024, an effective rate lower than 8.5%) that 
would be applicable if the entity or permanent 
establishment were located in Luxembourg.

Luxembourg corporate taxpayers are taxed on 
the undistributed net income of a CFC, pro-
portionate to their ownership or control of the 
entity (held directly and/or indirectly), provided 
that such income is associated with significant 
functions performed by the Luxembourg corpo-
rate taxpayer and only if the CFC in question 
was essentially established to gain a tax advan-
tage. This CFC income is only subject to CIT, 
augmented by the solidarity surtax (resulting in 
a combined effective CIT rate of 17.12%), but it 
is not subject to MBT.
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3.4 Sales of Shares by Individuals in 
Closely Held Corporations
Dividends
In general, dividends received by individu-
als residing in Luxembourg are fully subject to 
personal income tax but may qualify for a 50% 
exemption under certain circumstances.

Dividends fall under the 50% exemption if they 
are derived from a shareholding that qualifies as:

• a Luxembourg resident entity that is fully sub-
ject to Luxembourg income taxes;

• a non-resident capital company that is 
subject to an income tax in its country of 
residence (and that is a country with which 
Luxembourg has concluded a double tax 
treaty) that is comparable to the Luxembourg 
CIT (ie, a minimum 8% CIT rate on a compa-
rable tax basis); or

• an entity resident in an EU member state as 
defined in Article 2 of the Parent-Subsidiary 
Directive.

Dividends further benefit from a EUR1,500 annu-
al deduction (double in the case of joint taxation).

Capital Gains
Capital gains earned by Luxembourg resident 
individuals from the sale of shares are subject 
to personal income tax in the following manner:

• If the shares are sold less than six months 
after acquisition, they are taxed at the normal 
progressive income tax rate.

• If the shares are sold more than six months 
after acquisition:
(a) the capital gain is fully tax-exempt if the 

shares represent less than a 10% share-
holding; or

(b) the capital gain is taxed at 50% of the 
applicable personal income tax rate if the 
shares represent more than 10%.

3.5 Sales of Shares by Individuals in 
Publicly Traded Corporations
Individuals are taxed on dividends from and 
gains on the sale of shares in publicly traded 
companies under the same rules applicable in 
relation to non-listed companies.

Dividends
In general, dividends received by individu-
als residing in Luxembourg are fully subject to 
personal income tax but may qualify for a 50% 
exemption under certain circumstances.

Dividends fall under the 50% exemption if they 
are derived from a shareholding that qualifies as:

• a Luxembourg resident entity that is fully sub-
ject to Luxembourg income taxes;

• a non-resident capital company that is 
subject to an income tax in its country of 
residence (and that is a country with which 
Luxembourg has concluded a double tax 
treaty) that is comparable to the Luxembourg 
CIT (ie, a minimum 8% CIT rate on a compa-
rable tax basis); or

• an entity resident in a member state of the EU 
as defined in Article 2 of the Parent-Subsidi-
ary Directive.

Dividends further benefit from a EUR1,500 annu-
al deduction (double in the case of joint taxation).

Capital Gains
Capital gains earned by Luxembourg resident 
individuals from the sale of shares are subject 
to personal income tax in the following manner:
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• If the shares are sold less than six months 
after acquisition, they are taxed at the pro-
gressive personal income tax rate.

• If the shares are sold more than six months 
after acquisition:
(a) the capital gain is fully tax-exempt if the 

shares represent less than a 10% share-
holding; or

(b) the capital gain is taxed at 50% of the 
applicable personal income tax rate if the 
shares represent more than 10%.

4. Key Features of Taxation of 
Inbound Investments

4.1 Withholding Taxes
Luxembourg imposes a 15% withholding tax on 
dividends (and hidden distributions), unless a tax 
treaty limits the amount Luxembourg can levy.

A domestic exemption for withholding tax on 
dividends applies in case:

• the recipient is a company that is:
(a) a Luxembourg resident entity;
(b) an entity which is covered by Article 2 of 

the Parent-Subsidiary Directive; or
(c) a capital company subject in its country 

of residence to income tax comparable 
with the Luxembourg CIT rate (ie, subject 
to a CIT rate of at least 8% on a similar 
taxable basis) and is resident in a country 
with which Luxembourg has concluded a 
double tax treaty; and

• the recipient holds, or commits itself to hold, 
a participation of at least 10% in the share 
capital of the Luxembourg company paying 
the dividend or, an acquisition price of at least 
EUR1,200,000 for an uninterrupted period of 
at least 12 months.

No withholding tax is levied on arm’s length inter-
est payments made to corporate entities, except 
for profit-sharing interest which, under certain 
circumstances, is subject to 15% withholding 
tax (subject to reduction under tax treaties).

Interest payments made to Luxembourg resident 
individuals by a Luxembourg “paying agent” are 
subject to 20% Luxembourg withholding tax. 
The 20% withholding tax operates as a full dis-
charge of personal income tax for Luxembourg 
resident individuals acting in the context of the 
management of their private wealth.

Luxembourg does not apply any withholding tax 
on arm’s length royalty payments or on distribu-
tions of liquidation proceeds.

4.2 Primary Tax Treaty Countries
Luxembourg has currently 92 tax treaties in 
force, and most are based on the OECD Model 
Convention.

On 7 June 2017, Luxembourg signed the Multi-
lateral Convention (MLI) to Implement Tax Trea-
ty Related Measures to Prevent Base Erosion 
and Profit Shifting (BEPS), also known as the 
MLI. The MLI came into effect in Luxembourg 
on 1 August 2019. However, due to the neces-
sary national ratification process, as well as the 
schedule outlined in the MLI, the widespread 
effects varied in terms of timing. Nevertheless, 
for many of Luxembourg’s treaties, the principal 
purpose test (PPT) entered into force on 1 Janu-
ary 2020.

4.3 Use of Treaty Country Entities by 
Non-Treaty Country Residents
It is uncommon for Luxembourg to challenge the 
use of treaties. However, national law contains 
a general anti-abuse rule, as well as the EU Par-
ent Subsidiary Directive anti-abuse rule, under 
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which tax benefits can be denied if the main pur-
pose of an arrangement is to obtain a tax benefit.

The domestic general anti-abuse rule, amended 
on 1 January 2019 to align the provision with the 
wording of the general anti-abuse rule in ATAD 1, 
includes the concept of “non-genuine arrange-
ment”. A transaction will be disregarded or 
requalified if the following elements are met: the 
use of one or more legal form(s) or institution(s) 
of law; (ii) the main purpose, or one of the 
main purposes, of such use of legal form(s) or 
institution(s) of law is to avoid or reduce a tax lia-
bility in a manner that goes against the object or 
purpose of the tax law; and (iii) such use of legal 
form(s) or institution(s) of law is non-genuine.

Since 1 January 2020, the PPT entered into force 
for tax treaties concluded by Luxembourg. Tax 
benefits can be denied under this rule, if it can be 
reasonably concluded that obtaining the treaty 
benefit was one of the principal purposes of an 
arrangement or transaction that directly or indi-
rectly caused the benefit.

4.4 Transfer Pricing Issues
In 2014, the arm’s length principle, which was 
already in practice, was officially incorporated 
into Luxembourg tax law. In 2016, a new article 
was introduced that outlined the main principles 
for conducting a transfer pricing functional anal-
ysis. This analysis focuses on the commercial 
and financial relations between affiliated com-
panies and the economically significant circum-
stances of these relations.

The law also includes a requirement for taxpay-
ers to provide transfer pricing documentation at 
the request of the tax authority. This documen-
tation should validate the arm’s length nature of 
transactions between related parties. Therefore, 
the taxpayer carries the initial burden of proof.

At the end of 2016, the Luxembourg tax author-
ity issued guidance that clearly states the crite-
ria for determining arm’s length remuneration on 
intra-group financing transactions. The Circular 
applies to group companies whose main activity, 
aside from holding activities, involves intra-group 
financing transactions. These transactions are 
defined as the provision of loans or advances to 
associated companies, financed by any means. 
While the guidance does not address other intra-
group situations, its principles should be largely 
applicable to those transactions.

Among other things, the guidance outlines the 
main substantive requirements that a group 
financing company established in Luxembourg 
must meet to enter into an advance pricing 
agreement with the tax authority. In this context, 
and among other substance requirements, the 
financing company should have adequate capi-
tal to handle the functions performed and the 
risks assumed in relation to its financing activity.

4.5 Related-Party Limited Risk 
Distribution Arrangements
The arm’s length principle applies to related-
party limited risk distribution arrangements.

4.6 Comparing Local Transfer Pricing 
Rules and/or Enforcement and OECD 
Standards
The Luxembourg tax authority applies the arm’s 
length principle in line with the OECD standards.

4.7 International Transfer Pricing 
Disputes
Generally, the tax treaties concluded by Luxem-
bourg contain an article on the mutual agree-
ment procedure. This article establishes a mutual 
agreement procedure for the settlement of dif-
ficulties arising from the application of the Con-
vention. The Luxembourg tax authority issued 
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guidance on 11 March 2011 concerning the 
modalities for the implementation of the mutual 
agreement procedure and specified which infor-
mation and documents need to be included for 
such a procedure.

5. Key Features of Taxation of Non-
Local Corporations

5.1 Compensating Adjustments When 
Transfer Pricing Claims Are Settled
Upward and downward adjustments of taxable 
income are in principle allowed in Luxembourg.

If a foreign tax authority unilaterally makes an 
adjustment of the taxable income, resulting in 
an increase of the taxable income, the taxpay-
er may initiate a mutual agreement procedure 
(MAP) before the directorate or the economic 
division of the Luxembourg tax authority, pro-
vided that the applicable double tax treaty con-
tains a MAP article.

The Luxembourg tax authority will verify the 
request and assess whether the taxpayer’s 
objection appears to be well-founded. If the 
request is well-founded, the Luxembourg tax 
authority will try to provide a solution unilater-
ally, or if it is unable to provide such a unilateral 
solution, the Luxemburg tax authority is obliged 
to contact the competent authority in the other 
state to resolve the case by mutual agreement.

The Director of the Luxembourg tax authority 
issued an update on the guidance on MAPs 
filed under a bilateral tax treaty concluded by 
Luxembourg.

5.2	 Taxation	Differences	Between	Local	
Branches and Local Subsidiaries of Non-
Local Corporations
In Luxembourg, local branches of non-local cor-
porations are treated the same as Luxembourg 
resident companies for CIT purposes. A branch 
is subject to MBT if it conducts a commercial 
activity in the territory of Luxembourg.

5.3 Capital Gains of Non-Residents
Non-residents are subject to taxation of the 
income generated in Luxembourg. Gains real-
ised on the alienation of a substantial interest in 
a Luxembourg company (more than 10% share-
holding) by non-residents are taxable, if the gain 
is realised within a period of six months follow-
ing the acquisition of the shares. The foregoing 
may equally apply to distributions received upon 
liquidation and proceeds from a redemption of 
shares.

Non-resident capital gains tax will also be levied 
in case where the shareholder has been a Lux-
embourg resident for more than 15 years and 
became a non-resident less than five years prior 
to selling the participation in the Luxembourg 
company.

5.4 Change of Control Provisions
No provisions in Luxembourg tax law address 
the change of control of resident companies.

However, a change in control can have conse-
quences for the carry-forward of losses if the 
change of the taxpayer’s control and activity 
(which has generated the tax losses), has the 
purposes of circumventing the personal nature 
of the right to carry forward tax losses and avoid-
ing taxation of subsequently realised profits.
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5.5 Formulas Used to Determine Income 
of	Foreign-Owned	Local	Affiliates
No provisions in Luxembourg tax law, other than 
the general arm’s length principle for transac-
tions between related parties, are used to deter-
mine the income of foreign-owned local affiliates 
selling goods or providing services.

5.6 Deductions for Payments by Local 
Affiliates
The deduction of expenses incurred by a non-
local affiliate is only possible when:

• the expenses are charged to the Luxembourg 
company;

• the charge is beneficial to the business; and
• the expense adheres to the arm’s length 

principle.

5.7 Constraints on Related-Party 
Borrowing
Related-party borrowings paid by foreign-owned 
Luxembourg subsidiaries to foreign companies 
are subject to the arm’s length principle and the 
IDLR.

6. Key Features of Taxation 
of Foreign Income of Local 
Corporations
6.1 Foreign Income of Local 
Corporations
Resident taxpayers in Luxembourg are subject to 
tax on their worldwide income. Foreign income 
is therefore subject to tax in Luxembourg, unless 
a double tax treaty restricts the taxation rights 
of Luxembourg.

If double taxation of the same income is not pre-
vented, Luxembourg allows a credit for foreign 
tax paid, limited to the tax amount the taxpayer 

is required to pay under Luxembourg tax law. 
However, it is required that the foreign tax cor-
respond to Luxembourg CIT.

6.2 Non-Deductible Local Expenses
Costs directly and economically related to tax-
exempt participations (eg, impairments or inter-
est expenses on a loan financing an exempt par-
ticipation) are only deductible to the extent that 
the expenses exceed the exempt income. Any 
deductible expenses on an exempt participation 
are subject to “recapture” upon a sale of the par-
ticipation, up to the historical acquisition cost.

6.3 Taxation on Dividends From Foreign 
Subsidiaries
Dividends received by a Luxembourg tax resi-
dent are subject to CIT and MBT, unless the 
participation exemption applies (see 2.3 Other 
Special Incentives).

6.4 Use of Intangibles by Non-Local 
Subsidiaries
A foreign subsidiary that uses intangibles 
developed by a Luxembourg resident company 
should compensate the latter in line with the 
arm’s length principle.

The income derived by a Luxembourg resident 
company from intangibles is subject to Luxem-
bourg taxation.

Under the IP regime, net income from qualify-
ing IP assets that meet the eligibility criteria may 
benefit from an 80% exemption from CIT and 
MBT and a 100% exemption from NWT. The 
eligible assets should have been established, 
developed, or enhanced after 31 December 
2007. These assets include patents, utility 
models, supplementary protection certificates 
for a patent on medicine and plant protection, 
plant variety certificates, extensions of a com-
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plementary protection certificate for paediatric 
use, orphan drug designations, and software 
protected by copyrights.

Income that qualifies for the IP regime includes:

• income derived from the use of, or a conces-
sion to use, a qualifying asset;

• income related to a qualifying asset that is 
embedded in the sales price of products 
or services directly related to the eligible IP 
asset;

• capital gains derived from the sale of a quali-
fying asset; and

• the indemnities received based on an arbitra-
tion ruling or a court decision concerning a 
qualifying asset.

6.5 Taxation of Income of Non-Local 
Subsidiaries Under Controlled Foreign 
Corporation-Type Rules
ATAD 1 introduced a CFC rule into Luxembourg 
domestic tax law. Under this rule, if a CFC is 
essentially established to obtain a tax advan-
tage, Luxembourg corporate taxpayers are taxed 
on the undistributed net income of the CFC. This 
is proportional to their ownership or control of 
the foreign branch or subsidiary (held directly 
and indirectly), but only if such income is associ-
ated with significant functions performed by the 
Luxembourg corporate taxpayer (see 3.3 Accu-
mulating Earnings for Investment Purposes).

The Luxembourg tax authority has issued admin-
istrative guidance requiring Luxembourg resi-
dent taxpayers to annually document the func-
tions and risks undertaken by the foreign entities 
in relation to any CFC income. If a Luxembourg 
company can demonstrate, through sufficient 
documentation of its activities or functions, that 
it does not perform significant functions related 

to the CFC’s activities, the CFC rules should not 
result in a negative tax impact.

However, if the foreign entities’ accounting prof-
its are less than EUR750,000 or their accounting 
profits constitute less than 10% of their operat-
ing costs for a given year, the CFC rule does 
not apply.

6.6 Rules Related to the Substance of 
Non-Local	Affiliates
The general anti-abuse rule in Luxembourg 
domestic law also applies to the substance of 
non-local affiliates.

The domestic general anti-abuse rule, amended 
on 1 January 2019 to align the provision with the 
wording of the general anti-abuse rule in ATAD 1, 
includes the concept of “non-genuine arrange-
ment”. A transaction will be disregarded or 
requalified if the following elements are met: the 
use of one or more legal form(s) or institution(s) 
of law; (ii) the main purpose, or one of the 
main purposes, of such use of legal form(s) or 
institution(s) of law is to avoid or reduce a tax lia-
bility in a manner that goes against the object or 
purpose of the tax law; and (iii) such use of legal 
form(s) or institution(s) of law is non-genuine.

Since 1 January 2020, the PPT entered into force 
for the tax treaties concluded by Luxembourg. 
Tax benefits can be denied under this rule if it 
can be reasonably concluded that obtaining the 
treaty benefit was one of the principal purposes 
of an arrangement or transaction that directly or 
indirectly caused the benefit.

6.7 Taxation on Gain on the Sale of 
Shares	in	Non-Local	Affiliates
Capital gains derived by a Luxembourg taxable 
resident company from shares in a subsidiary 
company are subject to CIT and MBT, unless the 
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domestic participation exemption applies (see 
2.3 Other Special Incentives).

7. Anti-Avoidance

7.1 Overarching Anti-Avoidance 
Provisions
Luxembourg’s domestic tax law contains several 
anti-abuse measures with a general anti-abuse 
provision, that has been amended in light of 
ATAD 1.

Furthermore, the substance-over-form is a prin-
ciple underlying Luxembourg tax law. This princi-
ple dictates that the tax treatment of a structure 
or transaction is not bound to its legal classifi-
cation, and taxation is determined solely based 
on the substance of the structure or transaction.

This approach has been used for the evaluation 
of a debt/equity instrument which has been con-
firmed by parliamentary history and Luxemburg 
case law.

Furthermore, the domestic general anti-abuse 
rule, amended on 1 January 2019 to align the 
provision with the wording of the general anti-
abuse rule in ATAD 1, includes the concept of 
“non-genuine arrangement”. A transaction will 
be disregarded or requalified if the following ele-
ments are met: (i) the use of one or more legal 
form(s) or institution(s) of law; (ii) the main pur-
pose, or one of the main purposes, of such use 
of legal form(s) or institution(s) of law is to avoid 
or reduce a tax liability in a manner that goes 
against the object or purpose of the tax law; and 
(iii) such use of legal form(s) or institution(s) of 
law is non-genuine.

Since 1 January 2020, the PPT entered into force 
for the tax treaties concluded by Luxembourg. 

Tax benefits can be denied under this rule if it 
can be reasonably concluded that obtaining the 
treaty benefit was one of the principal purposes 
of an arrangement or transaction that directly or 
indirectly caused the benefit.

8. Audit Cycles

8.1 Regular Routine Audit Cycle
For CIT, MBT and NWT, a tax return needs to be 
filed every year and will be used to determine 
the taxable income and tax liability. The Luxem-
bourg tax authority will usually issue “prelimi-
nary” tax assessment based on the tax return 
filed. A five-year limitation period applies for the 
Luxembourg tax authority to issue a revised tax 
assessment if it disagrees with the “preliminary” 
tax assessment. An exception to the five-year 
limitation period applies if the tax return is found 
to be incomplete or incorrect, irrespective of an 
intent of fraud.

The Luxembourg tax authority has dedicated 
departments that have the competence to con-
duct on-site tax audits. The Service de révi-
sion is responsible for periodically auditing the 
accounts and other accounting documents of 
taxpayers subject to audit and drawing up audit 
reports proposing any resulting changes to taxa-
tion.

9. BEPS

9.1 Recommended Changes
Most of the BEPS-recommended action points 
have been implemented in Luxembourg via the 
transposition of related European directives 
(ATAD 1 and 2):

• Action 2 – anti-hybrid rules;
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• Action 3 – CFC;
• Action 4 – interest deduction limitation rules;
• Action 5 – IP box;
• Action 6 – treaty abuse;
• Action 8-10 – transfer pricing;
• Action 13 – country-by-country reporting 

(CbCR); and
• Action 15 – multilateral instrument.

9.2 Government Attitudes
Luxembourg is fully committed to combating 
detrimental tax competition and supports the 
BEPS initiative (which led to ATAD 1 and 2 and 
the MLI).

In its effort to back tax developments, Luxem-
bourg transposed the Pillar Two Directive on 
minimum taxation for corporations in December 
2023. Pillar Two is implemented in Luxembourg, 
with the IIR and Luxembourg QDMTT applying 
for fiscal years starting on or after 31 December 
2023, and the UTPR applying for fiscal years 
starting on or after 31 December 2024.

The Luxembourg legislature has also tried to 
implement most of the OECD Pillar Two admin-
istrative guidance released up to autumn of 
2024, and it has also confirmed in parliamentary 
documents the intention to (i) treat existing and 
additional OECD guidance as a relevant source 
of interpretation of the rules, and (ii) implement 
(if appropriate) additional OECD guidance that 
may require a change of law.

In particular, a recent amendment law which 
includes additional clarifications for the fund 
industry and clarifications on the Luxembourg 
QDMTT was passed in December 2024.

9.3	 Profile	of	International	Tax
For many years, Luxembourg has been known 
as a key European jurisdiction for cross-border 

investment structures for large multinational cor-
porations worldwide, as well as for the largest 
collective investment structures, both regulated 
and unregulated, such as undertakings for col-
lective investment in transferable securities and 
alternative investment funds.

9.4 Competitive Tax Policy Objective
Luxembourg continues to stay competitive with 
other EU member states in terms of taxation, 
fully committing to all fair taxation initiatives.

9.5 Features of the Competitive Tax 
System
Taxpayers can obtain advance tax confirma-
tions.

9.6 Proposals for Dealing With Hybrid 
Instruments
Luxembourg has transposed the hybrid mis-
match rules from ATAD 2. The purpose of the 
hybrid mismatch rules is to neutralise the tax 
effects of hybrid mismatches by limiting the 
deduction of payments or by including the pay-
ments in the taxable income of a Luxembourg 
corporate taxpayer. The rules target double 
deduction and deduction-non-inclusion out-
comes.

The hybrid mismatches covered by the rules 
include (i) payments on hybrid financial instru-
ments, (ii) payments to or by hybrid entities, (iii) 
payments to or by hybrid permanent establish-
ments, (iv) payments by dual resident entities 
and (v) payments made on a non-hybrid instru-
ment that directly or indirectly finance a payment 
that leads to a hybrid mismatch (“imported mis-
matches”). Exceptions may apply, depending on 
the specific facts and circumstances.

If certain conditions regarding hybrid mismatch-
es are met, Luxembourg transparent vehicles 
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(eg, limited partnerships) may constitute so-
called reverse hybrid entities and become (fully 
or partially) subject to Luxembourg CIT.

9.7 Territorial Tax Regime
Luxembourg does not have a territorial tax 
regime, but taxes residents on their worldwide 
income (subject to limitations in any applicable 
double tax treaty).

9.8 Controlled Foreign Corporation 
Proposals
There is no applicable information in this juris-
diction.

9.9 Anti-Avoidance Rules
Luxembourg is Europe’s main hub for invest-
ment funds. Its success is partially due to the 
vast amount of tax treaties that the country has 
signed.

As part of the MLI, the PPT came into effect in 
Luxembourg on 1 January 2020. This general 
anti-abuse rule could have an effect on certain 
investment structures.

9.10 Transfer Pricing Changes
Luxembourg legislation on transfer pricing, 
including the arm’s length principle, has been 
aligned with the OECD standard. The transpo-
sition of the BEPS project mainly affected intra-
group transactions.

9.11 Transparency and Country-by-
Country Reporting
Luxembourg tax legislation and regulations will 
continue to combat tax avoidance and improve 
transparency.

9.12 Taxation of Digital Economy 
Businesses
Luxembourg has not made any standalone 
changes or proposals in relation to the taxation 
of transactions effected or profits generated by 
digital economy businesses operating largely 
from outside its territory, nor are any such pro-
posals being discussed.

9.13 Digital Taxation
Digital taxation in Luxembourg is expected to 
align with EU proposals on the topic. Luxem-
bourg has implemented the EU Directive (DAC 
7) concerning platform operators, which enacts 
transparency rules for digital platforms.

9.14	 Taxation	of	Offshore	IP
Luxembourg has not introduced any provisions 
dealing with the taxation of offshore intellectual 
property that is deployed within its territory.
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Introduction
Luxembourg has long been a leading hub for 
the financial industry, attracting talent and 
investment from around the world. The chal-
lenges posed by the current global economic 
environment are prompting Luxembourg to take 
action not only to maintain but also to improve 
that position. As a result, at the end of 2024, a 
number of important legislative changes aimed 
at having a positive impact on Luxembourg’s 
attractiveness and competitiveness were adopt-
ed. In this respect, attracting and retaining talent 
has notably been defined as one of the priorities 
of the new government, as reflected in its 2023-
2028 coalition agreement.

Mainly with effect from the 2025 tax year, Lux-
embourg introduced targeted tax measures 
for both businesses (primarily a 1% cut of the 
corporate income tax rate and a subscription 
tax exemption for actively managed exchange-
traded funds) and individuals (eg, an improved 
employee profit-share regime, a more favour-
able impatriate regime, a new bonus for young 
employees and a new tax credit for cross-border 
workers), so that Luxembourg remains a suitable 
jurisdiction for workers, companies and invest-
ment funds. They should further stimulate the 
Luxembourg fund industry.

Talent Attraction to Luxembourg
A more favourable impatriate regime
With effect from the 2025 tax year, Luxembourg 
repealed its impatriate regime and replaced it 
with a new one. The repealed impatriate regime 
provided for a 50% partial exemption of the gross 
annual remuneration paid in the form of a bonus 
by employers to impatriates and an exemption 
of certain costs borne by the employer and gen-
erated by the expatriate’s move to Luxembourg. 
However, this regime was considered too com-

plex and not sufficiently attractive compared to 
other foreign impatriate regimes.

The new Luxembourg impatriate regime, inspired 
by the Italian and French regimes, is thus a sim-
plified one. It provides for an exemption of 50% 
of the gross annual remuneration, including all 
benefits in kind, paid to the impatriate, capped 
at an annual gross amount of EUR400,000. As 
a result, impatriates with a gross annual remu-
neration of EUR400,000 will be taxed at a maxi-
mum of 50% of the marginal tax rate of 45.78% 
for the income bracket exceeding EUR220,788, 
including the solidarity surcharge (ie, a maxi-
mum tax rate of 22.89%). This measure aims at 
strengthening the attractiveness of Luxembourg 
for talent and highly specialised profiles taking 
into account attractive regimes set up in other 
countries in the European Union.

It benefits employees directly recruited from 
abroad or seconded from an undertaking of an 
international group located outside Luxembourg 
to carry out an activity as an employee in Lux-
embourg.

Most conditions for benefitting from the new 
regime are identical to the ones already applica-
ble under the repealed regime. To be applicable, 
the following conditions must notably be met:

• the impatriate must be tax domiciled or have 
their habitual residence in the Grand Duchy of 
Luxembourg;

• during the five tax years preceding the year in 
which the impatriate took up employment in 
the Grand Duchy of Luxembourg, the employ-
ee has not been subject to personal income 
tax in the Grand Duchy of Luxembourg on 
professional income;
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• the impatriate carries out the qualifying pro-
fessional activity for at least 75% of his/her 
working time; and

• the impatriate earns a fixed annual gross 
remuneration of at least EUR75,000.

Employee profit-share regime
With effect from the tax year 2021, a profit-share 
regime (prime participative) has been introduced 
for Luxembourg employees. As a result of this 
regime, a profit share paid by a Luxembourg 
company to its employee(s) benefitted from a 
50% income tax exemption, provided the two 
following conditions/limitations were met: (i) the 
total amount of profit share paid by the employ-
er to its employees did not exceed 5% of the 
accounting profit of the employer as of the end 
of the accounting year preceding the allocation 
of the profit share and (ii) the amount of profit 
share paid by the employer to the employee 
did not exceed 25% of the annual gross sal-
ary (excluding the amount of profit share) of the 
employee concerned.

To retain and attract more talent, Luxembourg 
has improved its employee profit-share regime. 
Effective from the 2025 tax year, the maximum 
total amount of profit share an employer can 
grant to its employees has been increased from 
5% to 7.5% of the positive result of the employer 
for the operating year immediately preceding the 
one for which the profit share is allocated to the 
employees. Additionally, the maximum amount 
of the partially tax-exempt bonus has been 
increased from 25% to 30% of the beneficiary’s 
gross annual remuneration, before incorporation 
of benefits in cash and in kind.

This employee profit-share regime is in addition 
to the favourable Luxembourg carried interest 
regime attracting investment fund executives 
to Luxembourg, notably private equity funds. In 

summary, under the Luxembourg carried inter-
est tax regime, applicable to individuals who are 
employees of AIFMs, the carried interest is cat-
egorised as miscellaneous income, in the sub-
category speculative gains (ie, a form of capital 
gain) and not as employment income. The law 
then determines under what conditions these 
speculative gains are taxable at the progressive 
rate (the marginal tax rate being 45.78%, includ-
ing the solidarity surcharge) or at a quarter of 
that rate, or are exempt as a long-term capital 
gain.

New bonus exemption for young employees
Effective from the 2025 tax year, Luxembourg 
has also introduced a new bonus exemption 
aimed at young employees under the age of 30 
who conclude a first permanent employment 
contract in Luxembourg. The granting of the 
bonus is at the discretion of the employer and 
the exemption is correlated to the gross remu-
neration of the employee. The tax-exempt bonus 
amount decreases as the salary increases, and 
if the gross annual salary of the young employee 
exceeds EUR100,000, bonuses are no longer 
eligible for this new exemption regime.

The bonus exemption is granted for a maxi-
mum period of five years, and the benefit of this 
exemption is lost in case of employment change. 
This measure is designed to attract young tal-
ent to Luxembourg but also encourages stable 
employment.

Tax credit for cross-border workers
When employees working in Luxembourg are 
tax resident in a country with which Luxembourg 
has signed a double tax treaty and receive gross 
remuneration for overtime work for which the 
taxing right is attributed to Luxembourg, they 
may effectively be subject to tax in their state of 
residence on this overtime remuneration when 
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they are fully exempt on this remuneration in 
Luxembourg.

With retroactive effect from the 2024 tax year, 
Luxembourg has thus introduced a new over-
time tax credit of a maximum of EUR700 per 
year for cross-border workers working in Luxem-
bourg. This measure aims to provide compen-
sation for the loss of income suffered by cross-
border workers who are an important source of 
manpower for local employers. The tax credit is 
designed to maintain Luxembourg’s attractive-
ness for cross-border workers.

New Tax Measures in Favour of Businesses 
and the Financial Centre
In 2024, several new tax measures designed to 
enhance the competitiveness of Luxembourg as 
a global fund centre were also adopted in favour 
of Luxembourg businesses in general and the 
Luxembourg fund industry in particular.

Corporate income tax rate cut
First, from 2025, Luxembourg has introduced a 
1% cut in the corporate income tax rate, reducing 
it from 17% to 16% for taxable income exceed-
ing EUR200,000 and from 15% to 14% for tax-
able income not exceeding EUR175,000. It also 
introduced an intermediate rate to smoothen the 
transition from the minimum rate of 14% to the 
maximum rate of 16% when taxable income is 
between EUR175,000 and EUR200,001.

The overall corporate income tax rate for com-
panies located in Luxembourg City with taxable 
income exceeding EUR200,000 will therefore be 
23.87% instead of the current 24.94% (including 
the solidarity surcharge and the municipal busi-
ness tax in Luxembourg City). For small busi-
nesses, the rate will decrease from 22.80% in 
2024 to 21.73% in 2025. This measure aims to 
strengthen the competitiveness of businesses 

and to encourage investment, innovation, and 
job creation.

Subscription tax exemption for ETFs
Appearing in Europe really only a few years ago, 
and after its impressive growth in 2024, actively 
managed exchange-traded funds (ETFs) are 
rapidly gaining favour with European investors. 
Some analysts believe that the European active 
ETF market could expand to USD800 billion in 
assets under management by 2030.

Recently, Luxembourg shifted its focus towards 
this rapidly growing sector and introduced a 
subscription tax exemption for actively man-
aged ETFs, effective from 1 January 2025 (ie, 
the first day of the quarter following the publi-
cation of the law implementing this exemption). 
This measure aims to promote the develop-
ment and competitiveness of the ETF sector in 
Luxembourg. It is designed to improve the tax 
framework of Luxembourg-listed undertakings 
for collective investment in transferable securi-
ties (UCITS ETFs) and to preserve the position 
of Luxembourg as a leading centre for traditional 
investment funds.

Minimum net wealth tax amendments
Luxembourg amended its minimum net wealth 
tax (NWT) rules to make them compliant with the 
Luxembourg Constitution, following a ruling from 
the Constitutional Court stating that the previ-
ous regime introduced a non-justified difference 
of treatment between comparable taxpayers. 
To address this issue, the new minimum NWT 
rules remove the distinction based on the types 
of assets held by the company (ie, whether the 
company qualifies as a SOPARFI) and provide 
that the minimum NWT will amount to EUR535, 
EUR1,605, or EUR4,815, depending only on the 
size of the total balance sheet of the company. 
This measure aims to simplify the minimum net 
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wealth tax system and provide greater legal cer-
tainty.

Participation exemption regime
The new tax measures introduce the possibility 
for a corporate taxpayer to waive the benefits 
of the Luxembourg participation exemption for 
dividends and capital gains under certain cir-
cumstances. This option will be available where 
the conditions for the participation exemption 
are met solely by virtue of the threshold of the 
acquisition price of the shareholding (ie, if it is 
at least equal to EUR1.2 million in the case of 
dividends or EUR6 million in the case of capital 
gains). In other words, when the conditions for 
the exemption are met on the basis of a share-
holding of at least 10%, it will not be possible to 
exercise this waiver. The limitation of the waiver 
to these cases is due to the constraints aris-
ing from the Parent-Subsidiary Directive and its 
interplay with the determination of the taxable 
base under Pillar Two principles.

The waiver aims to provide greater flexibility for 
certain entities and align with the participation 
exemption regime existing in other EU member 
states.

Luxembourg Pillar Two law
In late 2024, the Luxembourg law of 22 Decem-
ber 2023 implementing the EU Directive of 15 
December 2022 on ensuring a global minimum 
level of taxation for multinational enterprise 
(MNE) groups and large-scale domestic groups 
in the Union, known as the Pillar Two Directive, 
was amended. The amendments incorporate 
clarifications, interpretations, and additional 
technical provisions resulting from the OECD/
G20 Inclusive Framework on BEPS. These 
amendments aim to guide taxpayers on how 
to interpret and apply the rules of the Luxem-

bourg Pillar Two law and ensure compliance with 
OECD guidelines.

For the application of the “deemed consolidation 
test” under Pillar Two, the OECD Administrative 
Guidance clarified that certain investment enti-
ties (eg, under IFRS 10) that are exempt from 
line-by-line consolidation and that are merely 
required to fair value their investments (includ-
ing where majority stakes are held in subsidiary 
companies) do not fall within the deemed con-
solidation rule – ie, such entities do not qualify 
as parent entities of a group. The commentaries 
to the Luxembourg Pillar Two law now confirm 
that Luxembourg-specific exemptions from con-
solidation for most investment funds based on 
the respective special laws such as for reserved 
alternative investment funds (RAIF), specialised 
investment funds (SIF) or companies in risk 
capital (SICAR) are consolidation exemptions 
comparable to the IFRS 10 investment entity 
exception. This clarification provides legal cer-
tainty for Luxembourg investment fund vehicles 
concerned.

The amended Luxembourg Pillar Two law also 
clarifies that an investment fund or real estate 
investment vehicle, which is not an ultimate 
parent entity for the sole reason that it is not 
required to prepare consolidated financial state-
ments under the qualifying financial accounting 
standard or an accepted financial accounting 
standard, is to be assimilated to an excluded 
entity. This is intended to clarify that entities held 
by such investment fund or real estate invest-
ment vehicles in the sense of Pillar Two are to be 
considered excluded entities for the purposes of 
the Luxembourg Pillar Two law. However, such 
entities still must be taken into account for veri-
fying whether the EUR750 million group’s annual 
turnover threshold is met.
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In early 2025, the OECD confirmed that the Lux-
embourg law is considered qualified – ie, to com-
ply with the OECD framework. The recognition 
of that qualified status is important for determin-
ing the order in which global minimum tax rules 
apply – ie, to ensure co-ordinated outcomes and 
provide tax certainty for MNE Groups. Addition-
ally, this qualified status also confirms that Lux-
embourg can benefit from the qualified domestic 
top-up tax (QDMTT) Safe Harbour, which eases 
things for MNE groups established in Luxem-
bourg. This allows these groups to perform the 
necessary QDMTT calculations solely at Luxem-
bourg level, without needing to repeat them in 
the jurisdiction of the Ultimate Parent Entity – eg, 
for Income Inclusion Rule purposes.

Securitisation entities
The amended Luxembourg Pillar Two law clari-
fies that a Securitisation Entity is not excluded 
from the scope of the Luxembourg QDMTT, 
but it ensures that a Securitisation Entity that 
is “constituent entity” of MNE group cannot be 
designated as a top-tier Luxembourg constitu-
ent entity for the purposes of the QDMTT and 
provides that the potential top-up tax calculated 
for a Securitisation Entity is, in principle, allocat-
ed to other Luxembourg constituent entities of 
the group. However, in the absence of other Lux-
embourg constituent entities of the group, the 
Luxembourg QDMTT that has been determined 
for a Securitisation Entity is levied on that entity. 
Additionally, Securitisation Entities are exempt 
from the joint and several liability mechanisms.

On another aspect, Luxembourg also introduced 
the concept of “single-entity group”, exempt 
from the interest limitation rules, applicable from 
financial years beginning on or after 1 January 
2024. The single-entity group complements the 
standalone entity exception, and its expected 
scope is the orphan securitisation structure to 

which the standalone entity exception does not 
apply.

Clarification of the partial liquidation regime 
applicable to share class redemptions
The new Luxembourg tax measures clarify the 
tax treatment of share class redemptions under 
the partial liquidation regime. That regime was 
already confirmed by the Luxembourg case law, 
but Luxembourg now has a clear legal frame-
work.

From now on, the Luxembourg law mentions that 
to be treated as a partial liquidation not subject 
to Luxembourg withholding tax, the redemption 
or withdrawal of a class of shares or corporate 
units must meet the following cumulative condi-
tions:

• The redemption or withdrawal must relate to 
an entire class of shares or corporate units.

• The classes of shares or corporate units must 
have been set up at the time of the incorpora-
tion or capital increase of the undertaking.

• Each class of shares or corporate units 
must have distinct economic rights, defined 
in the undertaking’s articles of association, 
from those of the other classes of shares or 
corporate units. A distinct economic right is 
characterised by a specific right in relation 
to the rights of other classes of shares or 
corporate units, such as shares giving entitle-
ment to reference dividends, securities giving 
an exclusive right to the profits of a specific 
or determinable period, or securities whose 
respective financial rights are linked to the 
performance of one or more direct or indirect 
assets or activities of the entity.

• The redemption or withdrawal price of a 
class of shares or corporate units must be 
determined based on criteria laid down in the 
undertaking’s articles of association or any 
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other document referred to in those articles of 
association, reflecting the estimated market 
value of the said class of shares or shares at 
the time of redemption or withdrawal.

The clarification provides greater legal certainty 
for fund managers and investors by clearly defin-
ing the conditions under which the redemption 
or withdrawal of a class of shares or corporate 
units will be treated as a partial liquidation. This 
ensures that fund managers can confidently 
structure funds and share classes in a way that 
complies with Luxembourg tax laws, reducing 
the risk of unexpected tax liabilities. The clarifi-
cation allows fund managers to invest in classes 
of shares with distinct economic rights, tailored 
to the specific needs and preferences of different 
investors. This flexibility in fund structuring can 
enhance the appeal of Luxembourg-domiciled 
funds and their underlying platforms to a broader 
range of investors, including those seeking spe-
cific investment strategies or risk profiles.

The clarification of the partial liquidation regime 
applicable to share class redemptions enhances 
the attractiveness of Luxembourg as a domicile 
for investment funds by providing legal certainty, 
tax efficiency, flexibility in fund structuring, and a 
competitive advantage in the global fund indus-
try.

Modernisation of the Luxembourg Tax 
Procedure
The Luxembourg government is working to intro-
duce measures to modernise the tax procedure, 
including the digitalisation of the tax procedure, 
administrative co-operation, and the tax recov-
ery procedure. Luxembourg seems committed 
to simplifying the direct tax procedure for the tax 
authorities and providing greater legal certainty 
for taxpayers.

Conclusion
Luxembourg continues to be a prime destina-
tion for talent and investment in the financial 
industry. The government’s proactive approach 
in implementing initiatives for talent attraction 
and introducing new tax measures has further 
strengthened Luxembourg’s position as a lead-
ing global financial hub. As these trends and 
developments continue to evolve, Luxembourg 
is well-positioned to maintain its competitive 
edge in the global financial market.
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1. Types of Business Entities, 
Their Residence and Basic Tax 
Treatment
1.1 Corporate Structures and Tax 
Treatment
Persons looking to establish a presence in Malta 
may choose to adopt one of various different 
types of available legal forms, depending on the 
purpose and aims of the stakeholders involved 
in the conduct of the business or activities in 
question.

The Companies Act (Chapter 386 of the Laws 
of Malta) contemplates the possibility of setting 
up commercial partnerships, which can them-
selves take distinct forms, such as a partnership 
en nom collectif or general partnership, or a part-
nership en commandite or limited partnership.

A Maltese commercial partnership has its own 
separate legal personality, distinct from its part-
ners, and is capable of owning and holding prop-
erty under any title at law and of being sued.

It is also possible to establish civil partnerships 
under the Maltese Civil Code (Chapter 16 of the 
Laws of Malta) – these are typically adopted by 

professionals coming together to exercise their 
profession (including lawyers, accountants and 
auditors). These entities are fiscally transparent.

In terms of the Maltese Income Tax Act (Chapter 
123 of the Laws of Malta) (ITA), all partnerships 
may be taxed as separate legal entities.

The most common corporate form adopted for 
the purpose of conducting business in Malta is 
the limited liability company.

Maltese legislation also contemplates a frame-
work for establishing trusts, foundations and 
associations. Trusts can either be taxed as 
separate legal entities or treated as transparent 
entities, depending on the election made by the 
trustee. Foundations and associations are taxed 
as separate legal entities.

1.2 Transparent Entities
As noted in 1.1 Corporate Structures and Tax 
Treatment, very few Maltese corporate forms are 
treated as transparent entities from a Maltese 
tax perspective. None of these entities are com-
monly adopted in business sectors, other than 
civil partnerships.
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1.3 Determining Residence of 
Incorporated Businesses
For the purposes of Maltese tax legislation, bod-
ies of persons such as companies or partner-
ships – whether corporate or unincorporated 
– are deemed to be resident in Malta when the 
control and management thereof are exercised 
in Malta. Furthermore, companies incorporated 
in Malta under the Companies Act are deemed 
to be resident in Malta by virtue of their incor-
poration.

In practice, the place where the control and 
management of a body of persons is carried 
out is usually deemed to be the place where the 
director(s) of such a company are resident and/
or the place where the key decisions regarding 
the company’s strategy and policy are taken 
(among other factors).

1.4 Tax Rates
Malta tax-resident companies are subject to 
Maltese tax on their worldwide income and capi-
tal gains, irrespective of where their income or 
gains arise, and irrespective of the remittance 
of such income or gains to Malta. The charge-
able income of a company resident in Malta is 
subject to tax at a flat rate of 35%. Certain tax 
refunds may be available, as further set out in 
3.4 Sales of Shares by Individuals in Closely 
Held Corporations.

The tax paid by individuals in respect of income 
attributable to such individuals through trans-
parent entities depends on their country of resi-
dence. Malta-resident persons are subject to the 
following progressive rates of income tax.

• Single rates:
(a) up to EUR12,000: 0% (subtract nothing);
(b) EUR12,001 to EUR16,000: 15% (subtract 

EUR1,800);

(c) EUR16,001 to EUR60,000: 25% (subtract 
EUR3,400); and

(d) EUR60,001 and over: 35% (subtract 
EUR9,400).

• Married rates:
(a) up to EUR15,000: 0% (subtract nothing);
(b) EUR15,001 to EUR23,000: 15% (subtract 

EUR2,250);
(c) EUR23,001 to EUR60,000: 25% (subtract 

EUR4,550); and
(d) EUR60,001 and over: 35% (subtract 

EUR10,550).
• Parent rates:

(a) up to EUR13,000: 0% (subtract nothing);
(b) EUR13,001 to EUR17,500: 15% (subtract 

EUR1,950);
(c) EUR17,501 to EUR60,000: 25% (subtract 

EUR3,700); and
(d) EUR60,001 and over: 35% (subtract 

EUR9,700).

2. Key General Features of the Tax 
Regime Applicable to Incorporated 
Businesses
2.1	 Calculation	for	Taxable	Profits
The accounts of a Maltese company are drawn 
up in accordance with the accounting standards 
set out in the International Financial Reporting 
Standards (IFRS). Before arriving at the taxable 
income for a certain year of assessment, a deter-
mination of profits made according to the IFRS 
principles may be subject to adjustments as 
imposed by the ITA, such as fiscally deductible 
expenses and elements of the profits deemed to 
be exempt from income tax by virtue of a spe-
cific exemption contemplated by the ITA.

A number of expenses that may reduce the prof-
its of a Maltese company from an accounting 
perspective may not be allowable or deduct-
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ible from a tax perspective, and would there-
fore need to be added back to the profit figure 
in order to calculate the chargeable income for 
Maltese tax purposes. This mainly applies in 
respect of provisions, unrealised expenses and 
foreign exchange differences, as well as gratui-
tous payments (such as donations).

Conversely, Maltese tax law may allow for cer-
tain deductions to the taxable profits of a com-
pany that are not contemplated by the applica-
ble accounting principles.

One of the more notable adjustments relevant 
from a tax perspective is that expenses that are 
wholly and exclusively incurred in the produc-
tion of the income of the business are allowable 
deductions for income tax purposes. On the 
other hand, expenses that are not business-
related, are of a capital nature, are recoverable 
from any insurance or are of a gratuitous nature 
are, in principle, not deductible for income tax 
purposes. That being said, the ITA does present 
a number of specific instances where it explic-
itly departs from the general principle that only 
expenditure of a revenue nature is allowable as a 
deduction against chargeable income, as is evi-
dent from the permissible deductions for certain 
capital allowances in terms of wear and tear of 
specific categories of fixed assets. Expenses or 
amounts that have not actually been incurred, 
such as unrealised exchange differences or pro-
visions, are not deductible for Maltese income 
tax purposes.

2.2 Special Incentives for Technology 
Investments
The Maltese legislature has introduced certain 
incentives to support companies investing in 
research and development (R&D) in different are-
as of science and technology. The aim of these 

incentives is to encourage the development of 
innovative scientific products and solutions.

The following regulations are of particular note.

• The Research and Development Activities 
Regulations, 2024, assist with industrial 
research and experimental development 
activities addressing specific scientific or 
technological uncertainties, leading to the 
development of innovative products and 
solutions. This support measure is provided 
in the form of a tax credit or a cash grant, or a 
combination thereof, and cannot exceed 80% 
of the eligible costs.

• The Patent Box Deduction Rules, 2019, 
establish a fiscal regime for income arising 
from patents, similar intellectual property (IP) 
rights and copyrighted software. The Rules 
additionally provide that small companies 
may utilise the patent box rules in relation to 
income from any IP based on an invention 
that could be patented. A taxpayer qualify-
ing for the patent box deduction will be 
entitled to deduct a percentage of its income 
from taxable income. This deduction will be 
adjusted depending on the percentage result-
ing from dividing the qualifying IP expenditure 
by the total expenditure related to the particu-
lar IP.

• The Exploring Research Grant Regulations, 
2024, assist companies carrying out feasibil-
ity studies to determine technical and com-
mercial challenges and activities that that will 
enable businesses to make informed deci-
sions on the development of intended R&D 
projects; the Regulations allow for a cash 
grant of up to EUR100,000 to support the 
carrying out of a feasibility study.

• The Start-Up Finance Regulations, 2024, 
afford financial aid in the form of a repayable 
advance to start-ups or similar organisations 
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providing services or products, or utilising 
processes, which are new or substantially 
improved compared to similar products on 
the market, for instance in relation to software 
development and activities relating to health, 
biotechnology, pharmaceuticals and life sci-
ences.

• The Invest (2024) Regulations, 2024, support 
small to medium-sized enterprises (SMEs) – 
through a cash grant of up to EUR250,000 
– in carrying out projects leading to prod-
uct, process and organisational innovation 
(through collaboration with research and 
knowledge-dissemination organisations, 
or through innovation advisory services via 
funding for the secondment of highly quali-
fied personnel, and via access to innovation 
advisory and support services).

2.3 Other Special Incentives
Malta Enterprise has developed various incen-
tives for the promotion and expansion of industry 
and the development of innovative enterprises, 
including:

• investment aid tax credits;
• financial assistance to start-ups;
• cash grants and/or tax credits available to 

companies requiring industrial space to carry 
out their business activities; and

• support for SMEs and large undertakings in 
providing training to their workforce.

2.4 Basic Rules on Loss Relief
The ITA provides that trading losses that are 
incurred by a person or company in a certain 
year, in any trade, business, profession or voca-
tion, can be set off against the income from 
other trading activities or income streams and 
capital gains of that person or company in the 
same year. Trading losses are deductible under 
the condition that such loss would have been 

assessable under the ITA if it had been a profit. 
A loss is computed in the same way as a profit 
and therefore can be deemed to be a negative 
profit for the purposes of deductibility.

Where a loss cannot be (wholly) set off against 
capital gains or income for a given year, it may 
– to the extent to which it cannot be set off – be 
carried forward and set off against the income 
and capital gains for subsequent years. It should 
be noted that a capital gain is brought to charge 
as part of the total chargeable income of a com-
pany. However, a capital loss cannot be set off 
against other income for the year of assessment; 
it must be carried forward and set off against 
capital gains in respect of subsequent years of 
assessment until the full loss is absorbed.

Losses cannot be set off against types of com-
pany income that stand to be allocated to the 
final tax account (FTA), such as any invest-
ment income subject to 15% final withholding 
tax. Losses that are generated from sources of 
income that are to be allocated to the FTA are 
excluded from the scope of this provision and 
can therefore not be deducted.

The group relief provisions contemplated by 
the ITA also allow the surrendering of losses 
between companies that are considered to form 
part of the same group, and which are exclu-
sively resident in Malta.

2.5 Imposed Limits on Deduction of 
Interest
The ITA allows the deduction of interest from the 
income of a local company, if it can be shown 
to the Commissioner for Tax and Customs that 
the interest was payable on capital employed in 
the production of income by that company. This 
initial test constitutes the most notable limita-
tion imposed on local companies regarding the 
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deductibility of interest expenses: the underlying 
loan must be used in the production of income 
that, under normal circumstances, should give 
rise to taxability under the ITA.

The Anti-Tax Avoidance Directive (ATAD) has 
also introduced interest limitation rules that limit 
the deductibility of borrowing costs, detailed in 
7.1 Overarching Anti-Avoidance Provisions.

2.6 Basic Rules on Consolidated Tax 
Grouping
Legal Notice 110 of 2019 introduced the pos-
sibility of income tax consolidation in Malta. 
Companies that form part of a group may elect 
to be treated as a single taxpayer if they satisfy 
certain conditions. Upon successful registration, 
a parent company is considered the “principal 
taxpayer” of the fiscal unit, thus becoming the 
sole chargeable fiscal unit for the entire group.

Transactions taking place between persons 
forming part of the “fiscal unit” (excluding those 
involving immovable property in Malta) fall whol-
ly outside the scope of Maltese income tax.

The ITA also contemplates group relief provi-
sions. Companies resident in Malta can form a 
company group for the purpose of setting off 
losses against the profits of other companies 
forming part of the same group.

Two companies are deemed to be part of the 
same company group when such companies are 
both resident in Malta and are not deemed to be 
resident for tax purposes in any other jurisdic-
tion. Furthermore, one company must be a 51% 
subsidiary of the other company, or both com-
panies must be the 51% subsidiary of a third 
mother company, which also must be resident 
in Malta.

The 51% holding that the parent company must 
retain in the subsidiary should entitle the parent 
company to more than 50% of the voting rights 
in the subsidiary, more than 50% of the profits 
available for distribution to the ordinary share-
holders of the subsidiary and more than 50% of 
any assets of the subsidiary upon liquidation of 
the subsidiary.

Once the requirements to classify as a group 
of companies have been met, allowable losses 
from one company within the group can be sur-
rendered to another company, which can set off 
the surrendered losses against its profits.

These group relief provisions contain certain 
general and specific anti-abuse provisions, 
which, inter alia, restrict the surrendering of 
losses made by companies whose activities are 
related to immovable property situated in Malta.

2.7 Capital Gains Taxation
The ITA imposes tax on capital gains in respect 
of transfers of those assets listed specifically 
and exhaustively by the ITA. There are specific 
rules on how to calculate capital gains derived 
from the disposal of certain assets, contem-
plating certain adjustments. Once calculated, a 
capital gain is brought to charge as part of the 
chargeable income.

Companies that derive capital gains from “par-
ticipating holding” may, to the extent that the 
conditions are satisfied, qualify to apply the 
“participation exemption”, in which case any 
gains derived from such participating holding 
would be exempt from tax. Alternatively, a Mal-
tese company may elect to be subject to tax and 
pay income tax on capital gains arising from the 
transfer of a participating holding. Then, upon 
the distribution of profits, the shareholder may, 
to the extent that the conditions are satisfied, 
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claim a full refund of the tax paid by the com-
pany on such capital gains.

A holding of equity will qualify as a participat-
ing holding for the purposes of applying this 
exemption to capital gains in the following cir-
cumstances.

• When the holding constitutes a direct hold-
ing of 5% or more of the equity shares or 
partnership capital – this participating holding 
entitles the company holding the shares to 
two out of the following three equity rights:
(a) voting rights;
(b) rights to profits available for distribution; 

or
(c) rights to assets available for distribution 

in the case of a winding up of the com-
pany in which the shares are held.

• When a company is an equity shareholder 
in a company, and the equity shareholder 
company is entitled at its option to call for 
and acquire the entire balance of the equity 
shares not held by that equity shareholder 
company, to the extent permitted by the law 
of the country in which the equity shares are 
held.

• When a company is an equity shareholder 
in a company and the equity shareholder 
company is entitled to first refusal in the event 
of the proposed disposal, redemption or 
cancellation of all of the equity shares of that 
company not held by that equity shareholder 
company.

• When the amount invested in the holding is at 
least EUR1,164,000 (or the equivalent sum in 
a foreign currency) and is held for an uninter-
rupted period of at least 183 days.

• When the shareholder in question is enti-
tled to sit or be represented on the board of 
directors of the company in which the equity 
holding is held.

• When the equity shares are held for the fur-
therance of the business, and the holding is 
not held as trading stock for the purpose of a 
trade.

2.8 Other Taxes Payable by an 
Incorporated Business
Maltese entities may be subject to the following 
additional taxes when undertaking a transaction.

Malta imposes “stamp duty” on certain legal 
documents, such as policies of insurance and 
notarial deeds, and also on transfers in certain 
transactions (including deemed transfers), such 
as transfers of immovable property situated in 
Malta, certain marketable securities and certain 
other transactions.

In addition, Malta imposes value added tax, at 
a standard rate of 18%, on the supply of goods 
and services that are not exempt or subject to a 
reduced rate of 5%, 7% or 12%.

2.9 Incorporated Businesses and 
Notable Taxes
Maltese entities may be subject to customs 
duties, which are levied on certain imports from 
non-EU countries. Excise duties are levied on 
particular classes of goods, such as alcohol and 
tobacco.

3. Division of Tax Base Between 
Corporations and Non-Corporate 
Businesses
3.1 Closely Held Local Businesses
The majority of local business is conducted in 
corporate form. The most common legal form for 
businesses in Malta is the private limited liability 
company.
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3.2 Individual Rates and Corporate Rates
The income tax rate applicable to companies 
and the majority of other corporate entities is 
35%. The highest personal tax rate imposed on 
Maltese tax-resident individuals is also 35%. 
Accordingly, there is no need for rules to prevent 
individual professionals from earning income at 
corporate rates.

3.3 Accumulating Earnings for 
Investment Purposes
In principle, companies established in Malta can 
accumulate earnings and profits for investment 
purposes, free from rules constricting or impact-
ing such accumulation of profits. A capital tax 
or duty is not imposed through the ITA or any 
other form of fiscal legislation. In this context, no 
distinction is made between closely held com-
panies and other types of companies.

3.4 Sales of Shares by Individuals in 
Closely Held Corporations
Dividends
Malta operates a full imputation system, which 
means that profits will first be taxed at the level 
of the company at the flat rate of 35%. However, 
when distributed to shareholders by way of divi-
dend, the dividend carries an imputation credit 
of the tax paid by the company on the profits so 
distributed. The credit results in the elimination 
of the Maltese tax chargeable at the shareholder 
level on dividends received. As stated earlier, the 
highest personal tax rate imposed in Malta is 
35%. Where a shareholder is not subject to tax 
or qualifies for a lower rate of tax than the 35% 
already paid by the company, such shareholder 
will be entitled to a tax refund equivalent to the 
“excess percentage” of the tax paid by the com-
pany. This system avoids economic double taxa-
tion of distributed corporate profits.

Shareholders in receipt of dividends distributed 
out of certain profits of a Maltese company may 
be entitled to claim a refund of the tax paid in 
Malta on those profits. The rate of tax refund to 
which a shareholder will be entitled depends on 
a number of factors, including:

• the nature of the underlying profits (allocated 
to one of the five tax accounts – namely the 
Maltese taxed account, the foreign income 
account, the FTA, the immovable property 
account or the untaxed account) out of which 
dividends will be distributed by the Maltese 
company, including whether the income is of 
an active or passive nature; and

• the application of any double taxation relief 
by the Maltese company on such profits.

The possible refunds, and the resulting effective 
tax rates, are as follows.

• 6/7 refund – in most cases, the tax refund 
entitlement of a registered shareholder is 
6/7ths of the Maltese tax suffered on the prof-
its out of which the dividend is distributed, 
particularly in the case of profits derived from 
trading activities. The effective tax rate would 
equate to 5% in such cases.

• 5/7 refund – this refund applies where the 
profit out of which a dividend is distributed 
consists of passive interest or royalties. It also 
applies to Maltese companies holding shares 
in an underlying company that does not qual-
ify as “participating holding” and is therefore 
not eligible for a participation exemption. The 
5/7 refund results in an ultimate tax leakage 
of 10%.

• 2/3 refund – this applies to dividends dis-
tributed out of profits in respect of which the 
Maltese distributing company would have 
claimed double tax relief (including double tax 
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treaty relief). The effective tax rate in this case 
would be between 2.49% and 6.25%.

• 100% refund – this applies where the com-
pany is entitled to claim the participation 
exemption but chooses not to. This is an 
exemption in respect of income derived from 
a participating holding or the gains that it 
derives from the transfer of such a holding, as 
long as certain conditions are met (as detailed 
in 2.7 Capital Gains Taxation).

As a general rule, Malta does not charge any 
type of withholding tax on inbound or outbound 
dividends, except where a distribution of a divi-
dend is made from the “untaxed account” of a 
Maltese company to certain persons, including 
any Maltese-resident individuals and any non-
resident persons who are owned and controlled 
by, or act on behalf of, an individual ordinarily 
resident and domiciled in Malta. As the payor of 
the dividend, the Maltese company would need 
to withhold tax at the rate of 15% upon any such 
dividend distribution.

The participation exemption detailed in 2.7 
Capital Gains Taxation can also be applied to 
dividend income; however, this is subject to the 
satisfaction of certain anti-abuse provisions, as 
detailed in 6.3 Taxation on Dividends From For-
eign Subsidiaries.

Capital Gains
Maltese tax-resident persons are subject to 
income tax on capital gains derived from the 
transfer of certain chargeable capital assets, 
as contemplated by the ITA, at the progressive 
rates detailed in 1.4 Tax Rates, which go up to 
35%.

It may be pertinent to note that persons who are 
resident but not domiciled, or domiciled but not 
resident, in Malta are not subject to tax on for-

eign source capital gains, regardless of whether 
or not they are remitted to Malta.

3.5 Sales of Shares by Individuals in 
Publicly Traded Corporations
The receipt by individuals of dividends from a 
publicly traded company is treated from a tax 
perspective in the same manner as when such 
dividends are paid by closely held companies 
(ie, the full imputation system applies). The same 
applies to capital gains; however, it is pertinent 
to note that gains or profits derived from the 
transfer of securities listed, or in consequence of 
a listing, on a stock exchange recognised by the 
Commissioner for Tax and Customs (not being 
securities in a collective scheme) are not subject 
to tax in Malta.

4. Key Features of Taxation of 
Inbound Investments

4.1 Withholding Taxes
Subject to any applicable provisions in double 
tax treaties, distributions of dividends and pay-
ments of interest or royalties from a Maltese 
company to a resident or non-resident person 
are not generally subject to any withholding 
tax. However, a 15% withholding tax may apply 
where profits are distributed to a resident person 
of the payer company’s “untaxed account”, and 
on certain investment income, as detailed in 3.4 
Dividends.

Moreover, payments of any income charge-
able to tax under the provisions of the ITA to 
non-resident persons (other than a company or 
other person deriving income from entertain-
ment activities exercised in Malta), or to persons 
resident in Malta on behalf of such non-resident 
persons, shall be subject to a withholding tax at 
the rate of 25%. Where the payment is made to 
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a non-resident company or to resident persons 
on behalf of such non-resident company, a with-
holding tax at the rate of 35% shall apply.

4.2 Primary Tax Treaty Countries
Malta has concluded bilateral double taxation 
treaties with more than 70 jurisdictions, both 
within and outside the EU. The majority of these 
double tax treaties are based on the OECD Mod-
el Tax Convention and have also been modified 
as a result of the implementation of the multilat-
eral instrument (MLI) in Malta.

4.3 Use of Treaty Country Entities by 
Non-Treaty Country Residents
The local tax authorities in Malta do not spe-
cifically challenge the use by non-treaty coun-
try residents of corporate entities established 
in countries that have concluded a double tax 
treaty with Malta. Maltese tax law does not 
impose any specific rules or requirements on 
the entitlement to treaty benefits of non-treaty 
country residents when such non-treaty country 
residents have established an entity in a country 
with which Malta has concluded a treaty.

However, company activities and transactions 
from and to Maltese companies are subject to 
a corporate general anti-abuse rule contem-
plated by the ITA. The tax authorities have the 
power to disregard any structure or scheme that 
reduces the amount of tax payable, where such 
a scheme can be deemed to be of an artificial 
or fictitious nature.

Principal Purpose Test
It should be noted that Malta has approved of 
and adopted a number of the OECD’s anti-tax 
avoidance initiatives and pieces of research and 
anti-abuse legislation. One such initiative was 
the introduction of a principal purpose test for 

certain existing double tax treaties as a mini-
mum-standard anti-abuse provision.

The principal purpose test is designed to assess 
whether one of the principal purposes of a cer-
tain transaction (the provision of a loan, for 
example) or a certain structure (the establish-
ment of a subsidiary in a specific jurisdiction, for 
example) is to obtain a treaty benefit granted by 
the tax treaties concluded between that jurisdic-
tion and the other contracting state. Both the 
Maltese and foreign tax authorities might use 
the indicators set out in this test to challenge 
the use of entities established in the tax treaty 
partner of Malta when they believe that the use 
of such entities is mainly for the purpose of gain-
ing access to certain treaty benefits.

4.4 Transfer Pricing Issues
Following updates to the ITA in 2021 authorising 
the Minister for Finance to make rules in connec-
tion with transfer pricing in general, Malta intro-
duced formal transfer pricing rules in November 
2022 through Legal Notice 284 of 2022. The 
rules, which apply for basis years commencing 
on or after 1 January 2023, are largely based on 
the draft rules that were published alongside the 
public consultation carried out by the Commis-
sioner for Tax and Customs in December 2021. 
The rules apply to any arrangement entered into 
on or after 1 January 2024. For arrangements 
entered into before that date, application of 
the rules is limited to those arrangements that 
are materially altered on or after that date. The 
transfer pricing regulations were revised in 2024 
to clarify that said rules shall apply in the case 
of arrangements entered into before 1 January 
2024, and which were not materially altered on 
or after that date, for basis years commencing 
on or after 1 January 2027.
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4.5 Related-Party Limited Risk 
Distribution Arrangements
The Maltese tax authorities do not impose any 
specific limitations or restrictions on the use of 
related-party limited risk distribution. The general 
anti-abuse rule laid down in the ITA could poten-
tially challenge the use of such arrangements 
where it is shown that such an arrangement is 
artificial or fictitious in nature and reduces the 
amount of tax payable upon a certain income.

4.6 Comparing Local Transfer Pricing 
Rules and/or Enforcement and OECD 
Standards
Malta published formal transfer pricing rules 
(see 4.4 Transfer Pricing Issues) together with 
accompanying guidelines on the application of 
such rules. The OECD transfer pricing guidelines 
constitute an important reference for the appli-
cation of the rules.

4.7 International Transfer Pricing 
Disputes
Parties involved in a transfer pricing dispute may 
have recourse to the EU Arbitration Convention, 
to which Malta is a party, in relation to the elimi-
nation of double taxation in connection with the 
adjustments of profits of associated enterprises. 
Another potential avenue for dispute resolution 
has been created through the European Union 
Tax Dispute Resolution Mechanisms Directive 
Implementation Regulations, which provide for 
mechanisms to resolve disputes between Malta 
and other EU member states that may arise from 
conflicting interpretations of agreements and 
conventions that provide for the elimination of 
double taxation of income.

Local authorities are also proactive in assisting 
taxpayers in solving cross-border issues through 
the mutual agreement procedure (MAP) and fol-
low OECD guidelines in this regard.

5. Key Features of Taxation of Non-
Local Corporations

5.1 Compensating Adjustments When 
Transfer Pricing Claims Are Settled
Malta’s transfer pricing regime is relatively new; 
therefore, there is little practical experience inso-
far as transfer pricing claims are concerned.

5.2	 Taxation	Differences	Between	Local	
Branches and Local Subsidiaries of Non-
Local Corporations
A Maltese subsidiary (ie, a Maltese company) is 
subject to tax on a worldwide basis, subject to 
any credits, relief or refunds that may be applica-
ble on a case-by-case basis. However, branches 
of non-local corporations would only be subject 
to tax in Malta on income that is attributable 
to the branch. The computation of the taxable 
income follows the same principles adopted in 
respect of local companies. It would be pos-
sible for the branch to deduct a proportion of 
its head office expenses if these are related to 
the income-generating activities of the Maltese 
branch. By way of net effect, there should be 
a minor distinction between the taxation of a 
branch and a locally registered subsidiary.

5.3 Capital Gains of Non-Residents
Any gain or profit derived by any person not resi-
dent in Malta on a transfer of shares or securities 
in a local company is exempt from tax in Malta 
if the beneficial owner of such gain or profit is a 
person who is not resident in Malta and is not 
owned and controlled by, directly or indirectly, 
nor acts on behalf of, an individual or individu-
als who are ordinarily resident and domiciled in 
Malta.

5.4 Change of Control Provisions
Maltese tax legislation provides a type of change 
of control provision that is applicable to Maltese 
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companies, namely value-shifting provisions. 
However, these are applicable in limited instanc-
es and should not come into effect vis-à-vis a 
disposal in a foreign indirect holding within the 
overseas group. Rather, they apply to certain 
changes to the share capital of certain Maltese 
companies.

For instance, when the market value of shares 
held by a person (the transferor) in a company 
is reduced as a result of a change in the issued 
share capital of the company or a change in 
voting rights attached to such shares, and this 
difference in value is passed onto other shares 
in or rights over the company held by another 
person (the transferee), the transferor shall be 
deemed to have made a taxable transfer of 
shares amounting to this value to the transferee. 
Any gains or profits shall be calculated for the 
transferor by taking into account the difference 
between the market value of the shares held 
immediately before and after said change.

These value-shifting provisions should not apply 
to bona fide commercial transactions in Maltese 
companies that do not own, directly or indirectly, 
immovable property situated in Malta.

5.5 Formulas Used to Determine Income 
of	Foreign-Owned	Local	Affiliates
IFRS are used to determine the income of local 
companies from an accounting perspective. This 
determination is then subject to adjustments 
imposed by the ITA (deductions, exemptions, 
corrections for taxable period, etc).

5.6 Deductions for Payments by Local 
Affiliates
The ITA sets out a list of expenses that may be 
deductible for tax purposes. All expenses and 
outgoings incurred by a person or company, 
including management and administrative 

expenses, could be deductible to the extent 
to which such outgoings and expenses were 
wholly and exclusively incurred in the production 
of income. This connection between expenses 
and taxable income is also a requirement for the 
expenses expressly listed in this provision.

5.7 Constraints on Related-Party 
Borrowing
The tax-related anti-abuse measures based 
on ATAD that have been introduced in Malta 
include an interest limitation rule, which limits the 
deductibility of borrowing costs to a certain level. 
ATAD caps the deductibility of interest expenses 
at 30% of a taxpayer’s earnings before interest, 
tax, depreciation and amortisation (EBITDA). 
The limitation is not applicable where borrowing 
costs do not exceed EUR3 million and will also 
not apply to financial undertakings.

6. Key Features of Taxation 
of Foreign Income of Local 
Corporations
6.1 Foreign Income of Local 
Corporations
Malta tax-resident companies are subject to 
Maltese tax on their worldwide income and 
capital gains, irrespective of where their income 
or gains arise, and irrespective of remittance of 
such income or gains to Malta. The chargeable 
income of a company resident in Malta is subject 
to tax at a flat rate of 35%. Certain tax refunds 
and exemptions may be available, as further set 
out in 2.7 Capital Gains Taxation and 3.4 Sales 
of Shares by Individuals in Closely Held Cor-
porations.

In addition to the participation exemption (see 
2.7 Capital Gains Taxation), the ITA entitles 
companies registered in Malta to claim an 
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exemption in respect of income that is attrib-
utable to a permanent establishment situated 
outside Malta or gains derived from the transfer 
of such a permanent establishment. The income 
attributable to the permanent establishment is 
calculated as though the permanent establish-
ment were an independent enterprise operating 
in similar conditions and at arm’s length. This 
exemption applies regardless of whether such 
a permanent establishment belongs exclusively 
or in part to the Maltese company.

6.2 Non-Deductible Local Expenses
Foreign income is, in principle, taxable at the 
level of local corporations. Therefore, no limita-
tions on the deductibility of expenses are cur-
rently being contemplated.

6.3 Taxation on Dividends From Foreign 
Subsidiaries
The specific tax treatment of dividends sourced 
from foreign subsidiaries depends on whether 
the dividends fall within the scope of the partici-
pation exemption. If the participation exemption 
is applicable, such dividends would be exempt 
from corporate income tax.

Additional conditions for the participation 
exemption are applicable in the case of divi-
dends. The participating holding must satisfy 
any one of the following additional three anti-
abuse conditions:

• it is resident or incorporated in the EU;
• it is subject to foreign tax of a minimum of 

15%; or
• it does not derive more than 50% of its 

income from passive interest and royalties.

Alternatively, it must satisfy both of the following 
two conditions:

• the shares in a body of persons not resi-
dent in Malta must not be held as a portfolio 
investment; and

• the body of persons not resident in Malta, 
or its passive interest or royalties, has been 
subject to tax at a rate not less than 5%.

Dividends that derive from an equity holding 
that does not qualify as a participating holding 
in relation to the participation exemption will be 
taxable in Malta, in the hands of the Maltese cor-
porate shareholder, under the corporate income 
tax rate of 35%. Tax refunds may be claimed 
by the shareholder of the Maltese company in 
certain instances, as well as relief in respect of 
any double taxation, when these dividends have 
already been subject to a foreign tax or withhold-
ing tax in their country of origin.

6.4 Use of Intangibles by Non-Local 
Subsidiaries
In principle, any gains on the transfer of IP or 
profits from royalties derived from the licensing 
of IP would be subject to tax at the level of the 
local company. However, certain deductions 
may be applicable.

It may be useful to note in this context that Mal-
tese tax law allows as a deduction against royal-
ty income any capital expenditure on the acqui-
sition of IP or IP rights incurred by a company 
(not exceeding the fair market value of such IP 
or IP rights) when it is proved to the satisfaction 
of the Commissioner for Tax and Customs that 
such assets are used or employed in the produc-
tion of the income of such company.

6.5 Taxation of Income of Non-Local 
Subsidiaries Under Controlled Foreign 
Corporation-Type Rules
A number of tax-related anti-abuse measures 
based on ATAD have been introduced into Mal-
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tese legislation, including a controlled foreign 
corporation (CFC) rule that includes in the tax 
base of a Malta-based company diverse types 
of income not distributed by a foreign-based 
subsidiary or permanent establishment of the 
company, bringing these profits to tax in Mal-
ta, to the extent that said income derives from 
non-genuine arrangements put in place for the 
essential purpose of obtaining a tax advantage.

6.6 Rules Related to the Substance of 
Non-Local	Affiliates
No specific regulations or guidance in Maltese 
legislation apply to the substance of non-local 
affiliates at this time.

6.7 Taxation on Gain on the Sale of 
Shares	in	Non-Local	Affiliates
Depending on the circumstances, Maltese com-
panies can apply the participation exemption in 
respect of gains on the sale of shares in foreign 
companies or affiliates. If the relevant conditions 
are not satisfied, such gains would form part of 
the taxable income of the company that is calcu-
lable and taxable under the general rules.

7. Anti-Avoidance

7.1 Overarching Anti-Avoidance 
Provisions
The ITA sets out a general anti-avoidance rule, 
which is applicable to any scheme that reduces 
the amount of tax payable and is deemed by 
the Commissioner for Tax and Customs to be 
artificial or fictitious in nature. In such a case, the 
Commissioner has the competence to assess 
the tax payable by that person as if the scheme 
in question were not present.

The following tax-related anti-abuse measures 
based on ATAD have been introduced.

• Interest limitation rules that limit the deduct-
ibility of borrowing costs to a certain level. 
ATAD caps the deductibility of interest 
expenses at 30% of a taxpayer’s earnings 
before EBITDA. The limitation is not appli-
cable where borrowing costs do not exceed 
EUR3 million and will also not apply to finan-
cial undertakings.

• An exit tax rule that applies when a com-
pany either changes its place of residence or 
decides to transfer its assets/business to a 
different tax jurisdiction. In such cases, the 
taxpayer is liable to be taxed at an amount 
equal to the market value of the transferred 
asset.

• An extension to the current general anti-
avoidance provision already contemplated by 
Maltese tax legislation aiming to further target 
artificial arrangements put in place for the 
main purpose of obtaining a tax advantage in 
conflict with the spirit of the law.

• A CFC rule that includes in the tax base of 
a Maltese-based company diverse types of 
income not distributed by a foreign-based 
subsidiary or permanent establishment of this 
company, bringing these profits to tax liability 
in Malta.

• New rules to counteract a broader range of 
arrangements relying on hybrid mismatches 
that exploit differences between the tax treat-
ment of an entity or instrument under the laws 
of two or more jurisdictions, with a view to 
achieving double non-taxation.

8. Audit Cycles

8.1 Regular Routine Audit Cycle
No regular routine audit cycle is in place. The 
Commissioner for Tax and Customs generally 
has the power to initiate an income tax audit in 
respect of any Maltese tax-resident person with-
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in five years from the end of the year in which 
the tax return of income or further return for that 
year was furnished.

9. BEPS

9.1 Recommended Changes
While not a member of the OECD, Malta can 
nevertheless be deemed to have implemented a 
number of the action points of the OECD’s base 
erosion and profit shifting (BEPS) project within 
its tax framework, through the transposition of 
various EU Directives that in themselves take on 
board specific BEPS recommendations.

9.2 Government Attitudes
Malta has adopted a number of EU Directives, 
some of which appear to have been a reaction 
to the BEPS initiative. These include:

• the EU Administrative Co-operation Direc-
tive, which also includes country-by-country 
reporting;

• the EU ATAD, which includes various recom-
mendations derived from the BEPS initiative;

• the anti-abuse rules in the Parent-Subsidiary 
Directive; and

• the sixth and seventh iterations of the Direc-
tive on Administrative Co-operation (“DAC 
6”and “DAC 7”, respectively), which, in line 
with Action 12 of BEPS, introduce mandatory 
disclosure rules enhancing information trans-
parency between tax authorities.

The ratification of the MLI (see 9.3	 Profile	 of	
International Tax) has further shown Malta’s 
commitment to supporting developments in the 
areas of BEPS and anti-tax avoidance initiatives.

Malta is one of 137 members of the OECD 
Inclusive Framework that agreed to the “State-

ment on a Two-Pillar Solution to Address the Tax 
Challenges Arising from the Digitalisation of the 
Economy” made by the OECD in October 2021. 
On 15 December 2022, following a unanimous 
agreement, EU member states, including Malta, 
adopted the EU Minimum Tax Directive (Pillar 
Two).

During the Budget Speech for 2024 held on 
30 October 2023, the Minister of Finance con-
firmed that Malta will be exercising its right to 
apply the derogation allowed by the EU Mini-
mum Tax Directive, as a consequence of which 
Malta will be deferring the introduction of the 
15% minimum top-up tax under Pillar 2 past 
2024. Accordingly, the three main components 
of the Pillar 2 rules, namely the Income Inclusion 
Rule (IIR), the Undertaxed Profits Rule (UTPR) 
and the qualified domestic minimum top-up tax 
(QDMTT), have not yet been transposed into 
Maltese law. As announced during the 2025 
budget speech, plans are firmly underway for 
new forms of statutory grants and tax credits 
(referred to as qualified refundable tax credits 
(QRTCs)) to be introduced, as part of the Maltese 
government’s commitment to ensure compat-
ibility with rules imposed by both the EU and 
the OECD.

9.3	 Profile	of	International	Tax
International tax has a relatively high public pro-
file in Malta, given recent international pressures. 
Malta presents a stable business climate for 
companies forming part of international groups 
aiming to establish a subsidiary or a company 
branch.

While fostering competitive tax policies, the 
Maltese authorities have continued to closely 
monitor developments in the OECD and BEPS 
projects over recent years. A relatively important 
BEPS-related development has been the ongo-
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ing ratification of the OECD Multilateral Conven-
tion to Implement Tax Treaty Related Measures 
to Prevent Base Erosion and Profit Shifting, 
commonly referred to as the MLI. Malta was an 
early adopter of the MLI, in mid-2017.

At the time of signing the MLI, Malta defined 71 
tax treaties as agreements it wishes to be cov-
ered by the MLI and opted to apply the following:

• the minimum standard, which includes provi-
sions dealing with the purpose of covered tax 
agreements, the prevention of treaty abuse 
and MAP (and corresponding adjustments);

• provisions of the MLI in connection with 
capital gains from the alienation of shares or 
interests of entities deriving their value princi-
pally from immovable property; and

• provisions dealing with arbitration procedures 
subject to certain reservations.     

9.4 Competitive Tax Policy Objective
The Maltese government and authorities contin-
ue to confirm Malta’s commitment to countering 
aggressive tax planning structures. Mechanisms 
and compliance processes aimed at identifying 
and countering elements and arrangements 
indicating harmful tax practices and artificial 
structures are already in place, and are being 
implemented in Malta. Malta has introduced 
such measures and safeguards without compro-
mising the fundamental principles on which the 
Maltese tax system is built. The transposition of 
the ATAD directives and other multinational ini-
tiatives resulting from the BEPS Project, such as 
the adoption of the two-pillar solution to address 
the tax challenges arising from the digitalisation 
of the economy, should see Malta continuing in 
this direction.

9.5 Features of the Competitive Tax 
System
As a member of the EU, the Maltese govern-
ment is prohibited from supporting companies in 
a way that would grant them an unfair advantage 
over their competitors. These state aid rules, 
which emanate from Article 107 of the Treaty on 
the Functioning of the European Union (TFEU), 
include interventions in the form of grants, inter-
est and tax reliefs and guarantees.

European law provides that state aid may excep-
tionally be justified, as in the case of Malta’s ton-
nage tax system.

9.6 Proposals for Dealing With Hybrid 
Instruments
Malta is fully committed to counteracting abu-
sive tax practices involving hybrid mismatches. 
For instance, following recommendations from 
the Code of Conduct Group in 2010, the Mal-
tese tax authorities took action and published 
guidelines targeting abusive tax practices relat-
ed to hybrid financial instruments giving rise to 
double non-taxation. The Commissioner for Tax 
and Customs has issued a guideline that clari-
fies the position vis-à-vis profit-participating 
loans, which states that interest thereunder is 
chargeable to tax under the provisions of the ITA. 
Interest received from sources situated outside 
Malta is taxable in Malta and does not benefit 
from an exemption related to income from par-
ticipating holdings under the ITA or any other 
law. The guideline clarified that income from a 
loan – including a loan that has characteristics 
of both debt and equity – shall be considered 
to be interest and taxable under the ITA, and is 
not considered to be income from share capital 
or from an equity holding for tax purposes that 
could result in the relative income being exempt 
from tax in Malta. Malta has further transposed 
ATAD’s anti-abuse measures, seeking to coun-
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teract a broader range of arrangements relying 
on hybrid mismatches.

9.7 Territorial Tax Regime
Companies registered in Malta are considered 
to be resident and domiciled in Malta, so are 
subject to tax on their worldwide income minus 
permitted deductions in the corporate income 
tax rate, which currently stands at 35%.

One of the introduced tax-related anti-abuse 
measures based on ATAD is an interest limita-
tion rule that limits the deductibility of borrowing 
costs to a certain level. ATAD caps the deduct-
ibility of interest expenses at 30% of a taxpayer’s 
earnings before EBITDA. The limitation is not 
applicable where borrowing costs do not exceed 
EUR3 million and will also not apply to financial 
undertakings.

9.8 Controlled Foreign Corporation 
Proposals
The consequences of CFC rules for investment 
and financial services-oriented countries must 
be carefully monitored at this time.

9.9 Anti-Avoidance Rules
It does not appear that the additional anti-abuse 
legislation implemented in this area, such as a 
double taxation convention limitation, has had 
any significant effect on the current level of 
inbound and outbound investments in Malta.

9.10 Transfer Pricing Changes
The introduction of formal transfer pricing rules 
(see 4.4 Transfer Pricing Issues) has undoubt-
edly brought about certain changes within Mal-
ta’s tax regime, with effect from 1 January 2024.

Profits from IP are generally not a source of 
controversy in the Maltese tax jurisdiction (other 

than the old patent box regime, which has now 
been replaced by a new regime).

9.11 Transparency and Country-by-
Country Reporting
Malta supports proposals in country-by-coun-
try reporting and related areas, including with 
respect to what they aim to address. The 
exchange of information between tax authori-
ties and tax subjects can help the Maltese tax 
authorities to more effectively identify and com-
bat abusive structures that may involve Malta.

Malta has adopted country-by-country report-
ing regulations and applies these regulations to 
companies established within the Maltese juris-
diction. A parent company of a multinational 
entity established in Malta is obliged to file an 
annual report with the Commissioner for Tax and 
Customs when the consolidated turnover of the 
group exceeds EUR750 million worldwide. Such 
a yearly report is compliant with the requirements 
of the OECD and covers all the jurisdictions in 
which the parent company and each subsidiary 
conducts business activities.

9.12 Taxation of Digital Economy 
Businesses
In December 2022, EU member states reached 
an agreement to implement, at the EU level, 
the minimum tax component (Pillar Two) of the 
OECD’s global international tax reform initiative. 
Malta will, however, be deferring the introduction 
of the 15% minimum top-up tax under Pillar 2 
past 2024, as permitted under the EU Minimum 
Tax Directive. For the time being, therefore, there 
do not seem to be any concrete plans to alter 
Malta’s current corporate tax system. Accord-
ingly, the full imputation system of taxation (see 
3.4 Sales of Shares by Individuals in Closely 
Held Corporations) and the tax refund system 
will continue to apply.
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9.13 Digital Taxation
The implementation of any of the proposed 
BEPS actions should be carefully assessed 
prior to the introduction of any new measures 
or laws. Once such measure or laws have been 
introduced, it might not be possible to undo their 
relative effects and consequences, and trying to 
do so may result in large sunk costs for society 
and businesses.

9.14	 Taxation	of	Offshore	IP
Malta has not yet introduced provisions dealing 
with the taxation of offshore IP deployed within 
its territory.
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Trends and Developments
Contributed by: 
Juanita	Brockdorff 
Brockdorff	Grech	Law

Brockdorff	Grech	 Law is a boutique law firm 
providing international and domestic tax ad-
vice, as well as corporate and company law 
support. The firm is known for the experience 
held and hands-on approach adopted by its 
two partners, with both founding lawyers also 
being known for their solution-oriented mind-
set. Each partner draws from a breadth of ex-
perience gained over the years while working at 
international outfits based in Malta. The firm’s 
clients are sourced through word-of-mouth rec-
ommendations, and through other local and 
foreign service providers requiring specialised 

support for their client base. The firm provides 
guidance on international tax structuring, ac-
quisitions and exits to multinationals, family of-
fices, collective investment vehicles, insurance 
undertakings, pharmaceutical and biotechnol-
ogy enterprises, gaming providers and IT busi-
nesses. It also supports high net worth individu-
als in estate planning by means of trusts and 
foundations. Brockdorff Grech Law supports 
taxpayers in managing the exchange of infor-
mation requests, as well as multilateral and do-
mestic tax controversies. 

Author
Juanita	Brockdorff holds a 
Master of Laws in International 
Tax Law and spent 13 years as 
an international tax partner at a 
Big Four firm advising on 
international corporate tax 

optimisation, exchange of information, cross-
border double tax relief and servicing 
multinationals in financial services and gaming, 
as well as advising high net worth individuals 
on succession planning. Through her role at 
the Institute of Financial Services Practitioners 
(IFSP; chair of the tax committee for over a 
decade), Juanita provided advice to the 
government on tax legislation. Juanita used to 
lecture, currently acts as the branch secretary 
of the International Fiscal Association (IFA) in 
Malta and is a member of STEP.
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Recent Developments in Maltese Taxation of 
Corporate Income
In recent years, Malta has continued along a 
path of re-establishing its reputation as a domi-
cile of choice for international investment, mak-
ing efforts to be recognised as a compliant juris-
diction mindful of its international obligations 
towards the EU as a member state, and more 
broadly towards treaty partners, and introducing 
or updating legislation to attract foreign invest-
ment.

Investment management
Developments targeted at the financial service 
sector concern the nature of regulation with 
ramifications for taxpayers in the fund indus-
try. The following two amendments to the asset 
management field in 2025 have the effect of 
increasing the tax attractiveness of Malta as a 
fund domicile.

Firstly, in February 2025, the Maltese financial 
regulator introduced the possibility of establish-
ing regulated funds as limited partnerships with-
out separate legal personality, known as special 
limited partnership funds (SLPFs). For the first 
time in Malta, collective investment vehicles 
can be set up as limited partnerships not con-
stituting a separate juridical person. Non-retail 
funds aimed at qualified and professional inves-

tors may be either fully licensed or notified, with 
EU/European Economic Area (EEA) passporting 
granted to alternative investment funds (AIFs) 
and notified alternative investment funds (NAIFs). 
Though guidance by the Malta Tax and Customs 
Administration (MTCA) is yet to be issued, when 
set up as SLPFs, fund income should either be 
exempt or not taxed at the fund level, instead 
being passed through to investors – who are in 
turn taxed according to their jurisdiction of resi-
dence – eliminating exposure to double taxation. 
For securing tax residence in Malta, the SLPF’s 
general partner (GP) and alternative investment 
fund manager (AIFM) should be resident in Mal-
ta. Notably, Malta does not impede the flow of 
funds by levying withholding taxes, nor does it 
impose subscription taxes on a fund’s net asset 
value (NAV).

Against this background, Malta is expected to 
become more attractive for redomiciling offshore 
funds to the EU via the passporting ability pro-
vided by the AIFM framework. An SLPF provides 
the contractual flexibility often demanded by 
private equity – though also being of relevance 
to venture capital, real estate funds and family 
offices – through a private limited partnership 
agreement drawn up between the general and 
limited partners and not necessarily governed 
by Maltese law.
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Secondly, as of January 2025, setting up noti-
fied professional investor funds (NPIFs) – ie, 
funds for professional and qualified investors 
without passporting, will be allowed without the 
requirement of appointing an external manager; 
it will be sufficient to merely appoint an internal 
investment committee (ie, to be self- or inter-
nally managed). Furthermore, such committee 
need not have a local member, though a local 
member would be expected at board level. An 
NPIF, even when not set up as an SLPF, will be 
able to access an exemption from tax on corpo-
rate profits, other than income and gains related 
to real estate in Malta, as already afforded to 
non-prescribed funds (namely funds with assets 
under management located, for the most part, 
outside of Malta).

Insurance undertakings adopting 
International Financial Reporting Standard 17
Mindful of the impact of international accounting 
developments on the insurance industry, and in 
order to address the tax impact of adopting Inter-
national Financial Reporting Standard (IFRS) 17, 
Malta introduced subsidiary legislation in 2024, 
applicable from the financial year starting 1 Jan-
uary 2023, with a view to prescribing the compu-
tation of total income for insurance undertakings 
adopting IFRS 17. Such rules provide a means of 
managing the impact of changes in the recogni-
tion of profits under IFRS 17 compared to the 
previous standard, IFRS 4.

In view of the substantial one-off impact of 
adopting IFRS 17, resulting in either significant 
gains or losses in the first year of implementa-
tion, Malta provided support for the insurance 
industry through a transitory measure allowing 
for deferral. In this sense, the country introduced 
measures allowing insurance undertakings the 
option to spread tax payable on adoption gains 
over a maximum period of five years, starting 

from the year immediately following the first 
accounting period for which IFRS 17 would be 
applied. The MTCA also issued a guidance note 
providing additional guidance on the manner of 
election for the deferral, including instalment set-
tlement dates.

Investment services and insurance
With the aim of enabling business to attract 
skilled resources from abroad, investment ser-
vices including asset managers, fund adminis-
trators, custodians, depositaries and investment 
advisory entities, as well as insurance entities 
including insurance managers and brokers, may 
secure an indirect benefit from engaging expatri-
ate resources in their Maltese enterprises. In this 
respect, while still entitled to claim deductions 
against their corporate taxable income, certain 
fringe benefits provided to said expatriates are 
exempt from personal taxation.

In 2024, the guidelines on the application of the 
aforementioned optional exemption from income 
tax were updated. The principal update provides 
a clarification in relation to the tax exemption on 
fringe benefits that an investment services expa-
triate or insurance expatriate may opt to claim, 
in that, where an exemption is to be claimed, an 
employer will not be obliged to withhold income 
tax that would have resulted from said fringe 
benefit.

An investment services expatriate and an insur-
ance expatriate may choose to not be subject to 
Maltese tax in respect of the following income 
(otherwise liable to tax) relating to expenditures 
incurred for the benefit of the expatriate, or their 
immediate family, by the investment service or 
insurance company for the first ten years of 
assessment from when said expatriate becomes 
liable to Maltese tax. Expenses incurred for the 
benefit of the expatriates and their immediate 



MALtA  TrENdS aNd dEvELOPmENTS
Contributed by: Juanita	Brockdorff,	Brockdorff	Grech	Law

540 CHAMBERS.COM

family members include removal costs when 
relocating to or from Malta, accommodation 
expenses incurred in Malta, cost of travel to or 
from Malta, providing a motor vehicle for use 
in Malta, a subvention/cost of living allowance 
of not more than EUR600 per month, medical 
expenses, medical insurance and children’s 
school fees.

Furthermore, said expatriates will be deemed to 
be non-resident for the purposes of acceding 
to exemptions from taxation of interest, royal-
ties and capital gains on the disposal of units 
in collective investment schemes and shares or 
securities in companies or interest in partner-
ships that are not property companies or part-
nerships holding real estate interests in Malta.

Update to the full deduction on intellectual 
property expenditure
Intellectual property (IP) is more often than not 
the principal asset of value in a business. Malta 
demonstrated its cognisance of such fact by 
its tax treatment of IP expenses, introducing 
accelerated tax amortisation from financial year 
2023. In September 2024, the accelerated tax 
depreciation available on IP expenditure was 
updated and clarified by means of amending 
subsidiary legislation. The amendments consist 
of provisions governing deductions for capital 
expenditure on IP and IP rights, establishing 
a new definition of “qualifying income” for the 
purpose of the deduction. Said income is deter-
mined in a broad manner as income produced 
through the use or employment of the IP or IP 
rights chargeable to tax in accordance with the 
provisions of the Income Tax Act before claiming 
relevant deductions.

Accelerated amortisation refers to the difference 
between the total capital expenditure incurred in 
a year on qualifying IP and the standard amor-

tisation. The amendments confirm that acceler-
ated amortisation can only be deducted against 
income produced through the use or employ-
ment of the qualifying IP, generally subsequent 
to the utilisation of other available deductions. 
In the event that accelerated amortisation for a 
year exceeds the qualifying income, unutilised 
accelerated amortisation would not be available 
as a deduction for such year and would have 
to be carried forward, upon which it would be 
converted into standard amortisation, a point 
regulated in guidance issued in the same month 
complimenting the rules.

The amendments also expand on the manner in 
which the full deduction may be taken, includ-
ing the part deductible under ordinary tax rules 
or standard amortisation (where a deduction for 
amortisation of expenditure of a capital nature on 
IP or any IP rights may be claimed over a period 
of not less than three consecutive years), where 
standard amortisation may be deducted in full 
by the taxpayer in the first year even when the 
taxpayer would not have sufficient chargeable 
income to give full effect to the entire standard 
amortisation. In contrast, any unutilised acceler-
ated amortisation, or any excess of the remain-
ing part thereof, resulting in a 100% deduction 
in the first year (of incurring expenditure on or 
using IP in generating income), would have to 
be carried forward.

Furthermore, it stands to reason that the clarifi-
catory amendment provides that the aggregate 
of the standard and accelerated amortisation 
is not allowed to exceed the amount of capital 
expenditure on qualifying IP. Other amendments 
to the accelerated amortisation cover the treat-
ment of expenditure on IP brought forward from 
previous years, co-ordinating deductions.
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Guidance published by the Malta Tax and Cus-
toms Administration (MTCA) in September 2024 
confirms flexibility for taxpayers, who upon 
incurring expenditure in respect of more than 
one IP or IP right may elect to claim a full deduc-
tion in respect of each asset independently. 
Thus, a different approach of selecting between 
standard and accelerated tax amortisation may 
be adopted by a taxpayer in relation to separate 
IP assets.

Seed investment tax credits
In an effort to attract innovation, Malta had intro-
duced seed investment tax credits for start-ups. 
Though granted to individuals resident or oper-
ating in Malta as credits against their tax liability, 
seed investment tax credits benefit the target 
company being invested in, facilitating its raising 
of equity capital. In 2024, seed investment tax 
credits were extended to the end of 2026.

Under the seed investment scheme, qualify-
ing investors are granted access to a tax credit 
equivalent to 35% of the aggregate value of the 
investments in one or more qualifying compa-
nies, with investors receiving a maximumtax 
credit of EUR250,000 in any single tax year. The 
benefit is capped at a maximum investment in 
qualifying companies of EUR5 million. Under the 
scheme, a new or recently incorporated com-
pany based in Malta with assets of less than 
EUR250,000 and no more than ten employees 
can raise up to EUR750,000 via the seed invest-
ment scheme.

To preclude abuse of the scheme, investments 
would have to be held for at least three years for 
qualification, with the investor being unrelated 
to the company prior to making the investment. 
Also, the investment would have to be made 
within the first two years of the company being 
issued with a compliance certificate. Addition-

ally, capital gains made within three years of an 
investment would be calculated on the basis of 
the higher of the market value of such investment 
and the consideration received by the qualifying 
investor, with no deductions allowed for losses 
on the disposal or liquidation of investments.

Pillar 2: limited transposition
To soften the compliance burden on multina-
tional groups, Malta opted to take advantage of 
the temporary derogation granted to EU member 
states with fewer than 12 multinational groups 
headquartered in a given member state. Malta 
has transposed the global minimum tax on large 
multinationals, limited to the mandatory rules 
applicable to all member states under the Pillar 2 
Directive. The relevant regulations apply to con-
stituent entities (CEs) located in Malta and mem-
bers of a multinational enterprise (MNE) group, 
or of a large-scale domestic group, with an 
annual group-wide revenue of EUR750,000,000 
or more.

Malta opted to avail of the temporary excep-
tion for up to six consecutive fiscal years from 
31 December 2023, allowing it to delay the 
application of the income inclusion rule (IIR) 
and the undertaxed profits rule (UTPR). How-
ever, in ensuring compliance, limited transpo-
sition obliges domestic ultimate parent entities 
(UPEs) of in-scope MNE groups to nominate 
a designated filing entity in another member 
state, or a third country, and for CEs to provide 
the information required for the application of 
such rules by other jurisdictions. In other words, 
since the so-called top-up tax return cannot be 
filed in Malta during the derogation, transposi-
tion requires CEs located in Malta to notify the 
MTCA of which entity is responsible for filing the 
top-up tax information return, and of the coun-
try such entity is located in. Guidance issued by 
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the MTCA expounds on the obligation, ensuring 
proper functioning of the Directive.

Recently, the MTCA’s complimentary guidance 
has provided clarification regarding the interac-
tion between domestic legislation and the trans-
position framework. Guidelines have expressly 
confirmed that domestic law will continue to 
apply insofar as Malta continues to defer adopt-
ing the IIR and UTPR, with all provisions of the 
Directive being transposable into domestic leg-
islation only at the earliest of the following points 
in time:

(a)  the lapse of the maximum six-year deroga-
tion period;

(b)  when Malta rescinds such election prior to 
the end of the derogation period; or

(c)  when Malta elects to introduce a qualified 
domestic top-up tax (QDTT).

In relation to the last option, the guidance note 
states that in the circumstance that Malta intro-
duces a QDTT prior to the lapse of the events 
under (a) and (b) above, the application of the 
IIR and UTPR provisions would not be triggered; 
their deferral would continue until conditional 
event (a) or (b) occurred. Such clarification pro-
vides additional comfort to in-scope corporate 
taxpayers on the delayed timing of the Pillar 2 
rules. Incidentally, in taking cognisance of the 
impact of such rules, the guidance note provides 
further reassurance that should Malta rescind 
the election or introduce a QDTT, such events 
would be communicated in advance in order to 
grant taxpayers sufficient time for adoption and 
adaptation.

Obligations under the EU’s Directive of 
Administrative Cooperation 7
Digital platforms
Markets are increasingly online. Reflecting this 
phenomenon, subsidiary legislation published 
in Malta in early 2025 replaced the earlier 2023 
transposition of certain provisions of the EU 
Directive of Administrative Cooperation (DAC), 
aligning the law with the seventh amendment 
to said Directive, extending EU transparency 
rules to digital platforms and imposing report-
ing obligations on platform operators with effect 
from 20 January 2023. The DAC7 Directive intro-
duced an obligation for digital platform opera-
tors to provide information on income gained by 
sellers from relevant activities provided through 
such platforms. DAC7 imposes reporting obli-
gations on the operators of platforms allowing 
sellers and users to interact to facilitate immov-
able property rental, the provision of personal 
services for time- or task-based work, the sale 
of goods and the rental of any mode of trans-
port. Platform operators have been obliged to 
collect said information since the 2023 reporting 
period, with reporting obligations extending to 
both cross-border and domestic border activi-
ties, as well to third-country platform operators.

Guidance for digital platforms was issued in 
2023 and has since been updated twice by the 
MTCA. The introduction in the amendments of 
a mechanism allowing platform operators to re-
register with the MTCA following the revocation 
of their registration constitutes a laudable addi-
tion enabling adherence with ongoing compli-
ance obligations.

Royalties
A lacuna in reporting royalties in the Directive 
was plugged by DAC7, and the same update to 
Maltese subsidiary legislation expressly added 
information on royalties received by residents 
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of member states to the specific categories 
of income and capital. EU member states are 
required to exchange such information with 
other member states retroactive to 1st January 
2024.

Joint audits
Furthermore, DAC7 includes a legal framework 
to enable joint audits, which was transposed 
by the aforementioned update to the subsidiary 
legislation. In a joint audit, countries’ tax authori-
ties come together to form a single audit team 
to conduct a taxpayer examination. Since joint 
audits should result in faster issue resolution, 
more streamlined fact-finding and increased 
compliance, Malta signalled its continued com-
mitment to EU-wide co-operation in tax enforce-
ment through the update.

Enforcement
Last but not least, a recently published legal 
notice revised administrative penalties upwards 
for breaches of obligations under its purview, 
giving the rules more bite.

Double tax treaty network
Expanding its treaty network, as well as updat-
ing its existing one, remains a priority for Malta, 
reflected in notices of the coming into force of a 
new treaty and of amendment of the protocol of 
the existing one.

Malta-Netherlands (Cura ç ao)
By means of subsidiary legislation published in 
2024, 1 September 2024 was indicated as the 
date of coming into force of the Malta double 
tax treaty with the Netherlands in respect of 
Curaçao. Given the number of online gaming 
entities with a presence in both jurisdictions, 
such treaty is pertinent to defining each juris-
diction’s tax remit.

The double tax treaty sets the maximum Curaçao 
withholding tax at 0% on dividends distributed 
to a Maltese resident corporate shareholder 
directly holding at least 10% of the capital of 
the Curaçao company declaring the dividends. 
In all other cases, the Curaçao withholding tax 
cannot exceed 5%.

At the domestic level, Malta does not levy with-
holding tax on dividends, interest and royalties 
distributed to non-residents. The quid pro quo 
inserted in the treaty provides that interest and 
royalties arising in Curaçao would be taxable 
only in Malta.

Malta-Switzerland
In 2024, a commencement notice was published 
by means of which the protocol amending the 
double tax treaty between Malta and the Swiss 
Confederation was deemed to have come into 
force on 3 November 2021. The protocol imple-
ments the minimum standards for double taxa-
tion agreements of the OECD’s base erosion and 
profit shifting (BEPS) project, and contains an 
anti-abuse clause that refers to the main pur-
pose of an arrangement or transaction, thus 
ensuring that the treaty is not abused in such 
instance.

Through pursuing the above developments in its 
tax treaty network, Malta has continued to reiter-
ate its commitment to international compliance 
while ensuring that its tax system facilitates, 
rather than hinders, global trade by addressing 
and alleviating instances of double or multiple 
taxation.
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1. Types of Business Entities, 
Their Residence and Basic Tax 
Treatment
1.1 Corporate Structures and Tax 
Treatment
There are various types of corporate forms in 
Mexico, and the most common is the Sociedad 
Anonima (commonly referred to as an SA). There 
is also a Sociedad de Responsabilidad Limitada, 
also referred to as an SRL, which is analogous to 
a US limited liability company. In respect of both 
types of entities, the liability of their shareholders 
and members are limited.

A more sophisticated form of SA is a Sociedad 
Anónima Promotora de Inversiones or SAPI. The 
SAPI has a more modern corporate governance 
framework than an SA and offers more flexibility 
to set up differentiated rights related to dividend 
distribution among categories of shareholders.

From a Mexican tax perspective, these entities 
are taxed as a separate entity from their mem-
bers/shareholders and generally have the same 
tax treatment (30% on profits) and have identical 

income recognition, applicable deductions and 
foreign tax credit rules.

1.2 Transparent Entities
There are no Mexican legal entities that are 
treated as transparent for tax purposes. How-
ever, there are certain “agreements” that give 
this treatment, such as the Fideicomiso (which 
has some similarities to the common law trust).

Fideicomisos provide a flexible and efficient way 
to hold a separate patrimony from the settlor and 
their beneficiaries and represent an efficient form 
of administration of assets. They are often used 
in real estate and investment transactions.

From a tax perspective, Fideicomisos that gener-
ate mostly passive income are completely trans-
parent. However, those which carry out business 
activities (active income, ie, sale of assets) will 
need to calculate the taxable profit and allocate 
it to the beneficiaries.

Specific examples of Fideicomisos are:

• Fideicomisos de Inversión en Bienes Raíces 
(FIBRAs), which are real estate investment 
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vehicles that offer a tax-efficient way to invest 
in income-generating real estate. They distrib-
ute most of their income to shareholders and 
benefit from tax transparency; and

• Fondos de Inversión (investment funds), 
which are investment vehicles providing a 
pooling mechanism for investors, allowing 
them to invest in a diversified portfolio. They 
are often used by private equity firms and 
hedge funds because of the flexibility and tax 
advantages derived from their tax transpar-
ency.

Mexican income tax law recognises tax trans-
parency for foreign entities solely for the purpos-
es of determining the taxable income generated 
by Mexican residents abroad from these entities.

1.3 Determining Residence of 
Incorporated Businesses
Mexican law follows the “place of effective man-
agement” criterion to determine the Mexican tax 
residency of an entity. This refers to the location 
where key decision-makers, who control, man-
age and operate the entity and its activities are 
based. Consequently, a foreign entity is deemed 
a Mexican taxpayer if its “place of effective man-
agement” is in Mexico.

As for transparent foreign entities, their tax 
transparency is not recognised and will be taxed 
as any other legal entity (not considering that 
the tax effect is on their members/shareholders), 
apart from the exception outlined in 1.2 Trans-
parent Entities.

Under most of the tax treaties that Mexico has 
in place, tax residency will also be determined 
by the place from which the company or entity 
is effectively managed. Tax transparency is not 
recognised under most of those treaties (there 
are certain exceptions such as the tax treaty 

with Germany). With respect to the Mexico-US 
tax treaty, a certain transparency effect is rec-
ognised for LLCs, as long as its members are 
resident in the US.

In the case of a dual resident company, under 
most of the tax treaties entered into by Mexico, a 
mutual agreement procedure (MAP) is required. 
The Mexico-US tax treaty will directly deny treaty 
benefits.

1.4 Tax Rates
Incorporated businesses pay a 30% income tax 
rate.

According to Article 4-B of the Income Tax Law, 
Mexican entities must regard the income gener-
ated abroad by tax transparent entities or legal 
vehicles as taxable income (in some cases only 
the profits), according to the degree of partici-
pation by the Mexican resident, even if these 
entities or legal vehicles do not distribute the 
income. The tax triggered will be 35% + 10% 
for dividend distribution.

If taxpayers have operations through these enti-
ties or legal vehicles (transparent or not) they will 
have to file a tax report with the Tax Administra-
tion Service. The income will be directly attrib-
uted to the Mexican taxpayer and the tax paid 
abroad by these entities or vehicles will be con-
sidered as paid by the Mexican resident only for 
the taxable income that was considered.

The tax paid will create a tax credit for the Mexi-
can resident in the proportion that the income 
received by the entity or legal vehicle was con-
sidered by the taxpayer as taxable income.
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2. Key General Features of the Tax 
Regime Applicable to Incorporated 
Businesses
2.1	 Calculation	for	Taxable	Profits
Taxable profits are calculated by considering all 
taxable income (on an accrual and worldwide 
basis) and reduced by authorised deductions 
(including the profit-sharing payment made in 
the last year).

Income encompasses all increases in wealth. 
Entities also need to consider inflationary gains. 
Dividends distributed from a Mexican entity will 
not be considered as income.

Normal deductions or business expenses are 
allowed (depreciation and amortisation of assets, 
cost of goods, interest payments, other expens-
es, etc). To qualify for these deductions, there 
are general requirements that must be fulfilled. 
These include ensuring that the expenses are 
properly documented, they are strictly necessary 
for the business’s operation and they are sup-
ported by relevant invoices. Additionally, each 
type of deduction has specific requirements that 
must be met. For example, there are particu-
lar criteria for deductions related to bad debts, 
charitable contributions and interest expenses.

Taxpayers are required to make advance income 
tax payments on the 17th of each month. These 
advance payments should be made on the basis 
of estimated annual taxable income. Advance 
payments are not required during the first year 
of operation of a business.

2.2 Special Incentives for Technology 
Investments
Mexico does not have specific incentives such 
as a patent box or special tax treatment exclu-
sively designed for technology investments. 

However, Mexico, like many countries, has a 
general framework of tax incentives and deduc-
tions that may indirectly benefit technology-
related investments and research and develop-
ment (R&D) activities.

Some of the general incentives that could be 
relevant to technology investments in Mexico 
include deductions for R&D expenses incurred 
by businesses. Eligible expenses may include 
costs related to technological innovation and 
development.

2.3 Other Special Incentives
Accelerated Depreciation
Businesses in Mexico may benefit from acceler-
ated depreciation for certain assets, including 
technology-related equipment and machinery.

Maquila Programme
While not specific to technology, the Maquila 
programme in Mexico allows companies to 
operate manufacturing activities with certain 
tax benefits. This programme is often utilised 
by industries with significant technology com-
ponents.

Investment Promotion Programmes
Mexico has various investment promotion pro-
grammes that provide general incentives for 
companies making investments in the coun-
try. While not technology-specific, these pro-
grammes may indirectly benefit technology-
related investments.

2.4 Basic Rules on Loss Relief
When authorised deductions, in addition to the 
participation of workers in profits (PTU) paid, 
exceed the accumulable income in a fiscal year, 
the difference is considered a fiscal loss for that 
year. This fiscal loss can be offset against the fis-
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cal income of the following ten fiscal years until 
it is exhausted.

Additionally, if a company fails to offset the fiscal 
loss from previous years in a given fiscal period, 
when it had the opportunity to do so, it will forfeit 
the right to offset it in subsequent fiscal years, 
up to the amount that could have been utilised 
previously.

The right to offset tax losses exists provided 
there is a tax profit, and none of the circum-
stances limiting their offsetting are met. These 
circumstances are:

• a change in shareholders or partners exercis-
ing over 51% of the voting rights of the entity, 
or offsetting only against profits obtained 
from the same line of business in which the 
loss was generated in cases of mergers 
where the loss-making company acts as the 
merging entity;

• a prohibition on transferring losses in the 
case of a merger if the loss-making company 
acts as the merged entity; or

• the right to transfer them, exceptionally 
granted in the case of a split, depending on 
certain forms and amounts of transfer.

The tax authority may presume an improper 
transfer of the right to amortise tax losses when 
a taxpayer is involved in corporate restructurings 
or changes of shareholders, resulting in a signifi-
cant decrease in its material capacity to operate.

This presumption is triggered if certain condi-
tions are met, such as obtaining greater tax loss-
es than the value of assets or a sudden increase 
in deductions from related-party transactions, 
among others. The taxpayer will be notified of 
this presumption and will have the opportunity 
to defend itself. If it fails to refute the facts, a list 

of affected taxpayers will be published, confirm-
ing the improper transfer of tax losses and the 
inadmissibility of their decrease. Taxpayers are 
given a period to regularise their situation before 
the authority can exercise its verification powers 
and impose penalties.

2.5 Imposed Limits on Deduction of 
Interest
Under the general regime, taxpayers can benefit 
from deductions such as accrued interest during 
the tax year without adjustment. To qualify for 
the deductibility of interest payments, the tax-
payer must adhere to several conditions. These 
are as follows.

• The principal amount must be invested in 
the primary activity of the borrower (directly 
associated with their business).

• If the interest comes from abroad, the corre-
sponding withholding tax must be applied.

• The taxpayer must issue a digital tax receipt 
detailing payment amounts and the tax with-
held from the lender.

• The taxpayer must submit a return, known as 
a multiple informative declaration, by Febru-
ary 15 of each tax year, disclosing loan-relat-
ed information and the interest paid to the 
foreign tax resident.

The Income Tax Law imposes a limitation on 
interest deductibility, applying to the net interest 
amount (taxable accrued interest less deduct-
ible interest) exceeding 30% of adjusted taxable 
profit. This limitation only applies to taxpayers 
whose interest accrued from debt in the fiscal 
year exceeds MXN20 million.

This limitation does not apply to members of the 
financial system. Any non-deductible net inter-
est will be able to be carried forward for up to 



551 CHAMBERS.COM

MeXICo  Law aNd PraCTiCE
Contributed by: Edgar Klee and Joel Gonzalez Lopez, Haynes and Boone, S.C. 

ten years until the outstanding amount has been 
paid.

Under thin capitalisation rules, interest paid by a 
Mexican resident to a non-resident related-par-
ty is non-deductible for income tax purposes if 
the debt exceeds three times the equity of the 
Mexican subsidiary (thin capitalisation rules only 
apply to related-party transactions).

2.6 Basic Rules on Consolidated Tax 
Grouping
Limited tax grouping rules exist and enable Mex-
ican entities holding 80% directly or indirectly of 
equity to apply for authorisation to offset losses 
against profits of other entities of the group for 
a period of three years, considering the deferred 
income payable at the end of the period.

2.7 Capital Gains Taxation
Capital gains from the sale of shares or other 
assets are generally considered part of the com-
pany’s taxable income. The basic rules for calcu-
lating capital gains on the sale of shares include 
deducting the cost of acquisition from the sale 
price. The resulting amount is then subject to 
corporate income tax.

There are no specific exemptions or relief for 
capital gains from the sale of shares under Mexi-
can law. Specific tax treaties might offer relief.

2.8 Other Taxes Payable by an 
Incorporated Business
Besides income tax, several other taxes may be 
payable by an incorporated business.

VAT
This is a consumption tax that is levied on the 
sale of goods, the provision of services, use of 
goods and the importation of goods into Mexico. 
The standard rate is 16% but there are reduced 

rates and exemptions for certain goods and ser-
vices.

Special Tax on Production and Services 
(IEPS)
This is an excise tax on the production and sale 
of specific goods and services. It applies to 
items such as gasoline, diesel, tobacco, alco-
holic beverages and certain energy products and 
services.

Local Transfer Tax (ISAI)
This tax is levied on the acquisition of real estate 
and is typically paid by the buyer.

Social Security Quotas
Employers are required to contribute to social 
security and other employee-related taxes, 
including contributions to retirement funds and 
housing funds.

Payroll Tax
This is a local tax that is currently effective in the 
32 states of Mexico and represents one of their 
principal sources of income.

It is levied on all employers for the payment of 
payroll or salaries, ie, it is imposed on employ-
ers for the employment relationships they main-
tain, including the payment of salaries and other 
items corresponding to their obligations with 
their employees.

Environmental Taxes
Environmental taxes are imposed at the estates 
level. These taxes aim to regulate and discour-
age greenhouse gas emissions by establishing 
financial obligations based on the volume of 
pollutants released into the atmosphere. Local 
governments often determine the taxable emis-
sions threshold and applicable rates, aligning 
their regulations with broader environmental 



552 CHAMBERS.COM

MeXICo  Law aNd PraCTiCE
Contributed by: Edgar Klee and Joel Gonzalez Lopez, Haynes and Boone, S.C. 

policies and international commitments. Com-
pliance with these local tax obligations typically 
requires entities to register their emissions and 
fulfil reporting requirements to ensure proper 
enforcement.

2.9 Incorporated Businesses and 
Notable Taxes
See 2.8 Other Taxes Payable by an Incorpo-
rated Business.

3. Division of Tax Base Between 
Corporations and Non-Corporate 
Businesses
3.1 Closely Held Local Businesses
Closely held local businesses owned by indi-
viduals normally operate in a corporate form. In 
certain transactions, the use of a non-corporate 
form such as the Mexican trust or fideicomiso is 
common. The fideicomiso is particularly useful 
in cases involving foreign ownership restrictions, 
estate planning, asset protection or structured 
financing arrangements. For example, in the real 
estate sector, foreign investors often acquire 
property in restricted zones through a fideico-
miso to comply with Mexican legal requirements. 
Similarly, business owners may use a fideico-
miso to manage assets, facilitate succession 
planning or structure investment vehicles in a 
tax-efficient manner.

Additionally, closely held businesses may also 
consider hybrid structures, such as joint ventures 
or contractual arrangements, to achieve specific 
commercial or regulatory objectives. The choice 
of structure depends on factors like tax implica-
tions, liability concerns, governance preferences 
and the nature of the business activities.

3.2 Individual Rates and Corporate Rates
The corporate rate is 30% plus the 10% employ-
ee profit sharing rate. Individual professionals 
will be taxed at 35% (in certain cases a 2.5% 
special regime applies for individuals if their 
annual profits are lower than MXN3 million). Any 
dividend distribution will be subject to an extra 
10%.

3.3 Accumulating Earnings for 
Investment Purposes
There are no specific rules that prevent closely 
held local corporations from accumulating earn-
ings for investment purposes.

3.4 Sales of Shares by Individuals in 
Closely Held Corporations
Capital gains are taxable by subtracting the tax 
basis adjusted by inflation from the purchase 
price and reducing it with certain adjustments 
that consider net retained earnings. There are 
certain variations on how to calculate the basis 
if the shares have been owned for less than 12 
months.

Dividends are taxable for individuals at the appli-
cable tax rate (maximum of 35%). The corporate 
tax rate paid (30%) at the level of the entity can 
be credited. An extra 10% has to be withheld by 
the entity paying the dividend.

3.5 Sales of Shares by Individuals in 
Publicly Traded Corporations
A tax rate of 10% is applicable on the net gain 
realised from the sale of shares in corporations 
on the Mexican stock exchange or other publicly 
traded companies.
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4. Key Features of Taxation of 
Inbound Investments

4.1 Withholding Taxes
Mexican entities that make payments to foreign 
entities or individuals are required to withhold 
and pay tax before the tax authorities on behalf 
of the recipient.

Dividend Distribution for Mexican 
Subsidiaries
If the dividend is paid to foreign residents it will 
be subject to an additional 10% withholding rate.

Capital Gains
The eventual sale of the shares of the Mexican 
subsidiary will trigger a tax of 25% on the gross 
amount or 35% on the net profit if the non-
resident has a representative in Mexico. A tax 
return related to the sale must be filed and a 
fiscal opinion obtained from a Mexican public 
accountant certifying that the reported profit has 
been calculated correctly.

Interest
If a foreign shareholder granted a loan to the 
Mexican subsidiary, interest is considered to be 
sourced in Mexico where the capital is placed or 
invested in Mexico or where the party paying the 
interest is a Mexican resident or a non-resident 
with a permanent establishment.

Interest paid to a non-resident is subject to with-
holding tax at rates ranging from 4.9% to 35%.

A 4.9% rate applies to interest paid to foreign 
banks registered as banks in Mexico and resi-
dent in tax treaty countries and interest paid to 
non-resident financial institutions in which the 
federal government owns a percentage of the 
paid-up capital, provided certain conditions are 
satisfied and they are the beneficial owners of 

the interest. The 4.9% rate also applies to inter-
est paid in respect of publicly traded securities 
in Mexico and securities publicly traded abroad 
through banks and stockbroking firms in a coun-
try that has concluded a tax treaty with Mexico. 
However if these conditions are not satisfied, the 
rate is 10%.

A 15% rate applies to interest paid to reinsur-
ance companies and interest on finance leases.

A 21% rate applies to interest that is not subject 
to the 4.9% or 10% rates and interest paid to 
non-resident suppliers financing the acquisition 
of machinery and equipment that is included in 
the fixed assets of the acquirer.

A 40% rate applies to interest paid to a related-
party located in a tax haven.

A 35% rate applies in all other cases.

Royalties
Payments made for technical assistance, know-
how, use of models, plans, formulae and similar 
technology transfer, including use of commer-
cial, industrial or scientific information or equip-
ment are considered royalties.

Royalties paid to non-Mexican residents are 
deemed Mexican-sourced when the payer is 
a Mexican resident for tax purposes. A 25% 
income tax withholding rate on the gross amount 
of the transaction would be applicable unless the 
rate is reduced under an applicable tax treaty.

Payments carried out by a Mexican subsidiary to 
foreign shareholders for the right to use a brand 
or technology would be considered royalties for 
income tax purposes and, generally, the for-
mer would have to withhold the corresponding 
income tax.
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As of 2022, the concept of royalties has included 
the right to an image, specifying that for these 
purposes this right implies the use or conces-
sion of use of a copyright to a literary, artistic or 
scientific work.

In this regard, the tax treatment applied to royal-
ties also extends to the taxable income resulting 
from the exploitation of the copyright associated 
with the image itself.

Know-How
Know-how is considered to be the transfer of 
confidential information regarding industrial, 
commercial or scientific experience.

The payments derived from this transfer would 
be considered royalties subject to a 25% income 
tax rate. However, a preferential income tax rate 
provided in the relevant tax treaty could be 
applied.

Technical Assistance
Technical assistance is defined as the rendering 
of independent personal services whereby the 
provider undertakes to provide non-patentable 
knowledge, which does not involve the trans-
mission of confidential information relating to 
industrial, commercial or scientific experience, 
and undertakes to participate with the provider 
in the application of this knowledge.

A 25% withholding tax rate is applicable to tech-
nical assistance payments.

In general, the different tax treaties entered into 
by Mexico do not specifically contemplate the 
tax treatment of technical assistance (except in 
the case of Belgium and Holland), so in general 
terms it should fall under the concept of busi-
ness benefits (Article 7 of the treaties), independ-
ent personal services (Article 14 of the treaties) 

or other income (generally Article 21 of the trea-
ties). If it is included in Articles 7 or 14, the pay-
ments derived from it can only be subject to 
taxation in the state of residence and not in the 
state of source.

Recent Tax Court rulings have denied access to 
treaties principally on the grounds that technical 
assistance should not be considered a commer-
cial activity for Mexican Federal Tax Code pur-
poses, but rather as a service of a civil nature, 
as the Commercial Code does not explicitly list 
technical assistance as a commercial act. How-
ever, the list of commercial acts contained in the 
Commercial Code is not exhaustive.

4.2 Primary Tax Treaty Countries
Mexico has entered into several tax treaties with 
other countries to avoid double taxation and pro-
mote cross-border investments. The choice of 
tax treaty country for foreign investors depends 
on various factors, including the investor’s home 
country, the nature of the investment and the 
specific provisions of each treaty. The countries 
with which Mexico has entered into tax treaties 
commonly used by foreign investors include the 
United States, Canada, Spain, the United King-
dom, Germany and the Netherlands.

4.3 Use of Treaty Country Entities by 
Non-Treaty Country Residents
The use of treaty country entities by non-treaty 
country residents, often known as “treaty shop-
ping”, can sometimes be subject to scrutiny by 
Mexican tax authorities.

Mexican law contains general anti-avoidance 
rules that allow tax authorities to challenge 
transactions or arrangements that have the pri-
mary purpose of obtaining a tax benefit in viola-
tion of the principles of the tax laws.
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Mexican authorities may scrutinise the sub-
stance and purpose of the arrangements to 
determine whether they comply with the intend-
ed purpose of tax treaties. If they find that the 
primary motive of the structure is tax avoidance 
rather than a genuine business purpose, they 
may challenge the arrangement and deny the 
treaty benefits.

4.4 Transfer Pricing Issues
For inbound investors operating through a local 
corporation in Mexico, several significant trans-
fer pricing issues may arise. It is crucial for inves-
tors to be aware of these issues to ensure they 
comply with Mexican transfer pricing regula-
tions. Some of the key transfer pricing issues 
are outlined below.

Documentation Requirements
Mexico has stringent documentation require-
ments for transfer pricing. Inbound investors 
need to maintain comprehensive documenta-
tion to support the pricing of transactions with 
related parties. This includes documentation 
on the selection of the transfer pricing method, 
comparability analysis and financial information.

Comparability Analysis
Performing a robust comparability analysis is 
crucial to determine the appropriate transfer 
pricing method. The challenge lies in finding 
reliable and comparable data for benchmarking 
purposes. Differences in industry practices and 
economic conditions between Mexico and other 
countries can complicate the analysis.

A key aspect of these transactions is analysing 
the business rationale behind the migration or 
recognition of intangible assets. It is essential 
to assess the reasonably expected economic 
benefit, as required by the Mexican Federal Tax 
Code, ensuring that the business purpose is not 

solely based on tax advantages. Additionally, the 
proper delineation of related-party transactions 
must follow OECD Transfer Pricing Guidelines, 
which emphasise the economic substance of 
the transaction, including functions performed, 
assets used and risks assumed before and after 
migration.

Use	of	Profit	Level	Indicators	(PLIs)
Determining the appropriate PLI for benchmark-
ing can be complex.

In Mexico, the choice of PLI depends on the 
nature of the transaction, and identifying the 
most suitable indicator can be challenging for 
certain industries.

Intangibles and Royalties
Transfers of intangible assets and the calcula-
tion of royalties present specific transfer pricing 
challenges. Establishing the arm’s length pric-
ing for the use of intangibles requires a careful 
analysis and ensuring alignment with the OECD 
Guidelines is crucial. Mexican courts have held 
that taxpayers must substantiate the economic 
rationale for royalty payments and demonstrate 
their arm’s length nature. Transactions lacking 
proper economic substance have been disre-
garded, leading to tax recharacterisations.

Management and Service Fees
Determining the appropriate pricing for man-
agement and service fees charged by a foreign 
parent to its Mexican subsidiary is a common 
challenge. It requires demonstrating that the ser-
vices provided add value and are consistent with 
arm’s length principles.

Profit	Attribution	to	Permanent	
Establishments
For multinational corporations with a presence in 
Mexico, attributing profits to a permanent estab-
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lishment (PE) can be complex. It involves evalu-
ating the functions performed, risks assumed 
and assets employed by the PE within the overall 
business structure.

Advance Pricing Agreements
Inbound investors may consider seeking advance 
pricing agreements (APAs) with the Mexican tax 
authorities to provide certainty on transfer pric-
ing matters. However, the APA process can be 
time-consuming and negotiating terms that sat-
isfy both parties can be challenging.

APAs offer a viable mechanism for taxpay-
ers and authorities. They allow taxpayers to 
request a transfer pricing ruling regarding the 
sale of intangible assets and related transac-
tions, such as royalty payments for licences. 
These agreements can be unilateral, involving 
only the Mexican tax authority, or bilateral, nego-
tiated between the authorities of Mexico and the 
related entity’s jurisdiction.

While APAs provide technical support and tax 
certainty, unilateral APAs often face scrutiny and 
potential challenges from authorities regarding 
valuation variables and royalty payments. Bilat-
eral APAs offer greater balance but can take two 
to three years to resolve. Recent amendments to 
the Mexican Federal Tax Code have introduced 
a suspension of audit timelines during the APA 
process, allowing authorities to initiate audits 
post-APA if deemed necessary.

Country-by-Country Reporting (CbCR)
In line with international standards, Mexico 
requires the filing of country-by-country reports 
for multinational groups exceeding certain rev-
enue thresholds. Ensuring alignment with global 
reporting requirements and addressing potential 
discrepancies is essential.

4.5 Related-Party Limited Risk 
Distribution Arrangements
Limited risk distribution arrangements are valid 
agreements whose supply chains have been 
structured and restructured. These types of 
transactions are normally subject to review and 
scrutiny by the tax authorities.

4.6 Comparing Local Transfer Pricing 
Rules and/or Enforcement and OECD 
Standards
Mexico follows OECD standards with minimum 
variations.

4.7 International Transfer Pricing 
Disputes
Transfer pricing audits are definitely more 
aggressive and thorough nowadays. It is com-
mon for the Tax Administration Service to initiate 
transfer pricing audits and, if new information 
emerges, may reopen audits for earlier years.

Although Mexico has a robust set of rules and 
legislation governing MAPs in the practical 
sense, it is difficult for the tax authorities to agree 
to initiate one.

5. Key Features of Taxation of Non-
Local Corporations

5.1 Compensating Adjustments When 
Transfer Pricing Claims Are Settled
Compensation adjustments are valid in Mexico 
providing certain rules and steps are followed. 
Adequate documentation is crucial in these 
cases.
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5.2	 Taxation	Differences	Between	Local	
Branches and Local Subsidiaries of Non-
Local Corporations
There are no substantial differences in the taxa-
tion regimes between local branches and local 
subsidiaries of non-local corporations in Mexico.

5.3 Capital Gains of Non-Residents
Capital gains from the sale of stock in a local cor-
poration are taxed at 25% on the gross amount 
(purchase price) or there is an option to be taxed 
at 35% on the net gain provided certain require-
ments are met (such as appointing a local legal 
representative and obtaining an auditor opinion 
on how the net basis was calculated).

Furthermore, indirect sales are taxable if more 
than 50% of the accounting value of the foreign 
entity being sold is represented by immovable 
property located in Mexico.

Certain treaties can eliminate direct or indirect 
capital gains, depending on the ownership 
percentage (normally more than 50%) and the 
length of time of ownership (normally more than 
12 months).

5.4 Change of Control Provisions
When there is a change of control in a foreign 
holding company that owns a subsidiary in Mex-
ico, taxation in Mexico can apply to the sale of 
shares. This tax is applicable if more than 50% 
of the foreign holding’s accounting value is rep-
resented by immovable property located in Mex-
ico. However, certain tax treaties may provide 
relief in these scenarios.

5.5 Formulas Used to Determine Income 
of	Foreign-Owned	Local	Affiliates
There are no specific rules governing how to 
determine the taxable income of foreign-owned 
local affiliates. Transfer pricing provisions will 

apply. There are certain rules applicable to 
Mexican entities with an IMMEX authorisation 
(manufacturers) where the annual profit must be 
determined based on a percentage of the cost or 
assets used in the manufacturing process.

5.6 Deductions for Payments by Local 
Affiliates
Deduction for payments by local affiliates for 
management and administrative expenses 
incurred by a non-local affiliate are allowed as 
long as transfer pricing rules are complied with. 
A withholding tax is applied in these cases. 
These payments are normally considered busi-
ness profits under a tax treaty.

The expense must be considered strictly indis-
pensable for business operations and suffi-
ciently documented to prove that the service 
was rendered.

Specific rules govern the allocation of expens-
es incurred by the non-local affiliate. These 
rules dictate how the expenses are distributed 
between the foreign entity and its Mexican sub-
sidiary.

5.7 Constraints on Related-Party 
Borrowing
Related-party borrowing will be subject to trans-
fer pricing rules and income deduction limitations 
as stated in 2.5 Imposed Limits on Deduction 
of Interest. Payments made to a related-party or 
derived from a structured agreement will not be 
deductible items if the income for the counter-
party is subject to a preferential tax regime, if the 
party that directly or indirectly receives the pay-
ment uses the payment to make other deduct-
ible payments to other members of the same 
group or is derived from a structured agreement 
subject to a preferential tax regime.
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6. Key Features of Taxation 
of Foreign Income of Local 
Corporations
6.1 Foreign Income of Local 
Corporations
The foreign income of local corporations is not 
exempt from corporate tax. Tax credits are avail-
able if certain requirements are met. Monthly 
advance payments will not constitute foreign 
income (it is only computed for annual returns).

6.2 Non-Deductible Local Expenses
Foreign income of local corporations is not 
exempt. Local expenses will follow the general 
rules for deductions (strict indispensability, prop-
er registration, materiality, etc) and the specific 
rules applicable to interest, royalties, etc.

6.3 Taxation on Dividends From Foreign 
Subsidiaries
Dividends from foreign subsidiaries of local cor-
porations are treated as ordinary income and are 
subject to a 30% tax rate. Income tax paid by 
the non-local subsidiary can be credited (some 
limitations apply). There is a second-tier indirect 
tax credit.

6.4 Use of Intangibles by Non-Local 
Subsidiaries
The use of intangibles developed by local cor-
porations by non-local subsidiaries is subject to 
transfer pricing regulations and the arm’s length 
principle in Mexico. Consideration for the use or 
the transfer will therefore be required.

The tax authorities have issued non-binding cri-
teria addressing the transfer of intangible assets 
abroad. According to these criteria, the deduc-
tion of royalties for licensing intangible assets 
that were transferred out of Mexico at a price 

below their arm’s length value is considered an 
improper tax practice.

This might qualify as a business restructure 
subject to further scrutiny under recent OECD 
Transfer Pricing Guidelines. Tax authorities, 
exercising their audit powers, scrutinise inter-
company transactions, with a particular focus 
on intangible assets. The significance of func-
tional and comparability analyses is emphasised 
in addressing these transactions.

Additionally, since 2020, the Mexican Federal Tax 
Code has included a business purpose test. This 
empowers tax authorities to disregard artificial 
transactions lacking a business purpose when 
taxpayers derive a tax benefit greater than the 
reasonably expected economic benefit. Trans-
actions involving the use of intangibles between 
local corporations and non-local subsidiaries 
should therefore comply with transfer pricing 
regulations, ensuring that the pricing aligns with 
the arm’s length principle and serves a legitimate 
business purpose to avoid potential challenges 
from tax authorities.

6.5 Taxation of Income of Non-Local 
Subsidiaries Under Controlled Foreign 
Corporation-Type Rules
A local entity will be taxed on the income (in 
some cases only the profits) generated abroad 
by a controlled non-local subsidiary, according 
to the participation of the Mexican resident, even 
if the entities do not distribute this income. The 
tax triggered will be 35% + 10% for the distribu-
tion of dividends.

These CFC rules are applicable if there is control 
and if the revenue obtained is not subject to tax 
or subject to a tax rate of less than 22.5% in the 
foreign country. Active business income will not 
be considered subject to these rules.
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If taxpayers have operations through these enti-
ties, they will have to file a tax report with the Tax 
Administration Service.

The income will be attributed directly to the Mex-
ican taxpayer and the tax paid abroad by these 
entities will be considered paid by the Mexican 
resident only for the taxable income taken into 
account.

The tax paid will generate a tax credit for the 
Mexican resident in the proportion that the 
income received by the entity or legal vehicle 
was considered taxable income by the taxpayer.

The exception of being considered a CFC when 
the taxpayer does not have “effective control” 
over the foreign entity still applies. Nevertheless, 
the rules to determine if there is “effective con-
trol” are substantially modified. Under these new 
rules there is “effective control” over the foreign 
entity if the taxpayer holds more than 50% of 
the shares or rights, which allows the taxpayer 
to obtain the profits or the assets in case of a 
capital reduction or liquidation.

To determine if the participation exceeds the 
50% threshold, and therefore if “effective con-
trol” over the foreign entity exists, all rights 
owned by any related-party or linked individu-
als will be taken into account.

6.6 Rules Related to the Substance of 
Non-Local	Affiliates
General anti-avoidance rules (GAAR) apply to 
transactions that lack a genuine business pur-
pose and are primarily aimed at achieving a tax 
benefit. Under the GAAR, if certain transactions 
with non-local affiliates are deemed to lack a 
substantive business purpose, they may be sub-
ject to a recalculation of their tax effects.

6.7 Taxation on Gain on the Sale of 
Shares	in	Non-Local	Affiliates
Local corporations are taxed on the gain on the 
sale of shares in non-local affiliates. The tax-
able income is determined by subtracting the 
average cost per share from the sale price per 
share. The average cost per share for shares 
issued by foreign resident entities is calculated 
based on the adjusted original amount of the 
shares, which includes the verified acquisition 
cost reduced by any reimbursements paid, with 
adjustments for inflation.

Reimbursements paid include amortisations and 
capital reductions. However, taxpayers should 
only consider amortisations, reimbursements or 
capital reductions applicable to shares that have 
not been cancelled due to these operations.

7. Anti-Avoidance

7.1 Overarching Anti-Avoidance 
Provisions
Tax authorities, in the exercise of their audit 
authority, are entitled to recharacterise any 
transaction that does not have a legitimate 
business purpose and results in a tax benefit for 
the taxpayer. In these cases, the authorities can 
attribute the tax effects that would have been 
expected had they been carried out to achieve 
a reasonable economic benefit to these transac-
tions.

For the application of the anti-avoidance rule, 
“favourable opinion” of a committee (officials of 
the Ministry of Finance and Public Credit and 
the Tax Administration Service) must be issued. 
If the opinion is not issued within a two-month 
period, it will be considered a negative resolu-
tion.
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It is legally assumed, unless the taxpayer proves 
otherwise, that a transaction does not have a 
legitimate business purpose when:

• the measurable economic benefit is a smaller 
amount than the tax benefit obtained; or

• the reasonably expected economic benefit 
could have been achieved with fewer transac-
tions, resulting in a higher tax effect (referred 
to as the fragmentation of operations).

Any reduction, elimination or temporary deferral 
is considered a tax benefit.

8. Audit Cycles

8.1 Regular Routine Audit Cycle
Tax authorities in Mexico are investing heavily in 
technological solutions to improve their ability to 
automatically access taxpayers’ information and 
gain a better understanding of their transactions.

Among the technological measures that have 
allowed for greater oversight of taxpayers are:

• the obligation of taxpayers to maintain elec-
tronic accounting, which is uploaded monthly 
to the tax authority’s portal;

• the use of the Taxpayer Mailbox for efficient 
communication; and

• the mandatory issuance of electronic invoic-
es.

Utilising this advanced data analysis, tax author-
ities can efficiently detect inconsistencies within 
the electronic systems, prompting the issuance 
of “invitations” for further clarification. These 
“invitations” are not formal audits but serve as 
initial inquiries to address potential irregularities.

The Tax Administration Service has also identi-
fied specific sectors which are routinely audited 
(such as large taxpayers, retail, automotive, 
export-import activities, real estate, pharma and 
oil and gas).

9. BEPS

9.1 Recommended Changes
As a member of the OECD, Mexico has been 
actively involved in the design and development 
of BEPS and has been implementing these rec-
ommended Actions since 2014:

• taxation of the digital economy (Action 1);
• anti-hybrid rules (Action 2);
• limiting base erosion involving interest deduc-

tions and other financial payments (Action 4);
• preventing the artificial avoidance of perma-

nent establishment status (Action 7);
• a form of mandatory disclosure requirement 

for taxpayers (Form 76) (Action 12);
• an obligation for taxpayers to present a 

country-by-country report, master file and 
local file (Action 13); and

• new OECD Transfer Pricing Guidelines 
(Actions 8 to 10).

Mexico is a party to the Multilateral Convention 
to Implement Tax Treaty Related Measures to 
Prevent Base Erosion and Profit Shifting (the 
“MLI”). It has elected to supplement the princi-
pal purpose test (PPT) with a simplified limita-
tion on benefits (LOB) provision. On 12 October 
2022, Mexico ratified the MLI, and on 15 March 
2023, the Mexican Senate finally deposited the 
MLI with the OECD. The MLI came into force 
in Mexico on 1 January 2024, resulting in the 
amendment of several provisions of the tax trea-
ties in force in Mexico.
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As a result, the MLI introduced significant 
changes to Mexico’s tax treaty network, primar-
ily aimed at preventing treaty abuse and aggres-
sive tax planning. The PPT now serves as a gen-
eral anti-abuse rule, denying treaty benefits if 
one of the principal purposes of an arrangement 
or transaction is to obtain a tax advantage that 
contradicts the intention of the treaty. Addition-
ally, the simplified LOB provision imposes spe-
cific eligibility criteria for claiming treaty benefits, 
further restricting access to reduced withhold-
ing tax rates and other treaty protections. These 
modifications increase scrutiny on cross-border 
transactions, requiring multinational entities 
operating in Mexico to reassess their tax struc-
tures and ensure compliance with the new anti-
abuse standards set out by the MLI.

9.2 Government Attitudes
Mexico has shown a commitment to addressing 
BEPS issues. The government aims to prevent 
multinational companies from shifting profits to 
low-tax jurisdictions and ensure that they pay 
their fair share of taxes in Mexico.

With respect to Pillars One and Two, Mexico 
has participated in discussions but has not yet 
committed to their implementation. However, 
given the global momentum and Mexico’s active 
participation in international tax co-operation, 
it is possible that Pillars One and Two could 
be adopted in the future. If Mexico decides to 
implement Pillars One and Two, it will likely take 
some time to enact the necessary legislative and 
administrative changes.

The impact of implementing these measures 
would be significant, particularly for multinational 
companies operating in Mexico. It could result in 
increased tax revenues for the Mexican govern-
ment, greater tax transparency and a more level 
playing field for domestic companies. However, 

it could also mean additional compliance bur-
dens for multinational companies and potential 
changes in their tax planning strategies.

Mexico has expressed its intention to apply 
these rules once adopted, with an estimated 100 
organisations in Mexico falling within the scope 
of Pillar Two. Mexico’s tax treaties often include 
restrictions to prevent double taxation or the 
application of lower tax rates to certain income.

9.3	 Profile	of	International	Tax
International tax has garnered increased atten-
tion in Mexico, especially with the implementa-
tion of BEPS recommendations. The actions 
taken by Mexico, such as amending various 
articles of the Mexican Federal Tax Code and 
Income Tax Law to address issues like VAT for 
non-resident taxpayers, hybrid mechanisms, 
base erosion through financing operations and 
aggressive tax planning, demonstrate a commit-
ment to aligning with international standards.

Additionally, the adoption of the MLI in 2022 
further underscored Mexico’s commitment to 
enhance tax transparency and prevent treaty 
abuse, which aligns with the broader goals of the 
BEPS initiative. Overall, the high public profile of 
international tax in Mexico is likely to drive con-
tinued efforts to implement BEPS recommenda-
tions effectively.

9.4 Competitive Tax Policy Objective
Balancing competitive tax policy objectives 
with the pressures of BEPS is a major challenge 
for any jurisdiction, including Mexico. Mexico, 
as a member of the OECD, is a major driver of 
BEPS action. The main challenge for Mexico 
is to remain competitive in the global market 
to attract investment and promote economic 
growth, which must go hand in hand with the 
implementation of BEPS measures, as these 
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measures ensure tax equity/equality, protect the 
tax base and prevent tax evasion by multina-
tional companies, which obviously has a positive 
impact on tax collection in Mexico.

9.5 Features of the Competitive Tax 
System
The IMMEX or Maquila programme can be con-
sidered key features of the Mexican competi-
tive tax system, which might be more vulnerable 
than other areas of the Mexican tax regime.

9.6 Proposals for Dealing With Hybrid 
Instruments
Several amendments were included in the Mexi-
can 2020 tax reform, in line with BEPS Action 2 
by introducing new anti-hybrid rules for entities 
or legal arrangements treated as fiscally trans-
parent under foreign tax regulations.

9.7 Territorial Tax Regime
Mexico has a worldwide system. Interest deduct-
ibility restrictions could discourage investment 
and increase financing costs or affect loans.

9.8 Controlled Foreign Corporation 
Proposals
Mexico has a worldwide taxation system and has 
been using CFC rules for more than 25 years.

9.9 Anti-Avoidance Rules
The limitations on benefits and anti-avoidance 
rules outlined by the authorities, particularly 
regarding presumptions of transactions lack-
ing a business rationale and generating direct 
or indirect tax benefits, are likely to impact both 
inbound and outbound investors by adding an 
extra layer of compliance, ie, the need to have 
documents/information to prove that the eco-
nomic benefit of a transaction surpasses its pos-
sible tax benefit.

9.10 Transfer Pricing Changes
In Mexico, changes suggested by BEPS in the 
transfer pricing area have not yet been adopted, 
such as those proposed in Action 13, ie, the local 
file, master file and country-by-country reports. 
These changes were challenged and the Mexi-
can Supreme Court ruled in favour of the tax 
authorities.

9.11 Transparency and Country-by-
Country Reporting
Provisions for transparency and country-by-
country reporting are welcome, but it is impor-
tant that the rules governing them are minimally 
invasive and do not impose excessive burdens 
on taxpayers.

9.12 Taxation of Digital Economy 
Businesses
The Income Tax Law has established a new 
regime applicable to individuals engaged in busi-
ness activities such as selling goods or provid-
ing services through digital platforms, computer 
applications and similar technologies. It should 
be noted that the new regime has been extend-
ed to cover hosting services, the sale of goods 
and any other service beyond transportation.

Under this new regime, intermediary entities, 
both resident and non-resident, facilitating 
transactions through these digital platforms 
have to withhold income tax from service pro-
viders. Non-resident intermediaries must regis-
ter with the Federal Taxpayer Registry as with-
holding agents and issue the required electronic 
invoices.

Mexico has implemented a new regime to tax 
digital services at a VAT rate of 16% when con-
sideration is charged. The taxed services include 
downloading or accessing digital content, online 
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clubs and dating pages, digital intermediation 
services and distance learning or exercises.

9.13 Digital Taxation
As explained in 9.12 Taxation of Digital Econo-
my Businesses, Mexico has imposed VAT rules 
related to digital taxation and a regulation for 
certain activities performed using digital plat-
forms. There are currently no proposals to imple-
ment new reforms.

9.14	 Taxation	of	Offshore	IP
As explained in 6.4 Use of Intangibles by Non-
Local Subsidiaries, the use by non-local sub-
sidiaries of intangibles developed by local cor-
porations in Mexico is subject to transfer pricing 
regulations and the arm’s length principle.
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Evolution of Business Reasoning Rules in 
Mexico
Introduction
This article focuses on the evolution of business 
reasoning rules in Mexico. It focuses in particular 
on the general anti-abuse rule set out in Arti-
cle 5-A of the Mexican Federal Fiscal Code, its 
background, interpretation and the procedure 
that must be followed when the Mexican authori-
ties consider that transactions entered into by 
taxpayers lack “business reasons” and are there-
fore assumed to have been undertaken to obtain 
a tax benefit.

International context
In 2013, the member countries of the Organisa-
tion for Economic Co-operation and Develop-
ment (the “OECD”) and the G20 endorsed and 
implemented an Action Plan (the “OECD/G20 
Project”) comprised of 15 Actions which were 
designed to address the challenges related to 
base erosion and profit shifting (BEPS) and were 
focused on promoting consistency in domestic 
regulations applicable to cross-border activities, 
strengthening the substantial activity criterion in 
international provisions and ensuring greater 
transparency and legal certainty for taxpayers 
(OECD, 2016).

Action 6 of the OECD/G20 Project identifies the 
abusive use of tax treaties and treaty shopping 
as one of the main reasons why BEPS becomes 
a problem. It considers that taxpayers who 
engage in these practices, violate the tax sover-
eignty of the affected states when they unduly 
claim advantages derived from the application 
of a treaty that may not be applicable. In addi-
tion, the performance of legal acts to set up 
operations with the objective of being in a more 
favourable tax position than others, causes a tax 
avoidance problem that has repercussions for 
tax collection.

Several countries have therefore decided to 
include general anti-abuse clauses in their 
respective tax treaties, including a basic stand-
ard against treaty shopping. They have also 
agreed on the need for a certain degree of flex-
ibility in the application of the standard.

Similarly, as a result of the recommendations 
arising from Action 6 of the OECD/G20 Project, 
several countries have introduced general and 
specific anti-abuse rules in their domestic leg-
islation, including Australia, Belgium, Germany, 
Israel, Italy, Finland, France, the Netherlands, 
New Zealand, Canada, South Korea, Hong Kong, 
India, Ireland, Spain, Sweden, South Africa and 
the United States, among others, in order to pre-
vent the use of schemes or operations aimed at 
evading taxes or avoiding the tax law.

It has been identified that the incorporation of 
the anti-abuse rules is based on the specific cir-
cumstances of each country and consider sev-
eral aspects such as taxpayers having the main 
purpose of avoiding a tax payment, making ref-
erence to concepts such as “operations carried 
out without business reasons” and “substance 
of the operation or economic benefit”. In some 
cases, tax authorities are allowed to restore the 
true nature of the transactions, as is the case 
in France, or to tax transactions in line with the 
substance or economic benefit of the transac-
tions, as is the case in South Korea (Mexico’s 
Parliamentary Gazette, 2019).

According to international doctrine, provisions 
aiming to prevent abuses in tax matters are usu-
ally categorised into:

• general anti-abuse rules, which are consid-
ered potentially applicable to any transac-
tion that may be considered abusive for tax 
purposes; and



567 CHAMBERS.COM

MeXICo  TrENdS aNd dEvELOPmENTS
Contributed by: Ernesto F. Castañeda Baños, José Luis Rodríguez Domínguez, Roberto Martínez Herrera and 
Luisa Fernanda Mora, Sainz Abogados, S.C.

• specific anti-abuse rules, which seek to 
prevent specific transactions which are 
recognised as abusive and whose scope of 
application is limited to the specific cases 
provided for in the legislation of each country.

According to the OECD, the general anti-abuse 
rules, which have been incorporated in various 
member countries, seek to limit the tax benefits 
that can be obtained from transactions that do 
not have sufficient economic substance. This 
encompasses transactions that do not have a 
reasonable “business reason” or whose main 
purpose is to directly or indirectly alter the tax 
burden arising from a given transaction.

The Mexican context
The first attempt to integrate a general anti-
abuse rule in the Mexican tax legislation was in 
2005, with the proposal to incorporate the so-
called “pre-eminence of substance over form” 
principle into the Mexican Federal Fiscal Code, 
in response to the need to ensure that the pro-
visions of domestic tax law were applied taking 
the substance into account and seeking to pre-
vent taxpayers from carrying out operations to 
avoid complying with their tax obligations.

In 2013, it was proposed to incorporate an anti-
avoidance rule into the Mexican Federal Fiscal 
Code that sought to perfect the power of the tax 
authorities to apply the law in a strict manner, 
considering the formal and material aspect of 
the tax provisions.

However, it was not until 2020 that the Mexican 
Federal Fiscal Code was amended to incorpo-
rate a general anti-abuse rule, for the first time, 
through Article 5-A of the Mexican Federal Fiscal 
Code, specifying, in line with the international 
trend, several requirements and consequences 

for its application, as well as the concept of 
“business reason”, which will be detailed below.

Pursuant to the congressional declaration of 
purpose that gave rise to the general anti-abuse 
rule, its inclusion in the Mexican Federal Fiscal 
Code mainly responded to the need to counter-
act elusive practices that, in addition to having 
a direct impact on federal tax collection, also 
violated the principle of tax equity with the exe-
cution of legal acts that allowed certain taxpay-
ers to find themselves in a more favourable tax 
position than others who carried out a similar 
economic transaction.

It should be noted that the incorporation of the 
general anti-abuse rule in the Mexican Federal 
Fiscal Code is not the first attempt to prevent 
tax avoidance practices since, before the 2020 
reform, several federal courts had issued judg-
ments tending to recognise the effectiveness of 
the anti-abuse rules against tax avoidance, as 
well as declare that the legal fictions in tax mat-
ters created by the legislator as a public policy to 
prevent tax avoidance or evasion, are presumed 
legal.

In addition, several judgments were issued to 
recognise the concept of “business reason” as 
one of the elements to be considered by the 
tax authorities to determine whether the trans-
actions carried out by taxpayers were regular 
and legitimate, or whether they constituted non-
existent or simulated acts for tax avoidance pur-
poses, and determined that the burden of proof 
was on the taxpayer.

Legal application of Article 5-A of the 
Mexican Federal Fiscal Code
Article 5-A of the Mexican Federal Fiscal Code 
establishes that “legal acts lacking business rea-
sons and generating a direct or indirect tax ben-
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efit, will have the tax effects that correspond to 
those that would have been carried out to obtain 
the reasonably expected economic benefit by 
the taxpayer”.

To understand the scope of the application of 
the rule, the following items have to be analysed.

Lack of “business reason”
The rule contemplates the characteristics under 
which it may be considered, unless there is evi-
dence to the contrary, that certain legal acts lack 
“business reason”, as follows:

• when the reasonably expected quantifiable 
economic benefit is less than the tax benefit; 
or

• in a series of legal acts, when the reason-
ably expected economic benefit could be 
achieved through the performance of a lesser 
number of legal acts and the tax effect of 
these would have been more burdensome.

Notwithstanding the fact that the provision under 
analysis does not establish an express and con-
crete definition of what should be understood 
by “business reason”, the congressional decla-
ration of purpose that gave rise to the general 
anti-abuse rule being considered, specifies that 
the term “business reason” is an indeterminate 
legal concept, which has been considered by the 
legislator as the most objective expression that 
could have been used for taxpayers to demon-
strate the purpose and validity of their opera-
tions.

In light of the ambiguity of the legal concept, 
criticisms were made around the wording of 
Article 5-A, considering that the lack of clarity 
and precision in the degree of definition, which 
the constituent elements of the tax must have, 
goes against the fundamental principle of legal 

certainty, as it is a rule with indeterminable con-
cepts (Mexico’s Parliamentary Gazette, 2019).

In this regard, the Mexican Federal Court on 
Administrative Matters, when issuing case num-
ber VIII-J-1aS-99, stated that, although there is 
no legal definition of the term “business reason”, 
in the financial field it is understood to mean:

• the reason for performing an act;
• to which one is entitled;
• related to a lucrative occupation and aimed 

at obtaining a profit, that is, the reason for the 
existence of any economic unit that involves 
seeking results; and

• promotes the generation of value, creation 
and development of long-term relationships 
with customers, suppliers, employees, part-
ners and third parties involved.

This is relevant since Mexico’s Supreme Court of 
Justice recognised that the legislator, not know-
ing all the future circumstances of the application 
of the rules, finds it necessary to use indetermi-
nate legal concepts whose conditions of appli-
cation cannot be foreseen in all their possible 
scenarios. However, this does not imply that the 
rule necessarily lacks legal certainty, becomes 
unconstitutional or mean that the authority has 
the power to arbitrarily issue the corresponding 
resolution.

Therefore, although the legislation does not pro-
vide an express and specific definition of “busi-
ness reason”, there is case law that provides 
elements to clarify the meaning of the concept.

Reasonably expected economic benefit
The reasonably expected economic benefit is a 
criterion used to ensure that economic decisions 
of taxpayers have a genuine purpose beyond 
tax optimisation. Article 5-A uses this principle 
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as the basis for determining when a transaction 
can be considered legitimate from an economic 
standpoint.

In particular, the provision establishes that there 
is a reasonably expected economic benefit when 
the taxpayer’s operations are intended, among 
other things, to:

• generate income;
• reduce costs;
• increase the value of the assets owned by the 

taxpayer; or
• improve its market positioning.

These are fundamental assumptions as they 
provide a general framework to evaluate the 
economic validity of an operation, under multiple 
legitimate business activity scenarios.

In addition, this provision establishes that the 
contemporary information related to the transac-
tion performed will be considered to quantify the 
reasonably expected economic benefit, includ-
ing the projected economic benefit, to the extent 
that the information is reasonable and duly sup-
ported. By specifying that the economic benefit 
must be quantified and supported, it implies a 
detailed and documented analysis that includes 
both the economic projections of the transac-
tions and the reasons justifying them.

A relevant aspect of this provision is the explicit 
exclusion of the tax benefit as part of the rea-
sonably expected economic benefit. This distin-
guishes the legislator’s intention to prevent the 
simulation of operations whose sole purpose 
may be to take advantage of tax loopholes or 
generate tax advantages.

In the tax and business fields, strategic decision-
making is inevitably linked to the evaluation of 

costs and benefits. However, beyond the imme-
diate economic results, the reasonably expected 
economic benefit seeks to ensure that the oper-
ations carried out by taxpayers have a legitimate 
purpose and a real economic impact, so it has 
become a tool that seeks to promote transpar-
ency, tax equity and sustainability.

However, at present, the Mexican Federal Fiscal 
Code does not contemplate the procedure that 
the tax authorities or the taxpayers themselves 
must apply to determine the reasonably expect-
ed economic benefit of the transactions carried 
out by the taxpayers subject to review.

Direct or indirect tax benefit
Article 5-A states that any reduction, elimination 
or temporary deferral of a tax, including those 
obtained through:

• deductions;
• exemptions;
• non-subjections;
• non-recognition of an accruable gain or 

income;
• adjustments or absence of adjustments to the 

taxable base of the tax;
• the crediting of taxes;
• the recharacterisation of a payment or activ-

ity; or
• a change of tax regime, among others, will be 

considered as tax benefits.

However, the fact that the operation implemented 
has a given tax effect should not be considered 
enough to determine the existence of a benefit. 
For these purposes, it is important to analyse, 
and compare, if the difference between the tax 
effect obtained and that which would have been 
generated if the operation was carried out in a 
different form, constitutes a reduction, elimina-
tion or temporary deferral of a contribution.
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This is consistent with the main objective pur-
sued by this provision, as stated in the congres-
sional declaration of purpose that gave rise to it, 
since, to comply with this purpose, it is essential 
to make a detailed comparison of the tax effects 
generated in each of the potential scenarios. 
Otherwise, there would be a lack of elements to 
establish with clarity and certainty whether a tax-
payer has obtained a more advantaged tax posi-
tion or has been granted a benefit significantly 
higher than the one that would have granted.

General anti-abuse rule application 
procedure
Under Article 5-A, the tax authorities, while exer-
cising their audit powers, may presume that the 
legal acts entered by the taxpayer under review 
lack “business reasons” based on the facts and 
circumstances of the taxpayer known under 
these powers, as well as the evaluation of the 
information and documentation obtained during 
the audit.

Notwithstanding this, since it is a presumption, 
these authorities may not disregard the legal 
acts for tax purposes, without informing the 
taxpayer about the:

• situation in the last partial assessment;
• the official notice of observations; or
• the provisional resolution in question, as 

the case may be, and the legal periods for 
taxpayers being able to state what they deem 
appropriate and provide the information and 
documentation tending to disprove the pre-
sumption have lapsed.

It is worth mentioning that, prior to the issuance 
of the applicable legal resolution derived from 
the audit, the tax authorities must submit the 
case to a collegiate body formed by officers of 
the Ministry of Finance (Secretaría de Hacienda 

y Crédito Público or SHCP) and the Tax Admin-
istration Service (Servicio de Administración 
Tributaria or SAT) and obtain a favourable opin-
ion issued by the collegiate body confirming the 
applicability of the rule. If the referred opinion is 
not received within two months from the filing 
of the corresponding case by the tax authority, 
it will be considered to be resolved in a negative 
sense.

An administrative tax rule provides that the col-
legiate body will be formed by the following peo-
ple:

• a co-ordinator presiding over the meetings;
• a technical secretary and an assistant secre-

tary;
• the head officers of Tax Units of the SHCP; 

and
• the head officers of the Administrative Units 

of the SAT.

Although this procedure has been in effect since 
2020, as of the time of writing, there is no public 
record of the formal application of this procedure 
by the tax authorities.

Additionally, it is important to point out that the 
procedure establishes that the effects that the 
tax authorities grant to the legal acts carried out 
by the taxpayers will be limited to the determina-
tion of taxes, their accessories and correspond-
ing penalties, without affecting the investigations 
and criminal liability that may arise in relation to 
the commission of the tax crimes set out in the 
Mexican Federal Fiscal Code.

This implies that, in the event that the tax author-
ities, in the exercise of their verification powers, 
decide to apply the procedure described for the 
application of the rule, a tax deficiency assess-
ment could be made. This could include an 
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increase of taxable income or the rejection of 
deductible items but leaving their faculties safe 
to initiate investigations if those authorities con-
sider that the taxpayer’s actions could constitute 
a tax crime.

While the general anti-abuse rule was designed 
as a tool for the tax authorities to tackle abusive 
tax practices by reclassifying legal acts that lack 
“business reason” and create undue tax ben-
efits, in practice, it has been noticed that the 
procedure laid out in Article 5-A has not been 
applied effectively or in line with its original pur-
pose as, on occasions, it may only be used as 
an argument to justify tax assessments.

The lack of specific and adequate application 
of Article 5-A could lead to a distortion as to the 
nature of the legal acts, by creating differences 
between the civil and/or commercial reasons of 
a transaction and the tax effects that the author-
ity could determine. This would not only gen-
erate legal uncertainty for taxpayers but could 
also alter the frame of reference and application 
between civil/commercial and tax provisions.

Conclusions
Since Article 5-A of the Mexican Federal Fiscal 
Code does not specify in detail what amounts 
to “business reasons” or the evidence that must 
be collected to prove their existence, taxpayers 
need to perform a case-by-case analysis; par-
ticularly, in those cases in which the “business 
reasons” followed to undertake a given transac-
tion are not obvious or easy to prove.

A recommended practice for taxpayers will be 
that, even when they have not been subject to 
verification powers, they should analyse the 
most adequate way of supporting the “business 
reasons” of their main operations. The following 
preventive actions, in particular could be useful:

• justification and effective support of the 
“business reasons” for which the operations 
were carried out;

• quantify the expected economic benefit of the 
operations carried out, by using reasonable 
criterions from a commercial and/or financial 
standpoint;

• analyse what could hypothetically be con-
sidered, within the scope of the transactions 
carried out, as a tax benefit obtained, in order 
to contrast that with the reasonably expected 
economic benefit determined;

• analyse if the transactions could have been 
performed with a lesser number of legal acts 
and if the tax effects of those could have 
been more burdensome; or

• all of the above, in order to be in a position to 
move with greater chances of success before 
any review by the tax authorities.

The incorporation of the “business reason” 
clause in Mexico represents an important step 
towards a more equitable and robust tax sys-
tem. However, its success will depend on the 
clarity of its application, the criterion used by 
the tax authorities and the strengthening of the 
operating procedures that have been described. 
Only with these adjustments will it be possible to 
ensure that this rule promotes tax fairness and 
transparency without affecting the legal security 
of taxpayers.
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1. Types of Business Entities, 
Their Residence and Basic Tax 
Treatment
1.1 Corporate Structures and Tax 
Treatment
Large businesses in the Netherlands typically 
carry out their activities via a limited liability 
company (besloten vennootschap or BV) or – to 
a lesser extent, typically in the case of a listed 
company – via a public limited company (naam-
loze vennootschap or NV) or a no-liability co-
operative (coöperatieve UA). Each of these legal 
forms has a legal personality so that the entity 
can own assets in its own name, and the share-
holders (membership right-holders in the case 
of a co-operative) cannot, at least as a start-
ing point, be held personally liable for corporate 
obligations.

A BV, NV and co-operative are separate taxpay-
ers for Dutch corporate income tax purposes.

Reverse Hybrid Rules
A reverse hybrid entity is an entity that for Dutch 
tax purposes is considered transparent (general-
ly a partnership), whereas the jurisdiction of one 
or more related participants holding in aggregate 
(directly or indirectly) at least 50% of the votes, 
interest or profit entitlements, qualifies the entity 

as non-transparent (ie, leads to the entity being 
considered a taxpayer for profit tax purposes). 
Pursuant to the reverse hybrid rule, entities 
incorporated or established in the Netherlands 
that in principle qualify as tax transparent, may 
nevertheless be considered non-transparent and 
integrally subject to Dutch corporate income 
tax. If, and to the extent that, the income of the 
reverse hybrid entity is directly allocated to par-
ticipants in jurisdictions that classify the entity 
as transparent, the reverse hybrid rules provide 
for a deduction of the income at the level of the 
reverse hybrid entity.

If a Dutch transparent entity is considered a 
reverse hybrid entity, distributions by the reverse 
hybrid entity would in principle become subject 
to Dutch dividend withholding tax to the extent 
the recipient of the distribution is a participant 
that leads to the entity in its jurisdiction being 
classified as non-transparent. In addition, inter-
est, royalty and dividend payments by a reverse 
hybrid entity will in principle become subject 
to a conditional withholding tax provided that 
the recipient of the payment treats the reverse 
hybrid entity as non-transparent and provided 
certain conditions are met. See 4.1 Withholding 
Taxes.
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Furthermore, foreign participants could – in 
(deemed) abusive situations – be subject to 
Dutch corporate income tax in respect of capital 
gains and/or dividends derived from its partici-
pation in a reverse hybrid entity. See 5.3 Capital 
Gains of Non-Residents.

1.2 Transparent Entities
In the Netherlands, the tax-transparent entities 
typically used are a limited partnership (com-
manditaire vennootschap or CV), a general 
partnership (vennootschap onder firma or VOF) 
and a fund for joint account (fonds voor gemene 
rekening or FGR). Each of these legal forms lacks 
legal personality and should be considered as a 
contractual business arrangement.

VOFs
As a VOF is tax transparent, it is not a taxpay-
er for Dutch (corporate) income tax purposes. 
Instead, the underlying participants are taxed 
for their participation in a VOF. Distributions by 
a VOF are not subject to Dutch dividend with-
holding tax.

CVs and FGRs
With respect to a CV and an FGR, up to and 
including 2024, the Dutch corporate income tax 
treatment depended on whether the entity was 
considered open or closed. An open CV/FGR 
was subject to Dutch corporate income taxation 
as such, whereas in the case of a closed CV/
FGR, the underlying participants were taxable 
for the income derived from their interest in the 
CV/FGR. A CV or FGR was (in short) deemed to 
be closed (ie, transparent) if all limited and gen-
eral/managing partners separately and upfront 
had to approve each accession, resignation or 
replacement of participants (the “unanimous 
consent requirement”). Alternatively, an FGR was 
also considered closed if participations could be 
transferred exclusively to the FGR itself.

However, on 1 January 2025, new classifica-
tion rules for (among other entities) Dutch CVs 
and FGRs entered into force. These rules entail 
the abolition of all Dutch non-transparent part-
nerships by revoking the “unanimous consent 
requirement”. Consequently, Dutch CVs are by 
default transparent for Dutch tax purposes as of 
1 January 2025. The tax classification rules for 
the FGR have also changed as of that date. An 
FGR can be either transparent or non-transpar-
ent for Dutch corporate income tax purposes. 
An FGR may maintain its non-transparent status 
only if it is regulated following the Dutch Finan-
cial Supervision Act and if the participations in 
the FGR are tradeable. Participations are not 
considered tradeable if the sale can only be to 
the FGR – ie, where it acts as “repurchase fund”.

Foreign Vehicles
Specific guidance is in place, by way of a decree, 
to classify foreign vehicles (both transparent and 
non-transparent) for Dutch tax purposes. New 
tax classification rules for foreign entities have 
also entered into force as of 1 January 2025. 
Under the new rules, it must still first be deter-
mined whether a foreign entity is sufficiently 
similar to a Dutch entity (the similarity approach). 
If so, the tax classification of the entity’s Dutch 
equivalent will be applied. If this is not the case, 
two additional methods to classify foreign enti-
ties have been introduced. First, foreign entities 
without a clear Dutch equivalent that are resident 
in the Netherlands are deemed to be non-trans-
parent (the fixed method). Second, for foreign 
entities located outside of the Netherlands, the 
symmetrical approach generally applies, mean-
ing that the tax classification of the jurisdiction 
where the entity is located, will be followed for 
Dutch tax purposes.

As the similarity approach will continue to apply 
to foreign legal entities which can be compared 
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to Dutch legal entities and given the above-men-
tioned amendments to the classification rules for 
CVs/FGRs, the Netherlands will in principle also 
classify foreign partnerships that are similar to 
Dutch partnerships as transparent for tax pur-
poses from 2025 onwards. Nonetheless, provid-
ed conditions are met (which still need to further 
crystalise in practice) a foreign partnership may 
also qualify as an FGR and thus still qualify as 
non-transparent for Dutch tax purposes under 
the qualification rules as applicable to FGRs.

1.3 Determining Residence of 
Incorporated Businesses
For Dutch corporate income tax purposes (with 
the exception of certain provisions, such as the 
fiscal unity regime and the participation exemp-
tion), a BV, NV or co-operative is deemed to be 
a corporate income tax resident in the Nether-
lands (regardless of the place of effective man-
agement of the entity) if it is incorporated under 
the laws of the Netherlands (the “incorporation 
principle”). If a double tax convention is appli-
cable that includes a tie-breaker rule and both 
treaty-contracting states consider a company to 
be a resident of their state, typically the place 
of effective management of a company is con-
clusive for the place of residence for tax treaty 
purposes, which is the place where the strate-
gic commercial and management decisions take 
place. Important elements for determining this 
place are, for example, the residency of board 
members and the location of board meetings.

In several treaties, the residency is determined 
on the basis of a mutual agreement procedure 
(MAP) between the two states if both treaty-con-
tracting states consider a company a resident of 
their state.

1.4 Tax Rates
Corporate income taxpayers are subject to a 
corporate income tax rate of 25.8% (2025) with 
a step-up rate of 19% for the first EUR200,000 
of the taxable amount.

An individual who is a personal income tax resi-
dent of the Netherlands is liable for personal 
income taxation on their taxable income, includ-
ing business income, at the following progres-
sive rates (brackets and rates for 2025):

• EUR0 to EUR38,441 – 8.17% tax rate, 
27.65% social security rate, which equals 
35.82% combined rate;

• EUR38,441 to EUR76,817 – 37.48% tax rate; 
and

• EUR76,817 upwards – 49.50% tax rate.

The social security rate applied to individuals 
who are retired is 9.75%, resulting in a combined 
rate of 17.92%. The official retirement age in the 
Netherlands in 2025 is 67 years. The retirement 
age will be raised to 67 years and three months 
in 2028.

2. Key General Features of the Tax 
Regime Applicable to Incorporated 
Businesses
2.1	 Calculation	for	Taxable	Profits
The business income of personal income tax-
payers and corporate income taxpayers is deter-
mined on the basis of two main principles, which 
have been shaped through extensive case law. 
The first is the at arm’s length principle (which 
serves to establish the correct overall amount of 
profit or the totaalwinst) and the second is the 
sound business principle also known as sound 
business practice (goed koopmansgebruik, 



netHeRLAnDs  Law aNd PraCTiCE
Contributed by: Michael Molenaars, Jeroen Smits, Reinout de Boer and Rogier van der Struijk, Stibbe 

578 CHAMBERS.COM

which serves to attribute the profit to the cor-
rect financial year, the jaarwinst).

It should be noted that the Dutch fiscal con-
cept of business income is, strictly speaking, 
independent of the statutory accounting rules. 
In practice, both regimes overlap to a certain 
extent.

Based on the at arm’s length principle, business 
income is adjusted to the extent that it is not in 
line with arm’s length pricing. Thus, both income 
and expenses can be imputed in a group context 
for Dutch tax purposes, regardless of whether 
the accounting system is statutory or commer-
cial. For corporate income taxpayers this can 
result in informal capital or hidden dividends. 
As of 1 January 2022, legislation has entered 
into force targeting transfer pricing mismatches 
resulting from the application of the arm’s length 
principle (eg, no imputation of arm’s length 
expense without inclusion of the corresponding 
income). The legislation aims, inter alia, to render 
the arm’s length principle ineffective between 
related parties in cross-border situations to the 
extent that it will deny the deduction of at arm’s 
length expenses, so that the corresponding 
income is not included in the basis of a (local) 
profit tax at the level of the recipient.

2.2 Special Incentives for Technology 
Investments
The Two Main Tax Incentives
Innovation box
The first main tax incentive is the innovation box 
which, subject to certain requirements, taxes 
income in relation to qualifying income from 
intangible assets against an effective tax rate of 
9%, instead of the statutory rate of 25.8%. Only 
R&D activities that take place in the Netherlands 
are eligible for the beneficial tax treatment (eg, 
the “nexus approach”). Qualifying intangible 

assets are R&D activities for which a so-called 
R&D certificate has been issued or that have 
been patented (or for which an application to this 
effect has been filed). Software can also qualify 
as an intangible asset.

Wage withholding
The second main tax incentive is the wage 
withholding tax credit. This allows employers to 
reduce the amount of wage withholding tax that 
has to be remitted to the tax authorities, with 
36% up to an amount of wage expenses in rela-
tion to R&D activities of EUR380,000, and 16% 
for the remainder in 2025. The wage withholding 
tax credit for start-up entrepreneurs in 2025 is, 
under certain conditions, 50% up to an amount 
of wage expenses in relation to R&D activities 
of EUR380,000.

Tax Incentives for Sustainability
In addition, special tax incentives apply to stimu-
late sustainability. For example, businesses that 
invest in energy-efficient assets, technologies or 
sustainable energy may benefit from the Ener-
gy Investment Allowance (Energie, Investerin-
sgaftrek or EIA). As for environmentally sustain-
able investments, the Environment Investment 
Allowance (Milieu Investerinsgaftrek or MIA) 
and the Arbitrary Depreciation of Environmental 
Investments (Willekeurige afschrijving milieu-
bedrijfsmiddelen or VAMIL) may apply.

2.3 Other Special Incentives
Shipping companies can apply for the so-called 
tonnage tax regime, whereby the income from 
shipping activities is essentially determined on 
the basis of the tonnage of the respective vessel, 
which should result in a low effective corporate 
income tax rate. Qualifying income from ship-
ping activities is, for example, income earned 
from the exploitation of the vessel in relation to 
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the transportation of persons and goods within 
international traffic.

2.4 Basic Rules on Loss Relief
Before 1 January 2022, taxable losses could in 
principle be carried back one year and carried 
forward six years. From 1 January 2022, tax loss 
carry-forwards are limited to 50% of the taxable 
income exceeding EUR1 million for that year. 
At the same time, the six-year tax loss carry-
forward period has been abolished so that tax 
losses can be carried forward indefinitely (but 
limited to 50% of the taxable income in a finan-
cial year).

A waiver of debt may lead to taxable income 
at the level of a Dutch debtor. Dutch tax law 
provides for a debt waiver exemption if certain 
specific conditions are met. The concurrence 
between the above-mentioned loss relief rules 
from 2022 and the so-called debt cancellation 
profit exemption (kwijtscheldingswinstvrijstel-
ling) meant that tax would still have to be paid 
if the taxable income exceeded EUR1 million, 
even if this profit stemmed from a debt cancella-
tion profit. This levy impeded the restructuring of 
companies and therefore, from 1 January 2025 
onwards, new legislation has entered into force 
to fix this unintended outcome for situations in 
which the taxpayer has past-year tax losses 
available that exceed EUR1 million. In such a 
case, the adverse effect for taxpayers should be 
removed by a full debt waiver exemption (ie, the 
requirement to first utilise past-year tax losses 
will be removed and only in-year losses should 
be taken into account). However, the available 
loss carry forward will be reduced by the amount 
of the debt waiver exemption. If the tax losses 
available for carry forward do not exceed EUR1 
million, nothing will change for taxpayers.

Specific anti-abuse rules may apply in some 
cases, due to which, losses cease to exist in the 
case of a substantial change of ultimate owner-
ship of the shares in the company which suf-
fered the tax losses. For financial years starting 
on or after 1 January 2019, the so-called holding 
and financing losses regime has been abolished. 
Until that date, such losses are ring-fenced and 
can only be offset against holding and financing 
income.

2.5 Imposed Limits on Deduction of 
Interest
As a starting point, at arm’s length interest 
expenses should in principle be deductible 
for Dutch corporate income tax purposes. A 
remuneration only classifies as “interest” if the 
financial instrument is considered “debt” for tax 
law purposes. In addition, a number of interest 
deduction limitation rules have to be observed 
to determine if interest expenses are deductible 
in the case at hand. The most important rules 
are detailed below.

• If a loan agreement economically resembles 
equity (eg, since the loan is subordinated, the 
interest accrual is dependent on the profit 
and the term exceeds 50 years), the loan may 
be requalified as equity for Dutch corporate 
income tax purposes, as a consequence of 
which the interest would be requalified as a 
dividend, which is not deductible.

• If a granted loan is considered to be a non-
businesslike loan (onzakelijke lening) from 
a tax perspective, it may effectively result 
in limitation of deductible interest because 
of a possible (downward) adjustment of the 
applied interest rate for Dutch tax purposes.

• Interest expenses due on a loan taken on 
from a group company that is used to fund 
capital contributions or repayments, dividend 
distributions or the acquisition of a sharehold-



netHeRLAnDs  Law aNd PraCTiCE
Contributed by: Michael Molenaars, Jeroen Smits, Reinout de Boer and Rogier van der Struijk, Stibbe 

580 CHAMBERS.COM

ing may, under certain circumstances, not be 
deductible (irrespective of the presence of a 
Dutch tax group).

• Interest expenses due on loans taken on from 
a group company should not be deductible, 
if the loan has no fixed maturity or a maturity 
of at least ten years, while de jure or de facto 
no-interest remuneration or an interest remu-
neration that is substantially lower than the at 
arm’s length remuneration has been agreed 
upon.

• For financial years starting on or after 1 Janu-
ary 2019, as part of the implementation of the 
EU’s Anti-Tax Avoidance Directive (ATAD), the 
deduction of interest expenses is limited to 
the highest of 30% of a taxpayer’s EBITDA 
or EUR1 million (so-called “earnings strip-
ping rules”). Since 1 January 2022, this has 
been further limited to the highest of 20% of 
a taxpayer’s EBITDA or EUR1 million. As of 
1 January 2025, the EBITDA cap has been 
increased to 24.5%.

• As a result of ATAD 2, interest deductions 
may be limited or denied in case of hybrid 
mismatches resulting in mismatch outcomes 
between associated enterprises (ie, in short, 
situations with a double deduction or a 
deduction without inclusion).

• For Dutch corporate income tax purposes, 
interest deductions for banks and insurers 
are limited where the debt financing (vreemd 
vermogen) exceeds more than 89.4% of 
the total assets (in 2025). The equity ratio is 
determined on 31 December of the preceding 
book year of the taxpayer.

2.6 Basic Rules on Consolidated Tax 
Grouping
For Dutch corporate income tax purposes, cor-
porate taxpayers that meet certain requirements 
can form a so-called fiscal unit. The key ben-
efits of forming a fiscal unit are that losses can 

be settled with positive results within the same 
year (horizontal loss compensation) and only one 
corporate income tax return need be filed, which 
includes the consolidated tax balance sheet and 
profit-and-loss account of the entities consoli-
dated therein. The main requirements for form-
ing a fiscal unit are that a parent company should 
have 95% of the legal and economic ownership 
of the shares in a given subsidiary.

Moreover, the Dutch legislature has newly 
responded to the obligations following from fur-
ther EU case law to arrive at an equal tax treat-
ment of cross-border situations when compared 
to domestic situations, by means of limiting the 
positive effects of fiscal unity in domestic situa-
tions (instead of extending those positive effects 
to cross-border situations). Mostly with retroac-
tive effect to 1 January 2018, several corporate 
income tax regimes (ie, various interest limita-
tion rules, elements of the participation exemp-
tion regime and anti-abuse rules in relation to 
the transfer of losses) are applied to companies 
included in a fiscal unit (ie, a Dutch tax group) 
as if no fiscal unit has ever existed. This emer-
gency legislation should be followed up by a 
new, future-proof Dutch tax group regime that 
is expected to replace the current regime in sev-
eral years’ time.

2.7 Capital Gains Taxation
Capital gains (and losses) realised on the assets 
of a Dutch corporate income taxpayer are in 
principle considered taxable income that is tax-
able at the statutory tax rate, unless it concerns 
a capital gain on a shareholding that meets 
all the requirements to apply the participation 
exemption. Based on the participation exemp-
tion, capital gains and dividend income from 
qualified shareholdings are fully exempt from 
the Dutch corporate income tax base.
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Essentially, the participation exemption applies 
to shareholdings that amount to at least 5% of 
the nominal paid-up capital of the subsidiary, 
the capital of which is divided into shares while 
these shares are not held for portfolio invest-
ment purposes. The latter should generally be 
the case if a company has substantial opera-
tional activities and no group financing or group 
leasing activities are carried out, or a company is 
sufficiently taxed with a profit-based tax.

In relation to the application of the Dutch partici-
pation exemption by Dutch intermediary holding 
companies with little or no substance, the Dutch 
government has decided (for the time being) not 
to introduce legislation to enable the exchange 
of information with other jurisdictions. A possible 
amendment of the Dutch rules on exchange of 
information will be reviewed by taking into con-
sideration the proposed directive on the misuse 
of shell entities that was published by the Euro-
pean Commission at the end of 2021(“ATAD 3”). 
In December 2022, an amended proposal was 
published, which was approved by the European 
Parliament in January 2023. Multiple alternative 
approaches have been suggested since 2023 
(including one in June 2024 that focussed on 
the exchange of information, where the fiscal 
implications would be at the discretion of the 
member states), which are currently still being 
discussed and which are under review for a final 
decision by the European Council.

Liquidation Loss
Under the former rules, a shareholder that held at 
least 5% of the shares in a Dutch company was 
allowed to deduct a so-called liquidation loss, 
upon the completion of the dissolution of such 
company and provided certain conditions were 
met. This liquidation loss broadly equals the total 
capital invested in that company by the share-
holder minus any liquidation proceeds received. 

As of 1 January 2021, additional requirements 
(eg, the residence of the liquidated company 
should be within the EU/EEA and the Dutch 
shareholder of the liquidated company must 
have decisive control to influence the decision-
making of the company that is liquidated) need 
to be met in order to deduct liquidation losses 
exceeding the threshold of EUR5 million.

2.8 Other Taxes Payable by an 
Incorporated Business
An enterprise, be it transparent or opaque, may 
become subject to value added tax (VAT) when 
selling services or goods in the Netherlands.

Real estate transfer tax (RETT) at a rate of 10.4% 
should, in principle, be due upon the transfer of 
real estate or shares in real estate companies. 
For residential real estate, a rate of 2% applies 
and, since 2021, this rate can only be applied by 
individuals to the acquisition of their primary res-
idence. As a result of the foregoing, real estate 
investors can no longer apply the 2% rate. As of 
2021, there is a RETT exemption for “starters” 
(ie, persons between the ages of 18 and 35 buy-
ing their first primary residence). From 1 January 
2025, this RETT exemption only applies to real 
estate worth less than EUR525,000.

2.9 Incorporated Businesses and 
Notable Taxes
The transfer of shares in companies that pre-
dominantly own real estate as portfolio invest-
ment may, under certain conditions, become 
taxable at 10.4% RETT.
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3. Division of Tax Base Between 
Corporations and Non-Corporate 
Businesses
3.1 Closely Held Local Businesses
Typically, but not always, only small business-
es and self-employed entrepreneurs, partially 
including small independent businesses without 
staff (zelfstandigen zonder personeel or ZZP), 
operate through non-corporate forms while 
medium and large businesses manage their 
activities via one or more legal entities (eg, BVs).

3.2 Individual Rates and Corporate Rates
There are no particular rules that prevent individ-
ual professionals from earning business income 
at corporate rates. For tax purposes, an individ-
ual is free to conduct a business through a legal 
entity or in person. However, despite the legal 
and tax differences between those situations, 
the effective tax burden on the business income 
will often largely align. The combined corporate 
income tax rate and the personal income tax rate 
for substantial shareholders almost equals the 
personal income tax rate for individuals.

Broad Balance Between Taxation of 
Incorporated and Non-Incorporated Business 
Income
Under the current substantial shareholding 
regime (which roughly applies to individuals 
holding an interest in a company of at least 5% 
of the share capital), dividend income (as well as 
capital gains) is subject to personal income tax 
at a rate of 26.9% up to EUR 67,804 and 31% 
on amounts exceeding this threshold (2025). 
The corporate income taxation on the underly-
ing profit currently amounts to 19% for the first 
EUR200,000 and 25.8% beyond that. This is a 
combined effective tax rate of approximately 
48.88% (2025).

The top personal income tax rate amounts to 
49.50% in 2025 (applied to a taxable income 
exceeding EUR76,817 per annum). Due to the 
application of several exemptions for individuals 
earning non-incorporated business income, the 
effective tax rate is substantially lower.

3.3 Accumulating Earnings for 
Investment Purposes
It is mandatory for substantial shareholders to 
earn a minimum salary from the BV of which they 
are a substantial shareholder, to avoid all earn-
ings remaining undistributed and due to which 
the substantial shareholder may unintendedly 
benefit from social security benefits. In princi-
ple, the mandatory minimum salary amounts to 
the highest salary of the most comparable job, 
that is, the highest salary earned by an employee 
of a company or a related entity, or EUR56,000 
(2025).

If it can be demonstrated that the highest 
amount exceeds the salary of the most compa-
rable job, the minimum salary is set to the salary 
of the most comparable job, with a minimum of 
EUR56,000 (2025).

On 1 January 2023, new legislation was intro-
duced to prevent entities from granting exces-
sive loan amounts (in 2025, EUR500,000 or 
more) to individual shareholders.

3.4 Sales of Shares by Individuals in 
Closely Held Corporations
Typically, individuals can conduct business activ-
ities in person or as a substantial shareholder of 
a legal entity (eg, a BV). In the case of business 
activities that are carried out in person (either 
alone or as a participant in a tax-transparent 
partnership), the net result of the enterprise is 
taxed with Dutch personal income taxation at a 
top rate of 49.50% in 2025, to the extent that the 
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amount of taxable profits exceeds EUR76,817. 
Note, however, that a base exemption of 12.70% 
(2025) applies, which lowers the effective tax 
rate. The gain on the transfer of the enterprise 
(eg, the transfer of the assets, liabilities and 
goodwill) is also taxable at the same rates as 
regular profits.

Where business activities are carried out via a 
BV, the shares of which are owned by substan-
tial shareholders, the business income is subject 
to corporate income taxation. To the extent that 
the profit after tax is distributed to a substantial 
shareholder in the Netherlands, personal income 
tax is due at a rate of 26.9% on amounts up to 
EUR 67,804 and 31% on amounts exceeding 
this threshold. A capital gain realised by a sub-
stantial shareholder will also be taxed at these 
rates in 2025.

3.5 Sales of Shares by Individuals in 
Publicly Traded Corporations
Dividend income that is not considered part of 
business income and is received by individuals 
that do not qualify as a substantial shareholder 
(essentially shareholders who are not entrepre-
neurs and who hold less than 5% of the shares 
in the relevant companies) is not taxed as such.

In 2021, the Dutch Supreme Court ruled that the 
Dutch income tax levy on savings and invest-
ments in 2017 and 2018, under specific circum-
stances, violated the European Convention on 
Human Rights and the First Protocol thereto. In 
response to this, the Dutch government amend-
ed the Dutch regime for income from savings 
and investments for the years 2023, 2024 and 
2025. Under this amended regime, the income 
from portfolio investments (including portfolio 
dividends) is deemed to be 5.88% of the fair 
market value of the underlying shares (and other 
investments held by the taxpayer) minus 2.62% 

(preliminary percentage, subject to final determi-
nation at the end of the year) of the value of the 
debts owed by it in 2025. This deemed income 
is taxable at a rate of 36%, to the extent that the 
net value of the underlying shares exceeds the 
exempt amount of EUR57,684 (2025).

However, in June 2024, the Dutch Supreme 
Court ruled that the above-mentioned amend-
ed regime still violates the prohibition of non-
discrimination and property rights if the deemed 
return exceeds the actual return. In this ruling, 
the Dutch Supreme Court also provided further 
guidance for calculating actual returns.

In September 2023, the Dutch government 
published a legislative proposal (“Wet werkelijk 
rendement box 3”) outlining a new tax regime 
for income received by individuals who do not 
qualify as a substantial shareholder. Unlike the 
previous and existing systems, the newly pro-
posed capital gains taxation (“Box 3”) will assess 
an individual’s actual return, allowing for the 
deduction of related expenses. These returns 
may encompass both realised and unrealised 
income from various assets. While currently 
unspecified, it is anticipated that the specific tax 
rate will fall within the range of 33% to 37%. This 
revised taxation system could enter into force 
not earlier then 2028.

4. Key Features of Taxation of 
Inbound Investments

4.1 Withholding Taxes
The Netherlands has a withholding tax on profit 
distributions that, in principle, taxes dividends at 
a rate of 15%. Based on the EU Parent-Subsidi-
ary Directive, a full exemption should be applica-
ble for shareholders (entities) with a shareholding 
of at least 5%, subject to certain requirements 
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(see below). If all requirements are met, under 
Dutch domestic law, a full exemption should also 
be available if the shareholder is a resident of a 
state with which the Netherlands has concluded 
a double taxation treaty, even in cases where 
the double taxation treaty would still allow the 
Netherlands to levy dividend withholding tax. 
An exemption is only available if the structure 
or transaction, in line with EU case law, is not 
abusive and is entered into for valid commercial 
business reasons.

Anti-Dividend-Stripping Cases
The Dutch dividend withholding tax exemption 
is denied in so-called dividend-stripping cases 
(ie, in cases where it appears that the person 
receiving the dividend is not considered the 
beneficial owner of the dividend). Dividend strip-
ping may, for example, occur in cases where a 
shareholder transfers its shares to a third party 
which is entitled to a more beneficial withholding 
tax treatment, thereby holding its interest in the 
shares. As the current Dutch measures to avoid 
dividend-stripping have not always proved to be 
effective in practice, new legislation was intro-
duced as of 1 January 2024 containing several 
measures to counter dividend-stripping more 
adequately (eg, a shift in the burden of proof 
from the tax inspector to the individual seeking 
tax benefits, and the codification of the dividend 
record date for publicly traded shares in Dutch 
tax law). Recent case law of the Dutch Supreme 
Court has made it clear that the anti-dividend 
stripping rules do not leave room for an “exten-
sive” interpretation.

Apart from national measures, it is the opinion 
of the Dutch government that dividend-stripping 
could be addressed most effectively in a Euro-
pean and international context. In this regard, 
the Dutch government has expressed support 
for the European Commission’s proposal for a 

Council Directive on Faster and Safer Relief of 
Excess Withholding Taxes (the “FASTER Direc-
tive”). The Faster Directive was adopted by the 
European Counsel on 10 December 2024 and 
aims to simplify withholding tax procedures 
for dividend and interest payments on publicly 
traded instruments and to prevent tax fraud and 
abuse. EU member states have until 31 Decem-
ber 2028 to transpose the FASTER Directive 
into domestic law, with the rules to apply from 
1 January 2030.

In 2020, the first version of an initiative legis-
lative proposal for a conditional final-dividend 
withholding tax levy emergency act was pro-
posed. The proposal introduced a taxable event 
(ie, a DWT exit levy) in the case of, for example, 
a cross-border relocation of the (corporate) tax 
seat or a cross-border merger of a Dutch compa-
ny, provided certain conditions have been met. 
The proposal is currently still pending. However, 
the Dutch Council of State and the Cabinet both 
advised the House of Representatives against 
adopting the initiative legislative proposal.

Conditional Withholding Tax
As of 1 January 2021, a conditional withholding 
tax was implemented on interest, royalty and (as 
of 1 January 2024) on dividend payments made 
to related entities in so-called “low-tax jurisdic-
tions”, to hybrid entities and in certain abusive 
situations. The low-tax jurisdictions are listed in 
a ministerial decree and concern jurisdictions:

• with a profit tax applying a statutory rate of 
less than 9% (updated annually based on an 
assessment as per 1 October of the year prior 
to the tax year); or

• included on the EU list of non-cooperative 
jurisdictions.



netHeRLAnDs  Law aNd PraCTiCE
Contributed by: Michael Molenaars, Jeroen Smits, Reinout de Boer and Rogier van der Struijk, Stibbe 

585 CHAMBERS.COM

The tax rate is equal to the highest corporate 
income tax rate (ie, 25.8%). The payer and payee 
of the interest, royalties and dividends are con-
sidered to be related where there is “qualifying 
interest” (a qualifying interest generally being an 
interest that provides a controlling influence on 
the decision-making and activities).

4.2 Primary Tax Treaty Countries
The largest foreign investor in the Netherlands 
is the United States, followed by the United 
Kingdom, Germany, Luxembourg and Belgium. 
The Netherlands has concluded double taxation 
treaties with all these countries.

4.3 Use of Treaty Country Entities by 
Non-Treaty Country Residents
So far, the Dutch tax authorities have not in gen-
eral challenged the use of treaty country enti-
ties by non-treaty country residents. Only in the 
case, for example, of specific anti-conduit/anti-
abuse rules being breached are the tax authori-
ties expected to challenge such a structure.

Targeting Abuse
It should be noted, however, that in light of the 
ongoing international public debate on aggres-
sive international tax planning in the context 
of the G20/OECD, the Inclusive Framework 
on BEPS and recent case law of the ECJ, the 
Dutch tax authorities are increasingly monitor-
ing structures and investments more closely and 
will target those that are perceived as constitut-
ing “abuse”. In this respect, the importance of 
business motives, commercial and economic 
considerations and justification, and relevant 
substance seems to be rapidly increasing.

From 1 January 2020, the presence of substance 
will only play a role in the division of the burden 
of proof between the taxpayer and the Dutch 
tax authorities. If the substance requirements are 

met, this will lead to the presumption of “non-
abuse”, which in principle is respected, unless 
the tax authorities provide evidence to the con-
trary. If the substance requirements are not met, 
the taxpayer is allowed to provide other proof 
that the structure at hand is not abusive. See 6.6 
Rules Related to the Substance of Non-Local 
Affiliates.

Furthermore, the Netherlands, as a member of 
the Inclusive Framework and a party to the Mul-
tilateral Instrument (MLI), agrees to the minimum 
standards included in Articles 6 and 7 of the MLI, 
which among other things, prohibit the use of 
a tax treaty by – effectively – residents of third 
states.

The Dutch government aims to discourage the 
use of so-called letterbox companies (ie, com-
panies with no or very limited activities that add 
no value to the real economy). As part of this pol-
icy, among others, the Dutch tax authorities are 
more closely monitoring whether companies that 
claim to be a resident of the Netherlands can 
indeed be considered as such based on their 
substance. In 2021, a report on letterbox com-
panies was published, providing an overview on 
the (mis)use of letterbox companies. The report 
also contains (tax-related) recommendations 
which have not yet led to legislative proposals.

4.4 Transfer Pricing Issues
The Dutch tax authorities strictly apply the at 
arm’s length principle as included in Dutch tax 
law, in Article 9 of most double taxation trea-
ties and elaborated on in the OECD’s Transfer 
Pricing Guidelines, as amended under BEPS. 
Therefore, transactions between affiliated com-
panies should be at arm’s length, while proper 
documentation should be available to substanti-
ate the at arm’s length nature of the transactions.
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4.5 Related-Party Limited Risk 
Distribution Arrangements
Where a remuneration is based on a certain 
(limited risk) profile, the Dutch tax authorities 
scrutinise whether the services and risks of that 
company do indeed match the remuneration. 
For example, if a limited-risk distributor has, in 
fact, a stock risk, the remuneration should be 
increased to reflect coverage of that risk.

4.6 Comparing Local Transfer Pricing 
Rules and/or Enforcement and OECD 
Standards
The Netherlands generally follows the OECD’s 
Transfer Pricing Guidelines.

4.7 International Transfer Pricing 
Disputes
International transfer pricing disputes are, in 
some cases, resolved through a MAP process. 
At the beginning of 2023 there were 650 MAPs 
outstanding, 209 of which were international 
transfer pricing disputes. In 2023, 323 MAPs 
were closed, 79 of which were international 
transfer pricing disputes. There is no data with 
respect to international transfer pricing disputes 
being resolved through double taxation treaties. 
Generally, the Dutch tax authorities are open to 
MAPs and willing to co-operate in these proce-
dures. MAPS are becoming more common on 
the back of more inquiries and disputes in the 
Netherlands.

In practice, the Dutch tax authorities perform 
audits during which the transfer pricing meth-
odology applied by a Dutch company is also 
reviewed for many years.

5. Key Features of Taxation of Non-
Local Corporations

5.1 Compensating Adjustments When 
Transfer Pricing Claims Are Settled
Generally speaking, if a transfer pricing claim is 
settled, the Dutch tax authorities act in accord-
ance with the settlement. Hence, if a down-
ward adjustment of the Dutch income has been 
agreed, it will in principle be allowed. However, 
since 1 January 2022, legislation has been in 
force targeting mismatches resulting from the 
application of the at arm’s length principle. The 
legislation aims to render the at arm’s length 
principle ineffective in cross-border situations 
and will, in that respect, deny the deduction of at 
arm’s length expenses, to the extent that the cor-
responding income is not included in the basis 
of a local profit tax at the level of the recipient.

5.2	 Taxation	Differences	Between	Local	
Branches and Local Subsidiaries of Non-
Local Corporations
Local branches (permanent establishments in 
fiscal terms) are generally taxed on the basis of 
the same rules and principles as subsidiaries 
of non-local corporations. However, due to the 
fundamental difference between a permanent 
establishment and a legal entity, in practice, dif-
ferences may occur.

5.3 Capital Gains of Non-Residents
Dutch tax law includes so-called substantial 
shareholding rules that enable taxation of capi-
tal gains on shareholdings realised by non-res-
idents of the Netherlands in the case of abuse. 
Based on the current domestic tax rules, capital 
gains are taxable if a shareholder holds an inter-
est of at least 5% of the capital in a Dutch BV 
with the main purpose, or one of its main pur-
poses, being to avoid personal income tax and, 
in this case, the structure should be considered 
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artificial, having not been created for legitimate 
business reasons that reflect economic reality.

In the case where the shareholder is resident in 
a country with which the Netherlands has con-
cluded a double taxation treaty, depending on 
the specific treaty, the Netherlands may be pro-
hibited from levying capital gains taxation.

5.4 Change of Control Provisions
The change of control due to the disposal of 
shares by a holding company at a tier higher 
in the corporate chain (eg, above the Nether-
lands) as such should, in principle, not trigger 
corporate income taxation (unless the substan-
tial shareholding rules apply, as referred to in 
5.3 Capital Gains of Non-Residents). However, 
Dutch tax law includes anti-abuse rules that lead 
to the cancellation of tax losses in the case of a 
change of control of certain companies (which, 
broadly speaking, have or are going to have 
limited activities). Also see 5.3 Capital Gains of 
Non-Residents in relation to capital gains real-
ised on the (indirect) sale of shares in a related 
Dutch entity.

5.5 Formulas Used to Determine Income 
of	Foreign-Owned	Local	Affiliates
The Netherlands typically does not determine 
the income of (foreign-owned) Dutch taxpay-
ers based on formulary apportionment. Instead, 
remuneration for the rendering of services or 
the sale of goods between related companies is 
governed by the at arm’s length principle.

5.6 Deductions for Payments by Local 
Affiliates
Regarding the deduction of cross charges by 
foreign group companies to the Netherlands, the 
at arm’s length principle applies. For example, 
head office charges should be deductible by a 
Dutch corporate income taxpayer, provided the 

expenses are at arm’s length. It should be noted 
that in some cases a mark-up is allowed. Cross-
charged shareholder costs are not deductible.

5.7 Constraints on Related-Party 
Borrowing
Other than the interest deduction limitations dis-
cussed in 2.5 Imposed Limits on Deduction of 
Interest, there are no other/specific rules that 
particularly constrain the borrowings of a Dutch 
subsidiary from a foreign subsidiary as such.

As discussed in 4.1 Withholding Taxes, since 1 
January 2021, a conditional withholding tax has 
applied on interest, royalty and (since 1 Janu-
ary 2024) dividend payments to related entities 
in low-tax jurisdictions, to hybrid entities and in 
certain abusive situations.

6. Key Features of Taxation 
of Foreign Income of Local 
Corporations
6.1 Foreign Income of Local 
Corporations
If a permanent establishment (PE) is recognised 
to which the assets, risks and functions that 
generate the foreign income can be allocated, 
the foreign income should in principle be fully 
exempt from the Dutch corporate income tax 
base. Currency translation results between the 
head office and the PE are not exempt.

If certain conditions are met, losses that a PE 
has suffered on balance may be deductible, pro-
vided (among other things) that the losses are 
not utilised in any way in the PE state by the tax-
payer (eg, the head office) or a related entity of 
the taxpayer. Since 2021, losses resulting from 
the dissolution of a PE in excess of EUR5 million 
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are generally also limited to EU/EEA situations, 
similar to the rules that apply to participations.

6.2 Non-Deductible Local Expenses
As a starting point, the income that is allocated 
to a PE is determined based on a functional 
analysis, taking into account the assets, risks 
and functions carried out by the PE. Because of 
the outcome of the functional analysis, expenses 
are allocated to the PE and are, as such, exempt 
(eg, non-deductible) from the Dutch corporate 
income tax base. Furthermore, in some cases, 
expenses charged by the PE to the head office in 
consideration for services provided to the head 
office by the PE may be ignored. Other than that, 
there are no specific rules due to which local 
expenses are treated as non-deductible.

6.3 Taxation on Dividends From Foreign 
Subsidiaries
Dividend income distributed to a Dutch com-
pany is in principle fully exempt if the participa-
tion exemption is applicable. The participation 
exemption should, broadly speaking, be appli-
cable to shareholdings of 5% of the paid-up 
capital, divided into shares that are not held as 
a portfolio investment company. A sharehold-
ing should essentially not be held as a portfolio 
investment if the company has operational activ-
ities and has no substantial group financing or 
group leasing activities, or the company is taxed 
at an effective tax rate of at least 10% based on 
Dutch standards.

The Dutch rules on exchange of information may 
have to be amended as a result of the proposed 
directive on the misuse of shell entities that was 
published by the European Commission at the 
end of 2021 (ATAD 3), but the ATAD3 proposal 
is currently still in flux. See 2.7 Capital Gains 
Taxation.

6.4 Use of Intangibles by Non-Local 
Subsidiaries
Group transactions in the Netherlands adhere 
to the at arm’s length principle (including 
amendments to the transfer pricing guidelines 
under the BEPS project, such as in relation to 
hard-to-value intangibles), so the use of locally 
developed intangibles by non-local subsidiaries 
should trigger Dutch corporate income taxation.

If the intangibles are going to be developed 
under the innovation box, the qualifying income 
(a capital gain or a licence fee) may be taxable 
at an effective tax rate of 9%.

6.5 Taxation of Income of Non-Local 
Subsidiaries Under Controlled Foreign 
Corporation-Type Rules
As part of the implementation of ATAD, the Neth-
erlands introduced a controlled foreign compa-
nies (CFC) regime on 1 January 2019.

Under a somewhat CFC-like rule, in the case of 
shareholdings of at least 25% in foreign compa-
nies that are not taxed reasonably according to 
Dutch standards and in which the assets of the 
company are portfolio investments or assets that 
are not related to the operational activities of the 
company, the shareholding should be revalued 
at fair market value annually. The gain recog-
nised as a result of this is subject to corporate 
income tax at the standard rates. See also 9.1 
Recommended Changes.

Assuming that passive activities led to the rec-
ognition of a PE, the income that can be allo-
cated to that PE should not be exempt, as the 
object exemption is in principle not applicable to 
low-taxed passive investments.
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6.6 Rules Related to the Substance of 
Non-Local	Affiliates
In general, no specific substance requirements 
apply to non-local affiliates (except for the CFC 
rules). In a broader sense, low substance of non-
local affiliates could trigger anti-abuse rules (eg, 
non-application of the participation exemption 
due to which inbound dividend income may be 
taxable, the annual mandatory revaluation of 
low-substance participations against fair mar-
ket value, etc).

Furthermore, under certain corporate income 
tax and dividend withholding tax anti-abuse 
rules, shareholders of Dutch intermediary hold-
ing companies, subject to certain requirements, 
should have so-called relevant substance and 
perform relevant economic activities, including 
that shareholders must use an office space for 
at least 24 months that is properly equipped to 
perform holding activities, and wage expenses 
of at least EUR100,000 should be incurred by 
the shareholder.

Abuse of EU Law
It must be emphasised that following the CJEU 
cases of 26 February 2019 on the EU Parent-
Subsidiary Directive (PSD) and on the Interest 
and Royalties Directive (IRD), the Netherlands, 
being an EU member state, is obliged to target 
“abuse of EU law”. The assessment of whether 
a structure or investment may be considered 
“abusive” is made based on an analysis of all 
relevant facts and circumstances. There are no 
legal safe harbour or irrefutable presumptions.

Consequently, from 1 January 2020, the pres-
ence of substance will only play a role in the divi-
sion of the burden of proof between the taxpayer 
and the tax authorities. If the substance require-
ments are met, this will lead to the presumption 
of “non-abuse”, which is respected, unless the 

tax authorities provide evidence to the contrary. 
If the substance requirements are not met, the 
taxpayer is allowed to provide other proof that 
the structure at hand is not abusive.

6.7 Taxation on Gain on the Sale of 
Shares	in	Non-Local	Affiliates
Capital gains derived from the alienation of a 
qualifying shareholding in a foreign company by 
a Dutch company are fully exempt from Dutch 
corporate income tax if the participation exemp-
tion is applicable.

7. Anti-Avoidance

7.1 Overarching Anti-Avoidance 
Provisions
Apart from specific anti-abuse rules, the Dutch 
Supreme Court has developed the doctrine 
of abuse of law (fraus legis) as a general anti-
abuse rule. Under this rule, transactions can be 
ignored or re-characterised for tax purposes if 
the transaction is predominantly driven by tax 
reasons and not driven by commercial consid-
erations while the object and purpose of the law 
are being breached. So far, the Supreme Court 
has been reluctant to apply the doctrine in cases 
where a tax treaty is applicable.

As part of the implementation of ATAD, the leg-
islature did originally state that the doctrine of 
abuse of law (fraus legis) is very similar to the 
general anti-abuse rule included in the direc-
tive, so that effectively no additional provision 
has to be included in Dutch law in this respect. 
However, as part of the Tax Plan 2025 and at 
the request of the European Commission, the 
General Anti-Abuse Rule (GAAR) has now been 
codified into Dutch corporate income tax legisla-
tion. The statutory implementation of the GAAR 
is not intended to effect any material change in 
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the Dutch fraus legis doctrine, nor does it aim 
to affect any other (Dutch) taxes or the currently 
existing special anti-abuse provisions.

8. Audit Cycles

8.1 Regular Routine Audit Cycle
The Netherlands has no periodic routine audit 
cycle. Tax audits are typically carried out at 
the discretion of the tax authorities but some 
companies (eg, those active in the oil and gas 
industry) are typically audited on a regular basis. 
Tax audits are extraordinary in the sense that 
the Dutch tax inspector, upon the filing of the 
corporate tax return, has the opportunity to 
scrutinise the filed tax return, raise questions, 
ask for additional information and, if necessary, 
make an adjustment upon issuing a final assess-
ment. Provided certain conditions are met the 
tax authorities may also have impose additional 
tax assessments on taxpayers.

9. BEPS

9.1 Recommended Changes
Some of the developments most relevant to 
Dutch taxpayers that have taken place since the 
outcomes of the BEPS Project are set out below 
in chronological order.

Dividend Income Deductibility
Following the amendment of the EU Parent-
Subsidiary Directive to counter abuse, the Dutch 
participation exemption regime was amended, 
as a result of which, broadly speaking, dividend 
income is no longer exempt from the Dutch 
corporate income tax base if the dividend is 
deductible at the level of the entity distributing 
the dividend.

ATAD
To adopt ATAD, the Netherlands implemented 
the earnings stripping rule on 1 January 2019, 
and also implemented a CFC regime. Further-
more, as of 1 January 2025 the Netherlands has 
also implemented ATAD’s General Anti-Abuse 
Rule into its domestic tax law.

Earnings stripping rules
The earnings stripping rules of EBITDA were 
further tightened from 2022 onwards as the 
deduction of the balance of interest amounts 
was limited to the highest of 24.5% (2025) of 
the adjusted profit or EUR1 million. The Dutch 
earnings stripping rules are more restrictive 
than required under ATAD which prescribes a 
threshold of 30% or EUR3 million. The Dutch 
government has investigated the implementa-
tion of a budget neutral introduction of a deduc-
tion on equity, accompanied by the tightening 
of the Dutch earnings stripping rules, in order to 
achieve a more balanced tax treatment of capital 
(equity) and debt. The Dutch government con-
cluded that a unilateral introduction of a deduc-
tion on equity is not desirable in respect of tax 
avoidance and that it should therefore wait for a 
multilateral introduction of a deduction on equity.

CFC regime
Under the Dutch CFC regime, in certain cas-
es, undistributed passive income (eg, interest, 
royalties, dividends, capital gains on shares) 
derived by a CFC will be subject to corporate 
income tax. A foreign entity qualifies as a CFC 
if the Dutch taxpayer directly, or together with 
related companies, has an interest of more than 
50%, provided that the entity is a tax resident 
in a low-tax jurisdiction (statutory rate of less 
than 9%) or a state included on the EU list of 
non-cooperative jurisdictions. Undistributed 
passive income derived by a CFC that is a tax 
resident of a jurisdiction mentioned on the list 



netHeRLAnDs  Law aNd PraCTiCE
Contributed by: Michael Molenaars, Jeroen Smits, Reinout de Boer and Rogier van der Struijk, Stibbe 

591 CHAMBERS.COM

can be excluded from Dutch taxation if: (i) the 
CFC’s income usually consists of 70% or more 
non-passive income; (ii) the CFC qualifies as a 
financial undertaking; or (iii) the CFC carries out 
meaningful economic activity. A list of substance 
elements has been published to determine 
whether a CFC carries out a meaningful eco-
nomic activity. If all of the substance elements 
are met, the meaningful economic activity test 
is deemed to be satisfied unless the Dutch tax 
inspector can prove that this is not the case. See 
6.6 Rules Related to the Substance of Non-local 
Affiliates.

GAAR
The Netherlands initially opted not to incorporate 
the GAAR into the Dutch Corporate Income Tax 
Act, as the Dutch State Secretary considered the 
GAAR to be sufficiently embedded in Dutch tax 
law through the fraus legis doctrine. However, 
at the request of the European Commission, the 
Netherlands formally codified the GAAR into 
Dutch corporate income tax legislation, effec-
tive as of 1 January 2025.

MLI
The Netherlands has signed and ratified the MLI 
that includes the BEPS measures that require 
amendment of (Dutch) bilateral double taxation 
treaties. The Netherlands has taken the position 
that all material provisions of the MLI should be 
included in the Dutch double taxation treaties, 
except for the so-called savings clause included 
in Article 11 of the MLI. As such, a general anti-
abuse provision (in most cases, the so-called 
principal purpose test) should likely be included 
in many Dutch double taxation treaties, as well 
as a range of specific anti-abuse rules.

Dividend Withholding
The Dividend Withholding Tax Act 1965 has 
been amended whereby co-operatives that are 

mainly involved in holding and/or financing activ-
ities (and that up to now were able to distribute 
profits without triggering dividend withholding 
tax except in cases of abuse) become subject 
to Dutch dividend withholding tax upon distrib-
uting profits. If the recipient of the profit distri-
bution is a tax resident in a country with which 
the Netherlands has concluded a comprehen-
sive double taxation treaty, an exemption from 
that tax should be available provided that the 
relevant structure is not abusive. The Corporate 
Income Tax Act 1969 has also been amended in 
relation to the above (ie, the substantial share-
holding rules).

Country-by-Country Reporting and Exchange 
of Information
A law has been enacted to meet the obligations 
of the Netherlands in respect of country-by-
country reporting (BEPS Action 13).

A law has been enacted to meet the obligations 
of the Netherlands in respect of the automatic 
exchange of rulings. Furthermore, the Dutch 
innovation box regime has been amended to 
align it with BEPS Action 5 (countering harmful 
tax practices).

Interest and/or Royalty Conduits and 
Withholding Tax applies on Royalties, Interest 
and Dividends
Further enhancement of the substance require-
ments for interest and/or royalty conduit com-
panies has been introduced, due to which, 
information is automatically exchanged with the 
respective foreign tax authorities in the case of 
interest and/or royalty conduit companies not 
meeting these enhanced substance require-
ments (eg, a minimum of EUR100,000 sal-
ary expenses and the availability of a properly 
equipped office space for at least 24 months).



netHeRLAnDs  Law aNd PraCTiCE
Contributed by: Michael Molenaars, Jeroen Smits, Reinout de Boer and Rogier van der Struijk, Stibbe 

592 CHAMBERS.COM

As from 1 January 2021, a conditional withhold-
ing tax applies on royalties, interest and (as of 1 
January 2024) dividends paid to group compa-
nies in low-tax jurisdictions, to hybrid entities or 
in certain abusive situations.

Safe Harbours, Economic Nexus, Permanent 
Establishments and Opknippen
The minimum substance requirements no longer 
function as a safe harbour.

The Dutch practice regarding international tax 
rulings was revised on 1 July 2019. To obtain an 
international tax ruling from the Dutch tax author-
ities, among other things, a sufficient “economic 
nexus” with the Netherlands is required.

The national definition of a permanent establish-
ment has been brought in line with the 2017-
OECD Model Tax Convention (which reflects the 
BEPS outcomes).

Furthermore, the government has investigated 
the extent to which group companies are break-
ing up (opknippen) activities in order to obtain 
tax benefits, specifically the benefit arising from 
the multiple application of the low tax rate lev-
ied on the first part of a taxpayer’s profit. As a 
result, the first bracket on which Dutch corpo-
rate income tax is levied was lowered in 2023 
(and still applies for 2025) to 19% over the 
first EUR200,000 (instead of 15% over the first 
EUR395,000 in 2022).

9.2 Government Attitudes
The central aim of the Dutch government is to 
find a balance between, on the one hand, ending 
aggressive international tax planning by promot-
ing transparency and making rules abuse-proof, 
and, on the other, not harming the Dutch econo-
my and thus seeking to take measures that are 
in step with international developments, thus 

avoiding unilateral measures that might dispro-
portionately harm Dutch corporations, and to 
establish favourable Dutch tax regimes to safe-
guard the attractive business and investment 
climate.

The Dutch government has announced that it 
will fully commit to the rules of Pillar One and 
Pillar Two. Pillar One may substantially impact 
the allocation of tax revenues to jurisdictions. 
Pillar Two, as implemented in Dutch domestic 
law as of 1 January 2024 following an EU Direc-
tive on Pillar Two, introduces certain technical 
rules to ensure the effective tax rate of 15%, 
the so-called “Income Inclusion Rule”, the so-
called “Undertaxed Payments Rule” and the so-
called Qualified Domestic Minimum Top-up Tax 
(QDMTT) rule.

Pillar Two
The Income Inclusion Rule
In short, the Income Inclusion Rule applies to 
a parent entity in the Netherlands in respect of 
low-taxed group entities (“constituent entities”) 
to bring taxation in line with the minimum effec-
tive tax rate of 15%. Under the Income Inclusion 
Rule, the minimum effective tax rate is paid at 
the level of the ultimate parent entity, in propor-
tion to its ownership rights in subsidiaries that 
are taxed at a low effective tax rate (ie, lower 
than 15%). Briefly stated, the effective tax rate 
is calculated by dividing the corporate tax due 
by the net qualifying income.

The Undertaxed Payments Rule
The Undertaxed Payments Rule functions as a 
backstop rule, in addition to the Income Inclu-
sion Rule. The Undertaxed Payments Rule 
applies in situations where, for example, a group 
is based in a non-EU country and that country 
does not impose the minimum rate. The share of 
the top-up tax is calculated based on a formula 
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proportionate to the relative share of assets and 
employees.

The Qualified Domestic Minimum Top-up Tax
In addition, the Netherlands opted to include the 
Qualified Domestic Minimum Top-up Tax, where-
by any top-up tax to be paid by Dutch resident 
entities with an effective tax rate of less than 
15% that are part of an in-scope group, will be 
collected by the Netherlands (instead of by the 
ultimate parent entity in another jurisdiction).

Pillar Two may substantially impact the sov-
ereignty of states as regards the taxation of 
business profits and their ability to employ an 
international tax policy based on the principle of 
“capital import neutrality”. In addition, the imple-
mentation of Pillar Two will most likely lead to a 
higher administrative burden as the effective tax 
rate should be determined in each jurisdiction in 
which a multinational is active.

9.3	 Profile	of	International	Tax
International taxation, especially over the last 
decade, has gained a high public profile due to 
extensive coverage of – alleged – aggressive 
tax planning in leading Dutch newspapers and 
other media, as well as the exposure generated 
by NGOs such as Oxfam Novib and Tax Justice.

Over the last decade, members of parliament 
have raised their concerns on a regular basis 
regarding the attitude of multinational corpora-
tions and their supposed unwillingness to con-
tribute their fair share. This is, for example, also 
reflected in the notifications made by the Dutch 
government for the application of the MLI, which 
reflect the Dutch position to apply nearly all anti-
abuse measures included in the MLI.

9.4 Competitive Tax Policy Objective
The Netherlands has a competitive tax policy, 
driven by the fact that the Dutch economy 
relies for a large part on foreign markets, as the 
domestic market is relatively small. In a letter 
from October 2022, the Dutch government set 
out its (updated) international tax policy. As a 
starting point, the Dutch government considers 
it to be important that the Netherlands is not out 
of line with other countries when it comes to the 
area of taxation. Therefore, the approach of tax 
avoidance should be accompanied by (satisfac-
tory) international agreements. At the same time, 
the Dutch government strives for a stable tax 
business climate in which tax legislation does 
not change every few years. When implementing 
new legislation for corporate entities, the Dutch 
government seeks to find a balance between 
mitigating the risk of abuse by international tax-
payers while avoiding unnecessary hindrance of 
real corporate activities.

9.5 Features of the Competitive Tax 
System
The Dutch government generally takes a bal-
anced approach to each measure it employs; 
consideration will therefore be given to the pros 
and cons of existing practices, and their rele-
vance for real business activities, including the 
accounting and legal services industry. Thus, 
it is difficult to say which areas are vulnerable 
to scrutiny, except for structures with low sub-
stance and structures that are clearly tax driven 
while bearing little or no relevance to the real 
economy. Dutch law does not restrict state aid in 
general with a specific rule, except for the state 
aid rules as laid down in EU law.

9.6 Proposals for Dealing With Hybrid 
Instruments
The BEPS and ATAD proposals addressing 
hybrid instruments have been implemented by 
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the Dutch government and as such are included 
in Dutch tax law and/or Dutch double taxation 
treaties.

9.7 Territorial Tax Regime
The Netherlands has no territorial tax regime. 
As a starting point, it taxes resident (corporate) 
taxpayers on their worldwide income, subject to 
the application of double taxation treaties and 
unilateral rules for relief for double taxation.

It is difficult to make a general prediction as 
to the impact of the interest limitation rules for 
Dutch taxpayers, as this is to a large extent 
fact driven, while the Netherlands already has a 
range of interest limitation rules and it has been 
proposed to abolish two of the existing interest 
limitation rules.

9.8 Controlled Foreign Corporation 
Proposals
A cornerstone of Dutch international policy for 
decades has been to avoid economic double 
(including juridical double) taxation within cor-
porate structures, which is why the Netherlands 
has exempted dividend income received from 
foreign group companies (under the so-called 
participation exemption regime). Furthermore, 
the Netherlands has so far been advocating the 
principle of so-called capital import neutrality, by 
which a resident state should exempt foreign-
sourced income from taxation to allow its cor-
porations to make foreign investments on a level 
playing field (in terms of taxation).

The Netherlands therefore used to be reluctant 
to let go of its position to exempt foreign income. 
However, as part of the implementation of the 
ATAD, CFC rules were introduced in the Neth-
erlands on 1 January 2019. See 9.1 Recom-
mended Changes.

9.9 Anti-Avoidance Rules
The Netherlands favours (as reflected in the 
Dutch notification to Article 7 of the MLI) a prin-
cipal purpose test as opposed to a limitation on 
benefits provision, mainly because the principal 
purpose test is thought to work out proportion-
ately in most situations. Thus, truly business-
driven structures, either inbound or outbound, 
should not be harmed. Nevertheless, the prin-
cipal purpose test is principle driven rather than 
rule driven, which makes it less clear which 
structures will be affected by the principal pur-
pose test.

In other words, there may be legal uncertainty, 
especially in the beginning when there is also 
little practical experience. Furthermore, some 
countries might apply the principal purpose test 
liberally, which might make corporations decide 
to avoid the Netherlands. However, this remains 
to be seen, especially as in other countries the 
same issues should come up.

9.10 Transfer Pricing Changes
Aside from the introduction of country-by-coun-
try reporting and, to a lesser extent, the docu-
mentation requirements (eg, master file and local 
file), the Netherlands has already applied the at 
arm’s length principle as a cornerstone of its 
transfer pricing regime. As such, these changes 
should not lead to a radical change, and this 
should also apply to intangibles.

However, as stated before, legislation that 
entered into force on 1 January 2022, targeted 
mismatches resulting from the application of the 
at arm’s length principle. Among other things, 
this legislation aims to render the arm’s length 
principle ineffective between related parties in 
cross-border situations to the extent that it will 
deny the deduction of at arm’s length expenses 
if the corresponding income is not included in 



netHeRLAnDs  Law aNd PraCTiCE
Contributed by: Michael Molenaars, Jeroen Smits, Reinout de Boer and Rogier van der Struijk, Stibbe 

595 CHAMBERS.COM

the basis of a local profit tax at the level of the 
recipient.

9.11 Transparency and Country-by-
Country Reporting
The Netherlands is in favour of increasing trans-
parency in international tax matters, provided an 
agreement can be reached on an international 
level that is as broad as possible to avoid nation-
al economies being harmed by multinational cor-
porations’ decisions to avoid jurisdictions that 
have transparency requirements.

In addition to the BEPS country-by-country 
reporting obligation, in 2024, the Netherlands 
introduced mandatory public country-by-coun-
try reporting rules for large multinationals. This 
additional reporting obligation stems from the 
EU Public Country-by-Country Reporting Direc-
tive of 2021 and adds a new angle to the report-
ing obligation by making such data publicly 
available to a wider audience.

9.12 Taxation of Digital Economy 
Businesses
No legislative proposals have been published in 
this area yet.

9.13 Digital Taxation
The State Secretary for Finance favours an 
international, co-ordinated (unified) approach, 
rather than jurisdictions implementing domes-
tic legislation independently, such as Pillar One 
and Pillar Two. Consequently, the Dutch govern-
ment has already implemented Pillar 2 in Dutch 
domestic law as of 1 January2024.

It should also be noted that as of 1 January 
2023, the Directive on Administrative Coop-
eration (DAC7) has been implemented into 
Dutch law. DAC7 contains rules on information 
exchange regarding digital platforms. Further-
more, the Dutch Ministry of Finance published 
a new draft bill in October 2024 implementing 
the EU Directive amending EU rules on Admin-
istrative Cooperation (DAC8). DAC8 introduces 
rules on information exchange regarding crypto-
assets and advance tax rulings for the wealthiest 
individuals. The new rules should be transposed 
into national law by 31 December 2025 with first 
application for most provisions from 1 January 
2026. In 2024, the European Commission pub-
lished another proposal again amending the 
Directive on Administrative Cooperation (DAC9), 
this time to facilitate the filing and exchanging 
of Pillar Two-related information in the EU. If 
adopted, these rules should be transposed into 
national law by 31 December 2025.

9.14	 Taxation	of	Offshore	IP
The Netherlands has no specific provisions as 
to the taxation of offshore intellectual property. 
It is worth noting however that, since 1 January 
2021, a conditional withholding tax has applied 
to interest and royalty payments to states quali-
fied as low-tax jurisdictions. Furthermore, in the 
case of passive offshore IP structures, the Dutch 
CFC rules may apply and would require a review 
from a transfer pricing perspective. 
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Since the OECD/G20’s final reports on Base Ero-
sion and Profit Shifting (BEPS) were published in 
2015 there have been several tax developments 
in the Netherlands, many of which have been the 
result of EU implementation of OECD-originated 
standards and recommendations. This article 
explores important current EU and Dutch tax 
developments that are relevant for multinational 
groups.

European Tax Developments
Introduction and future outlook
There were a number of significant develop-
ments in the field of EU tax law in 2024. These 
include the national implementation of the Pillar 
Two Directive by most member states, the fil-
ing of a legal action on the compatibility of the 
Undertaxed Profit Rule (UTPR) with the Belgian 
Constitution and EU law before the Belgian Con-
stitutional Court, the adoption of the FASTER 
Directive and the political agreement reached 
on VAT in the Digital Age (ViDA).

When looking at 2025, EU tax law developments 
are expected in several areas.

However, because of the strong opposition to 
the Pillar Two rules recently expressed by the 
Trump administration and the threat of retali-
atory trade measures being adopted by the 
United States, the European Commission might 
have to reassess part of its plans. The United 
States has begun an investigation into whether 
some foreign governments’ tax rules, such as 
the UTPR, are extraterritorial, or whether they 
disproportionally affect US companies, like the 
digital service taxes (DSTs) that were put on hold 
until mid-2024. The European Commission will 
have to reassess its political position regarding 
the implementation of the UTPR and DSTs, both 
at the level of member states and the European 

Union, as well as to determine the response to 
possible US trade measures.

In 2025, discussions are furthermore envisaged 
on the role that taxation can play in contributing 
to the EU’s competitiveness and climate ambi-
tions. Based on the recommendations made by 
both the Draghi report released in 2024 and the 
EU Competitiveness Compass of early 2025, it 
is expected that the 2025 EU tax agenda will 
be centred on decluttering, simplification and 
reduction of existing tax and regulatory burdens, 
as well as on the introduction of tax incentives 
to support innovation, R&D and digitalisation. 
To make such tax incentives possible, a revi-
sion of the EU state aid framework has also been 
announced.

Furthermore, in 2025 discussions are anticipated 
in relation to possible revisions of the Anti-Tax 
Avoidance Directive (ATAD) and the Directive on 
Administrative Co-operation in the field of taxa-
tion (DAC), which were both evaluated by the 
European Commission in 2024.

In addition, a legal proposal for a 28th legal 
regime for innovative companies (ie, a single, 
harmonised set of EU-wide rules instead of 27 
distinct national regimes, which aims to simplify 
applicable rules for all corporate law, insolvency, 
labour and tax law purposes) is expected to be 
tabled by the end of 2025. Although its core ele-
ments and scope are still to be defined, this 28th 
legal regime would be an important measure in 
the forthcoming EU tax policy agenda.

Finally, a new proposal for the EU’s own resourc-
es is expected to be tabled. This is necessary as 
EU funds are needed for, inter alia, the repay-
ment of the EU’s economic recovery fund and 
debts related to COVID-19.
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Council Directives and proposals
The FASTER Directive
The European Commission’s proposal for the 
Faster and Safer Relief of Excess Withholding 
Taxes Directive (FASTER Directive) was adopt-
ed by the Council on 10 December 2024 and 
entered into force on 30 January 2025. The 
FASTER Directive aims to make relief process-
es faster and more efficient and to reduce the 
risk of fraud and abuse. Thereto, member states 
should have a quick relief system in place. Mem-
ber states may choose between either “relief at 
source” system or “quick refund” system, which 
should result in a correct amount being withheld 
or an accelerated refund of excess withholding 
tax.

The directive furthermore introduces an EU-wide 
electronic tax residency certificate for investors, 
which is aimed at improving the administrative 
process.

Large EU financial intermediaries facilitating 
relief systems will be required to join a national 
register of Certified Financial Intermediaries 
(CFI). Such CFIs will have to report to competent 
authorities the information essential to identify 
investors and their entitlement to reduced with-
holding tax rates and to detect possible fraud 
or abuse.

Member States must implement this directive in 
their national laws by 31 December 2028 and 
apply these laws as of 1 January 2030.

The VAT in the Digital Age package
Released in 2022, the ViDA package includes 
VAT measures that will impact all businesses 
and particularly those carrying out cross-border 
transactions and platform companies.

The ViDA package focuses on improving VAT 
efficiency, minimising VAT fraud and reducing 
foreign VAT registration obligations. It consists 
of three pillars: (i) digital reporting, (ii) single VAT 
registration and (iii) VAT treatment of the platform 
economy.

On 5 November 2024, the Council of the EU 
reached political agreement on an amended ver-
sion of the ViDA proposal. The European Parlia-
ment was re-consulted on the amended ViDA 
proposal and subsequently the proposal was 
put up for formal adoption by the Council. The 
formal adoption took place on 11 March 2025.

The BEFIT proposal
Released in 2023, the proposal on Business in 
Europe: Framework for Income Taxation (BEFIT) 
lays down a common corporate income tax 
framework for the calculation and subsequent 
allocation of an aggregated tax base for groups 
active in the EU, focusing on simplification and 
harmonisation.

In its current form, the BEFIT proposal con-
tains several advantages such as cross-border 
loss relief and the absence of withholding tax 
on intra-BEFIT group interest and royalty pay-
ments. However, it also creates a new layer of 
complex corporate income tax rules. In addition, 
the interaction of BEFIT with the Pillar Two rules 
is an area of concern for stakeholders.

Due to the input provided by stakeholders at the 
beginning of 2024, BEFIT will not be put up for 
adoption in its current form but, following recent 
communications of Commissioner Hoekstra, 
renewed discussions are expected in 2025.

The transfer pricing proposal
Released in 2023, together with the BEFIT pro-
posal, the TP proposal aims to harmonise trans-
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fer pricing rules within the EU through the incor-
poration of the arm’s length principle into EU law 
with reference to the OECD’s TP Guidelines.

The TP proposal attracted critical reactions from 
member states, inter alia addressing the poten-
tial creation of a double transfer pricing standard 
and differences in the definition of associated 
enterprises between member states. In 2024, 
discussions started on replacing the TP proposal 
with a non-binding Joint Transfer Pricing Forum, 
which will continue in 2025.

The Unshell proposal
Released in 2021, this proposal aims to counter 
the misuse of EU entities that have no or minimal 
substance and do not perform an actual eco-
nomic activity. Such misuse will be addressed by 
means of introducing tax reporting obligations, 
information exchange and a possible denial of 
certain tax benefits.

The final wording of the Unshell proposal is 
under discussion and there are still divergent 
views on certain elements such as the substance 
indicators and the consequences of being “shell 
entity”.

Although still on the European Commission’s 
agenda, an agreement on the Unshell proposal 
is not expected in the short term.

Domestic Developments
Introduction
In December 2024, the proposal to incorpo-
rate part of the OECD Pillar Two Administrative 
Guidance (AG) in the Minimum Tax Act 2024 as 
well as rules on the interaction of the Pillar Two 
rules with the Dutch “subject-to-tax rules” in the 
Dutch Corporate Income Tax Act (CITA) were 
adopted. Other important changes for multina-
tional groups relate to the new tax classification 

rules for Dutch and foreign entities applicable as 
of 1 January 2025.

Below these changes are described in more 
detail as well as certain other new measures and 
developments relevant for MNEs.

Dutch implementation of Pillar Two
On 31 December 2023, the Minimum Tax Act 
2024 entered into force, in line with the EU Pillar 
Two Directive and the GloBE rules.

The Netherlands introduced the Income Inclu-
sion Rule and the Qualified Domestic Minimum 
Top-up Tax (QDMTT) for financial years starting 
on or after 31 December 2023 and the UTPR for 
financial years starting on or after 31 December 
2024. The act implements the UTPR as an addi-
tional levy, instead of the denial of a deduction. 
Furthermore, the act contains an implementation 
of the transitional CbCR Safe Harbour and the 
UTPR Safe Harbour and provides for the QDMTT 
Safe Harbour.

The law adopted in December 2024 fully incor-
porates certain administrative guidance as 
released by the OECD’s Inclusive Framework 
in February 2023 and July 2023, and partially 
incorporates administrative guidance released 
in December 2023.

It is currently under review if the remainder of 
the December 2023 administrative guidance, as 
well as administrative guidance released in June 
2024 and January 2025, require further legisla-
tive changes.

Dutch entity classification rules
Prior to 2025, the Dutch tax entity classification 
rules differed from international standards, caus-
ing unintended hybrid mismatches. As of 2025, 
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new classification rules apply which aim to align 
the current rules with international standards.

Foreign entities
Prior to 2025, the primary classification rule for 
foreign entities was comparing the foreign entity 
with its Dutch equivalent (the so-called “simi-
larity approach”). In general, if a foreign entity 
were sufficiently comparable to a Dutch legal 
form, it was treated in accordance with the rules 
applicable to that Dutch equivalent. Under the 
new classification rules, the similarity approach 
remains the primary classification rule.

The similarity approach is regulated by the Tax 
Classification Decree published in November 
2024, which elaborates on the application of 
this approach and also contains a non-exhaus-
tive (indicative) list of foreign entities that have 
already been classified for Dutch tax purposes.

If there is no clear Dutch equivalent for the for-
eign entity, two secondary classification rules 
for foreign entities have been introduced as of 1 
January 2025:

• The symmetrical approach – foreign entities 
that are not tax residents of the Netherlands 
will be classified similarly to the classification 
in their jurisdiction of residence.

• The fixed approach: foreign entities that are 
tax resident of the Netherlands will be classi-
fied as non-transparent.

Limited partnerships
Until 2025, limited partnerships were classified 
as transparent for Dutch tax purposes if the 
admission or replacement of a limited partner 
required the unanimous consent of all (gener-
al and limited) partners (the “consent require-
ment”).

As of 2025, the consent requirement has been 
abolished. This abolishment will in principle 
result in Dutch and foreign limited partnerships 
no longer being treated as non-transparent from 
a Dutch tax perspective.

Consequently, all (Dutch and foreign) limited 
partnerships should in principle be classified as 
tax transparent for Dutch tax purposes, unless 
they are classified as a non-transparent fund for 
joint account (fonds voor gemene rekening or 
FGR).

FGRs
As of 2025, an FGR can either be transparent 
or non-transparent from a Dutch tax perspec-
tive. As of 2025, the transparent FGR is called 
the “transparent fund”. Any further reference to 
FGRs in this article will therefore mean the non-
transparent FGR.

The potential reclassification of a transparent 
limited partnership into an FGR and the relevant 
criteria under which such reclassification may 
occur are somewhat in flux. In light of this, in 
December 2024, the Dutch government pub-
lished a decree addressing the amended defini-
tion of the FGR (the “Fund Decree”).

The Fund Decree lays down the cumulative cri-
teria that must be met by a (contractual) entity to 
be (re)classified as an FGR. An entity is classified 
as an FGR if the four cumulative criteria – as 
summarised below – have been met:

• the entity should invest for joint account (ie, 
it has to be established for collective invest-
ments, which implies that an entity with only 
one participant can generally not be classified 
as an FGR);

• the entity should have a strategy that is 
classified as “normal” portfolio management 
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(ie, the strategy cannot be considered to be 
entrepreneurial by nature);

• the entity should be an “investment fund” or 
“fund for collective investment in tradeable 
securities” within the meaning of Article 1:1 of 
the Dutch Financial Supervision Act (ie, this 
criterion excludes certain types of entities, in 
particular family funds, from being classified 
as an FGR); and

• the participations in the entity should be 
embodied by “tradeable participation certifi-
cates” (which excludes participations that are 
only transferable to the entity itself by way of 
redemption).

Developments
It is important to note that the Dutch government 
is aware of the issues and uncertainties that 
may have been caused by the possible reclas-
sification of transparent limited partnerships into 
FGRs and has announced that potential issues 
regarding the new Dutch entity tax classification 
rules will be further investigated during 2025. As 
part of this further investigation, the government 
opened a public consultation on 11 February 
2025, in which stakeholders are requested to 
provide input on the issues they have encoun-
tered and possible solutions to resolve these.

Other tax developments
Tax-free repurchase facility for listed companies 
remains available
Under the repurchase facility, listed companies 
can, under conditions and within limitations, 
repurchase shares without the obligation to with-
hold Dutch dividend tax.

In December 2023 a heavily debated law was 
adopted abolishing the tax-free repurchase facil-
ity for listed companies as of 1 January 2025.

The new Dutch government acknowledged the 
adverse effects of this abolishment on the com-
petitive position of Dutch companies and on the 
Dutch business climate. The measure was sub-
sequently reversed in December 2024, before it 
actually came into effect, entailing that the facil-
ity has remained in place.

Concurrence of the loss settlement rules and 
the debt waiver exemption
Under Dutch tax law, a waiver of an uncollectible 
debt is considered a gain. However, an exemp-
tion applies to the amount exceeding available 
tax losses. From 2022, loss relief is restricted to 
50% of the current year profit exceeding EUR1 
million. Consequently, upon a waiver, tax could 
be due on half of the amount of the waiver if it 
exceeded the EUR1 million threshold. This made 
it more difficult for a loss-making company to 
restructure, as tax had potentially to be paid on 
such gains (leading to a cash out for a company 
in financial distress).

To bring the debt waiver exemption in line with 
its objectives, the debt waiver exemption has 
been amended by the new Dutch government, 
with effect from 1 January 2025. Under the new 
rules, if available tax losses exceed EUR1 mil-
lion, the gain resulting from a waiver will be tax 
exempt to the extent it exceeds the current year 
loss (along with a corresponding reduction of the 
tax losses carried forward). This means no tax is 
due in the case of a debt waiver.

New group concept in the Withholding Tax Act 
2021 (WTA)
The Netherlands levies a conditional withhold-
ing tax (CWT) on interest, royalties and dividend 
payments (“IRD Payments”) to affiliated entities 
in low-tax jurisdictions (LTJs) or in jurisdictions 
that are included on the EU blacklist, to certain 
hybrid entities and in abusive situations.
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Affiliation is based on the presence of a qualify-
ing interest. A qualifying interest is an interest 
based on which, directly or indirectly, a decisive 
influence (ie, control) can be exercised on the 
decision-making process. A qualifying interest 
may be held independently or as part of a co-
operating group that collectively holds a qualify-
ing interest.

For the definition of a co-operating group in 
the WTA, reference is made to the co-operating 
group as stipulated in Article 10a of the Dutch 
Corporate Income Tax Act (CITA). The co-operat-
ing group has deliberately not been defined and 
is interpreted strictly by the Dutch tax authori-
ties in a CITA context. In practice, this created 
uncertainty for CWT purposes. To avoid overkill 
and an adverse impact on the Dutch investment 
climate, the new Dutch government introduced 
a new group definition for CWT purposes (ie, a 
qualifying unit), which replaces the co-operating 
group definition.

A qualifying unit is present in situations where 
entities act jointly with the main purpose, or one 
of the main purposes, of avoiding the levy of 
CWT at the level of one of those entities. The 
burden of proof regarding the existence of a 
qualifying unit is with the tax authorities and it is 
possible to obtain advance tax rulings regarding 
the presence or absence of a qualifying unit.

Given the welcome introduction of an avoidance 
test, and the opportunity to obtain certainty in 
advance regarding this topic, it is expected that 
only structures that are specifically set-up to 
avoid CWT will be covered by the new group 
definition.

Interest deduction limitations
General
Interest expenses are, as a general rule, deduct-
ible for Dutch corporate income tax purposes. 
However, certain deduction limitations may 
apply. For example, interest deduction may be 
limited pursuant to the earnings stripping rule 
or the anti-base erosion rule. A recent develop-
ment in relation to the earnings stripping rule is 
summarised below.

Earnings stripping rule
The new Dutch government increased the room 
to deduct interest expenses under the earn-
ings stripping rule. With effect from 2025, the 
earnings stripping rule limits the deduction of 
net interest expenses – ie, the balance of inter-
est costs and interest income (including certain 
foreign exchange results), for both related and 
unrelated party loans – to the higher of EUR 
1million and 24.5% of a taxpayer’s tax EBITDA 
(previously 20%).

Non-deductible acquisition or sale costs
Costs related to the acquisition or sale of a par-
ticipation are not deductible for Dutch corporate 
income tax purposes if the participation exemp-
tion applies (“non-deductible acquisition or sale 
costs”). In December 2018, the Supreme Court 
ruled that costs only qualify as such if there is a 
direct causal link with the acquisition or sale of 
a participation, determined by objective stand-
ards. Such direct causal link is present if the 
costs were not incurred without the acquisition 
or sale of the relevant participation.

In December 2023, the Supreme Court clarified 
that this direct causal link means that the costs 
must be objectively useful or necessary for the 
acquisition or sale. Costs that do not contribute 
to achieving the acquisition or sale are not con-
sidered non-deductible acquisition or sale costs. 
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For example, farewell bonuses paid by the sell-
side to employees of sold participations were 
ruled not to be non-deductible as they were not 
aimed at achieving the sale.

On 19 September 2024, the State Secretary of 
Finance updated the decree on the participation 
exemption, addressing non-deductible acquisi-
tion or sale costs. The positions taken by the 
State Secretary of Finance include:

• warranty & indemnity insurance premiums 
being non-deductible, but payouts under 
such insurance are not taxed; and

• salary costs of employees working on an 
acquisition or sale transaction may be non-
deductible, even if they would have also been 
incurred without the transaction.

Final Remarks
In 2025 the tax developments at international 
and EU level remain important for the Nether-
lands as the government’s basic principle in 
addressing global tax developments is to adhere 
as much as possible to such international agree-
ments and EU directives.

As far as expected unilateral measures are con-
cerned, the government is currently investigating 
the introduction of additional measures against 
dividend stripping. The outcome of this study is 
expected to be reported to the House of Repre-
sentatives in the spring of 2025. In addition, the 
government is evaluating the Dutch taxation of 
so-called lucrative interests, among which cer-
tain carried interest schemes. 



NEW ZEALAND

605 CHAMBERS.COM

Law and Practice
Contributed by: 
Greg Neill, Fred Ward and Young-chan Jung 
Russell McVeagh

North Island

South Island

Wellington

New Zealand
Auckland

Contents
1. Types of Business Entities, Their Residence and Basic Tax Treatment p.609
1.1 Corporate Structures and Tax Treatment p.609
1.2 Transparent Entities p.610
1.3 Determining Residence of Incorporated Businesses p.611
1.4 Tax Rates p.612

2. Key General Features of the Tax Regime Applicable to Incorporated Businesses p.612
2.1	 Calculation	for	Taxable	Profits	p.612
2.2 Special Incentives for Technology Investments p.613
2.3 Other Special Incentives p.613
2.4 Basic Rules on Loss Relief p.613
2.5 Imposed Limits on Deduction of Interest p.614
2.6 Basic Rules on Consolidated Tax Grouping p.614
2.7 Capital Gains Taxation p.614
2.8 Other Taxes Payable by an Incorporated Business p.615
2.9 Incorporated Businesses and Notable Taxes p.615

3. Division of Tax Base Between Corporations and Non-Corporate Businesses p.615
3.1 Closely Held Local Businesses p.615
3.2 Individual Rates and Corporate Rates p.615
3.3 Accumulating Earnings for Investment Purposes p.616
3.4 Sales of Shares by Individuals in Closely Held Corporations p.616
3.5 Sales of Shares by Individuals in Publicly Traded Corporations p.616

4. Key Features of Taxation of Inbound Investments p.617
4.1 Withholding Taxes p.617
4.2 Primary Tax Treaty Countries p.617
4.3 Use of Treaty Country Entities by Non-Treaty Country Residents p.618
4.4 Transfer Pricing Issues p.618
4.5 Related-Party Limited Risk Distribution Arrangements p.618
4.6 Comparing Local Transfer Pricing Rules and/or Enforcement and OECD Standards p.618
4.7 International Transfer Pricing Disputes p.618



neW ZeALAnD  CONTENTS

606 CHAMBERS.COM

5. Key Features of Taxation of Non-Local Corporations p.618
5.1 Compensating Adjustments When Transfer Pricing Claims Are Settled p.618
5.2	 Taxation	Differences	Between	Local	Branches	and	Local	Subsidiaries	of	Non-Local	Corporations	p.619
5.3 Capital Gains of Non-Residents p.619
5.4 Change of Control Provisions p.619
5.5	 Formulas	Used	to	Determine	Income	of	Foreign-Owned	Local	Affiliates	p.620
5.6	 Deductions	for	Payments	by	Local	Affiliates	p.620
5.7	 Constraints	on	Related-Party	Borrowing	p.620

6. Key Features of Taxation of Foreign Income of Local Corporations p.620
6.1 Foreign Income of Local Corporations p.620
6.2 Non-Deductible Local Expenses p.620
6.3 Taxation on Dividends From Foreign Subsidiaries p.621
6.4 Use of Intangibles by Non-Local Subsidiaries p.621
6.5 Taxation of Income of Non-Local Subsidiaries Under Controlled Foreign Corporation-Type Rules p.621
6.6	 Rules	Related	to	the	Substance	of	Non-Local	Affiliates	p.621
6.7	 Taxation	on	Gain	on	the	Sale	of	Shares	in	Non-Local	Affiliates	p.621

7. Anti-Avoidance p.622
7.1 Overarching Anti-Avoidance Provisions p.622

8. Audit Cycles p.622
8.1 Regular Routine Audit Cycle p.622

9. BEPS p.622
9.1 Recommended Changes p.622
9.2 Government Attitudes p.623
9.3	 Profile	of	International	Tax	p.624
9.4 Competitive Tax Policy Objective p.624
9.5 Features of the Competitive Tax System p.624
9.6 Proposals for Dealing With Hybrid Instruments p.624
9.7 Territorial Tax Regime p.624
9.8 Controlled Foreign Corporation Proposals p.625
9.9 Anti-Avoidance Rules p.625
9.10 Transfer Pricing Changes p.625
9.11 Transparency and Country-by-Country Reporting p.625
9.12 Taxation of Digital Economy Businesses p.625
9.13 Digital Taxation p.626
9.14	Taxation	of	Offshore	IP	p.626



neW ZeALAnD  Law aNd PraCTiCE
Contributed by: Greg Neill, Fred Ward and Young-chan Jung, Russell McVeagh 

607 CHAMBERS.COM

Russell McVeagh is a leading full-service New 
Zealand law firm and employs approximately 
300 staff and partners. The firm is committed 
to operating on the cutting edge of legal prac-
tice, with award-winning lawyers who are inter-
nationally recognised for their thought leader-
ship, depth of experience and ability to translate 
complex legal issues into client success stories. 
It has particular expertise in banking and finance 
(including securitisation and financial markets 
regulation), corporate and commercial (includ-
ing M&A), tax, competition/antitrust, employ-

ment, health and safety, resource management 
(including energy), litigation, restructuring and 
insolvency, property and construction, technol-
ogy and digital, and public law and regulation. 
The tax team has extensive corporate tax expe-
rience and provides advice on a wide variety of 
issues relating to financing and capital raising, 
M&A, business establishment and reorganisa-
tions, investment products, PPPs and infra-
structure investment, employee remuneration 
packages, customs and excise, transfer pricing, 
and tax investigations and disputes.

Authors
Greg Neill is a partner in Russell 
McVeagh’s tax group. He is an 
experienced tax and 
transactional lawyer, and 
provides advice on a broad 
range of New Zealand tax 

matters for corporations, financial institutions 
and large private businesses based in New 
Zealand and offshore. His primary expertise 
includes M&A, private equity, banking and 
corporate finance, as well as real estate and 
construction, private wealth investment and 
general corporate tax. Greg is a member of the 
International Fiscal Association, the taxation 
committee of the New Zealand Financial 
Services Council and the “Build to Rent” 
Taskforce of the Property Council of New 
Zealand.

Fred Ward has been a partner 
with Russell McVeagh since 
1995. With more than 30 years’ 
experience with the firm, he 
offers clients a broad range of 
taxation services, including 

advice on cross-border financing structures, 
M&A and dealing with the Inland Revenue at all 
levels of the investigation process, including 
negotiating settlements. Fred’s key practice 
area is taxation, particularly financing 
transactions, cross-border transactions, M&A 
and tax dispute work. He is a member of the 
International Fiscal Association and the 
taxation committee of the New Zealand Law 
Society.



neW ZeALAnD  Law aNd PraCTiCE
Contributed by: Greg Neill, Fred Ward and Young-chan Jung, Russell McVeagh 

608 CHAMBERS.COM

Young-chan Jung is a senior 
solicitor in Russell McVeagh’s 
tax group. He advises on tax 
matters including financing 
transactions, M&A, binding 
ruling applications, 

restructurings, disputes (including tax litigation) 
and the tax reform process. He has acted for 
clients in a range of sectors, including financial 
institutions, investment funds, 
telecommunications providers, energy and 
infrastructure providers, gambling and gaming 
service providers, high net worth individuals 
and charities.

Russell McVeagh
Level 30, Vero Centre
48 Shortland Street
PO Box 8
Auckland 1140
New Zealand

Tel: +64 9 367 8000
Fax: +64 9 367 8163
Email: enquiries@russellmcveagh.com
Web: www.russellmcveagh.com



neW ZeALAnD  Law aNd PraCTiCE
Contributed by: Greg Neill, Fred Ward and Young-chan Jung, Russell McVeagh 

609 CHAMBERS.COM

1. Types of Business Entities, 
Their Residence and Basic Tax 
Treatment
1.1 Corporate Structures and Tax 
Treatment
Companies are generally the most common 
business structure in New Zealand. This is due 
to the simplicity of operation and governance, 
limited liability for shareholders and the business 
community’s familiarity with companies.

However, the choice of legal entity and fund-
ing structure is often based on a combination 
of commercial and tax-related factors, such as:

• whether limited liability is provided;
• ease of contracting;
• the ability to raise capital;
• the tax preferences of investors; or
• applicable tax rates.

In addition to companies, general partnerships 
and limited partnerships are often used for co-
investment transactions and in certain sectors, 
such as project-based joint ventures and signifi-
cant investment in infrastructure assets. Smaller 
businesses may utilise a sole proprietor model 
or a company.

Companies
A limited liability company incorporated in New 
Zealand under the Companies Act 1993 (NZ) 
(Companies Act) is a legal entity in its own right 
and has a legal existence separate from that of 
its shareholders. In general, subject to the com-
pany’s constitution, a shareholder of a company 
has liability limited to the amount of that share-
holder’s capital contribution.

A New Zealand incorporated company is taxed 
as a separate legal entity from its shareholders 

at a flat rate of 28%. New Zealand has an impu-
tation system whereby tax paid at the corpo-
rate level can be “imputed” to shareholders by 
attaching credits to dividends.

General and Limited Partnerships
Both general partnerships and limited partner-
ships are commonly adopted business struc-
tures in New Zealand. A limited partnership is a 
separate legal person under New Zealand law, 
whereas a general partnership is not.

The liability of partners is unlimited for a general 
partnership, with each partner being jointly liable 
with the other partners for the debts and obliga-
tions of the partnership business.

A limited partnership requires at least one gen-
eral partner and one limited partner. A limited 
partnership’s general partners have unlimited lia-
bility. Each general partner is jointly and severally 
liable with the limited partnership itself and the 
other general partners for any unpaid liabilities 
of the limited partnership.

A limited partner of a limited partnership is not 
liable for the unpaid liabilities of the limited part-
nership, provided that the partner does not take 
part in the management of the limited partner-
ship.

A partnership (general or limited) is not taxed 
as a separate legal entity. Instead, partnerships 
are fiscally transparent for New Zealand income 
tax purposes.

While transparent for income tax purposes, a 
limited partnership is legally a separate entity 
from its limited partners. It is therefore often an 
attractive business or investment vehicle from a 
commercial perspective, given the dual benefit 
of limitation of liability for investors and income 
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tax transparency. From a tax perspective, a lim-
ited partnership allows investors to attend to 
their own tax position and provides a favourable 
option for investors with special tax characteris-
tics (such as non-residents or entities taxed at a 
rate lower than the 28% company rate). Limited 
partnerships also facilitate access to tax losses 
for investors that might otherwise be “trapped” 
in a corporate structure.

It should be noted that partnerships are not 
transparent for New Zealand goods and services 
tax (GST) purposes.

Sole Proprietorships
A sole proprietorship is a business operated by 
an individual in their own legal capacity. As a 
sole proprietorship is not a separate legal entity, 
the owner has unlimited liability and is therefore 
personally liable for all debts of the business. 
This also means that any income derived by the 
sole proprietorship will be taxed in the hands of 
the proprietor in accordance with their marginal 
individual tax rate.

Look-Through Companies
A look-through company (LTC) is a standard 
New Zealand company that has elected to be 
transparent for income tax purposes. According-
ly, while an LTC is a separate legal entity under 
the Companies Act, for income tax purposes it 
is treated like a partnership and is fiscally trans-
parent. This enables a small business to trade 
with limited liability but to have profits and losses 
taxed directly to the owners.

Income tax transparency means that the com-
pany’s shareholders must pay tax on the LTC’s 
profits directly, but similarly can offset the LTC’s 
expenses or losses against their other income. 
Because of this favourable tax treatment, a com-
pany can only elect to be an LTC if, amongst 

other things, it has no more than five sharehold-
ers, who must be either natural persons, trustees 
or other LTCs.

1.2 Transparent Entities
The three types of transparent entities common-
ly used in New Zealand business are:

• general partnerships;
• limited partnerships; and
• LTCs.

General partnerships are a key type of transpar-
ent entity commonly used for certain businesses 
in New Zealand. The transparent nature allows 
for income to be taxed in accordance with each 
partner’s own tax profile and avoids the extra 
layer of tax if (for example) a company was used 
instead. Partnerships are commonly used by 
professional services firms and in the agriculture 
and horticulture industries.

Limited partnerships are frequently used in New 
Zealand in a commercial context, particularly for 
co-investment arrangements (including private 
equity) and for development or infrastructure 
projects that possess a significant element of 
risk and are capital intensive. This is primarily 
because the limited partnership structure pro-
vides for the limitation of liability but is fiscally 
transparent for income tax purposes. This largely 
enables investors or limited partners to attend to 
their own tax affairs, having regard to their own 
particular commercial circumstances.

LTCs are fiscally transparent companies that are 
designed as a policy matter to reduce the impact 
of tax on a decision for a small business to incor-
porate. LTCs are similar to limited partnerships 
in the sense that liability is limited for owners or 
investors, and income tax is dealt with on “flow-
through” basis. However, the LTC rules are tar-
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geted more towards closely held companies and 
are seen as being particularly useful for small 
start-up businesses, where it is considered likely 
that the new company will initially make a loss.

1.3 Determining Residence of 
Incorporated Businesses
Companies
Under the Income Tax Act 2007 (NZ) (Income 
Tax Act), a company will be deemed to be a New 
Zealand tax resident if:

• it is incorporated in New Zealand;
• its head office is in New Zealand;
• its head of management is in New Zealand; or
• its directors, in their capacity as directors, 

exercise control of the company in New Zea-
land (even if directors’ decision-making also 
occurs outside New Zealand).

Where a company is deemed to be a tax resi-
dent in both New Zealand and another country 
with which New Zealand has a double tax agree-
ment (DTA), the residence of the company will 
be established in accordance with the relevant 
DTA. New Zealand’s DTAs generally contain a 
tie-breaker test to make this determination (in 
most cases being the “place of effective man-
agement” test). DTAs subject to the OECD Mul-
tilateral Convention to Implement Tax Treaty 
Related Measures To Prevent Base Erosion and 
Profit Shifting (MLI) do not contain a conven-
tional tie-breaker test, with the residence of a 
dual resident entity instead being determined 
via mutual agreement between the competing 
jurisdictions.

General and Limited Partnerships
As partnerships are not separate taxpayers for 
income tax purposes, a partnership cannot of 
itself be “resident” or “non-resident” for New 
Zealand income tax purposes. Instead, the 

tax residence of the partners is determinative 
for ascertaining the New Zealand income tax 
liabilities of the partners. Each partner is sepa-
rately assessed and there is no joint partnership 
assessment (although a joint return is filed for 
administrative purposes).

Where a partner is an individual, that individual 
will be deemed to be a New Zealand tax resident 
if they satisfy the residency tests for an individual 
(outlined below). Where a partner is a company, 
tax residency is determined using the residency 
tests for a company (outlined above).

Certain DTAs to which New Zealand is a party 
(including DTAs that are subject to the MLI) have 
provisions that specify when income derived by, 
or through, a fiscally transparent person may 
qualify for treaty benefits.

Sole Proprietorships
As income derived from a sole proprietorship is 
taxed in the hands of the individual, it is the resi-
dency status of the individual which is relevant. 
Generally, an individual will be deemed to be a 
New Zealand tax resident if they:

• have “permanent place of abode” in New 
Zealand; or

• are personally present in New Zealand for 
more than 183 days in total in a 12-month 
period.

Look-Through Companies
LTCs are transparent and akin to partnerships 
for income tax purposes. This means it is the tax 
residence of the owners or shareholders which 
is determinative for the purposes of ascertaining 
the New Zealand tax liability.
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1.4 Tax Rates
Companies
Companies are taxed at a flat rate of 28%. New 
Zealand does not have variable corporate tax 
rates for corporates with particular levels of 
assets or turnover.

New Zealand’s imputation credit regime means 
that income tax paid at the company level may 
be “imputed” to shareholders by attaching cred-
its to dividends. The imputation rules derive 
from the tax policy that a company is taxed as 
a proxy for its shareholders. The rules address 
the double taxation that would otherwise occur 
when profits earned by a company are taxed and 
those profits are then subsequently used by the 
company to pay taxable dividends to sharehold-
ers.

General and Limited Partnerships
Partnerships are treated as transparent for 
income tax purposes, meaning income derived 
by a partnership flows through to its partners (in 
proportion to their partnership interests). There-
fore, the income tax rate for income derived by 
a partnership will be determined in accordance 
with how each partner is taxed in its own right. 
For this reason, partnership structures are often 
used where investors have different tax profiles 
(for example, non-residents not subject to tax 
under a DTA, or tax-exempt or lower tax entities).

Sole Proprietorships
As income derived from a sole proprietorship is 
taxed directly to the individual, the income tax 
rate will depend on the individual’s marginal tax 
rate. Individuals are subject to taxation at pro-
gressive marginal tax rates, with the prevailing 
maximum rate being 39% (for income in excess 
of NZD180,000).

Look-Through Companies
LTCs are treated akin to partnerships for income 
tax purposes. This means that the income tax 
rate for income derived by an LTC will be deter-
mined in accordance with how each shareholder 
is taxed in its own right.

2. Key General Features of the Tax 
Regime Applicable to Incorporated 
Businesses
2.1	 Calculation	for	Taxable	Profits
For companies, New Zealand income tax is lev-
ied on taxable income, being a company’s net 
income minus any available tax losses.

Net income is determined by subtracting annu-
al total deductions from annual gross income. 
Available tax losses may comprise any tax loss-
es of the company carried forward from prior 
income years or tax losses able to be offset from 
other companies in the same corporate group. 
The resulting net amount is the taxable income.

Common with other jurisdictions, this may differ 
from a taxpayer’s accounting or financial report-
ing profit as adjustments may be required for 
exempt or excluded income and non-deductible 
expenses. However, financial reporting stand-
ards are relevant for certain rules in the Income 
Tax Act regarding the recognition of income or 
expenditure, including New Zealand’s financial 
arrangements rules applicable to debt instru-
ments (amongst other financial arrangements).

In general, income will be allocated to the income 
year in which the amount is derived. However, 
specific provisions or timing rules of the Income 
Tax Act may require the adoption of a particular 
method for recognising the derivation of income 
and expenditure.
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2.2 Special Incentives for Technology 
Investments
Research and Development
The Income Tax Act contains rules providing for 
research and development (R&D) tax credits. 
The legislative policy is to provide a tax credit 
as an incentive to a person for performing or 
contracting for the performance of activities to 
create new knowledge or new or improved pro-
cesses, services or goods.

A 15% tax credit in respect of eligible R&D 
expenditure is available to businesses under-
taking eligible R&D activities in New Zealand. 
The relevant expenditure must have a sufficient 
connection with the prescribed R&D activity, and 
must be “required for” and “integral to” such 
activity.

A person who is entitled to an R&D tax credit 
must file an R&D supplementary return for a tax 
year. Where an R&D tax credit is available, it can 
be used to satisfy a person’s income tax liability.

To the extent they have remaining R&D tax cred-
its after the satisfaction of their income tax liabil-
ity, a person may be able to obtain a refund of 
the credit in certain cases, or can otherwise car-
ry the credits forward to a subsequent income 
year. Where a company is seeking to carry for-
ward R&D tax credits, it must satisfy the 49% 
shareholder continuity requirements that are 
essentially equivalent to those restricting the 
ability to carry forward tax losses. In addition to 
the shareholder continuity requirement, as is the 
case with tax losses where a continuity breach 
occurs, the R&D tax credits may nevertheless be 
carried forward if there is no major change for a 
period in the nature of the business activities of 
the company following the breach.

2.3 Other Special Incentives
New Zealand does not have any other special 
tax incentives for corporate investment in par-
ticular industries or business sectors, nor for 
particular classes of taxpayers.

2.4 Basic Rules on Loss Relief
Carrying Tax Losses Forward
Under the Income Tax Act, a company may 
carry forward any unused tax losses to a sub-
sequent income year if certain shareholding 
continuity tests are satisfied. A tax loss may be 
carried forward and offset against net income 
in a subsequent income year if at least 49% of 
the company’s voting interests (or market value 
interests) are held by the same persons. Market 
value interests are essentially a person’s total 
market value of shares and share options in a 
company, and become relevant where substan-
tive control or economic interests in a company 
may not be fully represented by voting interests.

Despite a breach of this ownership continuity 
test, a company may still be eligible to carry 
forward its unused tax losses in circumstances 
where there has been no major change in the 
nature of the business activities carried on by the 
company. This alternative test was introduced 
in 2020 as part of the government’s COVID-19 
relief measures. Despite the introduction of this 
alternative “business continuity” test, value 
is seldom attributed to tax losses in the M&A 
context where the transaction would result in a 
breach of the ownership continuity test. This is 
because of the largely subjective and untested 
nature of the “business continuity” test.

A company’s unused tax losses may also be 
made available to another company in circum-
stances where a group of persons holds com-
mon voting interests (or market value interests) 
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of at least 66% in respect of each company over 
the applicable “continuity period”.

Carry Back of Tax Losses
As part of the COVID-19 relief measures, the 
government also enacted a temporary loss car-
ry back scheme for the 2020 and 2021 years. 
However, this is no longer applicable and New 
Zealand does not have any general rules that 
allow for the carrying back of income tax losses.

2.5 Imposed Limits on Deduction of 
Interest
As a general rule, the Income Tax Act allows most 
companies (other than qualifying companies and 
LTCs) to deduct interest expenditure regardless 
of whether it is incurred in deriving assessable 
income or relates to capital expenditure.

New Zealand has a global interest deductibility 
test for companies, such that there is no require-
ment for a nexus with the derivation of gross 
income. The purpose of this global approach to 
interest deductibility is that the use of the par-
ticular funds borrowed should be irrelevant to 
the question of deductibility – a deduction is 
available anyway. Interest deductions for corpo-
rates are limited under New Zealand’s interest 
deductibility rules, not by reference to the use 
of the borrowed funds, but via the detailed thin 
capitalisation and transfer pricing regimes.

This ability for companies to automatically 
deduct interest does not, however, extend to 
interest expenditure that is related to certain 
mixed-use assets.

The deductibility of interest expenditure that is 
incurred in relation to residential rental proper-
ties was previously limited, but this will be fully 
restored by April 2025.

2.6 Basic Rules on Consolidated Tax 
Grouping
Two or more companies that have 100% com-
mon ownership may elect into New Zealand’s 
consolidated group regime, under which compa-
nies that form a consolidated group are treated 
as a single entity for tax purposes and are jointly 
and severally liable for the entire group’s tax. If 
an election is made, it is not mandatory for all 
companies that are 100% commonly owned to 
be members of the consolidated group; the con-
solidated group will comprise only those com-
panies that elect to be members of the group.

Subject to certain requirements, companies 
within a wholly owned group may also elect 
to form an imputation group, under which the 
imputation regime applies to the companies on 
a group basis. It should be noted that imputa-
tion groups may consist of entirely New Zealand 
companies, entirely Australian companies, or a 
mixture of both.

There is also a similar regime for New Zealand 
GST. Two or more companies that have 66% 
common ownership may also register for GST 
as a group. The group will be treated as a single 
entity for GST purposes and must choose one 
GST-registered member to be its representative.

2.7 Capital Gains Taxation
New Zealand does not have a comprehensive 
capital gains tax regime. However, there are 
deeming rules that may apply to treat certain 
receipts as income that would otherwise con-
ventionally be regarded as capital in nature 
(including, for example, in relation to various real 
estate transactions).

One such rule is the so-called “bright-line test” 
applicable to the sale of certain residential prop-
erty. A gain made in circumstances where a resi-
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dential property (other than a person’s principal 
residence) is bought and sold within the bright-
line period is deemed to be income even if it 
would otherwise be a capital gain. The bright-
line period has recently been reduced to two 
years (from the previous period of ten years).

For New Zealand tax purposes, any capital gains 
derived by a company are generally only able to 
be distributed to shareholders in a tax-free form 
if the relevant company is liquidated. The risk 
otherwise is that the distribution is treated as a 
taxable dividend.

With no general tax on capital receipts, New 
Zealand also limits the deductibility of capital 
expenditure. The distinction between capital 
and revenue expenditure is primarily determined 
through tests developed under case law.

2.8 Other Taxes Payable by an 
Incorporated Business
In addition to its income tax regime, New Zea-
land also imposes a broad-based value-added 
tax on the supply of all goods and services in 
New Zealand, referred to as GST, at the rate of 
15%. Certain transactions (including exported 
goods and services and sales of land between 
GST registered persons) are zero-rated for GST 
purposes. Supplies of financial services and res-
idential accommodation are treated as exempt 
supplies and are therefore not subject to GST.

New Zealand does not have stamp duty or any 
other transaction taxes.

2.9 Incorporated Businesses and 
Notable Taxes
Although companies in New Zealand will not be 
subject to any other notable New Zealand taxes 
(other than income tax and GST), there are cer-
tain specific regimes that apply within this frame-

work. These include the employment tax collec-
tion regimes (pay as you earn) and the fringe 
benefit tax that applies in respect of non-cash 
benefits provided to employees. These regimes 
require separate registration and impose report-
ing and withholding or tax payment obligations 
on employers.

3. Division of Tax Base Between 
Corporations and Non-Corporate 
Businesses
3.1 Closely Held Local Businesses
Most businesses in New Zealand adopt the 
form of a company. According to the New Zea-
land Companies Office, there were more than 
733,000 incorporated companies in New Zea-
land as of 31 December 2024. Companies that 
meet certain requirements (including having no 
more than five shareholders) may elect into the 
LTC rules to enable tax transparency.

3.2 Individual Rates and Corporate Rates
There is a difference in New Zealand between 
the corporate tax rate (28%) and the top mar-
ginal individual tax rate (39%).

Individual professionals are entitled to determine 
the trading structure of their business, includ-
ing whether to use a company or to trade as 
a partnership or in their own name. However, 
in doing so, such individuals must consider the 
general anti-avoidance provision found in New 
Zealand’s Income Tax Act (see 7.1 Overarching 
Anti-Avoidance Provisions). This is an issue that 
has been considered by the courts, and case 
law outlines how New Zealand’s general anti-
avoidance provision should be interpreted in 
light of individual professionals structuring their 
businesses to gain a tax advantage.
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If an arrangement to derive income utilising a 
company structure has tax avoidance as its 
purpose or effect, it will be considered void 
as against the Commissioner, who may act to 
counteract any tax advantage obtained from or 
under such an arrangement.

New Zealand also has a specific anti-avoidance 
provision which, subject to certain thresholds, 
operates to attribute income from personal ser-
vices to a person in circumstances where an 
associated entity of that person contracts with 
a third party to provide services and those ser-
vices are performed by that person. Essentially, 
this is designed to ensure that the relevant per-
son cannot interpose a company between them-
selves and the third party with which they are 
contracting to reduce their tax liability.

3.3 Accumulating Earnings for 
Investment Purposes
There are no specific rules in the Income Tax 
Act that prevent the accumulation of earnings by 
closely held companies for investment purposes 
or otherwise.

3.4 Sales of Shares by Individuals in 
Closely Held Corporations
Receipt of Dividends
New Zealand’s Income Tax Act provides that a 
dividend paid by a New Zealand resident com-
pany to an individual is income of that individual, 
which means that any dividend derived by an 
individual will be taxed at that individual’s mar-
ginal tax rate (as discussed in 1.4 Tax Rates). 
This tax may be imposed and collected via New 
Zealand’s resident withholding tax rules.

New Zealand has an imputation regime that is 
designed to eliminate the double taxation of cor-
porate earnings that are subsequently distrib-
uted to a company’s shareholders. Imputation 

credits arise when a company pays tax on its 
income at 28%. The company can then attach 
up to NZD0.28 of imputation credits to each 
NZD0.72 of cash dividend it pays to its share-
holders, to avoid double taxation. The share-
holder can then use these imputation credits to 
offset their tax liability.

This means that, where a dividend is fully imput-
ed, the company’s earnings (being taxed at the 
company level and then again in the hands of 
the shareholder) will ultimately be taxed at the 
shareholder’s personal marginal tax rate. A divi-
dend of NZD100 (being NZD72 cash and NZD28 
imputation credits) may give rise to an individual 
tax liability of NZD39, which the individual can 
satisfy to the extent of NZD28 using the imputa-
tion credits.

Gain on Sale of Shares
Shares held by an individual shareholder in a 
closely held company will generally be held on 
capital account, which means that the sale of 
those shares will give rise to a non-taxable capi-
tal gain. However, in certain circumstances (for 
example, where a shareholder is in the business 
of dealing in shares or acquired the shares for 
the dominant purpose of disposal), any gains 
made on the sale of shares may be deemed to 
be income and taxed accordingly at the share-
holder’s marginal tax rate.

3.5 Sales of Shares by Individuals in 
Publicly Traded Corporations
New Zealand makes no distinction as to how 
individuals are taxed on dividends from closely 
held companies or publicly traded companies. 
The same can be said regarding gains made on 
the sale of shares (see 3.4 Sales of Shares by 
Individuals in Closely Held Corporations).
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4. Key Features of Taxation of 
Inbound Investments

4.1 Withholding Taxes
New Zealand has the following withholding taxes 
that apply to returns on inbound investment.

Interest
Subject to certain exceptions, interest that is 
paid to non-residents will generally be subject 
to withholding tax at 15%, although this may be 
reduced to 10% under an applicable DTA.

New Zealand does not have a general exemp-
tion from interest withholding tax for widely held 
debt. There is, however, an option for borrowers 
to reduce the withholding tax rate on interest 
paid to non-resident lenders to 0% by making 
certain registrations and paying a levy (known as 
the approved issuer levy, or AIL). A borrower will 
generally be eligible for this in respect of interest 
paid to a lender that is not associated with the 
borrower. The AIL regime is intended to reduce 
the burden on New Zealand borrowers of having 
to “gross up” interest paid to non-resident lend-
ers for New Zealand non-resident withholding 
tax.

The AIL applies at the rate of 2% of the gross 
amount of interest paid. It is payable by the bor-
rower and is imposed as a levy rather than as 
a tax. Accordingly, it is unlikely to be creditable 
against foreign tax payable by the lender on its 
New Zealand interest income.

Dividends
Dividends paid to non-residents are generally 
subject to non-resident withholding tax at a rate 
of 15% (to the extent fully imputed) or 30%, sub-
ject to the availability of tax treaty relief. How-
ever, the rate of non-resident withholding tax for 
such dividends may be reduced to 0% where the 

dividend is fully imputed and where the recipi-
ent has a 10% or greater direct voting interest 
in the payer.

The withholding tax rates for dividends described 
above are generally capped at 15% in the case 
of persons resident in a country with which New 
Zealand has a DTA. Lower dividend withholding 
tax rates (typically 5% or in some cases 0%) 
apply under certain of New Zealand’s DTAs, 
including those with Australia, Canada, China, 
Hong Kong, Japan, Mexico, Samoa, Singapore, 
Turkey, the United States and Vietnam. The 
lower rates are available for dividends paid to a 
shareholder that is a company meeting relevant 
minimum ownership requirements and certain 
other criteria.

Royalties
For royalties paid to non-residents, the rate of 
withholding tax imposed under domestic law 
is also 15%. Again, however, this rate may be 
reduced to 10% under an applicable DTA. In 
some of New Zealand’s more recently negoti-
ated DTAs, the rate in respect of royalties may 
be further reduced to 5%.

4.2 Primary Tax Treaty Countries
The framework of New Zealand’s DTAs generally 
follows that of the OECD Model Tax Convention.

New Zealand currently has 41 DTAs in force, 
covering almost all of its major trading partners 
(including but not limited to Australia, China, 
Hong Kong, the United States and the United 
Kingdom). These bilateral tax treaties seek to 
reduce tax impediments to cross-border trade 
and investment, and to assist tax administration. 
New Zealand is also in negotiations with certain 
other jurisdictions to implement DTAs that will 
further broaden New Zealand’s DTA network.
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New Zealand is party to a variety of tax infor-
mation exchange agreements to facilitate the 
exchange of tax-related information with coun-
tries where no DTA is applicable.

The ratification of the OECD MLI also strength-
ens New Zealand’s position when it comes to 
international taxation, by modifying New Zea-
land’s existing tax treaties.

4.3 Use of Treaty Country Entities by 
Non-Treaty Country Residents
The OECD MLI entered into force in New Zea-
land on 1 October 2018 and introduces an anti-
abuse rule called the “principal purpose test” 
into many of New Zealand’s DTAs. This test is 
found in Article 7 of the MLI and acts to deny 
the benefits of a DTA where one of the principal 
purposes of using a treaty country entity by a 
non-treaty country resident is to obtain the ben-
efits of the tax treaty.

4.4 Transfer Pricing Issues
The most significant transfer pricing issues for 
inbound investors operating through a local 
corporation are generally the pricing around the 
inbound sale of goods and interest costs on 
related party debt. According to New Zealand’s 
Inland Revenue, the most common multinational 
business form encountered in New Zealand is 
foreign-owned wholesale distributors or those 
that purchase and on-sell goods without signifi-
cant transformation.

4.5 Related-Party Limited Risk 
Distribution Arrangements
While no transfer pricing dispute has yet pro-
gressed through the courts in New Zealand, 
there have been instances where Inland Reve-
nue has challenged the use of related-party lim-
ited risk distribution arrangements for the local 
sale of goods or provision of services.

4.6 Comparing Local Transfer Pricing 
Rules and/or Enforcement and OECD 
Standards
New Zealand adopted changes to its trans-
fer pricing regime in 2018 to better align with 
the OECD’s transfer pricing guidelines. These 
amendments included the adoption of restricted 
transfer pricing in relation to inbound debt.

4.7 International Transfer Pricing 
Disputes
While no transfer pricing dispute has progressed 
through the New Zealand courts, it is an area of 
increasing interest to Inland Revenue, and trans-
fer pricing matters are actively investigated and 
challenged. This is due to the material risk to 
the New Zealand revenue base and due, in par-
ticular, to the monetary amounts that are often 
involved in cross-border transactions between 
related parties.

The mutual agreement procedure (MAP) will 
generally be utilised as part of a transfer pric-
ing dispute with Inland Revenue, and transfer 
pricing matters are typically resolved under the 
MAP. This is a key reason why no transfer pricing 
dispute has yet progressed to the courts.

5. Key Features of Taxation of Non-
Local Corporations

5.1 Compensating Adjustments When 
Transfer Pricing Claims Are Settled
A taxpayer may be party to two or more cross-
border arrangements regarded as involving non-
arm’s length pricing, and one of those arrange-
ments may be adjusted as part of a transfer 
pricing dispute (whether pursuant to a settle-
ment or otherwise). In those circumstances, 
the taxpayer may be permitted a compensating 
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adjustment in relation to the other cross-border 
arrangements.

In broad terms, where the consideration under a 
transfer pricing arrangement is adjusted, a tax-
payer may be entitled to relief in the form of a 
compensating adjustment in relation to “com-
pensating arrangement” where:

• the same parties are involved in the transfer 
pricing arrangement and the relevant com-
pensating arrangement;

• the transfer pricing arrangement and the 
compensating arrangement involve the same 
type of goods, services, money, other intangi-
ble property or anything else, or there is a link 
between the pricing under the two arrange-
ments; and

• the adjustment under the transfer pricing 
arrangement takes place in the same income 
year or in the year immediately before or after 
that income year.

For the purposes of calculating the taxpayer’s 
income tax liability, the actual amount either paid 
or received by the taxpayer under the compen-
sating arrangement is able to be substituted with 
an arm’s length amount.

5.2	 Taxation	Differences	Between	Local	
Branches and Local Subsidiaries of Non-
Local Corporations
A non-resident company may have a taxable 
presence in New Zealand by carrying on busi-
ness in New Zealand either through a fixed 
establishment (or “branch”) or by incorporating 
a local subsidiary.

If operating through a New Zealand branch, a 
non-resident company will only be subject to 
New Zealand income tax on any income that is 
deemed to have a New Zealand source.

Conversely, a New Zealand incorporated subsid-
iary of a non-resident company will be consid-
ered a New Zealand tax resident and will there-
fore be subject to New Zealand income tax on 
its worldwide income.

5.3 Capital Gains of Non-Residents
Unlike many other OECD countries, New Zea-
land has no comprehensive capital gains tax 
regime. However, the definition or concept of 
income for New Zealand tax purposes does 
include profits and gains from certain transac-
tions that would conventionally be regarded as 
capital in nature (see 2.7 Capital Gains Taxa-
tion). This treatment is consistent for both resi-
dents and non-residents.

Any gain derived from the sale of shares in a 
New Zealand company by a non-resident would 
be taxed under New Zealand law only where the 
gain is regarded as income (and not a capital 
gain) that is sourced in New Zealand. In any 
event, DTA relief may be available depending on 
the jurisdiction of residence of the non-resident 
and the nature of the shares being sold.

5.4 Change of Control Provisions
The indirect change of control of a New Zealand 
company should not of itself trigger an income 
tax charge or liability for duties but may affect 
that company’s ability to carry forward tax losses 
and imputation credits. The carry forward of tax 
losses and imputation credits has a shareholder 
continuity requirement of 49% and 66% respec-
tively (see 2.4 Basic Rules on Loss Relief).

While a company’s direct shareholding may not 
change, the voting interests (and market value 
interests) held by a corporate shareholder are 
subject to “look-through” rule when determin-
ing shareholder continuity, and are treated as 
being held by the shareholders of the corporate 
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shareholder. The effect of the look-through rule 
is that corporate chains of ownership are traced 
through to the ultimate shareholders.

5.5 Formulas Used to Determine Income 
of	Foreign-Owned	Local	Affiliates
As a general principle, no specific formulas are 
used to determine the income of foreign-owned 
local affiliates selling goods or providing services 
in New Zealand.

5.6 Deductions for Payments by Local 
Affiliates
There is no standard applied in allowing a deduc-
tion for payments by New Zealand companies 
for management and administrative expenses. 
This includes local affiliates of multinational 
groups paying for intra-group services. However, 
such transactions are subject to the arm’s length 
principle under New Zealand’s transfer pricing 
regime.

5.7 Constraints on Related-Party 
Borrowing
Related-party borrowing by a foreign-owned 
New Zealand company is subject to New Zea-
land’s thin capitalisation and transfer pricing 
regimes. These rules essentially determine the 
extent to which interest paid on such borrow-
ings may be deductible for New Zealand tax 
purposes, having regard to the relative amount 
of New Zealand borrowing (in the case of thin 
capitalisation) or the pricing of the borrowing (in 
the case of transfer pricing). It is also necessary 
to consider New Zealand’s hybrid mismatch 
rules in the context of related-party borrowing 
and whether a deduction is fully available for 
interest costs.

6. Key Features of Taxation 
of Foreign Income of Local 
Corporations
6.1 Foreign Income of Local 
Corporations
Companies resident in New Zealand are subject 
to New Zealand income tax on their worldwide 
income. The main exception to that principle is 
an exemption that applies to dividends received 
by a New Zealand resident company from a for-
eign company.

Generally, where a New Zealand resident com-
pany derives assessable income from a foreign 
source in a country that has a DTA with New 
Zealand, that foreign income should not be sub-
ject to foreign income tax (provided that the New 
Zealand resident company does not have a per-
manent establishment in that country to which 
the foreign income is attributable). Interest, divi-
dends and royalties that have a foreign source 
and that are derived by a New Zealand resident 
company may be subject to foreign income tax, 
but this will generally be limited under an appli-
cable DTA.

Where a New Zealand resident company derives 
assessable income from a foreign source that is 
subject to foreign income tax, it may be entitled 
to a foreign tax credit for any foreign income tax 
paid on that income.

6.2 Non-Deductible Local Expenses
The Income Tax Act provides that a person is 
denied a deduction for an amount of expenditure 
or loss to the extent to which it is incurred in 
deriving exempt income.
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6.3 Taxation on Dividends From Foreign 
Subsidiaries
The general position is that dividends received 
from foreign companies are treated as exempt 
income of New Zealand resident companies and 
are therefore not taxable. This rule is subject to 
certain exceptions, including where dividends 
are derived by “portfolio investment entity” 
(essentially a collective investment vehicle).

6.4 Use of Intangibles by Non-Local 
Subsidiaries
Intangible assets developed by New Zealand 
companies are able to be used by non-resident 
subsidiaries without the latter incurring local cor-
porate tax. However, a royalty or other charge 
would typically be paid by the non-resident sub-
sidiary to the New Zealand-based owner of the 
asset. The use of the intangible asset may be 
subject to New Zealand’s transfer pricing regime 
if the consideration provided by the non-resident 
subsidiary is not in accordance with the arm’s 
length principle.

6.5 Taxation of Income of Non-Local 
Subsidiaries Under Controlled Foreign 
Corporation-Type Rules
New Zealand has a comprehensive controlled 
foreign company (CFC) regime, under which 
income may be attributed to New Zealand resi-
dent shareholders in respect of their interests in 
non-local subsidiaries. The CFC rules apply to 
New Zealand residents holding an income inter-
est of at least 10% in a CFC (essentially being 
a foreign company controlled by five or fewer 
persons resident in New Zealand).

Attributed CFC income of a person is taxable 
income and may arise irrespective of any divi-
dends paid by the non-local subsidiary.

No attribution of income will generally be required 
if the CFC passes an “active” business test. A 
CFC will pass the active business test and be a 
non-attributing active CFC if it has attributable 
income that is less than 5% of its total income. 
In broad terms, attributable income comprises 
“passive” income, such as rent, royalties, certain 
dividends and interest. For these purposes, the 
relevant income amounts are measured using 
either financial accounting or tax measures of 
income.

The position is different for non-local branches of 
New Zealand companies, given that a branch is 
strictly a part of the same legal entity. No attribu-
tion of income therefore occurs under the CFC 
rules (as there is no separate foreign company 
controlled by New Zealand residents).

6.6 Rules Related to the Substance of 
Non-Local	Affiliates
The New Zealand CFC rules do not make any 
distinction based on the substance of the non-
local affiliate.

6.7 Taxation on Gain on the Sale of 
Shares	in	Non-Local	Affiliates
New Zealand does not have a comprehensive 
capital gains tax regime. However, the definition 
or concept of income does include profits and 
gains from certain transactions that would con-
ventionally be regarded as capital in nature (see 
2.7 Capital Gains Taxation).

Shares held by a New Zealand company in a non-
local affiliate would typically be held as a capital 
asset, as the shares form part of the structure 
of the corporate group. Any gain derived on a 
disposal of those shares should accordingly not 
give rise to a New Zealand income tax liability (as 
being attributable to the realisation of a capital 
asset).
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7. Anti-Avoidance

7.1 Overarching Anti-Avoidance 
Provisions
The Income Tax Act contains a general anti-
avoidance provision, which provides that a tax 
avoidance arrangement will be voided against 
the Commissioner for income tax purposes. 
“tax avoidance arrangement” is defined as an 
arrangement that has tax avoidance as its sole 
purpose or effect, or as one of its purposes or 
effects if the tax avoidance purpose or effect is 
not merely incidental.

Pursuant to relevant New Zealand case law in 
this area, the key question is essentially whether 
an arrangement, viewed in a commercially and 
economically realistic way, makes use of a spe-
cific legislative provision in a manner that is con-
sistent with Parliament’s purpose. If it does, the 
arrangement will not, by reason of that use, be 
a tax avoidance arrangement.

The Income Tax Act also empowers the New 
Zealand Commissioner to counteract any tax 
advantage that a person obtains from or under 
such an arrangement by way of reconstruction.

In addition to the general anti-avoidance provi-
sion, the Income Tax Act contains a range of 
specific anti-avoidance provisions that relate to 
the application of particular provisions in the Act 
and particular transactions or arrangements.

8. Audit Cycles

8.1 Regular Routine Audit Cycle
New Zealand Inland Revenue does not have a 
regular or routine audit cycle. Commencement 
of an audit may arise under several different cir-
cumstances, including:

• the review of a particular transaction or 
return;

• a focus by Inland Revenue on an industry or 
activity; or

• random selection and initiation of an audit.

However, large enterprises in New Zealand are 
subject to periodic and ongoing risk assess-
ments by Inland Revenue, which may give rise 
to an audit.

In recent years, Inland Revenue has taken a 
notably reduced approach to audit investigations 
due to resourcing being deployed elsewhere to 
administer COVID-19 measures and Inland Rev-
enue’s own business transformation. However, 
Inland Revenue has now indicated that audit and 
investigation activity will likely increase, and the 
new government has also agreed to increase 
funding for Inland Revenue to expand its audit 
capability.

9. BEPS

9.1 Recommended Changes
New Zealand’s Inland Revenue is responsible 
for the development of the BEPS action plan in 
New Zealand and has generally supported the 
OECD’s initiative of a co-ordinated, global solu-
tion to the BEPS problem, the Two-Pillar Solu-
tion and the recommended BEPS package of 
15 actions.

In terms of BEPS recommended changes that 
have already been implemented in New Zealand, 
many were enacted in June 2018 as part of the 
Taxation (Neutralising Base Erosion and Profit 
Shifting) Act 2018, as follows.

• Interest limitation: rules were introduced 
regarding certain related-party loans between 
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a non-resident lender and a New Zealand 
resident borrower. A restricted transfer pric-
ing approach may be required, which looks 
to credit ratings of borrowers at high risk of 
BEPS and the typical characteristics of third-
party debt.

• Hybrids: comprehensive hybrid mismatch 
rules were introduced to neutralise the effects 
of hybrid mismatch arrangements. These 
rules are based on OECD recommendations, 
with appropriate modifications to accommo-
date the New Zealand tax environment.

• Transfer pricing: New Zealand’s transfer pric-
ing legislation was amended to align with the 
2017 OECD transfer pricing guidelines and to 
strengthen Inland Revenue’s ability to monitor 
and enforce the new transfer pricing rules.

• Permanent establishment: New Zealand 
introduced a new anti-avoidance rule for large 
multinationals (with over EUR750 million of 
consolidated global turnover) using a cor-
porate structure intended to avoid having a 
permanent establishment (PE) in New Zea-
land. This rule operates on a complementary 
basis to the OECD’s widened “PE” definition 
under the MLI.

• Other measures: rules were also introduced 
in relation to certain administrative matters, 
such as additional powers for Inland Revenue 
to request information from large multinational 
groups for the purposes of a tax investigation 
of that group.

In addition, country-by-country reporting has 
been implemented in accordance with OECD 
recommendations. This applies only to a select 
number of corporate groups headquartered in 
New Zealand, and each year Inland Revenue 
provides those groups with the relevant tem-
plates and guidance notes from the OECD.

As discussed in 4.2 Primary Tax Treaty Coun-
tries, New Zealand has signed and ratified the 
MLI in an effort to prospectively modify its exist-
ing DTAs.

More recently, the OECD Pillar Two Global Anti-
Base Erosion (GloBE) tax rules have been imple-
mented in New Zealand. The GloBE rules are 
incorporated into New Zealand law by reference 
to the OECD Model Rules, commentary and 
published administrative guidance.

Both the “Income Inclusion Rule” (applying 
when a New Zealand-based multinational has 
undertaxed income in another country) and the 
“Undertaxed Profits Rule” (UTPR – the back-up 
rule where multinationals operate in countries 
that do not implement the GloBE rules) took 
effect in New Zealand from 1 January 2025. 
The “Domestic Income Inclusion Rule” (DIIR) for 
in-scope New Zealand-headquartered groups 
(applying when a New Zealand-based multina-
tional enterprise has undertaxed income in New 
Zealand) will commence from 1 January 2026. 
A later date has been deemed acceptable for 
the DIIR, as the Transitional UTPR Safe Harbour 
means that a New Zealand-headquartered enter-
prise should not be subject to another country’s 
UTPR until at least 1 January 2026.

9.2 Government Attitudes
The New Zealand government has generally 
adopted a positive attitude to the implementa-
tion of BEPS and remains committed to ensuring 
that highly digitalised multinational enterprises 
that derive material amounts of income from 
New Zealand are liable for their “fair share” of 
New Zealand tax.

New Zealand continues to work towards the 
implementation of Pillar Two, but the implemen-
tation of Pillar One remains less certain. New 
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Zealand’s Inland Revenue has confirmed that 
New Zealand will exercise its discretion not to 
adopt the aspects of Pillar One formerly referred 
to as “Amount B” (being an optional simplified 
and streamlined transfer pricing approach). As 
a result, New Zealand’s existing transfer pric-
ing rules and current practice will continue to 
apply notwithstanding the introduction of this 
approach in other jurisdictions.

“Amount A” of the OECD’s Pillar One has yet 
to be finalised, and New Zealand continues to 
monitor progress. However, New Zealand intro-
duced a Bill in August 2023 providing for a com-
prehensive Digital Services Tax (DST) as an alter-
native to Amount A. This Bill has not progressed 
any further through the House. The DST was 
proposed to come into effect on 1 January 2025 
at the earliest, with the ability to be deferred for a 
further five years to allow for further progress to 
be made at the OECD level. The DST is intended 
to act as “backstop” and will become operative 
only if satisfactory progress is not made towards 
implementing the OECD multilateral solution.

In relation to Pillar Two, as noted in 9.1 Rec-
ommended Changes, New Zealand has imple-
mented the Pillar Two initiatives and the OECD 
GloBE rules.

9.3	 Profile	of	International	Tax
International tax measures have a relatively high 
public profile in New Zealand, given the coun-
try’s geographical location and dependence on 
international trade. New Zealand is, and has 
historically been, a net importer of capital and 
therefore depends on robust international tax 
rules in relation to inbound capital investment 
in particular. The implementation of BEPS rec-
ommendations has generally been regarded as 
being consistent with that sentiment.

9.4 Competitive Tax Policy Objective
Like many other jurisdictions, New Zealand has 
a desire to ensure that its tax policy is com-
petitive internationally. As noted in 9.3	 Profile	
of International Tax, New Zealand has a high 
dependence on inbound capital so it is impor-
tant that the relevant tax settings are competi-
tive, in order to attract investment and maxim-
ise growth. However, at the same time, there is 
a desire for the New Zealand tax system to be 
robust and a general view that New Zealand is 
likely to be better off if it focuses on where it has 
a competitive advantage rather than introducing 
specific incentives. In relation to BEPS, the New 
Zealand government has noted that, while New 
Zealand is starting from a good position relative 
to many other OECD countries, taking further 
steps to address BEPS is an important priority.

9.5 Features of the Competitive Tax 
System
No key features of the New Zealand tax system 
have been identified as being at risk or vulner-
able as a result of BEPS pressures.

9.6 Proposals for Dealing With Hybrid 
Instruments
In 2018, New Zealand enacted a comprehen-
sive set of rules regarding hybrid and branch 
mismatches. These rules incorporate the core 
aspects of the recommendations in the OECD 
reports regarding hybrid and branch mismatch-
es of 2015 and 2017, with certain modifications 
for the New Zealand context.

9.7 Territorial Tax Regime
New Zealand does not have a territorial tax 
regime whereby tax is paid on New Zealand 
sourced income only. As a general principle, 
New Zealand taxes its residents on their world-
wide income.
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9.8 Controlled Foreign Corporation 
Proposals
This is not applicable in New Zealand.

9.9 Anti-Avoidance Rules
The implementation of BEPS measures in New 
Zealand has also meant an increased focus on 
the use of tax treaties to facilitate tax avoid-
ance. New Zealand has introduced a new anti-
avoidance rule for large multinationals using a 
corporate structure intended to avoid having 
a permanent establishment in New Zealand. 
In addition, through the MLI, there has been a 
focus on “treaty shopping” by multinationals 
and the ability for New Zealand to deny treaty 
benefits to companies that are using treaties to 
avoid tax.

9.10 Transfer Pricing Changes
New Zealand has made changes to its trans-
fer pricing rules in response to the OECD BEPS 
initiatives. Rather than radically changing the 
rules, the amendments as a result of BEPS are 
generally seen as strengthening the application 
of those rules by adopting economic substance 
and reconstruction provisions (consistent with 
the OECD’s transfer pricing guidelines). As a 
result, in certain cases the legal form may be dis-
regarded where it does not align with economic 
substance, and transactions that would not be 
entered into by parties acting at arm’s length can 
similarly be disregarded or reconstructed.

9.11 Transparency and Country-by-
Country Reporting
As an administrative matter, New Zealand’s 
Inland Revenue had an existing practice of 
requiring New Zealand-headquartered multi-
nationals groups to file “country-by-country” 
report. This applied to groups with annual con-
solidated group revenue of EUR750 million or 
more in the previous financial year and for all 

income years beginning on or after 1 January 
2016.

However, as part of the wide-ranging BEPS ini-
tiatives introduced in 2018, a specific legislative 
provision was introduced that requires country-
by-country reports to be filed. The codification 
of this requirement was considered to be useful 
in the context of the BEPS reforms as it provided 
an explicit signal to the affected multinationals 
and other countries of New Zealand’s commit-
ment to country-by-country reporting.

9.12 Taxation of Digital Economy 
Businesses
New Zealand has two GST regimes targeting 
digital economy businesses operating largely 
from outside New Zealand in relation to:

• low-value imported goods; and
• cross-border remote services and intangibles.

Collection of GST on Low-Value Imported 
Goods
In 2019, New Zealand introduced measures to 
require non-resident suppliers to register and 
return GST on low-value imported goods that 
are supplied to New Zealand-resident custom-
ers. Low-value goods are physical goods valued 
at NZD1,000 or less.

To remain consistent with New Zealand’s 
domestic GST regime, non-resident suppliers 
supplying New Zealand-resident customers with 
low-value imported goods are only required to 
register and return GST when the value of these 
supplies exceeds (or is expected to exceed) 
NZD60,000 in a 12-month period. In addition, 
such suppliers are not required to return GST on 
supplies made to New Zealand GST-registered 
businesses. It should be noted that suppliers 
operating through electronic marketplaces can 
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have GST charged on their supplies by the elec-
tronic marketplace (despite the supplier itself not 
reaching the NZD60,000 threshold).

GST on Cross-Border Remote Services and 
Intangibles
In 2016, New Zealand introduced measures to 
require certain non-resident suppliers to regis-
ter and return GST on remote services provided 
to New Zealand-resident customers. Services 
where, at the time of the performance of the ser-
vice, there is no necessary connection between 
the physical location of the customer and the 
place where the services are performed will be 
subject to these rules.

Again, to remain consistent with New Zealand’s 
domestic GST regime, non-resident suppliers 
supplying New Zealand-resident customers 
with remote services are only required to register 
and return GST when the value of these supplies 
exceeds (or is expected to exceed) NZD60,000 
in a 12-month period. Such suppliers are also 
not required to return GST on supplies made to 
New Zealand GST-registered businesses.

9.13 Digital Taxation
As noted in 9.2 Government Attitudes, New 
Zealand introduced a Bill in August 2023 pro-
viding for a comprehensive DST in New Zealand 
(as an alternative to Amount A under Pillar One). 
Once in force, the DST would be levied at a rate 
of 3% on certain revenues derived by large mul-
tinationals from specified digital services. Spe-
cific revenue thresholds based on global and 
domestic revenues are proposed to apply.

Although New Zealand’s preferred approach is 
to implement an internationally agreed solution, 

the introduction of a proposed DST allows New 
Zealand to quickly take action if the internation-
al community cannot make sufficient progress 
towards a multilateral solution. For this reason, 
the commencement date of the DST was pro-
posed to be 1 January 2025 at the earliest, with 
the ability to be deferred for a further five years 
to allow for further progress to be made at the 
OECD level. If a multilateral solution at OECD 
level is reached, the intention is that the DST 
will be repealed. The Bill has not progressed any 
further through the House since its introduction.

9.14	 Taxation	of	Offshore	IP
New Zealand has not introduced any transfer 
provisions dealing specifically with the taxation 
of offshore-based intellectual property. It is leg-
islatively prescribed in New Zealand’s transfer 
pricing rules that those rules are to be applied 
consistently with the OECD’s Transfer Pricing 
Guidelines for Multinational Enterprises and 
Tax Administrations – July 2022. In that sense, 
the guidance on intangible assets and supply 
arrangements contained in Chapter VI of the 
OECD Transfer Pricing Guidelines is incorpo-
rated into New Zealand law.

The payment of royalties by New Zealand resi-
dents for the use of offshore-owned intellectual 
property is a current focus of Inland Revenue. 
Licensing arrangements with offshore-based 
related parties or associates present a risk to the 
New Zealand tax base if outbound payments are 
not priced in accordance with the arm’s length 
principle. The transfer of intellectual property out 
of New Zealand is also a focus of Inland Rev-
enue, particularly where an intellectual property 
asset is sold and then licensed back to the origi-
nal owner. 
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Corporate Tax in New Zealand: an 
Introduction
Tax policy as a measure to “rebuild the New 
Zealand economy”
2024 saw New Zealand’s most recently formed 
coalition government’s first full calendar year in 
office. In what has been labelled by many as 
an environment of high inflation and rising costs 
of living, Prime Minister Christopher Luxon’s 
centre-right National Party, along with its coali-
tion partners the New Zealand First Party and 
ACT Party, have committed to “rebuilding the 
New Zealand economy”, and tax has remained 
an important topic.

As promised when campaigning for office, the 
key focus of the National Party was tax relief for 
the “squeezed” middle class through a combina-
tion of shifting income tax brackets and use of 
tax credits. The Taxation (Annual Rates for 2023-
24, Multinational Tax, and Remedial Matters) Act 
2024 came into effect on 1 April 2024, and a new 
Bill has since been introduced to give effect to 
the government’s tax commitments. A new Tax 
and Social Policy Work Programme for Inland 
Revenue has also been put in place to ensure 
accountability and transparency in the govern-
ment’s pursuit of fiscal sustainability.

More recently, the New Zealand government has 
announced a key focus on economic growth, 
innovation and investment. Relevant measures 
announced to date include the establishment 
of “Invest New Zealand”, a foreign investment 
agency aimed at promoting foreign direct invest-
ment into New Zealand, and, in relation to tax 
matters, a consultation regarding New Zealand’s 
foreign investment fund rules relating to the tax-
ation of offshore portfolio equity investments.

Taxation (Annual Rates for 2023-24, 
Multinational Tax, and Remedial Matters) Act 
2024
The Taxation (Annual Rates for 2023-24, Multi-
national Tax, and Remedial Matters) Act 2024 
came into effect on 1 April 2024 and saw a range 
of changes that set the scene for the new coa-
lition government’s attitude towards New Zea-
land’s tax policy.

The Act was the new government’s first oppor-
tunity to bring in some of the measures it had 
campaigned on, including:

• restoring interest deductibility for residential 
investment properties;

• reducing the applicable term of the “bright-
line test” (a quasi-capital gains tax, being 
a test which brings gains from the sale of 
residential property that would otherwise be 
on capital account within the tax net) from ten 
years to two years;

• removing depreciation deductions for com-
mercial and industrial buildings; and

• increasing the trustee tax rate from 33% to 
39%, to align with the top marginal tax rate 
for individuals in New Zealand.

Other measures that came into effect in 2024
Outside of the Act, an extension of New Zea-
land’s GST rules also came into effect from 1 
April 2024, such that operators of electronic 
marketplaces are now required to collect and 
return GST at the standard rate of 15% on 
supplies of certain “listed services” (including 
ride-sharing and ride-hailing, delivery services 
for beverages or food or taxable accommoda-
tion provided through electronic marketplaces 
such as Uber and Airbnb) that are performed, 
provided or received in New Zealand. This is 
an extension of previous rules that applied to 
marketplace operators involved in the supply of 
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remote services and low-value imported goods 
to New Zealand residents.

A new duty was also imposed on offshore online 
casino operators to ensure that they are being 
taxed appropriately for services offered in New 
Zealand, with effect from 1 July 2024. This duty 
applies in addition to New Zealand’s existing 
GST on remote services regime, to which online 
casino operators were already subject.

Taxation (Annual Rates for 2024-25, 
Emergency Response, and Remedial 
Measures) Bill
Following the enactment of the Taxation (Annual 
Rates for 2023-24, Multinational Tax, and Reme-
dial Matters) Act 2024, the Taxation (Annual 
Rates for 2024-25, Emergency Response, and 
Remedial Measures) Bill was introduced in 
August 2024. This Bill proposes several meas-
ures aimed at delivering the government’s key 
promise to improve New Zealand’s economic 
conditions.

Emergency response measures
The centrepiece of the recent Bill proposes a 
streamlined way to provide timely tax relief fol-
lowing emergency events. The proposal looks 
to build certain tax relief measures into primary 
legislation, any of which could be activated by 
Order in Council. This would ensure the system 
is better prepared for emergencies, provide for a 
more efficient government tax response and give 
affected taxpayers more certainty at an earlier 
point in time.

Based on previous emergency events, the 
generic measures proposed by the Bill that may 
be activated by Order in Council following the 
declaration of an emergency event include:

• taxation rollover relief (including for revenue 
account property, depreciable property and 
amortisable land improvements);

• income spreading provisions for forced live-
stock sales;

• capped employer payments and fringe ben-
efits; and

• information sharing for specific events and 
the ability to remit use of money interest.

Existing definitions of “emergency” and the dec-
larations of an emergency under other legislation 
would be relied upon, rather than creating a new 
definition specifically for income tax purposes. 
As such, a definition of “emergency event” as an 
emergency in accordance with the Civil Defence 
Emergency Management Act 2002 and declared 
an emergency under that Act would be inserted 
into tax legislation. This would mean that the tax 
relief measures proposed in the Bill could be giv-
en effect if either a state of national emergency 
or a state of local emergency is declared under 
the Civil Defence Emergency Management Act.

Crypto-asset reporting framework
The global market for crypto-assets has grown 
rapidly in recent years, and this has resulted in 
the development of new investment products 
and payment practices. Given the character-
istics of the technology that underlies crypto-
assets, tax administrators have faced unique 
challenges from a tax compliance perspective 
because of the limited visibility over income 
derived from these crypto-assets compared to 
income derived from more traditional sources.

The OECD and G20 have led various global 
tax initiatives over the years, and in 2022 they 
released model rules for the Crypto-Asset 
Reporting Framework (CARF). The CARF is a 
standardised framework that provides for the 
collection and automatic exchange of informa-
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tion on crypto-assets, and requires “reporting 
crypto-asset service providers” to provide tax 
authorities with information on crypto-asset 
transactions in an effort to improve tax trans-
parency over crypto-asset activities.

In May 2024, Inland Revenue released a regula-
tory impact statement that discussed the CARF 
and considered other options to improve tax 
compliance in the crypto-asset space in New 
Zealand. The options put forward included:

• taking no action;
• implementing the OECD CARF;
• designing and implementing a bespoke set of 

rules; and
• implementing an annual disclosure regime.

After discussing the advantages and disadvan-
tages of each approach, the preferred approach 
put forward by the Minister of Revenue was 
to implement the OECD CARF. As a result of 
this, the CARF has been included in the Taxa-
tion (Annual Rates for 2024-25, Emergency 
Response, and Remedial Measures) Bill and, if 
enacted, will be given legislative effect in New 
Zealand from the 2026/27 tax year.

Like other international information-sharing 
initiatives that New Zealand has adopted into 
domestic legislation, the CARF is proposed to be 
incorporated into New Zealand law by reference 
to the OECD CARF, rather than full transporta-
tion. This means that any changes made to the 
CARF at the OECD level will also flow through 
into New Zealand law, unless explicitly blocked 
by an Order in Council.

Under the CARF, reporting crypto-asset service 
providers will be required to collect and report 
information to tax authorities about the activities 
of crypto-asset users on their platforms, includ-

ing aggregate level data on all relevant crypto-
asset transactions. These service providers 
must retain records of any information obtained 
under the CARF for a period of at least seven 
years to allow Inland Revenue to reassess the 
crypto-asset users if necessary. Crypto-asset 
users will also be required to provide informa-
tion to the service providers if that information is 
required by the service providers to comply with 
the CAR. Penalties will be imposed to address 
non-compliance.

Tax and Social Policy Work Programme
The government’s Tax and Social Policy Work 
Programme released in November 2024 pro-
vides further insight into the government’s areas 
of focus in the tax policy area. By looking into 
a range of policy issues that will simplify tax, 
reduce compliance costs and address integrity 
risks, the government aims to “rebuild the econ-
omy” and “improve fiscal sustainability” through 
the following six strategic workstreams:

• economic growth and productivity;
• integrity in the tax system;
• modernising the tax system;
• strengthening international connections;
• social policy; and
• other agency work.

Each workstream contains a range of items. 
Some of the proposals in the Work Programme 
have already been proposed through the Taxa-
tion (Annual Rates for 2024-25, Emergency 
Response, and Remedial Measures) Bill, but 
there remains a long list of items that still require 
attention.

New double tax agreements
In pursuit of its desire to strengthen its interna-
tional connections, New Zealand has continued 
to take steps to update and broaden its network 
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of double tax agreements (DTAs), and is current-
ly negotiating a number of DTAs and Protocols 
with new and existing counterparty jurisdictions.

Following on from the recent signing of the DTA 
with the Slovak Republic and the second pro-
tocol to the DTA with Austria, New Zealand is 
currently negotiating with Croatia, Hungary, Por-
tugal, Slovenia and Iceland in an effort to max-
imise the benefits of New Zealand’s free trade 
agreement with the European Union and further 
broaden its international relations through its 
DTA network. Replacement DTAs with the United 
Kingdom and Australia are also under negotia-
tion, as well as an updated Protocol with South 
Korea.

The Second Protocol updating the DTA and First 
Protocol with Belgium is signed but is not yet in 
force, alongside tax information agreements with 
both Bermuda and Saint Kitts and Nevis. These 
will enter into force once the relevant countries 
have completed the necessary domestic proce-
dures.

Current FIF proposals for migrants
New Zealand’s foreign investment fund (FIF) 
rules govern the taxation of portfolio equity inter-
ests held by New Zealand residents in offshore 
companies. The rules seek to tax investments 
of 10% or less in foreign companies, and aim to 
ensure that there is no New Zealand tax advan-
tage from investing offshore when compared to 
investing domestically. There is a concern that 
the FIF rules may currently discourage non-
residents who hold material portfolio interests 
in foreign companies from migrating to New 
Zealand. This is because, under the FIF rules, 
those interests may give rise to deemed taxable 
income on an annual basis, rather than taxing on 
a realisation basis.

In response to these concerns, New Zealand’s 
Inland Revenue released an officials’ issues 
paper (Issues Paper) outlining a proposal to 
amend the FIF rules for migrants. The Issues 
Paper canvasses the three following options for 
changing the FIF rules, which would be addition-
al to the existing FIF methods so that migrants 
would not be forced to use them.

• Adjusting the attributable FIF income method: 
the attributable FIF income method is an 
existing method for calculating a person’s FIF 
income and can only be chosen by a person 
with an income interest of 10% or more in 
a FIF and where sufficient financial informa-
tion can be supplied to Inland Revenue. 
Under these rules, no FIF income arises if 
the company is an active FIF (generally a FIF 
of which passive income is less than 5% of 
gross income). The proposed amendments 
include a relaxation of the FIF rules by remov-
ing the 10% threshold required to access this 
method. This would resolve cashflow and 
double taxation issues.

• Revenue account method: the proposed 
revenue account method would seek to tax 
FIF interests on revenue account. This would 
mean that only dividends and any capital 
gains realised on disposal would be taxed.

• Deferral method: the deferral method would 
also seek to tax FIF income on a realisation 
basis. Gains would be taxed upon disposal of 
the FIF interests based on a deemed 5% per 
annum return over the period the taxpayer 
has been in New Zealand. This is essentially 
a retrospective application of the “fair divi-
dend rate” (an existing FIF calculation method 
under which an investor is taxed on 5% of the 
market value of a FIF interest annually) and 
deems an annual 5% return on investment, 
regardless of whether or not the FIF interest 
was disposed of at a loss.
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The Issues Paper also considers the scope of 
the proposals and whether they would apply 
exclusively to migrants or whether any changes 
to the rules should apply more broadly to exist-
ing residents. Given the government’s desire to 
promote economic growth and ensure that New 
Zealand is an attractive destination for invest-
ment and skilled migrants, it will be interesting to 
see how these proposals are progressed.



NIGERIA

634 CHAMBERS.COM

Law and Practice
Contributed by: 
Theophilus	Emuwa,	Jibrin	Dasun,	Perpetua	Onyeukwu	and	Tubosiya	Ibama 
ǼLEX

Nigeria
Abuja

Cameroon

Benin

Contents
1. Types of Business Entities, Their Residence and Basic Tax Treatment p.638
1.1 Corporate Structures and Tax Treatment p.638
1.2 Transparent Entities p.638
1.3 Determining Residence of Incorporated Businesses p.638
1.4 Tax Rates p.639

2. Key General Features of the Tax Regime Applicable to Incorporated Businesses p.640
2.1	 Calculation	for	Taxable	Profits	p.640
2.2 Special Incentives for Technology Investments p.640
2.3 Other Special Incentives p.640
2.4 Basic Rules on Loss Relief p.642
2.5 Imposed Limits on Deduction of Interest p.642
2.6 Basic Rules on Consolidated Tax Grouping p.643
2.7 Capital Gains Taxation p.643
2.8 Other Taxes Payable by an Incorporated Business p.644
2.9 Incorporated Businesses and Notable Taxes p.644

3. Division of Tax Base Between Corporations and Non-Corporate Businesses p.645
3.1 Closely Held Local Businesses p.645
3.2 Individual Rates and Corporate Rates p.645
3.3 Accumulating Earnings for Investment Purposes p.645
3.4 Sales of Shares by Individuals in Closely Held Corporations p.645
3.5 Sales of Shares by Individuals in Publicly Traded Corporations p.645

4. Key Features of Taxation of Inbound Investments p.645
4.1 Withholding Taxes p.645
4.2 Primary Tax Treaty Countries p.646
4.3 Use of Treaty Country Entities by Non-Treaty Country Residents p.646
4.4 Transfer Pricing Issues p.646
4.5 Related-Party Limited Risk Distribution Arrangements p.646
4.6 Comparing Local Transfer Pricing Rules and/or Enforcement and OECD Standards p.646
4.7 International Transfer Pricing Disputes p.646



nIGeRIA  CONTENTS

635 CHAMBERS.COM

5. Key Features of Taxation of Non-Local Corporations p.647
5.1 Compensating Adjustments When Transfer Pricing Claims Are Settled p.647
5.2	 Taxation	Differences	Between	Local	Branches	and	Local	Subsidiaries	of	Non-Local	Corporations	p.647
5.3 Capital Gains of Non-Residents p.647
5.4 Change of Control Provisions p.647
5.5	 Formulas	Used	to	Determine	Income	of	Foreign-Owned	Local	Affiliates	p.647
5.6	 Deductions	for	Payments	by	Local	Affiliates	p.647
5.7	 Constraints	on	Related-Party	Borrowing	p.648

6. Key Features of Taxation of Foreign Income of Local Corporations p.648
6.1 Foreign Income of Local Corporations p.648
6.2 Non-Deductible Local Expenses p.648
6.3 Taxation on Dividends From Foreign Subsidiaries p.648
6.4 Use of Intangibles by Non-Local Subsidiaries p.648
6.5 Taxation of Income of Non-Local Subsidiaries Under Controlled Foreign Corporation-Type Rules p.648
6.6	 Rules	Related	to	the	Substance	of	Non-Local	Affiliates	p.648
6.7	 Taxation	on	Gain	on	the	Sale	of	Shares	in	Non-Local	Affiliates	p.648

7. Anti-Avoidance p.648
7.1 Overarching Anti-Avoidance Provisions p.648

8. Audit Cycles p.649
8.1 Regular Routine Audit Cycle p.649

9. BEPS p.649
9.1 Recommended Changes p.649
9.2 Government Attitudes p.649
9.3	 Profile	of	International	Tax	p.649
9.4 Competitive Tax Policy Objective p.649
9.5 Features of the Competitive Tax System p.650
9.6 Proposals for Dealing With Hybrid Instruments p.650
9.7 Territorial Tax Regime p.650
9.8 Controlled Foreign Corporation Proposals p.650
9.9 Anti-Avoidance Rules p.650
9.10 Transfer Pricing Changes p.650
9.11 Transparency and Country-by-Country Reporting p.650
9.12 Taxation of Digital Economy Businesses p.651
9.13 Digital Taxation p.651
9.14	Taxation	of	Offshore	IP	p.651



nIGeRIA  Law aNd PraCTiCE
Contributed by: Theophilus	Emuwa,	Jibrin	Dasun,	Perpetua	Onyeukwu	and	Tubosiya	Ibama,	ǼLEX 

636 CHAMBERS.COM

ǼLEX is a full-service commercial and litiga-
tion law firm with offices in Nigeria and Ghana. 
It provides tax advisory and litigation services 
for a wide range of multinational and local com-
panies across the oil and gas, shipping, avia-
tion, manufacturing, and financial services sec-
tors. The firm has been involved in a number 
of ground-breaking tax cases in the tax tribunal 

and courts in Nigeria. ǼLEX has successfully 
handled tax disputes on behalf of major multi-
national companies on various upstream oil and 
gas tax issues, such as the deductibility of ex-
penses, tax incentives, capital and investment 
allowances, and transfer pricing. ÆLEX was 
named the Transfer Pricing Firm of the Year (Ni-
geria) at the 2024 ITR World Tax Awards.

Authors
Theophilus Emuwa is a partner 
at ǼLEX and head of the firm’s 
taxation practice. He has over 
three decades of experience 
and is widely acknowledged as 
one of Nigeria’s leading tax 

lawyers. He has advised a wide range of 
multinational and local companies, cutting 
across the oil and gas, shipping, aviation, and 
manufacturing sectors on all aspects of the 
Nigerian tax regime. He was the Pioneer Chair 
of the Tax Committee of the Nigerian Bar 
Association’s Section on Business Law. He is a 
fellow of the Chartered Institute of Taxation of 
Nigeria; the Vice Chair of the Nigerian Branch 
of the International Fiscal Association; and a 
member of the Permanent Scientific 
Committee of the International Fiscal 
Association. Theophilus is highly 
recommended by many directories, including 
Chambers Global.

Jibrin Dasun is a senior 
associate in the taxation 
practice at ǼLEX. Jibrin 
regularly advises both local and 
foreign clients on Nigerian taxes, 
including companies income 

tax, petroleum profits tax, hydrocarbon tax, 
personal income tax, capital gains tax, 
customs duties, stamp duties and VAT. He also 
advises a broad range of clients on the 
regulatory and exchange control issues that 
affect inward investment, repatriation of profits 
and capital. Jibrin is a Chartered Tax 
Practitioner in Nigeria and an international tax 
affiliate of the Chartered Institute of Taxation 
(CIOT) of the United Kingdom. He holds the 
CIOT’s Advanced Diploma in International 
Taxation. Jibrin is also a member of the 
International Fiscal Association and the Taxes 
Committee of the International Bar Association.



nIGeRIA  Law aNd PraCTiCE
Contributed by: Theophilus	Emuwa,	Jibrin	Dasun,	Perpetua	Onyeukwu	and	Tubosiya	Ibama,	ǼLEX 

637 CHAMBERS.COM

Perpetua Onyeukwu is an 
associate in the tax practice 
group of ǼLEX. Her practice 
focuses on corporate and 
individual taxation, indirect, 
transactional, and international 

tax. She regularly advises on the income tax 
regime for companies and individuals, 
including withholding tax, capital gains tax, 
stamp duties, excise duty, VAT and double tax 
treaties. She also routinely advises on tax 
compliance, tax-efficient structuring of 
transactions, tax and exchange control issues 
impacting inbound and outbound investments 
by foreign and multinational companies in 
Nigeria, and tax implications of labour and 
employment-related issues, including 
employee stock and option plans and payroll 
tax. Perpetua is a chartered tax practitioner in 
Nigeria and a member of the International 
Fiscal Association, Nigerian Bar Association, 
and International Bar Association.

Tubosiya Ibama is an associate 
in the tax practice group of 
ǼLEX. She regularly advises 
clients on direct and indirect tax 
matters impacting inbound and 
outbound investments. Her 

expertise spans all aspects of the Nigerian tax 
system, including corporate and individual 
taxation, capital gains tax and VAT. She 
routinely advises multinational enterprises on 
tax due diligence and audit exercises. In 
collaboration with a global law firm, she 
regularly advises a number of multinational 
companies regarding the tax efficient 
structuring of their employee compensation 
plans in Nigeria. She also represents several 
MNEs and local companies in tax disputes 
regarding all aspects of the Nigerian tax 
regime. She is a member of the Nigerian Bar 
Association, the International Bar Association 
and the International Fiscal Association.

ǼLEX
4th Floor, Marble House
1 Kingsway Road
P.O. Box 52901
Falomo
Ikoyi, Lagos
Nigeria 

Tel: +234 703 413 6930
Fax: +234 1 4617 092
Email: lagos@aelex.com
Web: www.aelex.com



nIGeRIA  Law aNd PraCTiCE
Contributed by: Theophilus	Emuwa,	Jibrin	Dasun,	Perpetua	Onyeukwu	and	Tubosiya	Ibama,	ǼLEX 

638 CHAMBERS.COM

1. Types of Business Entities, 
Their Residence and Basic Tax 
Treatment
1.1 Corporate Structures and Tax 
Treatment
Generally, a corporate form is adopted by busi-
nesses seeking long-term success, commonly 
the private limited liability company (ltd) corpo-
rate structure. An ltd may have one shareholder 
but cannot have more than 50 shareholders and 
must restrict the transfer of its shares. There is 
also the public limited liability company (plc), 
which can have any number of shareholders, 
from two upwards. A plc is the required form for 
companies listed on the stock exchange.

The ltd and the plc are the commonly required 
corporate entities in regulated business sectors 
like banking and finance, insurance, oil and gas, 
and capital markets. The unlimited liability com-
pany is also available, which features unlimited 
liability for shareholders, but it is rarely used. 
There is also the limited by guarantee corporate 
form, which is a non-profit sharing corporate 
structure used to promote charitable objects. 
Limited liability partnerships (LLPs) have now 
been recognised as having separate legal per-
sonality from the partners but are not transpar-
ent for tax purposes in Nigeria. Regarding their 
tax treatment, tax arises at the corporate level 
for all corporate structures, including LLPs.

1.2 Transparent Entities
The following transparent entities are recognised 
by Nigerian law:

• general partnerships;
• limited partnerships; and
• sole proprietorships.

Many small-scale businesses and petty traders 
carry on business as partnerships or sole pro-
prietorships.

1.3 Determining Residence of 
Incorporated Businesses
The tax residence of incorporated businesses is 
based on the place of incorporation. The income 
of transparent entities (general partnership, sole 
proprietorship, and limited partnership) is taxed 
in the hands of their owners.

Nigerian companies are subject to income tax 
on their worldwide profits. Therefore, the profits 
of a Nigerian company are deemed to accrue in 
Nigeria, regardless of where they actually arise.

A non-resident company is liable to tax on its 
income derived from Nigeria, that is, income 
attributable to its Nigerian operations. The prof-
its of a non-resident company are deemed to 
be derived from Nigeria (and therefore taxable 
in Nigeria) in the following instances.

• The company has a fixed base of business in 
Nigeria, and to the extent that the profits are 
attributable to the fixed base.

• The company does not have this fixed base 
in Nigeria but habitually operates a trade 
or business through a person authorised to 
conclude contracts on its behalf, to the extent 
that the profits are attributable to the trade or 
business carried on through that person.

• The company’s trade or business activity 
involves a turnkey project (single contract for 
surveys, deliveries, construction, or installa-
tion), and the profits are attributable to that 
contract.

• The trade, business, or activity is between the 
company and another person controlled by 
it or which has a controlling interest in it and 
conditions are made or imposed between the 
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company and that other person in their com-
mercial or financial relations, which the tax 
authority deems artificial or fictitious, so much 
of the profits adjusted by the tax authority to 
reflect an arm’s length transaction.

• The company transmits, emits or receives 
signals, messages and data of any kind in 
Nigeria by cable, radio, electromagnetic 
systems, or any other electronic or wireless 
apparatus, in respect of any activity includ-
ing electronic commerce, online payment 
platforms, electronic data storage and online 
advertisements, to the extent that the com-
pany has a significant economic presence 
(SEP) in Nigeria and profit can be attributed 
to such activity. Pursuant to the Companies 
Income Tax (Significant Economic Presence) 
Order 2020 (the SEP Order), a non-resident 
company will be deemed to have a SEP in 
Nigeria where it:
(a) derives gross turnover or income of more 

than NGN25 million or its equivalent in 
other currencies from any or a combi-
nation of (i) streaming or downloading 
services of digital contents to persons 
in Nigeria, (ii) transmitting data collected 
on Nigerian users which has been gener-
ated from the users’ activities on a digital 
interface (including website or mobile 
applications), (iii) providing goods or 
services, directly or indirectly, through a 
digital platform to Nigeria, or (iv) providing 
intermediation services through a digital 
platform linking foreign suppliers with 
customers in Nigeria;

(b) uses a Nigerian domain name or registers 
a website address in Nigeria; or

(c) has a purposeful and sustained interac-
tion with persons in Nigeria through a 
digital page or platform customised to 
target persons in Nigeria, including pricing 
the products in naira or providing billing 

or payment options in naira.
• The company receives payments from a 

person resident in Nigeria, or from a fixed 
base or an agent of a non-resident company, 
as compensation for the provision of techni-
cal, professional, management or consultancy 
services, excluding:
(a) payments by a company to an employee 

under a contract of employment;
(b) payments for teaching in, or by, an edu-

cational institution; and
(c) payments “by a foreign fixed base of a 

Nigerian company”.

1.4 Tax Rates
“Small” businesses (ie, those with a turnover 
of less than NGN25 million) are exempt from 
CIT, while “medium-sized” companies (turnover 
between NGN25 million and NGN100 million) 
pay CIT at the rate of 20%, and “large” compa-
nies (turnover above NGN100 million) pay CIT at 
the standard rate of 30%.

In addition to the CIT, a hydrocarbon tax (HT) of 
15% is payable for operations in onshore and 
shallow waters pursuant to a Petroleum Pros-
pecting Licence (PPL) and 30% in respect of 
operations in onshore and shallow waters pur-
suant to a Petroleum Mining Lease (PML).

Companies that opt not to convert their Oil 
Prospecting Licence (OPL) or Oil Mining Lease 
(OML) to PPL or PML, respectively, will continue 
to be taxed under the Petroleum Profits Tax Act 
until their OPL or OML expires. The Petroleum 
Profits Tax (PPT) rates vary between 50% and 
85%, depending on the nature of the company’s 
operations. Also, a company that has not com-
menced the sale of crude oil under a programme 
of continuous production will enjoy a reduced 
PPT rate of 65.75% until all pre-production capi-
talised costs have been fully amortised.
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The taxable income of non-corporate business-
es and transparent entities is assessed in their 
owners’ hands.

Individual employees are allowed a consolidated 
relief allowance of 20% of gross income plus 
either NGN200,000 or 1% of gross income, 
whichever is higher. The balance of the income 
after the relief will be taxed in accordance with 
the graduated tax rates set out below.

• First NGN300,000 – 7%;
• NGN300,001-600,000 – 11%;
• NGN600,001-1,100,000 – 15%;
• NGN1,100,001-1,600,000 – 19%;
• NGN1,600,001-3,200,000 – 21%; and
• NGN3,200,001 and over – 24%.

2. Key General Features of the Tax 
Regime Applicable to Incorporated 
Businesses
2.1	 Calculation	for	Taxable	Profits
Taxable profits are arrived at by aggregating 
all trading income and then deducting exempt 
income, allowable expenses, capital allowance 
(at annually specified rates) and carried-for-
ward losses. Allowable expenses are limited to 
expenses that are “wholly, exclusively, necessar-
ily and reasonably” incurred in making profits. 
The test for deductibility does not include rea-
sonableness for petroleum companies who pay 
PPT. For capital expenditure, deduction is only 
up to the capital allowance rate for each item.

Profits are taxed on an accrual basis, and tax is 
paid on a preceding-year basis, except for tax 
on profits from petroleum operations, which is 
paid, on a current year basis, in monthly instal-
ments based on projected profits, with a recon-

ciliation made at the end of the tax year to reflect 
actual profits.

2.2 Special Incentives for Technology 
Investments
The Nigeria Startup Act provides the follow-
ing tax incentives to start-ups licenced by the 
National Information Technology Development 
Agency:

• 100% capital allowance deduction in respect 
of expenditure on research and development;

• 20% tax credit for expenditure on research 
and development, in addition to capital allow-
ance (up to 95% in the first year) instead of 
depreciation;

• 30% investment tax credit for an investor in a 
licensed start-up;

• capital gains tax exemption on gains arising 
from the disposal of the shares of a licensed 
start-up provided that the shares have been 
held for a minimum of 24 months; and

• reduced withholding tax rate of 5% on pay-
ments to foreign companies that provide 
technical, consulting, professional, or man-
agement services to a licensed start-up, 
which is the final tax.

There are no special incentives for a patent box.

2.3 Other Special Incentives
Interest on long-term foreign loans with repay-
ment periods above seven years (with a two-
year grace period), between five and seven years 
(with a grace period of not less than 18 months), 
and between two and four years (with a grace 
period of not less than 12 months) enjoy 70%, 
40%, and 10% tax exemption, respectively.

Venture capital companies that invest in venture 
capital projects and provide at least 25% of the 
total project cost enjoy:
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• a 50% withholding tax reduction on dividends 
received from project companies;

• capital allowance on their equity investments 
in project companies; and

• gains arising from the disposal of such shares 
held for up to five years, between six and ten 
years, and between 11 and 15 years enjoy 
capital gains tax exemption of 100%, 75%, 
and 25% respectively. There is no exemption 
for shares held above 15 years.

Oil and Gas Companies
Companies subject to the PPTA that have exe-
cuted a production sharing contract with the 
Nigerian National Petroleum Corporation enjoy 
an investment tax credit (ITC) or an investment 
tax allowance (ITA) of 50% of their qualifying 
expenditure. The ITA is deductible from revenue 
in arriving at taxable profits. The ITC operates as 
a full tax credit and does not result in a reduc-
tion of qualifying capital expenditure for the pur-
poses of calculating capital allowances. Upon 
conversion to the PIA regime, ITA and ITC no 
longer apply.

Several incentives have recently been intro-
duced to encourage investment in the oil and 
gas sector. We have highlighted some of these 
incentives below:

• Companies with deep offshore leases or 
future leases awarded after 28 February 2024 
can receive a production tax credit if they 
meet the following conditions:
(a) the lease must have an approved Field 

Development Plan; and
(b) the company must commit to irreversibly 

fund and develop an oil and gas project 
and engage its construction contractors 
to start implementation of the project 
between 28 February 2024 and 1 January 
2029.

The production tax credit applies to crude oil 
production at USD3.00 per barrel or 20% of the 
fiscal oil price (whichever is lower) for up to 150 
million barrels or USD4.50 per barrel or 20% of 
the fiscal oil price (whichever is lower) for up to 
500 million barrels, provided that the total pro-
ducible reserves do not exceed 400 million bar-
rels of crude oil equivalent.

• A production tax credit also applies at the fol-
lowing rates to gas sold from non-associated 
gas developments or fields with both crude 
oil and non-associated gas in deep offshore 
areas:
(a) USD1.00 per thousand cubic feet or 30% 

of the fiscal gas price (whichever is lower) 
for up to 5 trillion cubic feet of gas sold, 
if the HCL content in the field does not 
exceed 30 barrels per million cubic feet; 
or

(b) USD0.50 per thousand cubic feet or 30% 
of the fiscal gas price (whichever is lower) 
for up to 5 trillion cubic feet of gas sold, 
if the hydrocarbon liquids (HCL) content 
is between 30 and 100 barrels per million 
cubic feet.

• Companies undertaking non-associated gas 
greenfield developments in onshore and shal-
low water areas, with first gas production on 
or before 1 January 2029, shall be entitled to 
a gas tax credit. The credit shall be the lower 
of either USD1.00 or USD0.50 per thousand 
cubic feet, or 30% of the fiscal gas price, 
depending on the volume of HCL content of 
the gas produced.

• Any other non-associated gas greenfield pro-
ject in onshore and shallow water areas with 
first commercial production after 1 January 
2029 shall be eligible for gas tax allowance 
at a rate of USD0.50 per thousand cubic feet 
or 30% of the fiscal gas price, whichever is 
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lower, provided that the HCL content does 
not exceed 100 barrels per million cubic feet.

There are also special incentives available to 
oil companies to encourage gas utilisation or 
the development of gas delivery infrastructure. 
Companies liable to PPT can offset their gas-
related capital allowance against their oil pro-
duction profits. Companies liable to hydrocarbon 
tax can offset the costs of producing associated 
gas upstream of the measurement point from 
their crude oil production profits.

Under the Companies Income Tax Act (CITA), 
companies engaged in the business of gas uti-
lisation in downstream operations can enjoy 
either:

• an initial tax-free period of three years, 
renewable for another two years, and after 
the tax-free period, an annual allowance of 
90% for investment in plant and machinery, 
and an additional 15% investment allow-
ance; pursuant to the Oil and Gas Compa-
nies (Tax, Incentives, Exemption, Remission, 
ETC) Order, 2024, such companies can enjoy 
a gas utilisation investment allowance of 
25% on qualifying expenditure on plant and 
equipment incurred on any new and ongoing 
project in the midstream oil and gas industry 
after the expiration of the tax-free period; or

• an annual allowance of 90% for investment in 
plant and machinery and an additional invest-
ment allowance of 35%.

The shareholders also enjoy tax-free dividends 
during the tax-free period where the investment 
was in foreign currency or imported plant and 
machinery during the period was not less than 
30% of the equity share capital of the company. 
Companies that enjoy the tax-free period above 

cannot enjoy any gas utilisation incentives in any 
other legislation.

Pioneer Industry
A company engaged in “pioneer industry” or 
“pioneer product”, as designated by the govern-
ment of the day, may apply for “pioneer status”, 
which, when granted, entitles it to:

• a three-to-five-year tax holiday;
• relief from withholding tax on dividends paid 

to its shareholders during the tax holiday; and
• the postponement of the deduction of capital 

allowance until the end of the tax holiday.

Free Trade Zones
Approved enterprises operating within a free 
trade zone are exempt from all federal, state, 
and local government taxes, levies, and rates. 
However, the enterprises are required to file tax 
returns with the FIRS.

2.4 Basic Rules on Loss Relief
Loss carry back is not permitted, but all com-
panies can carry tax losses forward indefinitely. 
Income losses cannot be used to offset capital 
gains and vice versa.

2.5 Imposed Limits on Deduction of 
Interest
Existing anti-avoidance provisions allow the tax 
authority to disallow/reduce the interest charged 
between related parties where such interest is 
not reflective of the arm’s length principle.

In addition, there are thin capitalisation rules 
under which the tax-deductibility of interest 
expense on a foreign-party loan is limited to 
30% of EBITDA in any given tax year. Deductible 
interest expense not fully utilised can be carried 
forward for a maximum of five years.
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2.6 Basic Rules on Consolidated Tax 
Grouping
Nigerian law does not permit tax grouping; each 
company within a group is individually taxable 
in Nigeria. Consequently, losses suffered by 
one member of a group of companies cannot 
be utilised to reduce the tax liability of another 
company within the group but can be carried 
forward and set off against the future profits of 
the company that incurred them.

2.7 Capital Gains Taxation
A 10% capital gains tax is payable on charge-
able gains arising from the disposal of charge-
able assets. All forms of property are chargeable 
assets under Nigerian law, regardless of where 
they are located, including foreign currency, 
securities, digital assets, debts, and incorporeal 
property generally. For the purposes of comput-
ing capital gains tax, losses incurred upon the 
disposal of a chargeable asset will be deductible 
against chargeable gains arising from the same 
class of asset and can be carried forward for a 
maximum of five years.

Gains arising from the disposal of the following 
are exempt from capital gains tax:

• private motor vehicles;
• securities issued by the Nigerian government;
• disposal of shares worth less than NGN100 

million in a year;
• decorations awarded for valour or gallant 

conduct;
• life assurance policies;
• chattels sold for NGN1,000 or less;
• assets acquired by way of a gift which are 

subsequently disposed of by way of gift;
• investment in superannuation funds, statu-

tory provident funds and retirement benefit 
schemes;

• assets devolving upon death;

• compensation for loss of office up to NGN10 
million;

• securities in a unit trust scheme, provided the 
proceeds are re-invested;

• gains arising from the acquisition of the 
shares of a company as the result of a 
merger, takeover, or acquisition, provided that 
no cash payment is made in respect of the 
shares acquired;

• gains accruing to local government councils 
and statutory corporations; and

• gains accruing from the disposal of charge-
able assets by ecclesiastical, charitable, or 
educational institutions of a public character, 
statutory or registered friendly societies and 
registered co-operative societies and trade 
unions, provided that such gains do not arise 
from the disposal of assets acquired in con-
nection with any trade or business, nor from 
the disposal of an interest possessed by the 
corporation in a trade or business carried on 
by some other person, and are applied purely 
for the purposes of the organisation, institu-
tion or society.

CGT is not payable where the proceeds from the 
disposal of the shares in a Nigerian company are 
utilised to acquire shares in the same or other 
Nigerian companies in the year of the disposal 
of the shares.

Where the proceeds from the disposal of an 
asset are used to finance the acquisition of a 
similar asset, the person making such disposal 
may apply to be treated as if the transaction has 
resulted in neither a gain nor a loss. Where the 
consideration received upon disposal of such 
asset exceeds the consideration paid for the 
acquisition of the replacement asset, the amount 
of that excess will be subject to capital gains tax.
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2.8 Other Taxes Payable by an 
Incorporated Business
VAT is levied on the supply of all goods and ser-
vices, with a few exceptions, at the rate of 7.5% 
and is collected by the supplier and remitted to 
the tax authority. However, oil and gas compa-
nies, including oil service companies, ministries, 
departments and agencies of governments, 
deposit money banks, and select telecommu-
nications companies must withhold the VAT on 
the invoices from their suppliers and remit it to 
the FIRS.

A non-resident company supplying taxable ser-
vices to a resident is required to charge, col-
lect and remit VAT to the FIRS. Where the non-
resident company fails to do so, the FIRS will 
demand the VAT from the resident. The Finance 
Act 2023 amended the VAT Act and introduced:

• a VAT anti-avoidance rule empowering the 
FIRS to make necessary adjustments to 
counteract the effect of any artificial or ficti-
tious transaction; and

• the requirement for an importer of goods 
purchased online from a non-resident sup-
plier to provide proof of the registration of the 
non-resident supplier with the FIRS in order 
to avoid paying VAT at the port.

A taxpayer can recover VAT incurred in acquiring 
stock-in-trade or inventory but not VAT incurred 
on overhead and administration expenses or on 
capital assets.

Lagos State levies a 5% consumption tax on 
services by hotels, restaurants and event cen-
tres.

Stamp duty is paid on most instruments, includ-
ing electronic instruments. The rates differ for 

various instruments and can be as high as 6% 
of the value of the underlying transaction.

2.9 Incorporated Businesses and 
Notable Taxes
The following taxes or levies are notable:

• an Information Technology levy of 1% of profit 
before tax is payable by specified companies 
with a turnover of NGN100 million and above;

• a levy of 0.005% of the net profit of a com-
pany is payable annually to the Nigeria Police 
Trust Fund;

• an oil and gas company is required to pay 3% 
of its annual budget to the Niger Delta Devel-
opment Commission for tackling ecological 
problems in the Niger Delta, where most of 
Nigeria’s oil is produced;

• an oil and gas company is required to pay 
3% of its annual operating expenditure for the 
preceding financial year to the Host Com-
munity Trust Fund established for the benefit 
of the community hosting the company’s 
operations;

• a NASENI levy of 0.25% of profit before tax 
of companies engaged in banking, mobile 
telecommunication, ICT, aviation, maritime, 
and oil and gas with a turnover of NGN100 
million and above; the levy, when paid, is 
tax-deductible for the company’s income tax 
purposes; and

• a tertiary education tax (TET) under the Ter-
tiary Education Trust Fund (Establishment, 
etc) Act 2011 is payable by Nigerian com-
panies other than a company with a gross 
turnover of NGN25 million or less; the TET 
rate is currently 3%.

Payroll Taxes
An employer is required to:
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• contribute 10% of employees’ monthly basic 
salary to be paid into a retirement savings 
account with an approved Pension Fund 
Administrator pursuant to the Pension Reform 
Act, while employees are required to make a 
corresponding contribution of 8%;

• make a minimum monthly contribution of 1% 
of its monthly payroll under the Employees’ 
Compensation Act;

• deduct 2.5% of employees’ monthly basic 
salary for remittance to the Federal Mort-
gage Bank of Nigeria as National Housing 
Fund contribution within one month after the 
deduction; and

• contribute 1% of its annual payroll cost to the 
Industrial Training Fund in compliance with 
the Industrial Training Fund Act.

3. Division of Tax Base Between 
Corporations and Non-Corporate 
Businesses
3.1 Closely Held Local Businesses
Closely held local businesses commonly operate 
in corporate form, using the structure of a private 
company limited by shares.

3.2 Individual Rates and Corporate Rates
See 1.4 Tax Rates.

3.3 Accumulating Earnings for 
Investment Purposes
Where it appears to the FIRS that a Nigerian 
company controlled by not more than five per-
sons has not distributed profits to its sharehold-
ers with a view to reducing the aggregate of the 
tax chargeable in Nigeria, the FIRS may direct 
the undistributed profits to be treated as distrib-
uted and taxable in the hands of the sharehold-
ers in proportion to their shares.

3.4 Sales of Shares by Individuals in 
Closely Held Corporations
There are no special rules on the taxation of 
gains on the sale of shares in closely held cor-
porations.

Gains arising from the disposal of shares in a 
Nigerian company for an aggregate sum of 
NGN100 million or more in any 12 consecutive 
months are subject to CGT at 10%. However, if 
the proceeds are utilised to acquire shares in the 
same or other Nigerian companies in the year of 
disposal of the shares, CGT is not payable.

3.5 Sales of Shares by Individuals in 
Publicly Traded Corporations
There are no special rules on the taxation of divi-
dends from, or gains on, the sale of shares in 
publicly traded corporations.

4. Key Features of Taxation of 
Inbound Investments

4.1 Withholding Taxes
Withholding tax of 10% applies to interest, divi-
dends, royalties and rents. This withholding tax is 
treated as the final tax when the payment is due 
to a non-Nigerian company. Where dividends are 
paid to a Nigerian company, such dividends are 
treated as franked investment income and are 
not subject to further tax.

Relief in the form of withholding tax exemptions 
is available on outbound payments where:

• the payment of dividends is satisfied by an 
issue of shares of the company paying the 
dividends;

• dividends are paid by a pioneer company 
exempted from tax under the Industrial Devel-
opment (Income Tax Relief) Act; or
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• dividends are paid by an enterprise operating 
within a free zone.

4.2 Primary Tax Treaty Countries
Nigeria has double tax treaties (DTTs) with 
Belgium, Canada, China, the Czech Republic, 
France, Italy, the Netherlands, Pakistan, the Phil-
ippines, Romania, Singapore, Slovakia, South 
Africa, Spain, Sweden, and the United Kingdom. 
Many investors use vehicles set up in the Neth-
erlands and South Africa. Mauritius is increas-
ingly becoming an attractive jurisdiction even 
though the DTT between Nigeria and Mauritius 
is yet to come into force.

4.3 Use of Treaty Country Entities by 
Non-Treaty Country Residents
The FIRS will challenge the use of treaty country 
entities by non-treaty country residents if it is of 
the view that the use of the treaty country entity 
was designed to take advantage of the treaty or 
abuse its provisions.

4.4 Transfer Pricing Issues
The availability of local comparables is one of the 
biggest transfer pricing challenges for inbound 
investors operating through a local corporation; 
transfer pricing compliance requirements is 
another. This is because the FIRS has imposed 
a minimum of NGN10 million as a penalty for 
each failure to declare relevant group informa-
tion, to disclose related-party transaction(s) or 
to maintain contemporaneous transfer pricing 
documentation, where required.

4.5 Related-Party Limited Risk 
Distribution Arrangements
The local tax authorities challenge the use of 
related-party limited risk distribution arrange-
ments for the sale of goods or the provision 
of services locally if they determine that the 

arrangement provides a tax advantage and has 
not been made on arm’s length terms.

4.6 Comparing Local Transfer Pricing 
Rules and/or Enforcement and OECD 
Standards
OECD Standards
The transfer pricing standards of the OECD and 
those of the UN apply in Nigeria unless they con-
flict with the local standards. The local transfer 
pricing standards conflict with the OECD stand-
ards in two major regards:

• in addition to requiring the arm’s length test 
in respect of royalty payments, the Income 
Tax (Transfer Pricing) Regulations 2018 (TP 
Regulations) provide that, for the transfer of 
rights in an intangible amongst connected 
parties, any amount that exceeds 5% of the 
EBITDA derived from the commercial activity 
conducted using the intangible is not tax-
deductible; and

• the TP Regulations also provide that, for 
exports, the related-party price will be the 
sale price for tax purposes if it is higher than 
the quoted price. For imports, the quoted 
price will be the sale price for tax purposes 
if the related-party price is higher than the 
quoted price.

4.7 International Transfer Pricing 
Disputes
There is no published data regarding the use 
of the Mutual Agreement Procedure (MAP) by 
Nigeria’s competent authorities to resolve inter-
national transfer pricing disputes.

The FIRS is open to resolving tax disputes 
through the MAP process. In 2018, the FIRS 
issued the Guidelines on MAP in Nigeria to guide 
Nigerian residents seeking to initiate the MAP 
process regarding tax disputes, including trans-
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fer pricing disputes involving a treaty partner. By 
the combined provision of these guidelines and 
the TP Regulations, where a Nigerian resident 
initiates a MAP in respect of a transfer pricing 
adjustment made by the tax authorities of a trea-
ty partner, the FIRS will allow a corresponding 
adjustment where it agrees that the adjustment 
done by the tax authorities of the treaty partner 
is consistent with the arm’s length principle. If 
the FIRS does not agree that the adjustment by 
the tax authorities of the treaty partner is con-
sistent with the arm’s length principle, Nigeria’s 
competent authority will initiate the MAP.

However, it is unlikely that Nigeria’s competent 
authority will often resolve international transfer 
pricing disputes via MAPs initiated by Nigerian 
residents given Nigeria’s status as an import-
dependent nation and its low-tax treaty network.

5. Key Features of Taxation of Non-
Local Corporations

5.1 Compensating Adjustments When 
Transfer Pricing Claims Are Settled
The TP Regulations do not make provisions 
for compensating adjustments. Therefore, the 
OECD and UN standards would apply.

5.2	 Taxation	Differences	Between	Local	
Branches and Local Subsidiaries of Non-
Local Corporations
Unless granted a special exemption, branch 
operations by non-local corporations are not 
permitted in Nigeria. As such, non-local corpo-
rations seeking to carry on business in Nige-
ria must set up a subsidiary for that purpose. 
There are separate rules for the taxation of local 
branches of non-local corporations that carry on 
the business of transport by sea or air and the 

business of transmission of messages by cable 
or any form of wireless apparatus.

5.3 Capital Gains of Non-Residents
Capital gains of non-residents from the sale of 
shares of a local entity for aggregate proceeds 
of NGN100 million or more in any 12 consecutive 
months are subject to CGT at 10%. However, if 
the proceeds are reinvested in shares of Nigerian 
companies in the year of disposal of the shares, 
CGT is not payable.

CGT is not payable on gains from the sale of 
shares of a non-local holding company that 
directly owns the stock of a local company.

5.4 Change of Control Provisions
There are no change of control provisions that 
would trigger tax or duty charges for indirect dis-
posals of holdings.

5.5 Formulas Used to Determine Income 
of	Foreign-Owned	Local	Affiliates
Generally, formulas are not used to determine 
the taxable income of foreign-owned local affili-
ates except in the following industries:

• transport (by sea or air); and
• cable undertakings.

Where the data required to apply the formula 
is not available, the FIRS is entitled to tax on 
a turnover basis. In practice, 20% of turnover 
is deemed as profit, which is then taxed at the 
income tax rate of 30%, resulting in an effective 
tax of 6% of turnover.

5.6 Deductions for Payments by Local 
Affiliates
Payments by local affiliates to non-local affiliates 
are deductible only to the extent that the pay-
ments are consistent with the arm’s length prin-
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ciple. Also, certain agreements between local 
affiliates and non-local affiliates are required to 
be registered with the National Office for Tech-
nology Acquisition and Promotion. Failure to 
register such agreements with NOTAP hinders 
the local affiliates’ ability to remit payments pur-
suant to the agreements through licensed banks.

5.7 Constraints on Related-Party 
Borrowing
Related-party borrowing must comply with the 
arm’s length principle. The thin capitalisation 
rules discussed under 2.5 Imposed Limits on 
Deduction of Interest will also apply.

6. Key Features of Taxation 
of Foreign Income of Local 
Corporations
6.1 Foreign Income of Local 
Corporations
The foreign income of a local corporation is not 
exempt from corporate tax, as a Nigerian com-
pany is taxed on its worldwide income. However, 
because dividends, interest, rents and royalties 
earned abroad and brought into Nigeria through 
the commercial banks are exempt from tax, the 
foreign income of a local corporation is effec-
tively exempt from corporate tax.

6.2 Non-Deductible Local Expenses
Expenses that are attributable to foreign income 
would be deductible to the extent that they were 
incurred wholly, exclusively, necessarily and rea-
sonably for the purposes of making a company’s 
profits.

6.3 Taxation on Dividends From Foreign 
Subsidiaries
Dividends earned from foreign subsidiaries of 
local corporations would be subject to income 

tax unless they were brought into Nigeria through 
any of the commercial banks. Such dividends 
would enjoy any relief in an applicable double tax 
treaty where the dividends are not brought into 
Nigeria through any commercial banks.

6.4 Use of Intangibles by Non-Local 
Subsidiaries
There are no rules imposing tax on the transfer 
of intangibles developed by local corporations 
to non-local subsidiaries for use in their busi-
ness. However, the FIRS can rely on the general 
anti-avoidance provisions in the law to attribute 
a profit to the local corporation if it considers 
that the terms of the transfer of the intangibles 
do not reflect the arm’s length principle.

6.5 Taxation of Income of Non-Local 
Subsidiaries Under Controlled Foreign 
Corporation-Type Rules
Nigeria does not have CFC rules.

6.6 Rules Related to the Substance of 
Non-Local	Affiliates
Rules related to the substance of non-local affili-
ates do not apply in Nigeria.

6.7 Taxation on Gain on the Sale of 
Shares	in	Non-Local	Affiliates
Local corporations are not taxed on gains on the 
sale of shares of non-local affiliates, unless the 
gains are received in, or brought into, Nigeria.

7. Anti-Avoidance

7.1 Overarching Anti-Avoidance 
Provisions
There are anti-avoidance provisions in the vari-
ous tax laws, which empower the tax authorities 
to make necessary adjustments to counteract 
any tax reduction that would result from trans-
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actions that are considered artificial. The tax 
authorities may deem any transaction artificial 
if they find that its terms have not been effected 
or, if it is a transaction between related parties, or 
its terms do not reflect the arm’s length principle.

8. Audit Cycles

8.1 Regular Routine Audit Cycle
There is no fixed audit cycle, but large corpo-
rates are typically audited annually.

9. BEPS

9.1 Recommended Changes
In response to BEPS, Nigeria has refused to 
agree to the Two-Pillar solution introduced by 
the OECD. However, Nigeria has signed the fol-
lowing instruments:

• the Multilateral Convention to Implement Tax 
Treaty-related Measures to Prevent Base Ero-
sion and Profit Shifting;

• the Multilateral Competent Authority Agree-
ment for the Common Reporting Standard; 
and

• the Multilateral Competent Authority Agree-
ment for the Automatic Exchange of Country-
by-Country Reports.

Nigeria has also put the following guidelines in 
place to give effect to the above instruments:

• the Income Tax (Common Reporting Stand-
ard) Regulations, 2019;

• the Income Tax (Country-by-Country Report-
ing) Regulations, 2018;

• the Guidelines on Country-by-Country 
Reporting in Nigeria, 2018;

• the Guidelines on the Appropriate Use of 
Country-by-Country Reports, 2018; and

• the Guidelines on the Mutual Agreement Pro-
cedure (MAP) in Nigeria.

9.2 Government Attitudes
The Nigerian government is keen on eliminating 
BEPS, as shown by its signing, domestication 
and active enforcement of anti-BEPs instru-
ments. By implementing anti-BEPS measures, 
Nigeria seeks to eliminate double non-taxation, 
expand its revenue base and grow its economy.

The tax-to-GDP ratio of Nigeria is amongst the 
lowest in the world, and the government expects 
that the BEPS plans will increase revenue from 
taxation.

9.3	 Profile	of	International	Tax
International tax does not have a high public 
profile in Nigeria.

9.4 Competitive Tax Policy Objective
Despite its low tax-to-GDP ratio, Nigeria has 
competitive tax policies aimed at increasing 
foreign and local participation in the economy, 
including the exemption from all taxes granted 
to entities operating in the tax-free zones, the 
five-year income tax holiday granted to entities 
in several industries, and the tax exemption of 
all foreign-earned passive income brought into 
Nigeria through any of the commercial banks. 
On 8 August 2023, President Bola Tinubu inau-
gurated the Presidential Fiscal Policy & Tax 
Reforms Committee (the “Committee”) to review 
and redesign Nigeria’s fiscal system with respect 
to revenue mobilisation, quality of government 
spending and sustainable debt management. 
The Committee is expected to identify relevant 
measures to make Nigeria an attractive destina-
tion for investment and facilitate inclusive eco-
nomic growth. As part of its expected outputs, 
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the Committee has put forward four proposed 
bills, namely:

• Nigeria Tax Bill, 2024, which repeals certain 
Acts on taxation and consolidates the stat-
utes relating to taxation;

• Nigeria Tax Administration Bill, 2024, which 
provides for the assessment, collection of, 
and accounting for taxes, and prescribes the 
powers and functions of tax authorities;

• Nigeria Revenue Service (Establishment) Bill, 
2024, which establishes the Nigeria Revenue 
Service, charged with powers of assessment, 
collection of, and accounting for revenue 
accruable to the Government of the Federa-
tion; and

• Joint Revenue Board (Establishment) Bill, 
2024, which establishes the Joint Revenue 
Board and the Office of the Tax Ombud, for 
the harmonisation, co-ordination and settle-
ment of disputes arising from tax administra-
tion in Nigeria.

It is expected that the proposed bills will be 
passed sometime in 2025.

9.5 Features of the Competitive Tax 
System
The lack of anti-fragmentation rules and the 
lack of CFC rules in the domestic tax legislation 
are features of the Nigerian tax regime that are 
vulnerable to the BEPS action plans. See the 
incentives discussed under 2.3 Other Special 
Incentives.

9.6 Proposals for Dealing With Hybrid 
Instruments
Nigeria does not have domestic legislation to 
deal with hybrid instruments. However, once 
Nigeria ratifies the Multilateral Convention to 
Implement Tax Treaty-Related Measures to Pre-
vent BEPS, Article 3 thereof will apply to deal 

with transparent entities resident in tax treaty 
countries.

9.7 Territorial Tax Regime
Nigerian companies are taxed on their world-
wide income. However, a Nigerian company’s 
foreign-earned dividend, interest, rent and roy-
alty income are exempt from tax if brought into 
Nigeria through a commercial bank.

9.8 Controlled Foreign Corporation 
Proposals
There are no proposals to implement CFC rules.

9.9 Anti-Avoidance Rules
Nigeria has anti-avoidance rules in some of its 
tax treaties and has indicated its intention to 
adopt the “principal purpose test” and the com-
petent authority tiebreaker provisions of the 
Multilateral Convention to Implement Tax Treaty 
Related Measures to Prevent BEPS.

9.10 Transfer Pricing Changes
The OECD Transfer Pricing Guidelines for Mul-
tinational Enterprises and Tax Administrations 
and the United Nations Practical Manual on 
Transfer Pricing for Developing Countries, and 
all future updates, apply in Nigeria unless they 
conflict with the TP Regulations, in which case 
the latter will prevail.

9.11 Transparency and Country-by-
Country Reporting
Nigeria favours the OECD proposals for trans-
parency and country-by-country reporting and, 
amongst others, has signed the Convention on 
Mutual Administrative Assistance in Tax Matters, 
the Country-by-Country Multilateral Competent 
Authority Agreement, and the Common Report-
ing Standards Multilateral Competent Authority 
Agreement.
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9.12 Taxation of Digital Economy 
Businesses
Foreign companies with a digital presence in 
Nigeria are subject to CIT; see 1.3 Determining 
Residence of Incorporated Businesses.

Payments to non-resident individuals who 
remotely provide technical, professional, con-
sultancy and management services to Nigerian 
residents attract a final withholding tax of 10%. 
For individuals, a final withholding tax of 5% 
applies.

9.13 Digital Taxation
See 9.12 Taxation of Digital Economy Busi-
nesses.

9.14	 Taxation	of	Offshore	IP
Withholding tax of 10% (which is the final tax) 
applies to all offshore royalty payments. There 
are no special rules for IP owners in a tax haven. 
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Introduction
The Nigerian fiscal landscape has witnessed 
interesting trends and developments in recent 
times. One key development is the proposed 
overhaul of Nigeria’s fiscal regime.

In November 2024, President Bola Tinubu, 
GCFR, presented the federal government’s 
budget proposals themed “Renewed Hope” 
at the joint sessions of the National Assem-
bly, Nigeria’s federal legislative arm, in Abuja. 
The proposed 2025 annual National Budget 
is pegged at NGN49.74 trillion, representing a 
41.9% increase from 2024 with a fiscal deficit of 
NGN13.39 trillion, signalling the intention of the 
federal government of Nigeria (FGN) to increase 
tax revenue to achieve its ambitious spending 
plans aimed at promoting economic develop-
ment, maintaining macroeconomic stability and 
incentivising an investment-friendly economy.

This publication examines pivotal regulatory 
changes, including adjustments to withhold-
ing tax (WHT) rates, enhanced tax registration 
protocols, and the contentious windfall tax on 
banks. It further discusses VAT modifications 
that incentivise renewable energy, tax incentives 
for oil and gas investments, and the introduction 
of the first-ever Guidelines for Advance Pricing 
Agreements (APAs) by the Federal Inland Rev-
enue Service (FIRS). We also consider some key 
proposals of the Tax Reform Bills, which culmi-
nate from the work of the Presidential Commit-
tee of Fiscal Policy and Tax Reforms (the “Com-
mittee”) inaugurated in July 2023.

Below are the highlights of these developments 
and more.

Key Trends and Developments
Review of the applicable withholding tax 
rates
In 2024, the Minister of Finance and Coordi-
nating Minister of the Economy (the “Minister”) 
issued the Deduction of Tax at Source (Withhold-
ing) Regulations 2024 (the “Regulations”) with 
a commencement date of 30 September 2024. 
Its implementation began on 1 January 2025 
because of the 90-day window for implementa-
tion of tax reforms. With the implementation of 
the Regulations, certain transactions now ben-
efit from either an exemption or a reduced WHT 
rate. For instance, sales of goods by Nigerian 
businesses are now subject to WHT at a rate 
of 2%. This, however, does not apply to goods 
manufactured or materials supplied directly by 
the manufacturer or producer, across-the-coun-
ter sales and other relevant specific exemptions.

As part of an effort to ease the tax burden on 
small enterprises in Nigeria, small companies 
(presently companies with annual turnover below 
NGN25 million) and unincorporated entities of 
similar attributes are not required to deduct tax 
at source under certain circumstances. These 
circumstances are when: (i) the supplier/recipi-
ent has a valid tax identification number (TIN), 
and (ii) the value of the transaction is NGN2 mil-
lion or less in the relevant month.

Also, “across-the-counter” transactions, tel-
ephone charges, internet data, and airline tick-
ets, among others, are now exempt from WHT 
in Nigeria to help manage cash flow constraints.

Notwithstanding the foregoing, the FGN is posi-
tioning to tax the informal sector and previ-
ously undertaxed or untaxed sectors, such as 
lottery winnings and payments to entertainers 
and sports professionals, by including such 
payments in the Regulations as being liable to 
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WHT. These areas, particularly entertainment 
and sports, have grown significantly in Nigeria, 
generating considerable economic activity and 
associated revenue. The government’s recent 
move to impose WHT on transactions in these 
sectors aims to capture a larger share of the rev-
enue generated by these sectors, which, until 
now, may have been operating with limited regu-
latory oversight from a tax perspective.

We published an overview of the Regulations, 
which can be accessed here.

Increased focus on tax registration
The tax authorities seem to be intensifying their 
enforcement of tax registration, primarily target-
ing entities without a TIN for tax administration 
purposes. As a result, the FIRS’ stamp duties 
portal has been updated to capture a variety of 
transactions and entities, and accordingly, non-
Nigerian counterparties to agreements relating 
to transactions in Nigeria are required to provide 
their TIN as a prerequisite for the stamping of 
their documents in Nigeria.

This development is required to strengthen Nige-
ria’s tax administration, ensuring that business-
es, including foreign entities, are properly regis-
tered and taxed. It reflects a growing emphasis 
on transparency and accountability in Nigeria’s 
business environment. By requiring all parties 
involved in Nigerian business activities to have a 
TIN, the tax authorities are widening the tax base 
and reducing informal or unregistered transac-
tions that often evade tax obligations.

Another key area where this trend significantly 
impacts is the WHT regime. Vendors must now 
provide a TIN when issuing an invoice, as failure 
to comply results in a penalty twice the stipu-
lated WHT rate. This penalty is a strong deter-
rent, encouraging businesses to prioritise their 

tax registration processes to avoid incurring 
additional costs.

Proposed windfall tax on Nigerian banks
The Nigerian government proposed a windfall 
tax on realised profits made by Nigerian banks 
from foreign exchange transactions due to the 
devaluation of the Naira. Initially set at 50%, the 
Senate increased the tax rate to 70%, with the 
rationale of increasing federal revenue. As of 
today, there is limited information on the status 
of the proposed tax, but we know that stake-
holders’ engagement has been ongoing.

It is worth noting that the proposal has been 
met with concerns about potential adverse rip-
ple effects. Legal commentators and econo-
mists have argued that the windfall tax could 
reduce banks’ net earnings, weaken their capital 
base, and result in higher service fees and inter-
est rates for customers, as banks may pass the 
additional tax burden onto their customers.

Value-Added Tax (Modification) Order 2024 
(the “Order”)
The Minister issued the Order on 1 September 
2024. The Order, which amends and expands the 
Value-Added Tax Exemption List (VAT Exempt 
List) under Part I and II of the First Schedule 
to the Value-Added Tax Act (“VAT Act”), has 
an effective date of 1 September 2024 for its 
implementation but provides for a retrospective 
commencement date of 1 October 2023 for the 
provisions relating to automotive gas oil. The 
Order primarily sets the tone for Nigeria’s energy 
transition strategy.

It reaffirms the FGN’s efforts to fast-track Nige-
ria’s energy transition initiatives by providing 
incentives to promote foreign and local invest-
ments in more sustainable energy alternatives. 
The Order follows the “Fiscal Incentives for the 

https://uubo.org/wp-content/uploads/2024/07/An-Overview-of-the-Withholding-of-Tax-Regulations-2024.pdf
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Presidential Gas for Growth Initiative” (the “Cir-
cular”) issued by the Federal Ministry of Finance 
in December 2023, which directed the Federal 
Inland Revenue Service (FIRS) and the Nige-
ria Customs Service (NCS) to apply a 0% VAT 
rate on feed gas for all processed gas, CNG, 
imported LPG, CNG and LPG equipment com-
ponent, conversion and installation services as 
well as equipment and infrastructure (including 
conversion kits) related to the expansion of CNG 
and LPG. The Circular raises validity concerns, 
especially in light of the VAT Act, which requires 
the Minister to make amendments to the VAT Act 
through a Gazetted Order. The Order expands 
on and preserves most of the incentives provid-
ed by the Circular and resolves any legal validity 
challenges that may have arisen.

Some of the items that have been included 
under the VAT-exempt list include:

• equipment and infrastructure related to the 
expansion of CNG;

• equipment and infrastructure related to LPG, 
including conversion kits;

• domestic liquified natural gas (LNG) process-
ing facilities and equipment;

• electric vehicles;
• parts, semi-knock-down units for the assem-

bly of electric vehicles;
• biogas and biofuel equipment and accesso-

ries for clean cooking and transportation;
• CNG and LPG conversion and installation 

services; and
• manufacturing, assembly and sale of electric 

vehicles.

The Oil and Gas Companies (Tax Incentives, 
Exemption, Remission, etc.) Order, 2024(“Gas 
Incentives Order”)

On 6 March, 2024, President Bola Ahmed Tinu-
bu signed the Gas Incentives Order, with the 
objective of specifying incentives applicable 
to non-associated gas (NAG) and promoting 
investments in NAG greenfield development. 
The Gas Incentives Order provides for a Gas 
Tax Credit (GTC) for NAG greenfield develop-
ments in onshore and shallow water locations 
with first gas production on or before 1 January 
2029 at the rate of USD1.00 per thousand cubic 
feet or 30% of the fiscal gas price (whichever is 
lower) if hydrocarbon liquids (HCL) content does 
not exceed 30 barrels per million standard cubic 
feet (SCF). If HCL exceeds 30 barrels per million 
SCF but does not exceed 100 barrels per million 
SCF, a GTC at the rate of USD0.50 per thou-
sand cubic feet or 30% of the fiscal gas price 
is applicable. For other greenfield NAG projects 
with first commercial production after 1 January 
2029, a gas tax allowance (GTA) is provided at a 
rate of USD0.50 per thousand SCF or 30% of the 
fiscal gas price (whichever is lower), provided 
that HCL content does not exceed 100 barrels 
per million SCF. The GTC for NAG operations 
applies for a maximum of ten years, after which 
it becomes a GTA claimable at the outlined rates.

We published more details about the Gas Incen-
tives Order which can be accessed here.

Guidelines on advance pricing agreements 
(APAs)
On 27 November 2024, the FIRS issued Nige-
ria’s first-ever Guidelines on Advance Pricing 
Agreements (the “APA Guidelines”) to provide 
guidance on the procedure and conditions for 
APAs in Nigeria, as well as the administration 
of executed APAs to enable taxpayers and the 
FIRS to determine, in advance of controlled 
transactions, an appropriate set of criteria for 
the determination of the transfer price of future 
transactions between taxpayers and related par-

https://uubo.org/wp-content/uploads/2024/03/Client-Update-on-the-Oil-and-Gas-Companies-1.pdf
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ties that accords with the arm’s length princi-
ple over a maximum period of three years. The 
terms agreed upon in an APA may also apply 
to controlled transactions carried out before the 
APA comes into force for a rollback period of not 
more than three years.

The APA Guidelines recognise unilateral, bilater-
al and multilateral APAs that cover all controlled 
transactions (including transfers of tangible or 
intangible property or services) between (i) two 
or more connected persons; (ii) a permanent 
establishment, fixed base, or any taxable pres-
ence and its head office; or (iii) two permanent 
establishments, fixed bases, or other taxable 
presence of the same person.

It sets a threshold for APA applications as (i) the 
equivalent of USD10 million for each covered 
controlled transaction (single transaction) for 
each year or (ii) the equivalent of USD50 mil-
lion in the case of a group of covered controlled 
transactions (group of transactions) for each 
year covered in the APA.

The APA Guidelines were issued further to Regu-
lation 9 of the Income Tax (Transfer Pricing) Reg-
ulations 2018, which provides the legal basis for 
a taxpayer to request an APA and suspends the 
operation of APAs in Nigeria pending when the 
FIRS publishes relevant notices and guidelines 
on APA, as it has now done. Since the FIRS has 
issued the APA Guidelines, we expect taxpay-
ers to adopt APAs and agree with the FIRS on 
the price of controlled transactions to avoid any 
potential disputes between such taxpayers and 
the FIRS.

The Nigerian Tax Reform Bills
In October 2024, President Bola Ahmed Tinubu 
proposed four bills to the National Assembly for 
their consideration. The four bills are the (i) Nige-

ria Tax Bill; (ii) Nigeria Revenue Service (Estab-
lishment) Bill; (iii) Nigeria Tax Administration Bill; 
and (iv) Joint Revenue Board (Establishment) 
Bill (together “the Tax Reform Bills”). As stated 
earlier, the Tax Reform Bills are the outcome of 
the work of the Committee mandated to recom-
mend changes to improve the Nigerian fiscal 
landscape, streamline and consolidate the tax 
laws of the nation and promote consistency in 
the administration and operation of the tax laws.

The key highlights of the Tax Reform Bills include 
the:

• replacement of the FIRS with the Nigerian 
Revenue Service and the introduction of an 
overt collaborative framework between the 
tax authorities within the federal, state and 
local governments;

• gradual reduction of the CIT rate from 30% 
to 27.5% (in the 2025 Year of Assessment 
(YOA)) and 25% (in the 2026 YOA);

• proposed top-up tax where, in any YOA, the 
effective tax rate of a company is less than 
15%; such a company is expected to recom-
pute and pay the top-up tax, which will make 
its effective tax rate equal to 15%, and this 
provision applies to (i) a company that is a 
constituent entity of a multinational enterprise 
group, and (ii) any other company with an 
aggregate turnover of NGN20,000,000,000 
and above in the relevant YOA;

• increase to income bands for personal 
income tax (PIT) purposes and increase in the 
PIT rates;

• removal of VAT on essential items, and an 
increase of VAT rates on non-essential com-
modities from 7.5% to: 10% (in 2025), 12.5% 
(from 2026 to 2029) and 15% (from 2030 
onwards);

• introduction of a controlled foreign company 
(CFC) rule that targets undistributed profits of 
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a foreign company controlled by a Nigerian 
company;

• change of certain previously VAT-exempt 
items to zero-rate, the implication being 
that companies providing those goods and 
services may be eligible for input VAT refunds 
from the FIRS instead of expensing the input 
VAT (or VAT on purchases) through their profit 
and loss accounts;

• taxation of capital gains (as income tax) to 
apply where the gains are derived from the 
indirect transfer of ownership of companies 
or assets in Nigeria and where such a transfer 
results in a change in the ownership structure 
of the group membership of any Nigerian 
company;

• introduction of economic development tax 
credits as a replacement for the Pioneer 
Status Incentive, which presently grants a 
maximum of five years tax holiday;

• apparent exclusion of instruments relating to 
the transfer of shares in a Nigerian company 
from the stamp duties exemption list, sig-
nalling a clarification that such instruments, 
including the share purchase agreement 
and share transfer forms, are liable to stamp 
duties; and

• clarification that when a business restructur-
ing like a merger occurs, certain tax assets 
such as unabsorbed losses, unutilised capital 
allowances, and WHT credits can be acquired 
and used by the surviving entity post-merger, 
subject to certain conditions.

Outlook for 2025
Driving growth in renewable energy
With the exemption of the supply of electric 
vehicles, parts and semi-knock-down units for 
assembling electric vehicles, biogas and biofuel 
equipment, accessories for clean cooking and 
transportation and the manufacturing, assembly 
and sale of electric vehicles from VAT, we expect 

increased investment in Nigeria’s renewable 
energy sector. This tax trend reflects a strong 
commitment to sustainable energy solutions and 
positions renewable energy businesses to ben-
efit from reduced tax burdens as they contribute 
to cleaner, more sustainable energy sources in 
Nigeria.

Increased oil and gas activities
As Nigeria gradually diversifies its economy, oil 
and gas activities will remain its primary source 
of revenue. With a budget deficit of over NGN18 
trillion, we expect the FGN to encourage more 
investment in oil and gas activities, including 
deep offshore areas. The incentives regime, 
especially for gas production, should see Nigeria 
attract more investment in the subsector, leading 
to more revenue for the government and addi-
tional tax revenue. We expect global oil prices to 
reduce from the USD70 per barrel benchmarked 
by the FGN in its 2025 budget; hence, produc-
tion volumes will need to increase from the tar-
geted 2 million barrels per day to meet Nigeria’s 
projected revenue for 2025. Nigeria’s quota from 
the Organization of Petroleum Exporting Coun-
tries (OPEC) (presently 1.5 million barrels per 
day) may impede this move.

More multinational companies to be taxed in 
Nigeria
A combination of Nigeria’s Significant Economic 
Presence (SEP) regime and the proposed mini-
mum top-up tax will see more multinational 
companies paying taxes in Nigeria, especially 
given the gradual implementation of Pillar 2 
globally. There is also increased transparency 
and collaboration among competent authori-
ties, which means the exchange of information 
(much needed for tax administration) will be at 
an all-time high.



nIGeRIA  TrENdS aNd dEvELOPmENTS
Contributed by: Lolade	Ososami,	Joseph	Eimunjeze,	Kelechi	Ibe	and	Itoro	Uwemedimo	Etim,	
Udo Udoma & Belo-Osagie 

659 CHAMBERS.COM

The artificial intelligence (AI) revolution and 
tax income for Nigeria
The rise of paid AI tools and foreign-owned 
digital platforms adopted by Nigerian residents 
(individuals and corporates) presents an emerg-
ing tax opportunity. Nigeria could strengthen its 
taxation of foreign digital services to capture 
additional revenue. Nigeria already has a regime 
for taxing foreign companies doing business 
through digital models in Nigeria (the SEP) and 
would be looking more closely at driving compli-
ance by these companies.

A clearer taxation regime for solid minerals 
and other mining activities
With mining activities contributing significantly 
to revenue, we expect new incentives for local 
beneficiation, clearer tax regimes and policies to 
boost sustainable mining practices.

Conclusion
Nigeria’s recent tax trends and developments 
mark a shift towards transparency and global 
alignment, offering opportunities for growth and 
innovation while fostering a more favourable 
business environment. We expect that passing 
the Tax Reform Bills into law, with the neces-
sary modifications, would introduce significant 
changes that would modify fiscal obligations, 
including tax rates, deductions, and reporting 
requirements.

We understand that the Presidency aims for the 
Tax Reform Bills to be enacted by Q1 2025, with 
a commencement date in Q2 or Q3 2025 (after 
the 90-day window for implementation based on 
the National Tax Policy). We can see that the 
National Assembly is under some pressure to 
pass the proposed Tax Reform Bills into law, as 
the Tax Reform Bills would play a central role in 
positioning the FGN strategically to achieve its 
fiscal objectives. 
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1. Types of Business Entities, 
Their Residence and Basic Tax 
Treatment
1.1 Corporate Structures and Tax 
Treatment
In Norway, most new companies are established 
as limited liability companies (aksjeselskaper AS) 
where the shareholders’ liability for the compa-
ny’s obligations is restricted to the capital they 
have contributed. Limited liability companies are 
recognised as independent legal and tax enti-
ties, meaning the company itself is taxed sepa-
rately from its shareholders.

Norwegian law also provides for other types of 
companies that are separate legal entities but 
tax-transparent. Examples include general part-
nerships (a nsvarlige selskaper) and partnerships 
with pro rata liability (selskaper med delt ansvar).

Additionally, Norway recognises hybrid compa-
ny structures, such as silent partnerships (i ndre 
selskaper) and limited partnerships (kommanditt-
selskaper), where the liability varies among the 
participants. In these cases, at least one owner 
has unlimited liability for the company’s obliga-
tions, while others enjoy limited liability. These 
entities are treated as tax-transparent entities.

Norwegian tax law does not allow for choosing 
between tax-transparent and tax-opaque enti-
ties, as this depends on the corporate body of 
the relevant entity.

1.2 Transparent Entities
In the consultancy and brokerage industry, it is 
common to structure businesses as silent part-
nerships with a limited liability company acting 
as the principal. To external parties, the business 
operates as an ordinary limited company. How-
ever, profits and losses are allocated between 

the principal and the silent partners according 
to the terms of a partnership agreement.

In the private equity sector, funds are typically 
structured as either limited liability companies 
or silent partnerships. Silent partnerships offer a 
distinct advantage for foreign investors, as they 
are exempt from withholding tax of up to 25% 
on dividend distributions.

Shipping companies used to be structured 
as limited partnerships, but the particular tax 
advantages of such a structure are now history.

1.3 Determining Residence of 
Incorporated Businesses
The tax residency assessment is a broad assess-
ment dependent on several factors. Firstly, all 
companies established under Norwegian corpo-
rate law are considered tax residents of Norway.

Companies that are not established in Norway 
under Norwegian corporate law may still be 
deemed tax-resident in Norway if the company’s 
actual management is exercised in Norway. This 
is assessed based on:

• where key decisions for the company are 
made;

• where board meetings and general meetings 
are held; and

• where the company’s day-to-day manage-
ment is carried out.

If a company is considered tax-resident in more 
than one country, a tax treaty between Norway 
and the other country will determine residency. 
Such treaties often include “tiebreaker” rules, 
which resolve conflicts by considering:

• the location of the company’s “place of effec-
tive management” or management seat; and
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• the location of the company’s head office and 
principal operations.

When evaluating actual management and resi-
dency, emphasis is placed on the substantive 
realities of the company’s operations, rather than 
formalities.

For tax-transparent entities such as general 
partnerships and limited partnerships, the part-
nership is checked, and the owners are taxed 
based on their separate residency. However, 
the shareholders may be partially tax liable in 
Norway – for business income in Norway – as 
a consequence of participation in a Norwegian 
partnership.

1.4 Tax Rates
The Norwegian corporate tax rate is 22% (as of 
1 January 2025). This rate applies uniformly to 
both companies that are independent tax enti-
ties and corporate shareholders of tax-transpar-
ent entities. Personal shareholders of tax-trans-
parent entities are also subject to a personal 
bracket tax and liable to pay national insurance 
contributions.

The effective tax rate on dividend distributions 
from limited liability companies or tax-transpar-
ent entities is 37.84% (as of 1 January 2025).

2. Key General Features of the Tax 
Regime Applicable to Incorporated 
Businesses
2.1	 Calculation	for	Taxable	Profits
The taxable profit of a limited liability compa-
ny is calculated on the basis of the company’s 
accounting profit. Tax adjustments are then 
made to arrive at the final taxable profit, which 
is the basis for calculating corporate income tax.

Limited liability companies in Norway are taxed 
on an accrual principle, meaning that income and 
expenses are recognised and taxed in the year 
in which they are earned or incurred, regardless 
of when the payment is actually made.

For sole proprietorships and workers, income is 
taxed on a receipt basis.

2.2 Special Incentives for Technology 
Investments
Norway offers several tax incentives for technol-
ogy investments, with SkatteFUNN (tax deduc-
tion for research and development in an innova-
tive business sector) as the central instrument. 
The arrangement entitles companies to a 19% 
tax deduction for R&D project costs approved by 
the Research Council of Norway. The deduction 
applies to project costs of up to NOK25 million 
per year.

Option taxation for start-up companies provides 
special tax benefits when granting stock options 
to employees.

Private investors can also obtain a tax deduction 
for investments in technology companies, with 
a maximum deduction of NOK1 million per year, 
resulting in a tax reduction of up to NOK220,000.

2.3 Other Special Incentives
Special incentives in Norway for selected indus-
tries and companies are as follows.

• Energy and environment:
(a) CO₂ compensation arrangement – 

energy-intensive companies receive 
partial compensation for increased costs 
because of the EU emissions trading sys-
tem (ETS); and

(b) electricity tax reduction – reduced elec-
tricity tax for industrial companies and 
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certain projects considered “environmen-
tally friendly”.

• Start-up companies and SMEs:
(a) option taxation for start-up companies 

– lenient tax rules for stock options to 
employees in small start-up companies; 
and

(b) tax incentives for investments in start-up 
companies – individual investors receive 
a tax deduction of up to NOK1 million per 
year for investments in start-up compa-
nies.

• Shipping and maritime industry:
(a) taxation of shipping companies – reduced 

tax for shipping companies that opt for 
tonnage taxation instead of ordinary cor-
porate tax; and

(b) foreign companies using a Norwegian 
management company are exempt from 
local income tax under certain conditions.

• Agriculture:
(a) tax exemption for the transfer of agricul-

tural property to the next generation, and 
low net wealth taxation of similar assets.

2.4 Basic Rules on Loss Relief
Losses can be carried forward indefinitely and 
deducted from net income in future years. Carry 
back may be available upon the termination of 
business activities.

Business and capital gains may, as a starting 
point, be offset against each other, provided 
that the income is taxable. Losses from person-
al (business) income can only be offset against 
other personal (business) income. Income from 
silent partnerships and limited partnerships may 
only be carried forward and offset against future 
income from the same partnership.

2.5 Imposed Limits on Deduction of 
Interest
In Norway, interest deductions are limited by an 
interest limitation rule.

The main rule states that net interest expenses 
exceeding 25% of taxable profit before interest, 
tax and depreciation cannot be deducted. This 
applies to both consolidated (group) and unin-
corporated entities, but with different thresholds:

• for group companies, the restriction applies 
only if the net interest expense for the Nor-
wegian part of the group exceeds NOK25 
million; and

• for non-group companies, the limit is NOK5 
million.

For group companies, the rule covers interest 
on loans from both related and unrelated lend-
ers. However, an equity exemption applies: if the 
company can demonstrate that its equity ratio 
(or that of the Norwegian part of the group) is 
equal to or higher than the equity ratio of the 
international group, the interest deduction is 
granted in full, despite the limitations.

For non-group companies, the limitation applies 
only to interest on loans from related parties.

2.6 Basic Rules on Consolidated Tax 
Grouping
Each corporate entity is treated as a separate tax 
entity with individual tax filings and tax obliga-
tions. Net income within the group can however 
be offset against losses in other group compa-
nies through “group contributions” (konsern-
bidrag).
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The requirements for group contributions are as 
follows:

• companies must belong to the same group 
(at least 90% ownership);

• both the contributor and recipient must be 
taxable in Norway, with limited exceptions 
under European Economic Area (EEA) law;

• contributions are deductible for the donor and 
taxable for the recipient; and

• the transfer must be genuine and approved 
by the general meeting.

Additionally, group companies can register joint-
ly for VAT purposes, meaning that several group 
companies are considered as one entity for 
(most) VAT purposes and that no VAT applies to 
transactions between these group companies.

2.7 Capital Gains Taxation
Gains from share sales are generally taxable, 
while losses are deductible. The gain is calcu-
lated as the sales price minus the taxable cost 
price plus transaction costs. Under the first-in 
first-out (FIFO) principle, the first shares acquired 
are sold first.

Norwegian corporations and partnerships are 
exempt from capital gains tax on the sale of 
shares or units under the exemption method, 
which also prevents the deduction of losses. 
This applies to shares and other shareholdings 
in Norwegian companies, as well as sharehold-
ing in companies domiciled in the EEA, provid-
ed they are genuinely established and conduct 
economic activity there. For companies outside 
the EEA, the exemption applies if they are not 
domiciled in a low-tax country and meet specific 
ownership and holding period requirements.

Norway does not impose withholding tax on 
capital gains.

2.8 Other Taxes Payable by an 
Incorporated Business
Input transactions are subject to VAT. However, 
the sale of ongoing businesses (business trans-
fers) is exempt from VAT.

Real estate transactions are subject to a stamp 
duty of 2.5% of the gross sales price. Addition-
ally, adjustment obligations for VAT purposes 
may arise, potentially triggering a requirement 
to repay previously deducted input VAT.

2.9 Incorporated Businesses and 
Notable Taxes
The most significant tax item compared to other 
countries is the Norwegian resource rent tax, 
which is a special tax levied on income derived 
from natural resources, including oil production, 
electricity generation, and the fishing and sea-
food industries.

3. Division of Tax Base Between 
Corporations and Non-Corporate 
Businesses
3.1 Closely Held Local Businesses
Most local closely held companies are limited 
companies with limited liability for sharehold-
ers, but some, particularly in the agriculture and 
consultancy sectors, operate as sole proprietor-
ships.

3.2 Individual Rates and Corporate Rates
Norwegian tax rules are based on the principle of 
reality over form. This means that taxation takes 
place based on realities and not formalities. An 
income shall be allocated to the subject that has 
earned the income and classified on the basis of 
the nature of the income and taxed thereafter (as 
capital gains/business profits, etc).
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Furthermore, there are strict limitations on pri-
vate individuals’ access to a company’s assets 
and properties outside the company’s ordinary 
activities. Violations of these rules can be sanc-
tioned under criminal law.

3.3 Accumulating Earnings for 
Investment Purposes
In Norwegian tax law, there are no specific rules 
that directly prevent limited companies from 
accumulating profits. The exemption model is 
designed to facilitate the reinvestment of prof-
its in new businesses without tax in addition to 
ordinary profit tax.

For shareholders that participate actively in the 
business, capital gains may be reclassified to 
salary income/personal income for tax purposes.

3.4 Sales of Shares by Individuals in 
Closely Held Corporations
In Norway, individuals are taxed on dividends 
and capital gains from the sale of shares accord-
ing to the shareholder model. The effective tax 
rate on share gains and dividends is 37.84%, 
less accumulated shielding of the shares.

The allowance is calculated on a share-by-share 
basis. The allowance for each share is equal to 
the cost price of the share multiplied by a pre-
determined risk-free interest rate, based on the 
effective rate of interest on treasury bills (stat-
skasseveksler) with three months maturity plus 
0.5 percentage points, after tax. The allowance 
is calculated for each calendar year and is allo-
cated solely to shareholders at the expiration of 
the relevant calendar year. The risk-free interest 
rate for 2024 was 3.9%.

3.5 Sales of Shares by Individuals in 
Publicly Traded Corporations
The taxation of dividends and capital gains for 
individuals investing in publicly traded corpora-
tions follows the same principles as for private 
corporations. Note, however, that different doc-
umentation requirements apply to obtain with-
holding tax relief.

4. Key Features of Taxation of 
Inbound Investments

4.1 Withholding Taxes
In Norway, a 25% withholding tax applies to 
dividends paid to foreign shareholders, though 
it may be reduced under tax treaties. EEA-dom-
iciled companies are exempt if they are genu-
inely established and operate in the EEA, while 
non-EEA companies may qualify under specific 
ownership criteria. Interest and royalties paid 
to affiliates in low-tax jurisdictions outside the 
EEA are subject to a 15% withholding tax, while 
payments to non-low-tax jurisdictions are not 
taxed. Norwegian tax authorities have increased 
oversight of cross-border transactions involving 
these payments.

4.2 Primary Tax Treaty Countries
Norway has established tax treaties with over 90 
countries to prevent double taxation and foster 
international investment. These agreements are 
largely based on the OECD Model Tax Conven-
tion and influence the taxation of investments 
in Norwegian companies, including shares and 
debt instruments.

In 2023, Norway Statistics reported that Swe-
den, the Netherlands, Brazil, the UK and the 
USA together accounted for 57% of total foreign 
direct investment in Norway.

https://www.ssb.no/utenriksokonomi/fordringer-og-gjeld-overfor-utlandet/statistikk/direkteinvesteringer/artikler/fortsatt-vekst-i-direkteinvesteringene?utm_source=chatgpt.com
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4.3 Use of Treaty Country Entities by 
Non-Treaty Country Residents
Local tax authorities in Norway challenge treaty 
shopping, where entities in treaty countries are 
used by residents of non-treaty countries to 
reduce taxes. Norway addresses this through 
various measures, including the principal pur-
pose test (PPT) in many modern tax treaties, 
which denies benefits if the arrangement’s pri-
mary purpose is tax advantage. Some treaties 
also include a limitation on benefits (LOB) clause, 
restricting benefits to entities with genuine eco-
nomic activity in the treaty country, a common 
feature of US treaties.

Norway’s general anti-avoidance rules (GAAR) 
further allow authorities to challenge artificial 
structures created primarily for tax advantages.

4.4 Transfer Pricing Issues
Inbound investors operating through local corpo-
rations in Norway face transfer pricing challeng-
es. Transactions between related parties must 
comply with the arm’s length principle, requiring 
prices and terms to reflect those agreed upon by 
independent parties in an open market. The tax 
authorities can adjust taxable income if transac-
tions deviate from this standard.

Strict documentation requirements, specified in 
the Norwegian Tax Administration Act, enforce 
compliance:

• Section 8-11 requires contemporaneous 
documentation of transfer prices for related-
party transactions, available for audits; and

• Section 8-12 imposes additional taxes and 
sanctions for incomplete or missing docu-
mentation, with significant financial conse-
quences, including discretionary income 
adjustments.

Valuing intangible assets such as trade marks, 
patents and technology remains a complex 
issue, as Norwegian authorities, in line with 
OECD guidelines, scrutinise valuations across 
jurisdictions. Intra-group services must be sup-
ported by evidence of necessity, actual deliv-
ery and market-based pricing. Similarly, loans 
between group companies must reflect market 
interest rates, with adjustments applied for devi-
ations, particularly in cases of thin capitalisation. 
Notably, transfer pricing rules do not apply to 
equity transactions.

4.5 Related-Party Limited Risk 
Distribution Arrangements
Local tax authorities in Norway frequently chal-
lenge limited risk-sharing arrangements with 
related parties due to their potential to shift prof-
its to low-tax jurisdictions. Authorities assess 
whether these arrangements reflect genuine 
economic substance by evaluating risk alloca-
tion, functional contributions and compliance 
with the arm’s length principle.

Transactions must align with market terms and 
be properly documented. If the local entity 
assumes greater risks or functions than agreed, 
adjustments may be made for tax purposes. 
Contributions to intangibles or market value may 
also increase local profit allocation. Authorities 
can disregard profit-shifting arrangements or 
adjust profit margins to industry benchmarks.

4.6 Comparing Local Transfer Pricing 
Rules and/or Enforcement and OECD 
Standards
Norwegian transfer pricing rules align closely 
with OECD guidelines.

However, Norwegian tax authorities impose strict 
documentation requirements, often demanding 
more detailed records than some other OECD 
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countries. Inadequate documentation can result 
in fees, discretionary adjustments or additional 
taxes.

The general anti-avoidance rule allows the tax 
authorities to reclassify transactions designed 
primarily for tax benefits, reflecting Norway’s 
stringent application of OECD base erosion and 
profit shifting (BEPS) measures. Additionally, 
Norwegian authorities closely scrutinise the allo-
cation of profits from intangible assets, ensuring 
they align with the enterprise’s substance and 
risk distribution.

While the Ministry of Finance is permitted to 
issue rules that deviate from OECD guidelines, 
this provision is rarely exercised, as noted in 
preparatory statements (Ot prp nr 62, 2006–07).

4.7 International Transfer Pricing 
Disputes
The introduction of country-by-country report-
ing has given the tax authorities access to more 
detailed information on the activities of multina-
tional enterprises. In recent years, the Norwe-
gian tax authorities have increased their focus 
on transfer pricing, especially after the Office of 
the Auditor General’s report revealed a lack of 
control in this area.

There are no official statistics on the incidence 
of mutual agreement procedures (MAP) in Nor-
way. With an increased focus on transfer pric-
ing and more controls, it is likely that the num-
ber of MAP cases will increase. However, it is 
important to note that the MAP process can be 
time-consuming, and taxpayers should therefore 
consider alternative dispute resolution mecha-
nisms where appropriate. The Swedish Supreme 
Court recently ruled on a case and ordered the 
local tax authorities to allow a Swedish group 
company to make an appropriate adjustment as 

a result of increased taxable income abroad. As 
ordinary court proceedings are usually shorter 
than MAP proceedings, this may lead to a reduc-
tion in the use of MAP in the future.

5. Key Features of Taxation of Non-
Local Corporations

5.1 Compensating Adjustments When 
Transfer Pricing Claims Are Settled
In Norway, compensating adjustments are per-
mitted to align related-party transactions with 
the arm’s length principle.

Such adjustments may involve both tax and 
customs authorities. If an adjustment affects the 
customs value of imported goods, it must be 
post-declared. Similarly, changes impacting tax-
able income must be reflected in the company’s 
tax return, ensuring compliance with independ-
ent pricing standards.

Adequate transfer pricing documentation is 
crucial to justify these adjustments. Missing or 
insufficient documentation can lead to additional 
taxes and other penalties.

In cross-border disputes, MAP can resolve disa-
greements between tax authorities, preventing 
double taxation and ensuring consistent appli-
cation of the arm’s length principle.

5.2	 Taxation	Differences	Between	Local	
Branches and Local Subsidiaries of Non-
Local Corporations
Local branches (Norwegian branches of a for-
eign company; NUF) and subsidiaries of foreign 
companies are taxed differently in Norway.
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Branches (NUF)
A branch is not a separate legal entity, but an 
extension of the parent company. It is only liable 
to tax in Norway on income earned in Norway. 
Branches are subject to ordinary corporate tax 
of 22%. As the branch is considered a part of 
the international headquarters, distributions are 
generally not subject to withholding taxes.

Subsidiaries
A subsidiary is a separate legal entity regis-
tered in Norway and is liable to tax on its global 
income. Subsidiaries also pay 22% corporate 
tax. Dividends to foreign owners may be subject 
to withholding tax, at a standard rate of 25%, but 
this can be reduced through tax treaties.

5.3 Capital Gains of Non-Residents
In Norway, capital gains on the sale of shares 
are generally taxable. For individuals or compa-
nies without tax residence in Norway, specific 
rules apply. Non-residents are generally not lia-
ble to pay tax in Norway on gains from the sale 
of shares in Norwegian companies unless the 
shares are linked to a permanent establishment 
in Norway.

Similarly, gains from the sale of shares in a for-
eign holding company that directly owns shares 
in Norwegian companies are also not taxable 
in Norway for non-residents, unless the foreign 
company itself has a permanent establishment 
in Norway.

Norway has entered tax treaties with many coun-
tries to prevent double taxation. These agree-
ments often allocate the right to tax capital gains 
from the sale of shares to the state of the seller’s 
residence, except for gains related to real estate 
or permanent establishments. As a result, the 
provisions of a tax treaty between Norway and 

the investor’s country of residence may eliminate 
or reduce Norwegian tax liability in such cases.

5.4 Change of Control Provisions
Changes in control in Norway can trigger tax or 
duty charges, depending on the type of transac-
tion and ownership structure. Section 9-3 of the 
Norwegian Tax Act imposes tax on gains from 
the sale of shares in Norwegian companies, 
while withholding tax on dividends may apply.

For indirect holdings higher up in an overseas 
group, taxation may apply if the shares are con-
nected to real estate or a permanent establish-
ment in Norway. Additionally, the tax authorities 
may disregard artificial arrangements designed 
to avoid taxation during such transactions.

Tax treaties between Norway and other coun-
tries influence the taxation in these scenarios by 
determining which jurisdiction is entitled to tax 
capital gains, particularly when they involve real 
estate or business establishments.

5.5 Formulas Used to Determine Income 
of	Foreign-Owned	Local	Affiliates
A change in control can trigger tax liability, espe-
cially when selling shares in a Norwegian com-
pany. Gains on the sale of shares in a foreign 
holding company that owns shares in Norwegian 
companies may trigger taxation in Norway if the 
shares are linked to a permanent establishment 
or real property in Norway.

When selling indirect ownership interests in a 
foreign group, even when the ownership is high-
er up in the group, tax liability may still arise if the 
shares are linked to real property or a permanent 
establishment in Norway. Tax treaties between 
Norway and other countries may affect the 
taxation of such sales and may in some cases 
reduce or eliminate the tax liability. It is therefore 
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important to consider the specific provisions of 
relevant tax treaties.

In cases where the transaction is considered 
artificial to avoid tax, the general anti-avoidance 
rule can be invoked to nullify the transaction and 
impose taxation, even in cases involving the 
transfer of indirect ownership interests.

5.6 Deductions for Payments by Local 
Affiliates
In Norway, payments from local companies for 
management and administration costs incurred 
by a foreign company in the same group may be 
deductible, provided that the cost is under arms 
length’s terms.

In addition, documentation demonstrating that 
the payments are necessary to generate taxable 
income is required. Tax treaties can also affect 
the right to deduct, especially in international 
transactions.

This means that payments to be deductible must 
follow the arm’s length principle and be docu-
mented as necessary for income service.

5.7 Constraints on Related-Party 
Borrowing
In the Norwegian context, specific limitations 
are imposed on loans between related parties, 
particularly with regard to interest deductions. 
Interest expenses on loans from related parties 
may be deductible, contingent upon the fulfil-
ment of certain criteria.

In 2019, novel interest limitation rules were intro-
duced, affecting both intra-group and external 
loans. In instances where net interest expens-
es in the Norwegian part of the group exceed 
NOK25 million in total, the deduction for interest 
expenses is limited to 25% of the company’s 

taxable EBITDA. To safeguard ordinary loans, a 
balance sheet-based exemption rule has been 
implemented. This rule stipulates that interest 
deduction is not applicable if either the compa-
ny’s equity or the equity in the Norwegian part of 
the group is greater than or approximately equal 
to the group’s equity.

Additionally, loans from a company to a personal 
shareholder will in most cases be regarded as 
a taxable dividend. However, according to the 
Companies Act and the Accounting Act, this is 
considered a loan.

6. Key Features of Taxation 
of Foreign Income of Local 
Corporations
6.1 Foreign Income of Local 
Corporations
In Norway, foreign income earned by local com-
panies is generally subject to corporate taxa-
tion under Section 2-2 of the Norwegian Tax Act. 
However, certain types of foreign income, such 
as dividends and gains from the sale of shares in 
EEA-domiciled subsidiaries, may qualify for tax 
exemption under the exemption method in Sec-
tion 2-38, provided the subsidiaries are genuine 
enterprises meeting specific criteria.

When tax is paid abroad, Norwegian compa-
nies can claim a credit deduction under Section 
6-40, limited to the Norwegian corporate tax rate 
of 22%. To prevent tax avoidance, the general 
anti-avoidance rule enables the tax authorities to 
deny benefits from artificial structures designed 
to avoid Norwegian taxation.

Tax treaties also play a critical role, reducing 
or eliminating withholding tax on dividends, as 
governed by Section 10-13. For companies con-
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trolling foreign entities in low-tax jurisdictions, 
Section 10-60 introduces controlled foreign cor-
poration (CFC) rules to ensure such income is 
taxed in Norway (for a further explanation, see 
6.5 Taxation of Income of Non-Local Subsidiar-
ies Under Controlled Foreign Corporation-Type 
Rules).

6.2 Non-Deductible Local Expenses
When foreign income is exempt from taxation 
in Norway, for example through the exemp-
tion method, certain local costs related to this 
income may be treated as non-deductible. This 
primarily applies to costs that are directly related 
to the exempt foreign income.

Section 6-1 of the Norwegian Tax Act states that 
costs must be necessary for taxable income 
to be deductible. If the costs can be linked to 
exempt foreign income, they will in principle not 
be deductible. General operating expenses that 
are not directly related to exempt income may 
still be deductible.

6.3 Taxation on Dividends From Foreign 
Subsidiaries
Dividends from foreign subsidiaries are taxed in 
Norway according to different rules, depending 
on whether they are covered by the exemption 
method or whether they are subject to withhold-
ing tax.

Pursuant to the participation exemption, divi-
dends from foreign subsidiaries may be exempt 
from taxation in Norway through the exemption 
method, provided that the Norwegian company 
owns at least 10% of the shares in the foreign 
company and that the foreign company is a real 
enterprise with economic activity. This means 
that dividends received from such subsidiaries 
are not taxed in Norway.

If the dividend is not covered by the exemption 
method, it may be subject to withholding tax in 
the country where the subsidiary is domiciled. 
The withholding tax may vary, and tax treaties 
between Norway and the country in question 
may reduce or eliminate the withholding tax on 
dividend.

In addition, Section 6-40 of the Norwegian Tax 
Act allows the company to claim a credit deduc-
tion for the foreign withholding tax paid, which 
can help to avoid double taxation. This deduc-
tion may not exceed the Norwegian corporate 
tax rate, which is 22%.

6.4 Use of Intangibles by Non-Local 
Subsidiaries
When intangible assets developed by Norwegian 
companies are transferred to foreign subsidiar-
ies, this may trigger taxation in Norway depend-
ing on whether a gain arises from the transfer. 
Such taxation also occurs if the Norwegian com-
pany emigrates for tax purposes (exit taxation).

Capital gains taxation is based on the gain real-
ised on the transfer – ie, the difference between 
the tax book value and the market value of the 
asset.

The transfer must also follow the arm’s length 
principle, which requires that the transaction 
takes place at market prices – ie, prices that 
would have been agreed between independent 
parties. It is also necessary to have documenta-
tion showing that the terms of the transfer com-
ply with this principle.

Tax treaties can have an impact, especially when 
intangible assets are transferred to foreign sub-
sidiaries. Such agreements can reduce or elimi-
nate tax on gains, depending on the provisions 
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agreed between Norway and the country in 
question.

6.5 Taxation of Income of Non-Local 
Subsidiaries Under Controlled Foreign 
Corporation-Type Rules
Norwegian companies may be subject to tax on 
the income of their foreign subsidiaries under 
CFC rules, as outlined in Section 10-60 of the 
Norwegian Tax Act. These rules aim to prevent 
tax avoidance by taxing the income of subsidiar-
ies located in low-tax jurisdictions, regardless of 
whether the income is distributed as dividends.

CFC rules are triggered when Norwegian com-
panies control foreign entities operating in juris-
dictions with significantly lower tax rates. In such 
cases, the foreign subsidiary’s income is taxed 
in Norway to ensure it cannot be used to shift 
profits and avoid taxation.

However, these rules do not apply to foreign 
branches of Norwegian companies, which are 
taxed under the general provisions for foreign 
income.

Taxpayers can claim a credit deduction for taxes 
paid abroad to prevent double taxation, provid-
ed they meet the documentation and calculation 
requirements specified in Section 16-20 of the 
Norwegian Tax Act.

6.6 Rules Related to the Substance of 
Non-Local	Affiliates
Norwegian tax regulations include provisions 
that address the substantive requirements 
for foreign subsidiaries. These provisions are 
designed to prevent companies from establish-
ing an apparent presence in low-tax countries 
with no real economic activity, known as “tax 
havens”. A company is considered resident in 
Norway if it is incorporated under Norwegian 

company law, or if it is incorporated abroad and 
has its real management in Norway.

Consequently, a foreign company can be regard-
ed as a Norwegian taxpayer if it has its real 
management in Norway, regardless of its for-
mal registration location. Companies domiciled 
in Norway are generally liable for tax payments 
in Norway. This implies that a foreign company 
that is considered a Norwegian taxpayer due to 
its effective management being in Norway will 
be subject to Norwegian taxation on its global 
income.

6.7 Taxation on Gain on the Sale of 
Shares	in	Non-Local	Affiliates
When a Norwegian (local) company sells shares 
in a foreign subsidiary, the gain from the sale 
may in principle be exempt from taxation in Nor-
way pursuant to the participation exemption if 
the non-local affiliate is genuinely established 
and performs real activities within the EEA, or, if 
it is resident outside the EEA, is not resident of 
a low state jurisdiction and the Norwegian com-
pany owns at least 10% of the shares and the 
votes in the foreign subsidiary, and has done so 
for a minimum of two years prior to the sale.

If the exemption method does not apply, any 
capital gains on the sale is taxed at a rate of 
(currently) 22%.

7. Anti-Avoidance

7.1 Overarching Anti-Avoidance 
Provisions
Norway has implemented several measures to 
prevent tax avoidance and ensure compliance 
with tax regulations.
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• Section 13-2 of the Norwegian Tax Act 
authorises tax authorities to disregard trans-
actions that are artificial or primarily designed 
to achieve tax benefits. This ensures that 
transactions align with the intended purpose 
of the law and are based on genuine eco-
nomic substance.

• Section 8-11 of the Tax Administration Act 
mandates thorough documentation for relat-
ed-party transactions. Insufficient or missing 
documentation may lead to taxable income 
adjustments and penalties, emphasising the 
importance of transparency in intra-group 
dealings.

• Section 10-60 of the Norwegian Tax Act 
establishes CFC rules (for details, see 6.5 
Taxation of Income of Non-Local Subsidiar-
ies Under Controlled Foreign Corporation-
Type Rules).

Norway also participates in the OECD’s BEPS 
initiative and incorporates measures like the PPT 
and LOB in tax treaties to combat tax evasion 
on a global scale.

8. Audit Cycles

8.1 Regular Routine Audit Cycle
The Norwegian Tax Administration has a system 
for routine tax audits, but there is no specific 
statutory interval for such audits. The Norwe-
gian Tax Administration carries out audits based 
on risk assessments and has procedures and 
guidelines for this purpose (Tax Administration 
Act, Ot prp nr 70 (2008–09)). According to the 
preparatory work for the Tax Administration Act 
(Ot prp nr 70 (2008–09)), auditing and control 
must be carried out efficiently and purposefully, 
adapted to the individual taxpayer’s circum-
stances.

Section 9-1 of the Tax Administration Act gives 
the tax authorities the right to audit taxpayers’ 
accounts to ensure the accurate calculation and 
payment of tax and duties. Routine checks are 
allowed, but audits are mostly based on risk 
assessment, with higher-risk companies getting 
priority. Section 8-3 of the Tax Administration 
Act allows the tax authorities to conduct on-site 
audits. The Norwegian Tax Administration can 
visit a company to inspect its documentation, 
transactions and accounts, and verify its adher-
ence to tax regulations. On-site audits are more 
frequent for high-risk companies.

The Norwegian Tax Administration employs risk 
assessment methodologies to identify entities 
or individuals deemed to be at elevated risk of 
misreporting or tax evasion. Consequently, cer-
tain entities are subjected to regular audits, while 
others are assessed as lower risk and conse-
quently audited less frequently.

9. BEPS

9.1 Recommended Changes
To address tax evasion and avoidance, Norway 
has adopted several of the changes recom-
mended in the OECD’s BEPS project, including:

• the general anti-avoidance rule, which pre-
vents the abuse of tax treaties by allowing tax 
authorities to intervene in transactions primar-
ily designed to obtain tax benefits without 
genuine economic activity (BEPS measure 6).

• the CFC tax rules (for Norwegian-controlled 
foreign companies; NOKUS taxation), leading 
to Norwegian income tax on the income of 
foreign companies domiciled in low-tax coun-
tries controlled by Norwegian companies or 
individuals, regardless of distribution (BEPS 
measure 4);



noRWAY  Law aNd PraCTiCE
Contributed by: Bernhard	Getz-Jeffreys,	Ro	Sommernes	Advokatfirma	DA 

675 CHAMBERS.COM

• implementation of the PPT in a number of tax 
treaties through the multilateral instrument 
(MLI), to prevent the abuse of tax treaties in 
tax planning (BEPS measure 6);

• the introduction of country-by-country report-
ing to impose upon multinational companies 
an obligation to report their income in each 
country of operation, to better assess profit 
shifting to low-tax countries (BEPS measure 
13);

• the introduction of increased documentation 
requirements for transactions between related 
parties to avoid artificial pricing for tax avoid-
ance (BEPS measure 13);

• the implementation of the new transfer pricing 
guidelines and withholding tax on royalties, 
to prevent profit shifting via the transfer of 
intangible assets to low-tax countries to avoid 
taxation (BEPS measure 5); and

• rules to limit deductions for interest, to pre-
vent excessive debt financing being used to 
reduce tax (BEPS measure 4).

9.2 Government Attitudes
Norway follows the OECD’s BEPS guidelines 
to combat tax evasion and ensure a fair and 
efficient tax system that prevents multinational 
companies from exploiting legal loopholes.

As an active participant in the BEPS 2.0 initia-
tive, Norway supports both Pillar One, which 
reallocates taxing rights to reflect where com-
panies generate value, particularly in the digital 
economy, and Pillar Two, which establishes a 
15% global minimum tax to curb tax competition 
and secure fair revenue for all nations. Pillar Two 
is already in force in Norway.

Pillar One will require changes to national legisla-
tion and tax treaties. These measures will impact 
multinational companies operating across juris-

dictions, ensuring they contribute fairly to the 
tax base.

To align with these reforms, updates to the Tax 
Administration Act and the Norwegian Tax Act 
will be necessary, reinforcing Norway’s commit-
ment to maintaining a sustainable and equitable 
taxation system.

9.3	 Profile	of	International	Tax
In Norway, international tax has sparked public 
interest, especially after scrutiny of tax evasion 
and profit shifting.

The government is taking a proactive stance on 
OECD’s BEPS measures, aiming for fair taxation. 
This commitment is seen in laws like the cut-
through rule and CFC taxation. The Norwegian 
tax administration has adapted its practices to 
prevent tax avoidance and ensure that multina-
tional companies pay tax in Norway. This adap-
tation is evident in the preparatory work for the 
Tax Administration Act (Ot prp nr 70 (2008–09), 
where international co-operation is emphasised 
as a key instrument for combatting tax evasion.

9.4 Competitive Tax Policy Objective
Norway’s position is to have its tax policy aligned 
with international standards. The nation strives 
to strike a balance between international obliga-
tions and a competitive tax environment.

Norway has adopted a tax policy to attract 
investment and combat tax evasion.

Norway has maintained a 22% corporate tax rate 
and uses tax incentives, like R&D deductions, to 
encourage competitiveness. The corporate tax 
rate is subject to ongoing political discussions, 
and it is anticipated that the tax rate may be 
increased in the upcoming years.
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Norway’s tax structure includes a special tax 
(a rent tax) on income from natural resources, 
including petroleum extraction, power genera-
tion and the fishing and seafood industries. Also, 
Norway imposes a net wealth tax on individuals 
resident in Norway, which is considered to be 
non-competitive and discriminatory against local 
residents.

9.5 Features of the Competitive Tax 
System
One of the most vulnerable aspects of the Nor-
wegian tax system is its tax incentives, which are 
subject to EU state aid scrutiny under the EEA 
agreement. Incentives like R&D tax deductions 
and schemes offering advantages to specific 
industries risk being classified as illegal state 
aid if they distort competition. This has been 
a particular concern in Norway, where interna-
tional companies benefit from such measures. 
To address potential issues, Norway has care-
fully modified its tax incentives to comply with 
EEA regulations and avoid challenges from the 
European Commission.

In addition to state aid rules, the international 
tax framework significantly influences Norway’s 
system. International trends and rules (such as 
the interest deduction limitation rule and coun-
try-by-country reporting) ensure that Norway’s 
tax system aligns with global standards while 
maintaining fairness and transparency.

9.6 Proposals for Dealing With Hybrid 
Instruments
Norway has already implemented several BEPS 
measures to address hybrid instruments.

The interest deduction limitation rule limits the 
possibilities for multinational groups to shift their 
income to countries with lower tax rates through 
artificial financing arrangements in Norway.

The participation exemption does not apply to 
dividends from foreign subsidiaries if such sub-
sidiary may deduct the dividend payment in its 
jurisdiction.

Section 8-11 of the Tax Administration Act 
imposes further documentation requirements 
for transactions with related parties, including 
those involving hybrid instruments, with the aim 
of preventing abuse and ensuring tax compli-
ance. These measures align with BEPS recom-
mendations, and further adjustments may be 
necessary to comply with future guidelines.

9.7 Territorial Tax Regime
Norway does not have a territorial tax system, 
instead using a global tax system where Norwe-
gian companies are liable for tax on all income, 
both domestic and foreign. 

Interest deduction limitations have been intro-
duced to prevent profit shifting via artificial inter-
est payments, in line with BEPS measure 4.

Stricter interest deduction limitations may affect 
multinational companies that use group financ-
ing arrangements, but are unlikely to have much 
effect on investors operating within existing 
structures in Norway.

9.8 Controlled Foreign Corporation 
Proposals
Norway has a global tax system that addresses 
CFCs through Section 10-60 of the Norwegian 
Tax Act.

These regulations tax the income of Norwegian 
owners of foreign companies in low-tax coun-
tries, regardless of distribution. This approach 
aligns with the BEPS CFC proposals, which aim 
to prevent profit shifting. Norway aligns with 
the CFC proposals’ overarching principles, but 
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practical challenges may emerge in distinguish-
ing between companies with genuine economic 
activity and those using artificial tax planning 
structures. This can impede the effective imple-
mentation of the CFC rules.

9.9 Anti-Avoidance Rules
LOB and anti-avoidance rules in double tax trea-
ties (DTC) can have a significant impact on both 
inbound and outbound investments in Norway. 
LOB clauses prevent abuse of tax treaties, for 
example by treaty shopping, and require com-
panies to have real economic activity to enjoy 
tax benefits.

Norway also has GAAR, granting the tax authori-
ties the right to deny tax benefits if transactions 
are artificially structured for tax avoidance. These 
rules apply to both foreign investors seeking tax 
benefits in Norway and Norwegian investors 
using tax treaties in other countries.

9.10 Transfer Pricing Changes
BEPS measures have caused big changes to 
how transfer pricing is done in Norway. More 
strict rules on documents and reports, especially 
those derived from BEPS measure 13’s country-
by-country reporting, led to Section 8-11 of the 
Tax Administration Act. This section requires 
companies to document transfer pricing struc-
tures to ensure adherence to the arm’s length 
principle.

These changes enhance the tax authorities’ 
capacity to verify that transfer prices accurately 
reflect real economic activity.

The taxation of profits from intangible assets 
(IP) has been controversial, and BEPS has 
introduced measures to ensure that profits from 
intangible assets are taxed where they are cre-
ated. Norway has implemented BEPS measures 

that prevent profits from intangible assets being 
transferred to low-tax countries through transfer 
pricing.

9.11 Transparency and Country-by-
Country Reporting
Norway supports country-by-country report-
ing and has implemented the requirements of 
BEPS measure 13 under Section 8-11 of the Tax 
Administration Act, imposing on multinational 
corporations a duty to disclose their financial 
earnings, taxes paid and economic activities on 
a country-by-country basis.

9.12 Taxation of Digital Economy 
Businesses
It is challenging to adapt the tax system to the 
global digital economy. Norway is committed to 
ensuring that digital platforms contribute tax rev-
enues in accordance with their economic activi-
ties. The nation’s future tax policies are to be 
aligned with globally recognised tax regulations 
for the digital economy, which may include digi-
tal services tax (DTS) schemes.

Norway has introduced new reporting obliga-
tions for foreign companies, leading to, for 
instance, the obligation for companies (such as 
AirBnB) to report all transactions in Norway to 
the tax authorities.

Norway has also introduced withholding taxes 
on royalties paid from Norwegian entities to 
related non-Norwegian entities resident in low-
tax jurisdictions.

In addition, the tax authorities are closely moni-
toring the tax and VAT obligations of foreign enti-
ties with sales in Norway.
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9.13 Digital Taxation
Norway endorses international initiatives on the 
taxation of the digital economy, including the 
OECD’s BEPS measure 1.

It supports a DST to ensure that digital platforms 
contribute tax in countries where they gener-
ate revenue, regardless of a physical presence. 
The taxation of companies without a physical 
presence is regulated by Section 2-2 of the 
Norwegian Tax Act and Section 8-11 of the Tax 
Administration Act, which are relevant to digital 
companies. Norway has demonstrated its com-
mitment to global solutions by supporting OECD 
initiatives and aligning with the EU’s digital taxa-
tion initiatives.

9.14	 Taxation	of	Offshore	IP
Norway does not have a set of regulations for 
taxing offshore intangible assets, but the usual 
tax regulations apply to assets used in Norwe-
gian territory.

Income derived from business activities in – or 
managed from – Norway is taxed in Norway, 
and withholding tax on royalties, interests and 
dividends may be imposed. The general anti-
avoidance and transfer pricing rules prevent cir-
cumvention of the existing rules, and both the 
general anti-avoidance rule and LOB/PPT rules 
in the tax treaties prevent the abuse of the trea-
ties, especially by IP owners in tax havens.
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The Norwegian Tax System: Challenges and 
Possible Future Changes in Perspective
The Norwegian tax system is fundamental to 
financing the country’s welfare state, providing 
the financial foundation for universally accessi-
ble healthcare, education and social services. It 
has long supported a model of equitable wealth 
distribution and high living standards.

However, Norway now faces profound eco-
nomic and social challenges, including an aging 
population, rapid technological advances and 
shifting dynamics in the global economy. Nor-
way’s Long-term Perspective Report of 2024 
(Perspektivmeldingen) offers a comprehensive 
assessment of how the tax system must adapt 
to sustain the welfare model. The report empha-
sises the need for proactive reforms to address 
demographic pressures, enhance economic 
sustainability, and transform the economy in 
accordance with a greener and more digital busi-
ness world. This transition may lead to changes 
to the rules of taxation.

Current status of the Norwegian tax system
Norway is recognised for its relatively high tax 
burden, reflecting the country’s commitment to 
a well-funded welfare state. The welfare state 
guarantees free access to healthcare, education 
and extensive social services, ensuring a high 
standard of living and reducing inequality.

The Norwegian tax system is based on several 
key components.

Income taxes and social security contributions
Personal income taxes in Norway are struc-
tured progressively, with tax rates increasing as 
income rises. This ensures that individuals with 
higher earnings contribute a larger share of their 
income, reinforcing the system’s emphasis on 
equity and redistribution.

Employers also play a critical role in funding 
the welfare state through employer contribu-
tions, which are payroll taxes levied on wage 
payments. These contributions are a consider-
able source of state revenue, financing essential 
social welfare programmes such as healthcare, 
pensions and unemployment benefits. Together, 
personal income taxes and employer contribu-
tions form the backbone of Norway’s welfare 
funding.

Corporate income taxes
A flat corporate income tax is levied upon nation-
al and foreign corporations performing business 
activities in Norway. The corporate income tax 
rate is subject to international competition and 
therefore to possible changes. The rate was 
reduced from 27% to 22% between 2015 and 
2019. Simultaneously, the capital gains tax for 
individuals was increased proportionately to 
ensure that the combined taxes of corporate and 
personal capital gains taxes remained intact.

Taxation within the oil and gas industry
Norway’s petroleum tax system is a unique and 
essential part of its framework, targeting oil and 
gas companies operating on the Norwegian con-
tinental shelf. This tax has historically generated 
significant revenue for the state, making oil and 
gas a cornerstone of Norway’s economic devel-
opment.

The petroleum tax rate is significantly higher 
than in many other countries, ensuring that a 
substantial share of the resource wealth is cap-
tured for public benefit. These revenues have 
been crucial in financing Norway’s extensive 
welfare state and in building the Government 
Pension Fund Global, a sovereign wealth fund 
established to safeguard long-term economic 
stability and prosperity for future generations.
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However, as the global energy transition accel-
erates, Norway faces the challenge of reducing 
its dependence on petroleum revenues. This 
requires a dual approach: maintaining petrole-
um taxes to fund the transition in the short term 
while simultaneously achieving greener indus-
try and incentivising investments in renewable 
industries to secure long-term fiscal sustain-
ability.

Resource rent taxes
In recent years, Norway has expanded its use 
of resource rent taxation (grunnrenteskatt) to 
new industries beyond the traditional petroleum 
and hydropower sectors. The government has 
argued that natural resources belong to the 
public and that businesses extracting signifi-
cant economic rent from these resources should 
contribute more to society. This has led to pro-
posals for new resource rent taxes, particularly 
targeting aquaculture and wind power, sparking 
intense debate among industry stakeholders 
and policymakers.

The introduction of a resource rent tax on aqua-
culture in 2023 marked a significant shift. The 
tax, set at 25%, applies to larger fish farming 
operations that utilise public fjords and coastal 
areas. The government justifies the tax by point-
ing to the industry’s substantial profits and its 
reliance on shared natural resources. However, 
the measure has faced strong opposition from 
industry leaders, who argue that it reduces 
investment incentives and threatens Norway’s 
global competitiveness in seafood production. 
Despite these concerns, the tax was implement-
ed, and revenue is now shared between the state 
and local municipalities.

Similarly, the new resource rent tax on onshore 
wind power, which was given effect from 1 
January 2024, has gained traction. Supporters 

argue that wind power developers should pay 
more for access to Norway’s natural resources, 
while opponents warn of reduced investment 
and slower development of renewable energy 
as a result of the appliance of an increased tax 
rate. As Norway continues to balance economic 
growth with fair resource distribution, the expan-
sion of resource rent taxation remains a politi-
cally sensitive and evolving issue. It is, however, 
clear that resource rent taxation is “in the wind”, 
and as we further tap into the world’s resources, 
the need to impose taxes on the use of the lim-
ited resources increases.

Value added tax and duties
A substantial portion of state revenue is derived 
from the value added tax (VAT), a general con-
sumption tax applied to most goods and ser-
vices. However, it is inherently regressive, as it 
affects lower-income groups more heavily than 
higher-income groups. Despite this, its broad 
application ensures a steady revenue stream to 
support public services.

Specific duties further complement the sys-
tem, targeting goods like alcohol, tobacco and 
fuel. While these duties primarily generate rev-
enue, they also support broader policy goals. 
For example, environmental taxes and tolls are 
explicitly designed to reduce emissions and 
encourage sustainable practices. Similarly, taxes 
on alcohol and tobacco can indirectly promote 
public health by discouraging overconsump-
tion. These measures showcase how taxation 
can shape societal behaviour while addressing 
broader challenges like sustainability and health.

Net wealth taxes
Norway further imposes net wealth tax on indi-
viduals who are tax resident in Norway. The net 
wealth tax is progressive. The tax’s objective is 
to reduce inequality and generate tax revenues 
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for the state. It is stated in the State Budget for 
2025 that, in 2024, the net wealth tax generated 
revenues of approximately NOK32 billion, which 
constituted approximately 1.5% of the state’s 
total revenues from direct and indirect taxes, 
customs and duties in the same year. Norway’s 
progressive tax structure fosters equity and 
shared responsibility, ensuring that those with 
greater financial means contribute more.

The net wealth tax has been a significant sub-
ject of political debate in recent years, particu-
larly regarding its impact on business owners 
and capital flight. Unlike many other countries, 
Norway maintains a net wealth tax levied on indi-
viduals with assets above a certain threshold. 
Recent governments have adjusted both the 
tax rate and valuation rules, with an increasing 
focus on taxing high net worth individuals. These 
changes have sparked controversy, particularly 
among business owners who argue that the tax 
disproportionately affects private sector invest-
ment and entrepreneurship.

In 2022 and 2023, the government increased 
the wealth tax rate for the highest brackets and 
adjusted the valuation of certain asset classes, 
including shares in privately held companies. 
This led to concerns about liquidity challenges, 
as business owners must pay the tax based on 
theoretical valuations rather than realised prof-
its. Additionally, stricter rules on asset valuation 
have resulted in a higher effective tax burden on 
business owners, which some claim influences 
business investment opportunities and job crea-
tion. The debate intensified as reports emerged 
of wealthy individuals relocating to countries 
with more favourable tax regimes, such as Swit-
zerland.

The ongoing discussion around wealth taxation 
in Norway reflects broader political and econom-

ic considerations, balancing the need for state 
revenue with the maintenance of a competitive 
business environment. While proponents argue 
that the tax promotes economic fairness and 
funds public welfare, critics warn of negative 
long-term effects on capital formation and eco-
nomic growth. The government has signalled a 
willingness to refine the system, but with wealth 
tax remaining a key political issue, further chang-
es are likely in the coming years.

Challenges that may influence the Norwegian 
tax system
The Norwegian tax system faces several signifi-
cant challenges in the coming years. Norway’s 
Long-term Perspective Report of 2024 outlines 
key factors that may necessitate changes to 
ensure the system’s long-term sustainability and 
its ability to support the welfare state.

An aging population
One of the most extensive challenges facing 
the tax system is the aging population. As the 
number of retirees increases and the working-
age population shrinks, the tax base will con-
tract while public expenditures rise. Pension 
payments and healthcare costs are expected to 
grow significantly, imposing economic pressure 
on the welfare system.

Projections indicate that by 2060, dependency 
ratios will have doubled, putting unprecedented 
strain on public finances. This demographic shift 
means that public spending will need to increase 
to meet the rising demand for healthcare, pen-
sions and other welfare services. However, with 
fewer individuals in the workforce, tax revenues 
are likely to decline.

Potential solutions include raising taxes, adjust-
ing the retirement age or creating incentives for 
greater workforce participation among under-



noRWAY  TrENdS aNd dEvELOPmENTS
Contributed by: Bernhard	Getz-Jeffreys,	Ro	Sommernes	Advokatfirma	DA

683 CHAMBERS.COM

represented groups, such as seniors, women 
and immigrants through a reduction of taxes for 
low-income workers. Immigration policies could 
play a pivotal role in addressing labour shortages 
while sustaining long-term tax revenues. Addi-
tionally, Norway could expand tax credits for 
childcare expenses to encourage dual-income 
households, boosting workforce participation.

Increased globalisation and digitalisation
Globalisation and digitalisation present new com-
plexities for tax collection and enforcement. Many 
multinational companies shift their profits to low-
tax jurisdictions, effectively reducing the taxes 
they pay in countries like Norway. At the same 
time, digitalisation has given rise to new forms of 
income generation, such as freelance work, the 
gig economy and digital platforms, which can be 
challenging to monitor and tax effectively.

Aligning with global tax standards, such as the 
OECD’s Pillar Two minimum corporate tax rate, 
will be crucial for ensuring fairness and transpar-
ency in tax collection. The Perspective Report 
for 2024 emphasises the necessity of modern-
ising Norway’s tax infrastructure to address 
challenges in the digital economy. Implement-
ing AI-based compliance measures will allow 
for real-time monitoring and fraud detection, 
ensuring tax collection remains robust. These 
measures align with global trends and aim to 
enhance transparency while ensuring fairness in 
tax enforcement.

To address tax avoidance and ensure fair taxa-
tion in this evolving landscape, international co-
operation is required. In the Perspective Report 
of 2024, the importance of global agreements 
and updated tax policies to ensure that both 
companies and individuals pay taxes where their 
economic activity occurs is emphasised. Initia-
tives like the OECD’s base erosion and profit 

shifting (BEPS) framework and digital services 
taxes in the EU provide valuable blueprints for 
Norway to strengthen its tax base.

To address these issues, the Ministry of Finance 
mentions that Norway may expand its collabo-
ration under global frameworks such as the 
OECD’s Inclusive Framework and the EU’s digi-
tal services tax initiatives, in addition to imple-
menting digital registries to monitor flexible, spo-
radic jobs and actors’ income. Stricter reporting 
obligations have been introduced in recent years 
to providers of digital services in Norway.

New tax reforms may also focus on shifting the 
tax base towards digital and capital income, 
reflecting broader economic changes driven by 
automation and in order to allow for lower per-
sonal income taxes for low-income workers.

As automation and AI reshape the global econ-
omy, reliance on labour income taxation may 
decline. Norway could explore shifting its tax 
base towards capital gains, digital revenues and 
consumption to reflect these broader economic 
changes and secure fiscal stability in an auto-
mated future. Norway could further invest in digi-
tal tax platforms that simplify compliance, detect 
fraud and adapt to emerging economic trends. 
Such measures would ensure a more robust and 
equitable tax collection system.

Climate challenges and green taxes
Adapting the tax system to align with green poli-
cies is another pressing challenge. Norway has 
already introduced carbon taxes and other envi-
ronmental levies to reduce emissions and encour-
age sustainable practices. However, meeting its 
climate obligations will require further adjustments.

Future reforms may include increasing taxes 
on carbon emissions and other environmentally 
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harmful activities to discourage their use. At the 
same time, mechanisms such as revenue recy-
cling – where proceeds from green taxes are 
redistributed to vulnerable groups – can ensure 
fairness. Tax incentives to promote investments 
in renewable energy, sustainable transporta-
tion and circular economy initiatives will also be 
essential for achieving Norway’s climate goals 
without hindering economic growth.

Expanding beyond carbon taxes, Norway could 
increase its environmental levies on plastics, 
single-use items and industrial waste, aligning 
taxation with global sustainability trends. Invest-
ments in renewable energy infrastructure and 
subsidies for carbon capture and storage (CCS) 
would strengthen Norway’s position as a leader 
in green technology while addressing climate 
adaptation needs.

Successful implementation of these tax reforms 
will depend on public acceptance and trust in the 
system. Transparent communication about the 
purpose and benefits of reforms, particularly those 
involving green taxes or wealth redistribution, will 
be critical. Engaging with businesses, civil society, 
and taxpayers will help ensure that reforms are 
perceived as equitable and necessary.

Potential changes to the tax system
In response to the challenges outlined above, 
significant adaptations to the Norwegian tax 
system may be necessary. In the Perspective 
Report of 2024, the Ministry of Finance high-
lights several potential pathways for reform, 
aiming to ensure that the tax system remains 
effective, equitable and capable of supporting 
Norway’s welfare state in the long term.

Higher taxes to finance the welfare state
One potential solution to address the financial 
strain posed by an aging population is to raise 

taxes. This could involve increasing income tax 
rates for high-income individuals, raising con-
sumption taxes like VAT or introducing new 
taxes on wealth such as a state real property 
tax and inheritance tax. These measures could 
generate additional revenue to maintain public 
services and welfare programmes.

However, raising taxes comes with risks. Over-
burdening individuals or businesses could stifle 
economic growth and competitiveness, par-
ticularly in an increasingly globalised world. 
Any increase in taxation would need to strike a 
careful balance, ensuring fairness without dis-
couraging investment, innovation or workforce 
participation. Policymakers may also consider 
complementary reforms, such as incentivising 
greater workforce participation or moderating 
public spending growth, to alleviate the pres-
sure on the tax system.

Better taxation of the digital economy
The rise of digitalisation and globalisation has 
created significant challenges for traditional tax 
systems, as international companies increasing-
ly operate across borders while minimising their 
tax liabilities. To address this, Norway may need 
to develop new tax rules specifically targeting 
digital businesses and their economic activities 
within the country.

One possible solution could involve implement-
ing digital services taxes, designed to capture 
revenue from global tech companies operating 
in Norway. Additionally, international co-opera-
tion will be essential to prevent tax evasion and 
ensure fair taxation. Collaborating with organi-
sations such as the OECD to establish global 
standards for taxing the digital economy could 
help Norway protect its tax base while fostering 
a level playing field for businesses.
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Green taxation policies
Green taxation will play a central role in reducing 
greenhouse gas emissions and promoting sustain-
able economic growth. Policymakers must ensure 
that these reforms support vulnerable popula-
tions while incentivising renewable technologies. 
Increasing taxes on carbon emissions and other 
environmentally harmful activities can incentivise 
individuals and businesses to adopt greener prac-
tices, contributing to Norway’s climate goals.

In addition to increasing environmental taxes, 
the tax system could be used to support the 
development of green technologies and indus-
tries. For instance, offering tax incentives for 
investments in renewable energy, low-emission 
transportation and circular economy solutions 
may promote sustainable economic growth. 
Such taxes should be adapted to ensure that 
they do not place disproportionate burdens on 
lower-income households and that taxation fair-
ness is maintained across society.

A potential future tax policy for Norway
To remain effective in an increasingly complex 
global landscape, the Norwegian tax system 
needs to evolve to address new challenges while 
at the same time preserving the core principles of 
equality and sustainability. A future-oriented tax 
system must strike a delicate balance: financing 
rising public expenditures while supporting eco-
nomic growth and maintaining Norway’s global 
competitiveness.

Although Norway’s aging population and rising 
demand for welfare services will likely lead to the 
effectivisation of public services and a reduc-
tion in public spending, it will also require adjust-
ments to the tax system. While higher taxes 
could provide the necessary revenue, reforms 
must be carefully designed to avoid stifling eco-
nomic growth. A progressive approach, where 

higher-income earners and wealthier individuals 
contribute more, can uphold equity and equality. 
The Conservatives, however, have flagged that 
the net wealth tax will be reduced or abolished 
if they come to power in the election in 2025. 
This will in the short term reduce the equality 
between the classes of society, but may, in the 
opinion of the Conservatives, increase invest-
ments in Norway and lead to financial growth 
and an increased tax base in the future.

A new tax reform will most likely include a broad-
ening of the Norwegian tax base and higher cor-
porate income taxes. It will also likely include 
a minor tax on Norwegian corporations that 
accrue capital gains from sale of shares and 
similar equities or dividends from such equi-
ties (which are today tax exempt under the par-
ticipation exemption), to avoid owners of such 
investment companies potentially becoming 
“zero-tax payers”. Further, there is the potential 
to increase the taxes of owners of households 
through new taxes on the ownership and/or 
use of such houses to replace or complement 
today’s tax exemption for sale of such houses, 
or potentially a reduction in the deductibility of 
interest on mortgages. However, the introduc-
tion of such rules would be politically damaging 
to the party introducing them, and is thus not 
considered likely.

Norway’s challenge is also to replace the tax 
revenues from the oil and gas industry, which 
in 2024 contributed NOK357 billion to the state 
budget, accounting for approximately 17% of 
the state’s revenues from taxes and duties. To 
ensure tax revenues after the oil and gas age, 
targeted tax incentives for renewable energy, 
sustainable transportation and green technolo-
gies are expected to promote economic growth 
while fostering environmental innovation. 
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Mascareño Vargas – Asesores (MVA) is an ad-
visory firm that stands out for its unique busi-
ness engineering approach, offering compre-
hensive corporate services. The firm provides 
seamless, integrated solutions tailored to its cli-
ents’ diverse needs by combining legal, tax and 
financial expertise. The mission of MVA is to be 
the trusted partner of its clients in Paraguay, 
delivering high-quality advisory services that 
support business growth across multiple juris-
dictions while mitigating risks and identifying 
strategic opportunities. The firm focuses on de-
veloping and expanding its clients’ commercial 

activities by providing strategic corporate law, 
taxation and financial structuring solutions. The 
innovative, customised approaches of MVA are 
designed to meet each client’s needs, ensur-
ing full regulatory compliance and helping them 
achieve their business goals. The firm’s exten-
sive experience across various industries sets 
it apart, allowing it to offer highly relevant and 
strategic advice. MVA guides its clients through 
complex legal and financial landscapes, ensur-
ing successful navigation of regulatory chal-
lenges.
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1. Types of Business Entities, 
Their Residence and Basic Tax 
Treatment
1.1 Corporate Structures and Tax 
Treatment
Businesses in Paraguay predominantly adopt 
a corporate form, as it offers limited liability for 
owners and a general, clear legal framework. 
The most common structures are the Sociedad 
Anónima (SA), the Sociedad de Responsabilidad 
Limitada (SRL) and the more recent Empresa por 
Acciones Simplificada (EAS).

Each entity type requires at least two sharehold-
ers, except the EAS, which permits single share-
holder companies and has a faster incorporation 
process if standard by-laws are used.

In contrast, SRLs and SAs generally require more 
formalities to be met and may be better suited to 
larger or more complex undertakings. The SA is 
the only vehicle that is eligible to list its shares 
on the local stock exchange, while an SRL can 
issue securities (bonds) but not shares. EASs are 
not allowed to list their shares nor issue securi-
ties in the local stock exchange market.

All of these corporate entities are taxed as sepa-
rate legal entities, subject to Paraguay’s corpo-
rate income tax or IRE regime, which is typically 
10% on net profits. A further distribution tax 
applies when profits are paid out to sharehold-
ers, at varying rates depending on whether the 
shareholder is a resident or non-resident and 
whether a double tax treaty is applicable or not. 
Rates range from 5% to 15%.

This structure allows businesses to clearly sep-
arate corporate obligations from those of their 
owners, aligning with international norms on 
corporate taxation.

In addition, unlike SAs and SRLs, EASs may 
pay IRE at a maximum effective rate of 3% of 
their gross income if their gross income does 
not exceed approximately USD250,000 per year. 
This regime is called IRE Simple or Simple.

Finally, the partner of a single-member EAS may 
not be subject to the dividend and profits tax 
or IDU. However, the tax administration has not 
yet approved this interpretation, which informally 
maintains that the IDU must be paid in this case.

At the time of publication, there is no known offi-
cial position or administrative or judicial prec-
edent on whether or not IDU is payable in these 
cases.

1.2 Transparent Entities
Paraguayan law does not commonly provide 
for transparent or “pass-through” entities in 
the same way that some other jurisdictions do. 
While unregistered partnerships (sociedades de 
hecho) and civil partnerships (sociedades sim-
ples) exist, they do not generally benefit from 
limited liability or advantageous tax treatment 
as transparent vehicles. Consequently, they are 
rarely chosen for substantive commercial or 
investment activities.

Under Law No 6380/19, which came into effect 
on 1 January 2020, Paraguay introduced the 
concept of Transparent Legal Entities (Entidades 
Jurídicas Transparentes), which allow certain 
entities, such as trusts, private services-oriented 
joint ventures (consorcios) and investment funds, 
to have income and expenses “passed through” 
directly to their partners or beneficiaries.

While this structure theoretically provides a true 
“pass-through” tax regime, it remains uncom-
mon in practice, as many local entrepreneurs 
and investors are more familiar with standard 
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corporate forms like the SA or the EAS, both of 
which offer established governance frameworks, 
limited liability and relative ease of capital-rais-
ing.

For investment groups such as private equity 
and hedge funds, transparent entities are rarely 
adopted. These sophisticated investors gener-
ally prefer the tried and tested corporate vehicles 
(SAs mainly), citing benefits like robust regula-
tion, potential stock market listing and investor 
familiarity. Although the transparent entity model 
could theoretically appeal to certain niche strat-
egies, most market participants still gravitate 
toward the stability and clarity of traditional cor-
porate forms in Paraguay.

In addition, investment funds have another 
advantage: practically all the profits obtained by 
their participants, whether resident or not, are 
exempt from tax, not because of the transpar-
ency regime, but because of a special exemp-
tion aimed at promoting the use of these invest-
ment instruments and the local stock market, 
since these funds can only place their shares on 
Paraguayan stock exchanges.

1.3 Determining Residence of 
Incorporated Businesses
Under Law No 6380/19, Paraguay generally 
applies an incorporation test for tax residency, 
deeming entities incorporated under its laws as 
tax residents. However, in the context of double 
taxation treaties, the place of effective manage-
ment may determine residency if a tie-breaker 
rule is applied.

Paraguayan tax law treats transparent entities as 
fiscally neutral, attributing income and deduc-
tions directly to their beneficiaries, who are taxed 
based on their own residency and applicable 
regulations. While these entities may be consid-

ered “resident” due to incorporation, taxation 
occurs at the beneficiary level.

Where a double taxation treaty applies, treaty 
provisions prevail and residency determinations 
focus on the beneficiaries rather than the entity. 
Treaties generally recognise that the income of a 
transparent entity is taxable in the jurisdiction of 
its beneficiaries and not the entity itself.

1.4 Tax Rates
Incorporated Businesses
Paraguay applies a 10% IRE to the net profits of 
resident entities, including SAs, SRLs and EASs.

When distributing profits, these corporations 
must also withhold the IDU at 8% for Paraguay-
an-resident shareholders and 15% for non-res-
idents generally.

Under double taxation treaty rules, it is gener-
ally 5% for Spanish residents, although there 
are cases in which it could be 0% and others 
in which it could be 10%. For Chilean residents, 
the dividend withholding tax is 10%.

While this additional levy technically applies to 
distributed profits, the practical effect is that the 
overall effective tax rate ranges from 14.5% for 
Spanish residents, 19% for Chilean residents, 
23.5% for other non-residents and 17.2% for 
residents.

Businesses Owned by Individuals Directly
Businesses owned by a resident individual 
(empresa unipersonal) can settle the IRE under 
the IRE Simple regime. Under this regime, if their 
annual gross income does not exceed approxi-
mately USD250,000, they pay a maximum of 3% 
on their gross income.
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The maximum of 3% is because the IRE Simple 
rule is 10% is paid on the actual profit, which 
is the income for the year minus the deduct-
ible expenses, or on a presumed profit of 30%, 
which the rate of 10% is applied to, whichever 
results in the lowest tax being paid.

Likewise, the owners of these sole proprietor-
ships who pay IRE through the Simple regime 
are not subject to IDU for their business’ divi-
dends.

If the USD250,000 threshold is surpassed, or the 
IRE is assessed under the general regimen, busi-
nesses owned directly by a sole proprietor have 
the same regime as an incorporated business. 
This is a 10% IRE rate on the annual profits and 
IDU at 8% when distributing the profits.

Businesses Owned Through Transparent 
Entities
Under Law No 6380/19, an entity recognised as 
transparent shifts its income and expenses to 
the partners or shareholders, meaning the enti-
ty itself does not pay IRE. Instead, each owner 
pays tax according to their personal tax status.

In contrast, non-residents may be subject to 
15% withholding tax on their portion. However, 
for tax transparent entities (EJT) with non-resi-
dent beneficiaries, such as a trust, a regulation 
forces them to have the EJT pay IRE as if they 
were residents and then IDU, therefore eliminat-
ing tax transparency.

Investment funds’ earnings are generally tax-
exempt, except when the fund is a company 
shareholder. In this case the fund must pay IDU 
at 8% for the receipt of dividends from local 
companies.

2. Key General Features of the Tax 
Regime Applicable to Incorporated 
Businesses
2.1	 Calculation	for	Taxable	Profits
General Approach
In Paraguay, IRE is generally assessed on net 
profits determined by the difference between 
taxable revenues and deductible costs/expens-
es. The starting point is typically the company’s 
accounting records, prepared in line with local 
GAAP or IFRS. Thereafter, specific tax rules 
require add-backs or exclusions to arrive at 
the taxable base. Notably, profits are taxed on 
an accrual basis. Income is recognised when 
earned and expenses when incurred, regardless 
of when cash actually changes hands.

Main Adjustments
Certain items may not be fully deductible or may 
trigger partial limitations. For instance:

• thin capitalisation rule: interest expenses 
(combined with royalties and technical assis-
tance fees paid to related parties) are only 
deductible up to 30% of the company’s net 
taxable income before those expenses;

• transfer pricing: transactions with related par-
ties (especially non-resident affiliates) must 
be at market value (arm’s length). Any inter-
est, service fees, or cost allocations above or 
below that value are adjusted for IRE pur-
poses;

• managerial/director compensation: fees 
paid to directors or shareholders acting as 
management may be capped in deductibility 
(broadly up to 1% of gross revenue, along 
with certain other expenses);

• depreciation and amortisation: must gener-
ally follow statutory lives and methods pre-
scribed by the tax authority rather than purely 
accounting estimates, therefore, generating a 
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difference between IFRS rules and tax rules; 
and

• foreign exchange gains/losses: recognised 
on an accrual basis as taxable income or 
deductible expense in the period they arise.

Paraguay imposes a minimum taxation rule on 
loss relief. While companies may carry forward 
operating losses for up to five fiscal years, the 
utilisation of these losses in any given year is 
capped at 20% of that year’s net taxable income 
(before the losses are offset). Consequently, 
at least 80% of the current year’s net income 
remains taxable, ensuring a minimum tax base 
even when significant losses have been incurred 
in prior periods.

Another relevant point relates to revaluation of 
fixed assets. Under Paraguayan rules, revalua-
tion gains are not taxed immediately. Instead, 
they only become taxable upon actual disposal 
of the asset. This means that any upward adjust-
ment in book value does not trigger a current 
tax liability, as long as the asset remains on the 
company’s balance sheet.

However, once the asset is disposed of, the 
realised gain (calculated as the sale price minus 
depreciated tax cost) is fully included in the tax 
base, ensuring that the increased asset value is 
eventually subject to IRE.

This framework ensures that while the primary 
reference point is the financial statements, Para-
guay’s IRE rules impose specific limitations and 
require detailed support for claimed deductions, 
particularly in related-party settings.

2.2 Special Incentives for Technology 
Investments
Paraguay does not offer a specific patent box 
regime or any specialised R&D tax incentives 

akin to those in other jurisdictions. Consequent-
ly, there is no direct preferential treatment for 
royalties stemming from patents or for in-coun-
try R&D expenditures.

However, as the Tax Law is currently written, the 
assignment of the use of patents, trade marks 
and rights by a Paraguayan entity that takes 
place exclusively abroad is not subject to IRE, 
so it could be understood as a patent box. How-
ever, the Law does not conceive it as such.

Therefore, the transfer of rights, trade marks 
and patents exploited exclusively abroad are 
not subject to IRE. Nonetheless, when the com-
pany pays its shareholders dividends, there will 
be IDU to pay, according to the applicable rate, 
depending on the residence of the partners.

However, general investment incentives (not 
uniquely tech-focused) can apply if a project 
meets the relevant criteria. For instance, under 
Law No 60/90, intangible assets such as tech-
nology or software may be recognised as eligible 
investments, potentially benefiting from import 
tax exemptions or other concessions if approved 
as part of an overall project.

Additionally, Law No 1064/97 (the Maquila 
regime) can offer low effective tax rates for 
industrial processes or tech-enabled manufac-
turing geared toward export, although it is not 
limited to R&D activities. These broader mecha-
nisms may help reduce the tax burden for tech-
oriented companies, but Paraguay does not 
currently have a dedicated scheme specifically 
targeting R&D or patent income.

2.3 Other Special Incentives
Investment Incentives (Law No 60/90)
Under this framework, qualifying investments 
(including capital goods, certain raw materials 
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and financing structures) may obtain partial or 
total exemption from import duties, VAT or IVA 
on locally purchased or imported capital goods, 
and even the IDU if the project meets specific 
thresholds (eg, investment of at least USD13 mil-
lion). The actual benefits granted can vary from 
project to project and are subject to approval by 
a Bi-ministerial Resolution.

Maquila Regime (Law No 1064/97)
Companies authorised under the Maquila pro-
gramme pay a single tax of 1% on the local val-
ue added or the value of their monthly export, 
whichever is higher, provided the output is 
exported. Additionally, dividends paid abroad 
are exempt from the IDU, and there is broad 
relief from national, departmental and munici-
pal taxes for activities within the scope of the 
Maquila contract. While not targeted exclusively 
at technology ventures, it can be valuable for 
tech-enabled manufacturing or service process-
es oriented towards export markets.

Free Trade Zones (Law No 523/95)
Firms established as “users” in a free trade zone 
pay a 0.5% single tax on export revenue and 
are generally exempt from other taxes (includ-
ing the IDU and income taxes) on those export 
operations. Goods or services entering local 
markets from a free trade zone become subject 
to Paraguay’s standard tax regime and the user 
arrangement must be negotiated with the con-
cessionaire who operates the zone.

Financing Structures
Law No 60/90 can exempt interest on foreign 
loans from withholding taxes (Impuesto a la 
Renta de No Residentes) and IVA when the lend-
er is a recognised financial institution and the 
project surpasses specified investment thresh-
olds (USD13 million). This relief can significantly 

reduce overall borrowing costs for large-scale 
investment or infrastructure projects.

Electric Transport Promotion (Law No 
6925/22)
Although not exclusively a tax incentive scheme, 
Law No 6925/22 promotes the adoption of elec-
tric vehicles in both the public and private sec-
tors by offering tax exemptions and streamlined 
import processes.

Specifically, the Law contemplates reduced or 
zero import duties, preferential IVA treatment 
and other potential benefits for manufacturers 
and importers of electric or hybrid vehicles, their 
batteries and key components. These measures 
seek to encourage the development of local 
electromobility infrastructure, such as charging 
stations, and foster cleaner, more sustainable 
transportation.

2.4 Basic Rules on Loss Relief
Carry Forward and No Carry Back
Paraguayan corporate tax legislation allows 
businesses to carry forward losses for up to five 
fiscal years but does not permit any carry back 
of losses to prior periods. In principle, all income, 
ordinary or capital, falls under the same IRE cal-
culation, so operating losses may offset capital 
gains (and vice versa), subject to general rules. 
When claiming losses, taxpayers must maintain 
thorough documentation to substantiate the 
amounts and ensure compliance with specific 
limitations imposed by the tax authority.

80% Minimum Tax Rule
A significant limitation is the so-called mini-
mum taxation rule, which allows losses carried 
forward to offset only 20% of the net taxable 
income in each of the five subsequent years. 
Therefore, at least 80% of the current year’s 
income remains taxable, ensuring some base-
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line level of taxation even when historical losses 
are available. Unused losses beyond the five-
year period or amounts disallowed by the annual 
20% cap generally expire and cannot be claimed 
thereafter.

However, from a civil and commercial point of 
view, a company with accumulated losses can-
not distribute profits or pay dividends until all 
the losses have been covered, either by offset-
ting them against profits, contributions or capital 
reductions.

2.5 Imposed Limits on Deduction of 
Interest
Local corporations in Paraguay are subject to a 
thin capitalisation rule, which limits the deduc-
tion of interest (together with royalties and tech-
nical assistance fees) paid to related parties to 
30% of the entity’s net taxable income before 
those expenses. Any excess is non-deductible 
in that year.

Additionally, for the interest to be deductible, the 
lender must be a taxpayer whether of personal 
income tax, IRE or non-resident income tax.

Transfer pricing rules require interest paid to for-
eign-related parties to be at arm’s length condi-
tions.

For interest payments to non-resident lenders, 
a withholding tax (Impuesto a la Renta de No 
Residentes or INR) applies at the following rates:

• if the lender is a related-party (ie, controlling 
or majority-owned affiliate), the nominal rate 
is 15% of the gross payment (for an effective 
rate of 15%); and

• where the lender is unrelated, the nominal 
rate is 15%, but it is calculated on a pre-

sumptive base of 30% of the gross payment, 
resulting in an effective rate of 4.5%.

If a double taxation treaty is in place, a reduced 
withholding rate may apply, depending on the 
specific treaty provisions.

For third-party (eg, local commercial banks not 
related to the borrower), there is generally no 
numeric debt-to-equity limit beyond ensuring 
the expense is necessary, duly documented and 
incurred to generate taxable income.

2.6 Basic Rules on Consolidated Tax 
Grouping
No Consolidation Permitted
Paraguay does not permit consolidated tax 
grouping. Each legal entity, whether part of a 
broader group or not, must file its own sepa-
rate tax return and compute its liability indepen-
dently. Consequently, losses incurred by one 
company cannot be offset against the profits of 
another group entity.

Utilising Separate Company Losses
Because there is no group relief, businesses 
often rely on corporate reorganisations (eg, 
mergers, absorptions and spin-offs) to consoli-
date operations under a single entity, potentially 
transferring tax liabilities (including losses or 
credits). Although these reorganisations may 
proceed tax-free if certain requirements are met, 
each restructuring must be planned carefully to 
comply with applicable civil and tax rules. Oth-
erwise, losses remain isolated at the individual 
company level.

2.7 Capital Gains Taxation
Capital gains for corporations in Paraguay are 
taxed under the general IRE regime, at a rate of 
10% on net gains. There is no separate capital 
gains tax or special rate, so any profits realised 
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on the sale of shares (or other capital assets) 
merge with ordinary income to form part of the 
taxable base. As a result:

• sale of shares: the net gain is calculated as 
the difference between selling price and tax 
basis (eg, the acquisition cost) and taxed at 
10%;

• no broad exemptions: unlike individuals, who 
may benefit from reduced effective rates 
under specific rules, corporate taxpayers do 
not enjoy any significant exemptions on the 
sale of shares;

• IVA: the sale of shares is exempt from IVA, 
while other assets are generally taxed at 
10%, save for real estate which has a 1.5% 
effective IVA rate; and

• double tax treaties: certain treaties may 
reduce or eliminate Paraguayan tax on capital 
gains, but the relief depends on the terms of 
each specific agreement.

2.8 Other Taxes Payable by an 
Incorporated Business
Apart from IRE and the IDU, Paraguayan-incor-
porated businesses may also encounter the fol-
lowing taxes or charges when executing specific 
transactions.

IVA
Applies at rates of 5% or 10% to most sales of 
goods and provision of services.

Imports of goods are also subject to IVA, usually 
at the standard 10% rate.

Certain agricultural products, animals (including 
poultry), and their primary derivatives qualify for 
a reduced 5% rate.

Excise Tax (Impuesto Selectivo al Consumo 
or ISC)
Levied on certain goods (eg, tobacco, alcoholic 
beverages, fuel and some machinery/equip-
ment) either upon import or at the first local sale 
of locally produced items.

Rates vary but can be as low as 0.5% to 1% on 
some capital goods and as high as 50%.

Municipal Taxes
Municipal Trade Tax (Impuesto a la Patente 
Comercial or IPC) is levied on the value of a 
company’s assets located in each municipality, 
calculated via a fixed amount plus a variable rate 
(ranging from roughly 0.85% to 0.05%).

Construction tax. If the business erects new 
facilities or expands existing ones, some munic-
ipalities impose a one-time levy based on the 
declared construction cost.

Real Estate Tax (Impuesto Inmobiliario). An 
annual 1% tax on the fiscal value of real prop-
erty, payable to the municipality in which the 
property is located.

Municipal real estate transfer tax. When assign-
ing land or real estate, a municipal tax on the 
value of the transaction must be paid. The rate 
is 0.3% of the assigning value if the land is in 
the capital (Asunción) and 0.2% if it is in any 
other part of the country, plus, a judicial fee of 
0.74% of the assignment value must be paid 
when registering the deed of assignment before 
the Public Records.

Customs Duties on Imports
Collected by the customs authority based on the 
declared (ad valorem) value of imported goods, 
plus any relevant internal taxes (like IVA and, 
where applicable, ISC).
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An IRE advance of 0.4% on the customs value 
of imports typically applies as well, creditable 
against the year-end corporate tax liability.

While these taxes may not apply to every trans-
action, they can arise when a business imports 
capital goods, buys or sells real estate or builds 
new facilities. Companies should therefore 
review each contemplated transaction to deter-
mine whether additional taxes or municipal lev-
ies may apply.

2.9 Incorporated Businesses and 
Notable Taxes
Beyond the principal levies already mentioned 
(IRE, IDU, IVA, INR and ISC municipal taxes and 
import duties), there are no additional relevant 
taxes.

Paraguay does not impose a net worth tax or 
stamp duties and there is no financial transac-
tion tax. Additionally, no general export tax exists 
for goods shipped abroad, although exporters 
do face compliance measures such as monthly 
reporting and a mandatory withholding obliga-
tion of up to 70% of the supplier’s IVA included 
in certain transactions.

3. Division of Tax Base Between 
Corporations and Non-Corporate 
Businesses
3.1 Closely Held Local Businesses
In Paraguay, most closely held local business-
es opt for a corporate form, particularly limited 
liability vehicles like the SA, SRL and EAS. Even 
small-scale family enterprises frequently choose 
these vehicles due to their limited liability, rela-
tively straightforward registration processes and 
the ability to accommodate multiple or even sin-
gle shareholders (in the case of the EAS).

Non-corporate forms (eg, sole proprietors) are 
still used, but the trend is to a corporate form, 
as the individual business generally lacks limited 
liability protections.

3.2 Individual Rates and Corporate Rates
In Paraguay, professional services rendered 
by individuals typically fall under the personal 
income tax on personal services (IRP-RSP) sys-
tem, which has a maximum rate of 10%. How-
ever, this system allows wide-ranging deduc-
tions, including personal and family expenses, 
not strictly tied to generating taxable income. 
Consequently, the actual effective rate for many 
professionals can be equal to or even lower than 
the effective 17.2% IRE plus dividends tax rates, 
removing the main incentive to shift income into 
a corporate form.

Because of this alignment in rates, Paraguay 
does not impose specific “personal service cor-
poration” rules aimed at reclassifying individual 
income into corporate earnings. Professionals 
remain free to operate through a corporate form 
if they wish, but there is no inherent tax advan-
tage in doing so. The law has therefore not found 
it necessary to implement special anti-avoidance 
measures in this area.

3.3 Accumulating Earnings for 
Investment Purposes
No Forced Distribution or Accumulated 
Earnings Tax
Paraguay does not impose specific rules pre-
venting closely held corporations from accu-
mulating earnings for reinvestment purposes. 
There is no accumulated earnings tax or simi-
lar mechanism penalising undistributed profits. 
Corporate owners can therefore choose to retain 
income within the company, deferring the IDU 
until such time as they decide to distribute divi-
dends.
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Standard Corporate Formalities
Under commercial law, most businesses must 
allocate a small portion of annual profits to a 
legal reserve (eg, at least 5% of the profits up to 
20% of share capital), but that reserve remains 
within the company and does not equate to a 
forced dividend to shareholders. Beyond this 
mandatory reserve, there is no legal require-
ment for periodic or minimum distributions and 
no special anti-accumulation provisions apply.

3.4 Sales of Shares by Individuals in 
Closely Held Corporations
Dividends
Resident individuals
Dividends from a Paraguayan corporation incur 
the IDU at 8%, withheld at source by the distrib-
uting company.

Non-resident individuals
They are subject to the same IDU but at 15%, 
which is also withheld at source.

A double taxation treaty, if applicable, may 
reduce or eliminate this tax.

Capital Gains (Sale of Shares)
Resident individuals
Gains on share sales fall under the Personal 
Income Tax on Capital Gains (IRP-RGC) cat-
egory at a nominal rate of 8% on the net gain 
(sale price minus acquisition cost). However, if 
cost documentation is incomplete or results in 
a higher taxable gain, the law provides a simpli-
fied option that presumes the gain to be 30% 
of the selling price. This results in an effective 
maximum tax rate of 2.4% (8% of 30%).

Non-resident individuals
Gains are taxed under INR at a nominal rate of 
15%. The basis is calculated as the lesser of:

• the difference between the sale price and the 
nominal value of the shares; or

• 30% of the sale price.

By multiplying that basis by the 15% nominal 
rate, the maximum effective rate typically does 
not exceed 4.5% (15% of 30%). A double taxa-
tion treaty, if applicable, may reduce or eliminate 
this tax.

3.5 Sales of Shares by Individuals in 
Publicly Traded Corporations
Publicly listed companies in Paraguay are sub-
ject to the same IDU rates. Therefore, dividends 
paid to residents are generally subject to an 
8% withholding tax and those paid to non-resi-
dents are subject to a 15% withholding tax. The 
reduced rates may apply under an applicable 
double taxation treaty.

Regarding the sale of publicly traded shares, the 
tax legislation specifically exempts these trans-
actions from capital gains tax if the securities 
are listed and traded through the local stock 
exchange.

Therefore, resident individuals generally do 
not incur personal income tax on capital gains 
derived from selling publicly traded shares if 
those sales meet the conditions of the local 
securities market regulations.

Non-resident individuals are similarly exempt, 
provided the transaction is fully executed via 
the local exchange, although they should con-
firm any additional reporting or documentation 
requirements.
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4. Key Features of Taxation of 
Inbound Investments

4.1 Withholding Taxes
In Paraguay, dividends paid by local corpora-
tions to non-resident shareholders are gener-
ally subject to a 15% IDU withholding tax, while 
resident shareholders are subject to an 8% rate.

Interest paid to non-residents is also subject 
to a withholding tax known as INR. When the 
lender is a related-party, the nominal rate is 15% 
of 100% of the gross payment (an effective rate 
of 15%).

For unrelated lenders an effective rate of 4.5% is 
payable. Royalties, licences or technical assis-
tance fees paid to non-residents normally face a 
15% nominal rate, with the base often presumed 
at 15% of 100% for related parties, leading to a 
15% effective rate.

Relief may arise from a double taxation treaty, 
which can reduce or eliminate these withholding 
tax rates, but in the absence of a treaty, the stat-
utory rates apply. The local tax authority tends 
to be particularly vigilant regarding cross-border 
payments for services and intangibles, ensuring 
that the payer withholds the correct INR and files 
the necessary documentation.

Overlooked or incorrect withholding tax is likely 
to trigger audits, penalties and interest charges.

4.2 Primary Tax Treaty Countries
Paraguay maintains a relatively small network 
of double taxation treaties. Treaties with Chile, 
Taiwan, Qatar, the UAE, and Uruguay are cur-
rently in force, along with a recently enacted and 
significant treaty with Spain, which took effect in 
January 2025.

The three major sources of foreign direct invest-
ment into Paraguay (namely, the US, Brazil and 
the Netherlands) do not appear among these 
jurisdictions. With Spain already ranking among 
the country’s top ten investors, the upcoming 
double taxation treaty is expected to stimu-
late further inflows, both from Spain itself and 
by positioning the country as a hub for capital 
originating in the EU and other global regions.

Uruguay and Chile are large investors too, 
according to official data.

4.3 Use of Treaty Country Entities by 
Non-Treaty Country Residents
Local tax authorities in Paraguay are only start-
ing to scrutinise potential “treaty shopping” 
scenarios and there are few documented prec-
edents.

However, with the recent adoption of an OECD 
Model Convention with Spain (in force from 
January 2025), new anti-abuse rules, such as 
beneficial ownership requirements, have been 
formally introduced. As a result, while enforce-
ment has been light historically, it is expected 
that in the future, the tax authority will examine 
whether treaty-based entities have real eco-
nomic substance and genuine control of the 
income, particularly under treaties with explicit 
anti-abuse provisions more closely.

4.4 Transfer Pricing Issues
The most frequent transfer pricing challenges in 
Paraguay centre on cross-border transactions 
involving loans, fees for technical assistance 
and intangible assets. Although the relevant 
rules adhere to the arm’s length principle, their 
practical application can be challenging for new 
inbound investors, especially those engaging in 
multiple related-party transactions. Additionally, 
once a local corporation exceeds annual gross 
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revenues of approximately ten billion guaraníes 
(about USD1.4 million), it must prepare and sub-
mit a Transfer Pricing Study (Estudio Técnico de 
Precios de Transferencia or ETPT) detailing the 
methods used to confirm that intercompany 
pricing aligns with market conditions.

A common area of scrutiny involves services pro-
vided by non-resident related parties, particu-
larly management, consultancy and intellectual 
property arrangements, where the tax authority 
may question the actual economic substance 
or the valuation of intangible benefits. Likewise, 
interest expenses on related-party financing 
can become contentious if interest rates devi-
ate from prevailing market benchmarks.

While there is no formal advanced pricing agree-
ment (APA) system, the tax authority has indicat-
ed increasing vigilance in auditing these areas, 
suggesting that robust documentation and care-
ful benchmarking are key to minimising disputes, 
although the actual control of the operations is 
yet to be seen in the short to medium term.

4.5 Related-Party Limited Risk 
Distribution Arrangements
Paraguayan transfer pricing rules do not spe-
cifically define limited risk distribution arrange-
ments, but they do require that any related-party 
transactions reflect an arm’s length profit alloca-
tion.

In practice, where a local company acts as 
“limited risk distributor,” the tax authority may 
challenge the arrangement if it suspects that 
the local margin is artificially low. This scrutiny 
typically involves ensuring that the local entity’s 
functional profile matches the reduced risks and 
functions described and that its compensation 
aligns with independent comparable rates in 
similar circumstances.

While aggressive challenges are not yet wide-
spread, if the authority believes that local risks 
and functions are understated or that the local 
entity should retain more profit, it could adjust 
the transfer price upward. Proper documentation 
of functional responsibilities, assets employed 
and actual risks borne by the local distributor is 
therefore crucial to defend such a model.

4.6 Comparing Local Transfer Pricing 
Rules and/or Enforcement and OECD 
Standards
Paraguay’s transfer pricing regime is broadly 
aligned with the OECD arm’s length principle 
but remains less comprehensive in terms of both 
substance and enforcement mechanisms.

The legislation references the standard OECD 
methods (comparable uncontrolled price, resale 
price, cost-plus, transactional net margin and 
profit split), yet it does not explicitly incorporate 
the full suite of OECD guidance.

Additionally, Paraguay does not offer an APA 
system, nor does it have a long-standing track 
record of audits or judicial precedents interpret-
ing complex transactions.

Consequently, while the formal rules point to 
OECD benchmarks, actual enforcement is at an 
early stage and can sometimes yield inconsist-
ent or highly manual review processes when 
local examiners encounter intricate multinational 
structures.

In addition, Paraguay applies a method like the 
“sixth method” for commodity transactions, 
which can extend beyond purely related-party 
dealings. If commodities such as soy or other 
grains are exported to purchasers situated in 
a low-tax or no-tax jurisdiction, the local tax 
authority may require that the prices be bench-
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marked against official commodity exchange 
listings or other internationally recognised indi-
ces at the date of shipment.

While this approach primarily addresses transfer 
pricing concerns among affiliated entities, it can 
also be triggered for sales to non-related parties 
if certain conditions are met, reflecting a broader 
policy to discourage under-invoicing and ensure 
export prices align with arm’s length values.

4.7 International Transfer Pricing 
Disputes
Bearing in mind that Paraguay adopted transfer 
pricing rules effectively from 2021, the local tax 
authorities are gradually setting their focus on 
cross-border transactions, although Paraguay’s 
transfer pricing regime remains comparatively 
new and lightly enforced compared to other 
jurisdictions.

If the authorities obtain fresh data or suspect 
underreporting, they may initiate or reopen 
enquiries for prior years, but formal reassess-
ments remain limited, partly because there is 
still a relatively limited track record of in-depth 
transfer pricing audits.

Mutual agreement procedures (MAPs) have his-
torically been rare in Paraguay, largely due to 
the limited scope of its double taxation treaty 
network. The tax authority has no experience 
of resolving disputes under MAP mechanisms 
and, as a result, they tend to rely on domestic 
administrative or judicial routes when controver-
sies arise. With new treaties (notably with Spain) 
entering into force and the gradual adoption of 
OECD-aligned anti-abuse clauses, the prospect 
of MAPs could become more relevant in the near 
future, although widespread usage or reliance on 
MAPs remains speculative at this stage.

5. Key Features of Taxation of Non-
Local Corporations

5.1 Compensating Adjustments When 
Transfer Pricing Claims Are Settled
There is no formal, automatic mechanism for 
compensating adjustments when a transfer pric-
ing claim is settled in Paraguay (to the best of 
our knowledge, there have been none so far).

Once an adjustment is agreed upon or imposed, 
the revised taxable base for that period is gener-
ally accepted as final.

If it later emerges that an overpayment has 
occurred as a result of the adjustment, any 
refund or credit should be determined on a case‐
by‐case basis through a reassessment or mutual 
agreement with the tax authority.

In other words, while individual cases may 
result in some corrective measures, Paraguay 
does not provide a standardised compensation 
adjustment process for settling transfer pricing 
disputes.

5.2	 Taxation	Differences	Between	Local	
Branches and Local Subsidiaries of Non-
Local Corporations
In Paraguay, local branches of non-local corpo-
rations are taxed in the same way as local sub-
sidiaries. Both are subject to IRE on Paraguay-
sourced income at the same nominal rate and 
the tax calculation, deductions and filing obliga-
tions are applied identically.

While a branch is legally an extension of its for-
eign parent and a subsidiary is a separate legal 
entity there is no distinction between the two for 
tax purposes.
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5.3 Capital Gains of Non-Residents
Non-resident capital gains from selling shares 
in local Paraguayan corporations are subject to 
INR. The taxable base is determined on a pre-
sumptive method, calculated as the lesser of 
either the actual gain (ie, the difference between 
the sale price and the nominal value of the 
shares) or 15% of 30% of the sale price, which 
results in an effective rate that typically does not 
exceed 4.5%.

When it comes to the sale of shares in a non-
local holding company that directly owns stock 
in a local corporation and when the ultimate 
beneficial owner of the holding company is a 
non-resident, the tax treatment becomes more 
nuanced. In these cases, if the holding company 
is incorporated abroad, the gain realised by a 
non-resident may not be considered sourced 
in Paraguay and therefore may not be subject 
to Paraguayan tax. However, the determination 
of the source of the gain is complex and can 
depend on the specifics of the transaction and 
the underlying asset structure, particularly when 
a double taxation treaty applies.

Double taxation treaties may further reduce or 
eliminate the capital gains tax, but these benefits 
generally apply to direct investments and may 
not extend to gains on indirect holdings through 
non-local entities. The actual tax outcome will 
depend on the precise treaty provisions and the 
circumstances surrounding the sale.

5.4 Change of Control Provisions
Paraguay does not include specific change of 
control provisions in its tax regime that trigger 
additional tax or duty charges solely based on a 
change in corporate control.

Disposals of shares by a non-resident of an 
indirect holding company is not subject to Para-
guayan taxes.

However, when an overseas holding company 
disposes of an indirect interest (ie, a holding 
much higher up the group structure) in a local 
corporation, the tax treatment may require a 
closer examination of the transaction’s sub-
stance. In these cases, while no additional tax 
or duty is imposed simply due to the change 
in control, the tax authority may scrutinise the 
arrangement to ensure that the disposal reflects 
a genuine economic transaction and that the tax 
bases have not been artificially reallocated.

5.5 Formulas Used to Determine Income 
of	Foreign-Owned	Local	Affiliates
In Paraguay, there is no standard formula man-
dated by law specifically for determining the 
income of foreign-owned local affiliates. Instead, 
taxable income is computed based on the affili-
ate’s actual financial records, adjusted in line 
with the general tax rules and the arm’s length 
principle.

In practice, the income from sales of goods 
or services is determined on a case-by-case 
basis, with necessary adjustments for transfer 
pricing, thin capitalisation and other relevant 
factors. Although the tax authority may, in cer-
tain instances apply a simplified or safe har-
bour method, particularly where documentation 
is incomplete or for smaller taxpayers, these 
approaches are not broadly established or rou-
tinely used for foreign-owned affiliates.

5.6 Deductions for Payments by Local 
Affiliates
In Paraguay, deductions for payments made by 
local affiliates for management and administra-
tive expenses incurred by a non-local affiliate are 
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allowed when those payments are determined to 
be at arm’s length.

In practice, this means that the expense must 
reflect the price that would have been charged 
by an independent service provider under 
comparable circumstances. The tax authority 
requires that these payments are supported by 
appropriate documentation and comply with 
the transfer pricing rules. If the amount paid is 
deemed excessive relative to market rates, the 
tax authority may adjust or disallow part of the 
deduction.

5.7 Constraints on Related-Party 
Borrowing
Foreign-owned local affiliates borrowing from 
non-local affiliates are subject to the same gen-
eral constraints as other related-party loans.

In practice, the interest expense on these loans 
is limited by the thin capitalisation rules, which 
restrict the deduction to 30% of the affiliate’s net 
taxable income before these expenses.

Additionally, the interest rate on the borrowing 
must be at arm’s length, reflecting prevailing 
market conditions. If the interest rate deviates 
from market benchmarks, the tax authority may 
adjust or disallow the excess deduction.

There are no additional statutory ceilings specific 
to borrowing from non-local affiliates beyond 
these general requirements.

6. Key Features of Taxation 
of Foreign Income of Local 
Corporations
6.1 Foreign Income of Local 
Corporations
Contrary to what most people think say, from 1 
January 2020, foreign income of local corpora-
tions is not automatically exempt from corporate 
tax in Paraguay.

In fact, local corporations are subject to tax on 
their worldwide income, including earnings from 
foreign sources, with some exceptions. Howev-
er, in the past, it was the other way around.

However, Paraguay’s system incorporates a 
credit mechanism to avoid double taxation. 
Essentially, if determined foreign income has 
already been taxed abroad at a rate equal to or 
higher than Paraguay’s 10% corporate tax rate, 
that income is effectively exempt from additional 
Paraguayan tax.

If the foreign tax rate is lower, the corporation 
must pay Paraguayan tax on the difference, with 
the foreign tax paid credited against its domestic 
liability.

This approach ensures that the effective tax rate 
on foreign income does not exceed the local rate 
while addressing any undertaxed foreign earn-
ings.

6.2 Non-Deductible Local Expenses
If foreign income is exempt, expenses incurred 
solely to generate that income are generally not 
deductible for domestic tax purposes.

Only expenses that directly relate to the produc-
tion of taxable local income can be deducted 
in full. For mixed expenses, ie, those that sup-
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port both exempt foreign income and taxable 
domestic income, the taxpayer must apportion 
the costs on a reasonable basis, so that only 
the portion attributable to domestic income is 
deductible.

6.3 Taxation on Dividends From Foreign 
Subsidiaries
Dividends received by local corporations from 
their foreign subsidiaries are generally included 
in the domestic tax base. However, a participa-
tion exemption or foreign tax credit may apply.

In practice, if the dividend income has already 
been taxed abroad at a rate that is at least equal 
to Paraguay’s 10% corporate tax rate, the local 
corporation can either be exempt from addition-
al corporate tax on that dividend or claim a credit 
for the foreign taxes paid. This mechanism is 
designed to avoid double taxation on the same 
income.

When these dividends are later distributed to 
shareholders, they are subject to the IDU at the 
applicable rate. This is typically 8% for residents 
and 15% for non-residents unless a double taxa-
tion treaty provides for a reduced rate.

6.4 Use of Intangibles by Non-Local 
Subsidiaries
Intangibles developed by local corporations and 
subsequently used by non-local subsidiaries are 
not automatically exempt from local corporate 
tax.

These transactions must instead comply with 
Paraguayan transfer pricing rules, meaning that 
any transfer or licensing of intangibles must be 
priced at arm’s length.

Payments made by the non-local subsidiary, 
such as royalties or licence fees, are recognised 

as ordinary income by the local corporation and 
are subject to the IRE, provided that the rights 
are used at least partially in Paraguay.

If the transaction is not properly priced, the tax 
authority may apply transfer pricing adjustments 
and assign a royalty payment to ensure that the 
economic benefit derived from the intangible is 
taxed accordingly.

6.5 Taxation of Income of Non-Local 
Subsidiaries Under Controlled Foreign 
Corporation-Type Rules
Paraguay does not operate a controlled foreign 
corporation regime.

In practice, this means that local corporations 
are not required to include the income of their 
foreign subsidiaries in their domestic tax base 
until that income is repatriated as dividends.

The same principle applies to non-local branch-
es of local corporations. Income earned by a 
foreign branch is generally not subject to Para-
guayan tax until repatriation.

In other words, whether a local corporation oper-
ates its business abroad through a subsidiary or 
a branch, the foreign income remains untaxed 
in Paraguay until it is brought back, and there 
is no separate CFC-type rule that distinguishes 
between these two structures.

6.6 Rules Related to the Substance of 
Non-Local	Affiliates
Paraguay does not have specific statutory pro-
visions that impose explicit substance require-
ments on non-local affiliates.

However, in practice, the tax authority expects 
that all intercompany transactions, including 
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those with non-local affiliates, reflect genuine 
economic activity.

This means that if a non-local affiliate lacks 
sufficient physical presence, personnel or real 
decision-making authority, the tax authority may 
scrutinise the related-party transactions and 
adjust the pricing to ensure that profits are not 
artificially shifted.

Essentially, while there is no formal “substance 
test” codified separately, the principle of eco-
nomic substance is effectively enforced through 
transfer pricing rules and general anti-avoidance 
measures when an applicable double taxation 
treaty includes such provisions. There are oth-
erwise no additional rules.

6.7 Taxation on Gain on the Sale of 
Shares	in	Non-Local	Affiliates
Local corporations that dispose of shares in 
non-local affiliates calculate the taxable gain as 
the difference between the sale price and the tax 
basis (typically the cost of acquisition).

This gain is then included in the taxable income 
of the local corporation and taxed at the IRE tax 
rate of 10%.

There is no separate or preferential rate for these 
gains and the treatment is analogous to that 
applied to other general taxable income.

However, under a double taxation treaty, the 
applicable rules may vary depending on the spe-
cific transaction, such as when the subsidiary’s 
assets include real estate, among other factors.

7. Anti-Avoidance

7.1 Overarching Anti-Avoidance 
Provisions
Paraguay’s tax legislation does not consolidate 
all anti-avoidance measures into a single, stan-
dalone general anti-avoidance rule (GAAR).

Instead, a series of specific provisions, such as 
transfer pricing rules and thin capitalisation lim-
its, collectively function as de facto anti-avoid-
ance measures.

The tax authority has the discretion to recharac-
terise or disregard transactions that appear to 
be artificial or lack genuine economic rationale, 
but there have been very few cases in which this 
provision has been successfully applied.

8. Audit Cycles

8.1 Regular Routine Audit Cycle
In Paraguay, routine corporate tax audits are 
conducted on a risk-based approach rather than 
on a fixed, statutory schedule applicable to all 
taxpayers.

The tax authority reviews a range of corporate 
taxpayers, typically focusing more frequently on 
larger entities, those with complex operations or 
companies with past compliance issues.

The process generally begins with a desk audit 
of submitted returns and supporting documen-
tation and it can escalate to field audits if dis-
crepancies or high-risk transactions are identi-
fied.
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9. BEPS

9.1 Recommended Changes
Paraguay has implemented several measures 
that reflect BEPS recommendations.

For instance, the country has introduced 
detailed transfer pricing rules and documenta-
tion requirements, including the preparation of 
a transfer pricing study once certain revenue 
thresholds are exceeded, and established thin 
capitalisation limits to restrict excessive interest 
deductions on related-party loans.

In addition, anti-abuse provisions and substance 
requirements have been incorporated into the 
framework to ensure that intercompany transac-
tions reflect genuine economic activity.

These changes, incorporated through recent 
legislative reforms such as Law No 6380/19, 
represent significant steps towards aligning the 
tax system with international standards.

However, while these measures address key 
areas of BEPS Action 4 and related recommen-
dations, full alignment with the broader BEPS 
agenda, especially in terms of Pillars One and 
Two, remains a work in progress.

9.2 Government Attitudes
The Paraguayan government has shown a bal-
anced approach toward BEPS measures. On 
the one hand, it is committed to modernising 
its tax system by implementing stronger transfer 
pricing rules, thin capitalisation limits, and other 
measures in line with international standards. 
On the other hand, Paraguay seeks to maintain 
a competitive environment that continues to 
attract foreign investment.

Regarding Pillar One, which deals with reallocat-
ing taxing rights for large, often digital, multina-
tional enterprises, it is unclear whether significant 
changes will directly affect Paraguay due to its 
smaller digital economy and traditional business 
structure. However, any global changes could 
still have an indirect impact if large multinational 
enterprises adjust their business models.

As for Pillar Two, which establishes a global 
minimum tax, Paraguay’s current corporate tax 
rate of 10% is rather low, compared with other 
countries.

If a global minimum tax is enforced, Paraguay 
may need to adjust its tax framework to avoid 
an effective rate that is higher than its statu-
tory rate. Although there is no firm timeline yet, 
these international proposals are expected to 
be incorporated into domestic legislation from 
2026 onward, although, it depends on the politi-
cal agenda of the government.

The most pronounced impact is likely to be seen 
on multinational groups operating in Paraguay, 
particularly in sectors such as digital services, 
multinational enterprises involved in exporting, 
and finance, where profit shifting has been more 
common.

9.3	 Profile	of	International	Tax
International tax issues have not traditionally 
been at the forefront of public debate in Para-
guay, especially compared to larger economies. 
However, interest in global tax matters is gradu-
ally increasing.

In recent years, legislative reforms and alignment 
with international standards have increased 
awareness among policymakers and the busi-
ness community. This growing profile is influenc-
ing the way Paraguay implements BEPS recom-
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mendations, particularly in areas like transfer 
pricing and thin capitalisation.

Although public debate remains relatively muted, 
there is a clear governmental intent to modernise 
the tax system without undermining its competi-
tive low-tax environment.

Consequently, while BEPS measures will likely 
be adopted, their implementation is expected to 
be gradual and pragmatic, carefully balancing 
global compliance with the need to attract and 
retain foreign investment.

9.4 Competitive Tax Policy Objective
Paraguay’s government has long maintained a 
competitive tax policy, exemplified by its low 
statutory corporate tax rate and investor-friendly 
environment. At the same time, the global push 
for BEPS compliance creates pressure to ensure 
that profits are reported accurately and that the 
tax base is not eroded by artificial arrangements.

To balance these priorities, the government is 
expected to implement BEPS recommendations 
gradually, enhancing transfer pricing documen-
tation, reinforcing thin capitalisation rules and 
tightening substance requirements, without sig-
nificantly raising the effective tax rates that have 
historically attracted investment.

This careful calibration may involve the use of 
transitional measures or safe harbours for tax-
payers, allowing firms to adjust to the new com-
pliance standards without suffering abrupt tax 
increases. The government’s objective is to pre-
serve the integrity of the tax system and prevent 
profit shifting, while still upholding the competi-
tive advantages of its regime.

Ultimately, by integrating BEPS measures in 
a pragmatic manner and engaging in ongoing 

dialogue with international bodies and domestic 
stakeholders, Paraguay aims to ensure both a 
fair tax system and an attractive environment for 
foreign and domestic investment.

9.5 Features of the Competitive Tax 
System
Paraguay’s competitive tax system is built on 
a low statutory rate (currently 10%), along with 
preferential regimes such as the IRE Simple 
regime for smaller companies, which can yield 
effective rates as low as 3% and various target-
ed investment incentives. These features are key 
to attracting foreign investment and stimulating 
economic growth. However, they could be more 
vulnerable than other areas of the tax regime if 
they are perceived as overly generous or if they 
lead to significant base erosion. Although Para-
guay is not bound by EU state aid rules, its tax 
incentives are still subject to scrutiny by both 
domestic stakeholders and international inves-
tors to ensure fairness and transparency, as well 
as the controls and constraints that the MER-
COSUR legislation established for its members.

To date, there has been little controversy or legal 
challenge regarding these competitive features, 
with the tax authorities emphasising compli-
ance and proper documentation. Nonetheless, 
as global tax standards evolve, particularly 
under the BEPS agenda and increased inter-
national scrutiny, there may be future pressure 
to recalibrate these incentives to ensure a bal-
anced approach between competitiveness and 
tax base protection.

9.6 Proposals for Dealing With Hybrid 
Instruments
At present, Paraguay does not have comprehen-
sive, standalone legislation specifically targeting 
hybrid instruments.
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However, considering increasing global pressure 
and the ongoing BEPS process, there is growing 
awareness of the potential for hybrid mismatch 
arrangements to facilitate tax avoidance. In our 
view, Paraguay is likely to adopt measures in line 
with international recommendations, such as 
denying deductions for payments under hybrid 
instruments or introducing rules that require a 
robust economic substance analysis, through 
amendments to existing tax laws rather than an 
entirely new regime.

Given Paraguay’s competitive tax framework 
and its commitment to maintaining an attrac-
tive investment environment, any changes are 
expected to be implemented gradually. The 
government will likely focus on high-risk areas, 
particularly those involving complex financing 
structures used by multinational groups. Overall, 
while hybrid instrument rules are not yet a major 
feature of the domestic tax landscape, they will 
probably become more significant in the com-
ing years as Paraguay aligns more closely with 
global BEPS standards.

9.7 Territorial Tax Regime
Paraguay does not have a fully territorial tax 
regime for corporations. Resident companies 
are taxed on their worldwide income, with some 
exceptions, although foreign tax credits help 
mitigate double taxation.

Consequently, there are no interest deductibil-
ity restrictions specifically tailored to a territorial 
system under the current framework.

However, in light of global proposals, particularly 
those emerging from the BEPS process, there 
may be future changes that introduce tighter 
limits on interest deductions.

These measures would aim to curb excessive 
debt financing and prevent profit shifting by 
related parties, potentially raising the effective 
cost of borrowing.

If these proposals are implemented, both 
domestic and foreign investors might need to 
reassess their financing structures, possibly 
shifting towards a greater reliance on equity to 
maintain competitiveness.

9.8 Controlled Foreign Corporation 
Proposals
Paraguay does not currently apply CFC rules, 
and we could say such a regime is not a priority 
given the country’s tax structure. Paraguay is not 
typically a holding jurisdiction for foreign sub-
sidiaries, nor is it a country that faces significant 
profit shifting concerns, given its competitive tax 
rates. As a result, policies targeting CFCs are 
unlikely to be a focus of the tax agenda in the 
near future.

9.9 Anti-Avoidance Rules
Paraguay’s tax framework includes some anti-
avoidance measures and many of its modern 
double tax treaties contain limitation on benefit 
clauses designed to prevent “treaty shopping”.

In practice, these provisions require that taxpay-
ers demonstrate real economic substance and 
that transactions are carried out on an arm’s 
length basis.

For inbound investors, this means that if their 
corporate structures or financing arrangements 
appear to be primarily designed to exploit treaty 
benefits without genuine commercial activity, the 
tax authority may deny those benefits, particu-
larly when applying the latest double taxation 
treaties with Spain, Uruguay, Qatar and the UAE.
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Similarly, outbound investors may also face 
restrictions if their arrangements are seen as 
contrived for tax purposes. Overall, while these 
rules add an extra compliance layer, with proper 
planning and economic substance, their impact 
on legitimate investment activities can be mini-
mised.

9.10 Transfer Pricing Changes
Paraguay’s transfer pricing rules came into 
effect in 2021 following the enactment of the 
2019 legislation. While these regulations incor-
porate many BEPS recommendations, their 
implementation is still in an early phase, with 
both tax authorities and taxpayers undergoing a 
learning process. So far, no significant changes 
have been made to the framework, as the focus 
remains on adaptation and practical application 
rather than immediate revisions.

9.11 Transparency and Country-by-
Country Reporting
While increased transparency, including coun-
try-by-country reporting (CbCR), is a key tool in 
the global fight against profit shifting, Paraguay 
has not yet implemented a CbCR framework. 
Currently, the country only requires a local file, 
which must be submitted alongside a sworn 
statement. This documentation includes certain 
information about the multinational group’s par-
ent entity, but does not yet extend to a full CbCR 
requirement.

At the same time, Paraguay is focused on 
enhancing its transparency standards and 
strengthening its capacity for information 
exchange. However, the adoption of CbCR 
remains a future consideration rather than an 
immediate priority.

9.12 Taxation of Digital Economy 
Businesses
Paraguay has implemented a structured system 
for taxing digital economy businesses, primar-
ily through its IVA framework and INR provi-
sions. This model follows approaches success-
fully implemented in countries like Uruguay and 
Chile, ensuring that digital transactions contrib-
ute appropriately to tax revenues.

Digital services consumed in Paraguay are 
subject to IVA at 10% if certain conditions are 
met, such as indicators like IP address, billing 
address or bank account details confirming 
domestic consumption.

For income taxation, the treatment depends on 
the type of recipient:

• if the foreign service is provided to a local 
corporation, INR withholding tax of 4.5% 
applies on the payment; and

• if the service is provided to individual resi-
dents, the foreign provider must register 
with the tax authority and comply with tax 
obligations. However, this does not require 
incorporation in Paraguay nor create a per-
manent establishment. It is simply a compli-
ance mechanism that involves registering 
and appointing a local representative for tax 
purposes.

While Paraguay’s current framework is effective 
in taxing digital services, the potential impact of 
Pillar One remains uncertain as there have been 
no discussions on its adoption within the country 
so far.

9.13 Digital Taxation
Instead of introducing a separate digital services 
tax, Paraguay has chosen to integrate the taxa-
tion of digital transactions into its existing tax 
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framework. This approach ensures consistency 
with broader tax policies while maintaining an 
attractive investment environment.

Digital services consumed in Paraguay are sub-
ject to IVA, determined by factors such as IP 
address, billing address or bank account details. 
Additionally, non-resident digital service provid-
ers must comply with INR rules.

Paraguay’s strategy prioritises compliance 
through existing tax mechanisms rather than 
introducing a standalone digital tax, a model that 
has been tested in other Latin American juris-
dictions. This approach reflects the country’s 
commitment to maintaining a competitive tax 
system while ensuring that digital transactions 
contribute appropriately to its tax base.

9.14	 Taxation	of	Offshore	IP
Paraguay has not introduced a specific regime 
for taxing offshore intellectual property deployed 
within the country. Instead, income derived from 
offshore IP is treated under the general rules of 
INR.

Under these provisions, payments related to 
offshore IP are subject to withholding tax at 
the standard rates applicable to non-resident 
income.

The nominal withholding rate is typically 15%, 
although in some cases the effective rate may be 
lower if a presumptive base (for example, 15% 
of 30% of the payment) is applied, resulting in 
an effective rate of around 4.5%, if considered, 
for instance, a digital service.

These rules also do not differentiate between IP 
owners based in tax havens and those in coun-
tries with which Paraguay has a double taxation 
treaty.

In cases where a double taxation treaty is in 
force, its provisions may reduce or even elimi-
nate the withholding tax, depending on the spe-
cific terms of the treaty. In the case of the double 
taxation treaty with Spain, the withholding tax is 
capped at 5%.
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Mascareño Vargas – Asesores (MVA) is an ad-
visory firm that stands out for its unique busi-
ness engineering approach, offering compre-
hensive corporate services. The firm provides 
seamless, integrated solutions tailored to its cli-
ents’ diverse needs by combining legal, tax and 
financial expertise. The mission of MVA is to be 
the trusted partner of its clients in Paraguay, 
delivering high-quality advisory services that 
support business growth across multiple juris-
dictions while mitigating risks and identifying 
strategic opportunities. The firm focuses on de-
veloping and expanding its clients’ commercial 

activities by providing strategic corporate law, 
taxation and financial structuring solutions. The 
innovative, customised approaches of MVA are 
designed to meet each client’s needs, ensur-
ing full regulatory compliance and helping them 
achieve their business goals. The firm’s exten-
sive experience across various industries sets 
it apart, allowing it to offer highly relevant and 
strategic advice. MVA guides its clients through 
complex legal and financial landscapes, ensur-
ing successful navigation of regulatory chal-
lenges.
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The Double Taxation Agreement Between 
Paraguay and Spain: A Key Framework for 
Investment Attraction
Introduction
The economic and cultural ties between Para-
guay and Spain have historically been strong, 
with a significant number of Spanish nationals 
actively participating in business and residency 
in Paraguay. Beyond investments, the Spanish 
community has increasingly chosen Paraguay as 
a destination for work, retirement and entrepre-
neurial ventures. Spanish businesses play a piv-
otal role in the country’s economic development, 
while tourism and short-term stays by Spanish 
citizens continue to grow, further strengthening 
bilateral relations.

Given this dynamic relationship, a clear and 
efficient tax framework governing cross-border 
income flows is essential. The double taxation 
agreement between Paraguay and Spain (the 
“CDI ES-PY”) establishes well-defined rules for 
the taxation of income in both jurisdictions, miti-
gating the risks of double taxation and providing 
much-needed legal certainty for both investors 
and individuals. Of particular importance is the 
fact that the treaty addresses potential conflicts 
of dual residence, with the aim of ensuring a 
transparent determination of tax obligations in 
each country.

The CDI ES-PY not only represents a significant 
step forward in tax matters for Paraguay but also 
has the potential to become a strategic way of 
attracting investment. One of the most notable 
aspects of this treaty is its major alignment with 
the Organisation for Economic Co-operation and 
Development (the “OECD”) Model Tax Conven-
tion. This represents an interesting approach by 
Paraguay, which has mixed models incorporat-
ing elements of both OECD and UN tax frame-
works.

The OECD model favours taxation in the coun-
try of residence, as opposed to the UN model, 
which grants more taxing rights to the source 
country where the income is generated. This 
choice could reflect Paraguay’s ambition to cre-
ate a tax environment that is more attractive to 
foreign investors, particularly by offering lower 
withholding tax rates and legal certainty. The 
adoption of these standards introduces higher 
compliance expectations, requiring enhanced 
administrative capacity to effectively apply the 
treaty’s provisions.

This agreement raises important questions about 
the future of existing treaties and the potential 
for revisions or renegotiations, particularly in 
cases where most-favoured-nation clauses may 
be triggered. Could this treaty serve as a bench-
mark for future agreements? For instance, one 
might ask whether it will influence a renegotia-
tion of the CDI with Chile, where a revision of 
conditions is already expected. These are not 
merely rhetorical questions but crucial issues 
that could shape Paraguay’s tax strategy in the 
coming years.

Paraguay’s experience in international 
taxation
It is important to recognise that Paraguay’s 
experience in international taxation is still in 
its early stages compared to other countries in 
the region. The enactment of Law No 6380/19, 
which has been in force since 2020, marked a 
significant step by introducing key international 
tax provisions, including domestic anti-abuse 
rules.

Since then, Paraguay has advanced in imple-
menting tax information exchange mechanisms 
and adopting transfer pricing regulations. Addi-
tionally, it has expanded the corporate income 
tax base by incorporating elements of worldwide 
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taxation, albeit with certain limitations. However, 
the country’s ability to effectively enforce and 
oversee these rules remains uncertain, as its 
fiscal control mechanisms are still being devel-
oped.

This evolving context is particularly relevant 
when considering the implementation of the 
CDI ES-PY. One of the main challenges will be 
adapting the country’s electronic tax administra-
tion system, which currently lacks the capacity 
to efficiently manage differentiated withhold-
ing tax rates. Ensuring a smooth and effective 
application of the treaty will require significant 
adjustments in tax administration and enforce-
ment capabilities.

Another challenge concerns the international 
recognition of Paraguay’s tax residence certifi-
cate. There is ongoing debate about whether its 
current format aligns with international stand-
ards, as the information it provides may not be 
entirely relevant for the application of double 
taxation agreements. This ambiguity could cre-
ate uncertainty for investors seeking to benefit 
from the CDI ES-PY, potentially complicating the 
effective application of reduced withholding tax 
rates.

That said, it is worth acknowledging the notable 
progress made by Paraguay’s Tax Administration 
in recent years, both in terms of technical capac-
ity and human resources. This growth has been 
complemented by its strategic participation in 
international tax forums, both public and private, 
reflecting a clear commitment to strengthening 
its institutional framework. Notably, Paraguay 
has taken an active role in organisations such 
as the Inter-American Centre of Tax Administra-
tions and the International Fiscal Association. In 
fact, the upcoming IFA Latin America Regional 
Congress, to be held in Asunción from 20 to 22 

May 2025, underscores the country’s increas-
ing engagement in global tax discussions. These 
efforts contribute to enhancing Paraguay’s cred-
ibility in the international tax arena and could 
play a key role in addressing existing challenges.

A favourable agreement for investment
The CDI ES-PY is one of the most beneficial 
agreements for investors, establishing clear 
rules to eliminate double taxation and provide 
fiscal stability. Among its most relevant provi-
sions are:

• tax residence: establishes criteria to resolve 
conflicts of residence when an individual is 
considered a resident in both states;

• elimination of double taxation: defines which 
country has the right to tax specific income, 
providing predictability for investors. If 
income is taxable in both jurisdictions, the 
treaty allows taxpayers to claim a credit for 
taxes paid abroad, preventing double taxation 
and fostering a favourable investment envi-
ronment;

• tax rate limitations: reduce tax rates, creating 
an attractive investment environment;

• scope of application: limited to income taxes 
and does not affect wealth taxes or VAT; and

• effective date: applicable from 1 January 
2025.

Business profits
The CDI ES-PY establishes that business profits 
can only be taxed in the country of residence 
unless a permanent establishment (PE) exists 
in the other country. This provides a significant 
incentive for cross-border service provision, as 
it prevents the application of withholding taxes 
at the source. This provision enhances the coun-
try’s competitiveness as a business destination.
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In that context, a Spanish consulting firm provid-
ing advisory services to a Paraguayan company 
would not be subject to withholding tax in Para-
guay unless it maintains a PE in the country. In 
contrast, a company from a jurisdiction without 
a double taxation treaty with Paraguay would 
face full withholding tax rates, making Paraguay-
Spain business ties far more competitive.

Dividends
Paraguay’s dividend taxation framework is par-
ticularly attractive when analysed in the context 
of its general tax rates. Without the CDI ES-PY, 
the dividend and profit tax or IDU imposes a 15% 
withholding tax on payments to non-resident 
shareholders or partners. However, under the 
CDI ES-PY, these rates are significantly reduced. 
In some cases, they are even lower than the 8% 
rate applied to local shareholders or residents:

• Spanish pension funds: IDU withholding tax 
of 0%;

• Spanish companies with more than 50% 
ownership in a Paraguayan company: IDU 
withholding tax of 5%; and

• other cases: maximum IDU withholding tax of 
10%.

As a result, a Spanish company holding a major-
ity stake in a Paraguayan subsidiary will now 
benefit from a reduced withholding tax rate of 
5%, making Paraguay an even more attractive 
destination for foreign direct investment. This 
reduction has a direct impact on cash flow, 
enabling Spanish companies to reinvest more 
capital in the Paraguayan market.

Interest
The taxation of interest payments under the CDI 
ES-PY offers a significantly more favourable 
framework compared to the general regime. 
Without the treaty, Paraguay’s non-resident 

income tax or INR applies withholding tax 
rates ranging from 4.5% to 15%, depending on 
whether the creditor is a related-party. However, 
under the CDI ES-PY, these rates are substan-
tially reduced:

• general maximum INR withholding tax: 5%; 
and

• if the beneficiary is a state entity, pension 
fund or financial institution in Spain: 0% INR 
withholding tax.

For example, consider a Spanish bank that 
grants a loan to a Paraguayan company. Under 
the general regime, the interest payments could 
be subject to an INR of up to 4.5%. However, 
with the CDI ES-PY in place, the withholding tax 
rate would be capped at 0% if the bank qualifies 
as “financial entity” under the treaty. This signifi-
cant reduction enhances financing conditions for 
Paraguayan businesses and strengthens cross-
border financial co-operation.

Royalties
Under the treaty, royalties are subject to a maxi-
mum INR withholding tax of 5%, applicable to 
payments for intellectual property rights, trade 
marks and know-how transfers. Unlike other 
models, such as the UN model adopted by Para-
guay in its treaty with Uruguay. the CDI ES-PY 
does not include service payments within the 
definition of royalties. As a result, only payments 
involving the transfer of specialised knowledge, 
such as secret formulas or proprietary industrial 
or commercial know-how, qualify as royalties 
and are subject to withholding tax.

For comparison, without this CDI ES-PY, the INR 
would apply an effective withholding tax rate of 
15% on royalties paid to non-residents. This 
reduction to 5% is a significant benefit, espe-
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cially for industries relying on technology trans-
fers, brand licensing and technical knowledge.

For example, a Spanish company licensing its 
trade mark for use in Paraguay would have been 
subject to a 15% withholding tax before the CDI 
ES-PY. Now, under the agreement, the tax rate is 
reduced to 5%, significantly lowering the cost of 
brand licensing and encouraging greater foreign 
investment in the country.

Additional income rules to consider
Beyond business profits, dividends, interest and 
royalties, the CDI ES-PY also covers key areas 
such as capital gains, real estate income, pen-
sions, salaries and anti-abuse measures. These 
provisions define how the treaty applies and its 
broader impact as follows:

• real estate income: taxed in the country 
where the property is situated;

• capital gains: taxed in the country where the 
property is located if derived from the sale of 
real estate or shares whose value is primarily 
based on real estate;

• salaries: as a general rule, taxed in the 
country of residence. However, if the work is 
performed in another country and exceeds 
a threshold (typically 183 days), the source 
country also gains taxing rights, among oth-
ers; and

• pensions: generally taxed in the recipient’s 
country of residence, except in special cases.

Anti-abuse provisions
The beneficial ownership and principal purpose 
test (PPT) clauses in the CDI ES-PY introduce 
key anti-abuse measures, although their word-
ing does not fully align with the OECD Model Tax 
Convention. Instead of a limitation on benefits 
(LOB) clause with strict objective criteria, such 
as economic substance tests, ownership and 

control requirements, or a list of qualified enti-
ties, the treaty relies on a more flexible beneficial 
ownership approach, particularly for dividends, 
interest and royalties, among others. Addition-
ally, the CDI ES-PY explicitly preserves each 
country’s right to apply domestic anti-avoidance 
rules, including those related to controlled for-
eign companies (CFCs) and thin capitalisation.

The PPT clause is a broad anti-abuse rule that 
allows tax authorities to deny treaty benefits if 
they determine that the principal purpose of a 
transaction or arrangement was to obtain a tax 
advantage. While this approach provides flex-
ibility, it also introduces uncertainty, as enforce-
ment relies heavily on interpretation. The lack of 
clear precedents in Paraguay makes it difficult 
to predict how tax authorities will assess intent, 
potentially leading to inconsistent application. 
This underscores the importance of robust doc-
umentation for businesses to demonstrate the 
commercial rationale behind their transactions 
and mitigate challenges in enforcement.

The beneficial ownership requirement plays a 
crucial role in determining access to treaty ben-
efits for dividends, interest and royalties. Under 
this provision, only the true economic recipient 
of the income, not an intermediary entity lacking 
economic substance, can claim reduced with-
holding tax rates. This measure aims to prevent 
treaty abuse and ensures that passive income 
streams are not routed through artificial struc-
tures solely for tax advantages.

A major issue surrounding beneficial ownership 
provisions is their impact on investment-holding 
companies. Many multinational corporations use 
intermediary entities in treaty-friendly jurisdic-
tions for efficiency in capital management and 
legal structuring. The beneficial ownership test 
could restrict access to treaty benefits for these 
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entities unless they can prove that their opera-
tions serve a genuine business purpose beyond 
tax planning. This is especially relevant in 
industries where cross-border business models 
depend on optimising tax efficiency while main-
taining compliance with international standards.

As Paraguay further integrates into the global tax 
treaty network, the interpretation and enforce-
ment of these anti-abuse provisions will play a 
crucial role in shaping investor confidence. Since 
there are no precedents on how Paraguayan tax 
authorities will apply the PPT and beneficial own-
ership clauses, businesses and investors face a 
degree of legal uncertainty. Clear guidelines and 
a consistent application of these rules will be key 
to maximising the CDI ES-PY’s benefits while 
aligning Paraguay with evolving international tax 
norms.

Impact on Paraguay’s tax policy future
The CDI ES-PY introduces significant strate-
gic challenges for Paraguay’s international tax 
policy. Its effective implementation will depend 
on the strengthening of tax administration, the 
modernisation of fiscal processes and their 
alignment with international standards.

Currently, Paraguay’s tax administration is pri-
oritising revenue collection through stronger 
measures against informality and smuggling. A 
key step in this strategy is the full integration 
of the newly established National Directorate of 
Tax Revenue (Dirección Nacional de Ingresos 
Tributarios or DNIT), which consolidates the 
functions of both internal taxation and customs. 
This structural reform is expected to enhance 
oversight, improve efficiency and strengthen tax 
enforcement, contributing to a more transparent 
and effective fiscal system.

Additionally, Paraguay has made progress in 
tax information exchange with other jurisdic-
tions, reinforcing compliance with international 
standards. The country is also advancing in 
transfer pricing regulations, crucial in prevent-
ing tax base erosion and profit shifting (BEPS). 
However, despite these advancements, practical 
implementation remains a challenge, and how 
these regulatory improvements will interact with 
the CDI ES-PY is yet to be determined.

Given these ongoing developments, the timeline 
and priority for fully implementing the CDI ES-
PY remain uncertain. Paraguay’s current focus 
appears to be on strengthening domestic tax 
compliance and regulatory frameworks before 
fully integrating treaty benefits into its admin-
istrative processes. However, as these reforms 
progress, the CDI ES-PY could become a key 
instrument in reinforcing Paraguay’s role as a 
regional hub for international investment.

Conclusion
The CDI ES-PY represents a major milestone in 
Paraguay’s ongoing integration into the global 
tax treaty network, reinforcing its position as 
an increasingly attractive destination for invest-
ment. The treaty’s introduction of low and com-
petitive withholding tax rates not only enhances 
Paraguay’s appeal to Spanish investors but 
also strengthens its role as a gateway for global 
capital, leveraging Spain’s extensive network 
of international agreements to facilitate cross-
border economic activity.

Beyond the treaty itself, Paraguay’s macroeco-
nomic stability, low taxation and simple fiscal 
rules continue to solidify its reputation as a strate-
gic investment hub. Despite ongoing challenges 
in formalisation, workforce professionalisation 
and institutional strengthening, the country has 
made steady progress in improving its business 
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environment, financial transparency and regula-
tory frameworks. This is further evidenced by its 
investment-grade credit rating and the strong 
demand for Paraguayan sovereign bonds in inter-
national markets, signalling growing investor con-
fidence in its economic prospects.

As Paraguay expands its global footprint, the 
effective implementation of the CDI ES-PY will 
be crucial in reinforcing its credibility as a mod-

ern, business-friendly jurisdiction. Investors 
and businesses should closely monitor how 
Paraguayan tax authorities apply the treaty to 
ensure compliance and fully leverage its ben-
efits. If properly executed, this agreement will 
not only enhance Paraguay’s competitiveness in 
the international arena but also serve as a foun-
dation for future tax policy developments, further 
positioning the country as a regional leader in 
investment attraction and economic integration.
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SyCip Salazar Hernandez & Gatmaitan has a 
tax department that comprises 16 partners, two 
special counsels and 26 associates; 21 of them 
are lawyers and certified public accountants. 
The department provides the entire range of tax 
services, from advising on and structuring the 
tax aspects of corporate transactions to admin-
istrative and judicial litigation in relation to tax 
refunds and defending clients against assess-
ments for national taxes, local taxes, customs 
duties and safeguard measures. The depart-

ment also assists corporate clients in obtaining 
rulings and in compliance requirements. To a 
great extent, it draws its work from the exten-
sive client base of the firm. The firm’s depth of 
experience in corporate work – including acqui-
sitions and divestments in various industries, 
such as power, telecommunications, natural 
resources, infrastructure, transportation, manu-
facturing and gaming – sets it apart from other 
tax advisers.
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1. Types of Business Entities, 
Their Residence and Basic Tax 
Treatment
1.1 Corporate Structures and Tax 
Treatment
Business organisations in the Philippines are 
generally formed as incorporated entities or 
corporations, although business firms may also 
be organised as partnerships or sole proprietor-
ships.

Corporations
Corporations are either formed under the 
Revised Corporation Code of the Philippines 
(RCC) or created under special law. 

Corporations formed or organised under the 
RCC may be stock or non-stock corporations. 
Stock corporations are those with capital stock 
divided into shares and authorised to distribute 
to the shareholders dividends on the basis of the 
shares held. All other corporations are non-stock 
corporations. Under the RCC, corporations may 
be organised with a sole shareholder (a “one-
person corporation”).

Corporations have the powers provided under 
the RCC, and may exercise such other powers 
as may be essential or necessary to carry out 
the business purposes stated in their articles of 
incorporation. Corporations may exist perpetu-
ally. 

Corporations are taxed as separate legal entities. 
For income tax purposes, entities that are not 
corporations as defined under the RCC – such 
as joint-stock companies, joint accounts, asso-
ciations, insurance companies or partnerships 
– are treated as corporations. However, general 
professional partnerships (GPPs) and joint ven-
tures or consortiums formed for the purpose of 

undertaking construction projects or engaging 
in petroleum, coal, geothermal and other energy 
operations pursuant to an operating or consor-
tium agreement under a service contract with the 
Philippine government are not taxed as separate 
corporations, and the income tax is imposed on 
the partners and/or consortium members.

The corporate income tax rate is 25% while the 
minimum corporate income tax (MCIT) is 2%. A 
lower corporate income tax of 20% is provided 
for: 

• domestic corporations with net taxable 
income not exceeding PHP5 million and with 
total assets not exceeding PHP100 million, 
excluding land on which the corporation’s 
office, plant and equipment are situated 
during the taxable year for which the tax is 
imposed; and 

• domestic corporations and resident foreign 
corporations that are registered business 
enterprises (RBEs) under the enhanced 
deductions regime (EDR) based on taxable 
income derived from their registered activi-
ties.

When corporations declare dividends to their 
shareholders, or profits to their partners in the 
case of partnerships that are considered cor-
porations, these dividends and profits are again 
taxed at the shareholder – or partner – level. 
Individual shareholders and partners are gen-
erally subject to a 10% final tax on dividends. 
Dividends declared by a domestic corporation 
to another domestic corporation or to a resident 
foreign corporation are not subject to income 
tax.

Sole Proprietorships
Sole proprietorships, on the other hand, have 
no separate juridical personality. Proprietors are 
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taxed as individuals, and the income tax rates 
range from 0% to 35%.

1.2 Transparent Entities
The transparent entities commonly used in the 
Philippines – GPPs and unincorporated joint 
ventures or consortiums – are exempt from 
income tax. The income tax is imposed on their 
partners or consortium members.

GPPs are formed by persons for the sole pur-
pose of exercising their common profession, 
while non-taxable unincorporated joint ventures 
or consortiums are those formed for the purpose 
of undertaking construction projects or engaging 
in petroleum, coal, geothermal and other energy 
operations pursuant to an operating or consor-
tium agreement under a service contract with the 
Philippine government.

1.3 Determining Residence of 
Incorporated Businesses
The incorporation test is used in determining the 
residence of incorporated businesses for Philip-
pine taxation purposes.

A corporation organised under Philippine laws 
is a domestic corporation, while a corporation 
organised under the laws of a foreign country is a 
foreign corporation. A foreign corporation doing 
business in the Philippines (for example, through 
a branch) is considered a resident foreign corpo-
ration. A non-resident foreign corporation refers 
to a foreign corporation not engaged in trade or 
business within the Philippines.

For income tax purposes, domestic corporations 
are taxed on their worldwide income; foreign 
corporations are taxed only on their Philippine-
sourced income.

Income tax of domestic and resident foreign cor-
porations is based on their taxable income, or 
gross income less allowable deductions, while 
non-resident foreign corporations are taxed on 
their gross income, without deductions.

The residence of transparent entities is generally 
not material since they are exempt from income 
tax. However, the determination of the residence 
of the individuals or corporations composing 
the transparent entity is relevant, as they are the 
ones directly subject to income tax.

1.4 Tax Rates
Corporations are generally subject to the follow-
ing taxes:

• 25% (or 20%) corporate income tax based on 
taxable income or 2% MCIT based on gross 
income, whichever is higher. The MCIT is 
imposed from the fourth taxable year follow-
ing the year the corporation commenced its 
business operations. The taxpayer may ask 
the Commissioner of Internal Revenue (CIR) 
to suspend the MCIT under certain circum-
stances. Any excess MCIT over the regular 
corporate income tax (RCIT) may be carried 
forward and credited against the RCIT for the 
three immediately succeeding taxable years; 

• 12% value added tax (VAT) or 3% percentage 
tax for non-VAT-registered corporations; and

• local taxes, the rates of which vary depending 
on the type and location of the business.

Transparent entities (ie, GPPs and certain types 
of unincorporated joint ventures or consortiums) 
are exempt from income tax but are generally 
subject to the following taxes:

• 12% VAT or 3% percentage tax for non-VAT-
registered entities; and
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• local taxes, the rates of which vary depending 
on the type and location of the business.

Individuals engaged directly in business or 
through transparent entities are generally sub-
ject to the following taxes:

• 0%–35% graduated income tax. Purely self-
employed individuals and/or professionals 
whose gross sales or gross receipts and other 
non-operating income do not exceed the VAT 
threshold (currently at PHP3 million) have the 
option to avail themselves of an 8% tax on 
gross sales or gross receipts and other non-
operating income in excess of PHP250,000 
in lieu of the graduated income tax rates and 
the 3% percentage tax; 

• 12% VAT or 3% percentage tax for non-VAT-
registered individuals; and

• local taxes, the rates of which vary depending 
on the type and location of the business.

2. Key General Features of the Tax 
Regime Applicable to Incorporated 
Businesses
2.1	 Calculation	for	Taxable	Profits
Taxable income is defined as gross income less 
deductions allowed under the Philippine Tax 
Code or other special laws.

Taxable income is not entirely based on 
accounting profits. Certain items are income for 
accounting purposes but are not taxable under 
the Tax Code. Certain deductions are allowable 
for accounting purposes but not under the Tax 
Code, and vice versa. 

For instance, accounting income should be 
adjusted to exclude from taxable income any 
income that has been subject to final tax, and 

to add back expenses that are not deductible 
under tax laws (eg, provisions for bad debts 
since, under the Tax Code, bad debts must be 
written off to be deductible). 

Taxable income is generally calculated in accord-
ance with the method of accounting regularly 
employed in keeping the books of the taxpayer, 
but if no such method of accounting has been 
so employed, or if such method does not clearly 
reflect the income, the calculation will be made 
in accordance with such method as, in the opin-
ion of the CIR, clearly reflects the income. In the 
Philippines, the accounting method is gener-
ally based on the Philippine Financial Report-
ing Standards (PFRS), but in case of a conflict 
between the PFRS and tax law and regulations, 
the latter shall prevail for purposes of income 
taxation.

2.2 Special Incentives for Technology 
Investments
Income earned by an alien or a foreign corpora-
tion from the use of intellectual property in the 
Philippines is considered as Philippine-sourced 
income and is subject to Philippine income 
tax. Income earned by a resident citizen or a 
domestic corporation from the use of intellectual 
property within or outside the Philippines will be 
subject to Philippine income tax. 

Businesses conducting research and devel-
opment (R&D) activities may be granted fiscal 
incentives such as the income tax holiday (ITH) 
for a certain period. Under the 2020 Investment 
Priorities Plan, which was integrated into the 
2022 Strategic Investment Priority Plan of the 
Philippines, “innovation drivers” such as R&D 
activities have been identified as preferred activi-
ties for investment subject to incentives. Inno-
vation drivers also cover the commercialisation 
of new and emerging technologies, uncommer-
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cialised patents on products and services, and 
products of locally undertaken R&D activities, 
such as agricultural biotechnology tools, pho-
tonics and nanotechnology, and natural health 
products.

A taxpayer may treat R&D expenditures, which 
are paid or incurred during the taxable year in 
connection with the taxpayer’s business as 
ordinary and necessary expenses, as deduct-
ible expenses during the taxable year when they 
were paid or incurred.

However, subject to relevant rules and regula-
tions, the taxpayer may opt to treat as deferred 
expenses R&D expenditures that are:

• paid or incurred by the taxpayer in connection 
with their business;

• not treated as deductible expenses; and
• chargeable to capital account but not charge-

able to property subject to depreciation or 
depletion.

Such deferred expenses shall be amortised over 
a period of not less than 60 months, as may 
be elected by the taxpayer beginning with the 
month in which the taxpayer first realises ben-
efits from such expenditures.

Under the Corporate Recovery and Tax Incen-
tives for Enterprises Act (the “CREATE Law”), 
RBEs under the EDR may avail themselves of 
a 100% additional deduction on R&D expendi-
tures incurred in the taxable year.

2.3 Other Special Incentives
The CREATE Law sets out the fiscal incentives 
for entities engaged in preferred activities and 
registered with the Board of Investments, and 
for business enterprises that are located within 
designated economic zones (“ecozones”) or for-

mer military bases that were converted into eco-
zones or freeport zones. The tax regime under 
the CREATE Law was expanded under Republic 
Act No. 12066 (the “CREATE MORE Law”) to 
make the Philippines more attractive to foreign 
and local investors by providing enhanced tax 
incentives.

Under the CREATE MORE Law, a uniform set 
of incentives may be granted to qualified enter-
prises whose activities are listed in the strategic 
investment priority plan, among other condi-
tions. The fiscal incentives that may be granted 
to qualified registered enterprises under the law 
are: 

• for projects or activities approved by invest-
ment promotion agencies (IPAs), an ITH of 
four to seven years followed by a special 
corporate income tax (SCIT) of 5% on gross 
income earned in lieu of all national and local 
taxes or an EDR for ten years, or SCIT or 
EDR for a maximum period of 14 to 17 years, 
depending on location and industry priorities; 

• for projects or activities approved by the Fis-
cal Incentives Review Board (FIRB), an ITH of 
four to seven years followed by SCIT of 5% 
on gross income earned in lieu of all national 
and local taxes or EDR for 20 years, or SCIT 
or EDR for a maximum period of 24 to 27 
years, depending on location and industry 
priorities;

• duty exemption on the importation of capi-
tal equipment, raw materials, spare parts or 
accessories, including goods used for admin-
istrative purposes, of the registered project or 
activity;

• VAT exemption on importation and VAT zero-
rating on local purchases; and

• RBE Local Tax at the rate of not more than 
2% of an RBE’s gross income earned during 
the ITH and EDR in lieu of all local taxes and 



PHILIPPInes  Law aNd PraCTiCE
Contributed by: Carina Laforteza, Joanna Marie Joson and Kristina Paola Frias, 
SyCip Salazar Hernandez & Gatmaitan 

727 CHAMBERS.COM

local fees and charges imposed by the local 
government unit. 

The RBE may forgo the ITH in exchange for 
availing SCIT or EDR at the commencement of 
its operations.

Additionally, under the CREATE MORE Law, 
RBEs may apply for extension of availment of 
incentives for five or ten years, for the same 
registered project or activity under certain con-
ditions and subject to performance review by 
the IPA or FIRB, as applicable. ITH will not be 
granted to RBEs that applied for extension of 
availment of incentives for the same project or 
activity. 

The FIRB is tasked to grant appropriate tax 
incentives to registered projects or activities 
upon the recommendation of the relevant IPA. 
The grant of tax incentives to registered projects 
or activities with investment capital of PHP15 
billion and below is delegated by FIRB to the 
concerned IPAs to the extent of their approved 
registered project or activity under the strategic 
investment priority plan. The FIRB is authorised 
under the CREATE MORE Law to adjust the 
threshold amount of PHP15 billion. 

The President is also given the power to modify 
the mix, period or manner of availing incentives, 
or to craft the appropriate support package for 
a highly desirable project or specific industrial 
activity, in the interest of national economic 
development or upon recommendation of the 
FIRB, provided that the grant of an ITH shall not 
exceed ten years and, thereafter, an SCIT rate 
of 5% or an EDR may be granted. Alternatively, 
the SCIT or EDR may be immediately granted 
at the start of commercial operations. However, 
the cumulative period of incentive availment for 

incentives granted by the President shall not 
exceed 40 years.

There are other special laws that provide fiscal 
incentives to certain sectors or undertakings 
such as co-operatives and renewable energy 
developers.

2.4 Basic Rules on Loss Relief
The Philippine Tax Code provides that the net 
operating loss (NOL) of an enterprise (ie, the 
excess of allowable deductions over the gross 
income) for any taxable year immediately pre-
ceding the current taxable year, which had not 
been previously offset as deduction from gross 
income, may be carried over as a deduction 
from gross income for the next three consecu-
tive taxable years immediately following the year 
of such loss. However, any net loss incurred in 
a taxable year when the taxpayer was exempt 
from income tax is not allowed as a deduction. 
Additionally, a net operating loss carry-over 
(NOLCO) shall be allowed only if there has been 
no substantial change in the ownership of the 
business in that:

• not less than 75% in the nominal value of 
outstanding issued shares, if the business is 
in the name of a corporation, is held by or on 
behalf of the same persons; or

• not less than 75% of the paid-up capital of 
the corporation, if the business is in the name 
of a corporation, is held by or on behalf of 
the same persons, where such substantial 
change resulted from the taxpayer’s merger, 
consolidation or business combination with 
another person, and not through a sale by a 
shareholder.

Ordinary loss is deductible against ordinary gain 
and capital gain, while capital loss is deductible 
only against capital gain.
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Individual taxpayers sustaining a net capital loss 
in any taxable year are also allowed to deduct 
such loss against capital gain in the succeeding 
taxable year but only in an amount not exceed-
ing net income in the said taxable year.

Under the CREATE MORE Law, RBEs granted 
tax incentives are entitled to an enhanced NOL-
CO, which means that the net operating loss of 
a registered activity during the first three years 
from the start of commercial operations that had 
not been offset as deduction from gross income 
may be carried over as deduction from gross 
income within the next five consecutive taxable 
years immediately following the last year of the 
ITH entitlement period of the project.

2.5 Imposed Limits on Deduction of 
Interest
Interest paid or incurred by a taxpayer within a 
taxable year on indebtedness in connection with 
their business is generally allowed as a deduc-
tion from their gross income, but such allowable 
deduction for interest expense shall be reduced 
by 20% of the interest income of the taxpay-
er subject to final tax. An example of interest 
income subject to final tax is interest income 
from peso bank accounts, which is subject to 
20% final tax. 

No deduction is allowed in respect of interest:

• if, within the taxable year, an individual tax-
payer reporting income on the cash basis 
incurs an indebtedness on which an inter-
est is paid in advance through discount or 
otherwise;

• if both the taxpayer and the person to whom 
the payment has been made or is to be made 
are related parties, as specified under the 
Philippine Tax Code; or

• if the indebtedness is incurred to finance 
petroleum exploration.

The taxpayer may opt to treat interest incurred to 
acquire property used in business as a deduc-
tion or as a capital expenditure.

2.6 Basic Rules on Consolidated Tax 
Grouping
Consolidated tax grouping is not permitted 
under Philippine law. Losses incurred by one 
company in a group may not be utilised by 
another company. 

Nonetheless, when a taxpayer merges, con-
solidates or combines with another person, that 
taxpayer’s NOL may be transferred or assigned 
to the surviving or new corporation or entity if 
the shareholders of the transferor/assignor gain 
control of 75% or more in nominal value of the 
outstanding issued shares or paid-up capital of 
the transferee/assignee (if the surviving entity is 
a corporation) or 75% or more interest in the 
business of the transferee/assignee (if the trans-
feree/assignee is not a corporation).

Additionally, in a merger, the NOLCO shall be 
allowed as a deduction from gross income of 
the surviving entity if the taxpayer that sustained 
and accumulated the NOL is the surviving entity.

2.7 Capital Gains Taxation
Net capital gains realised by domestic corpo-
rations and foreign corporations on the sale or 
exchange of shares in a domestic corporation 
not traded on the Philippine stock exchange are 
subject to a final tax of 15%. 

The sale of shares listed and traded on the 
Philippine stock exchange is subject to a stock 
transaction tax of 0.6% based on the gross sell-



PHILIPPInes  Law aNd PraCTiCE
Contributed by: Carina Laforteza, Joanna Marie Joson and Kristina Paola Frias, 
SyCip Salazar Hernandez & Gatmaitan 

729 CHAMBERS.COM

ing price or gross value in money of the shares 
sold.

If the corporation is a non-resident foreign cor-
poration, it may avail itself of tax treaty relief on 
capital gains derived from the alienation of prop-
erty in the Philippines.

2.8 Other Taxes Payable by an 
Incorporated Business
A corporation that, in the course of trade or busi-
ness, sells, barters, exchanges, leases goods or 
properties, or renders services (including digital 
services consumed in the Philippines), is subject 
to VAT at the rate of 12% on the sale of goods or 
service, barter or exchange. The importation of 
goods is likewise subject to VAT. VAT-registered 
corporations are required to file VAT returns and 
pay VAT within 25 days following the close of 
each taxable quarter.

Depending on the transaction, corporations may 
be subject to documentary stamp tax (DST), 
which is a tax on documents, instruments, loan 
agreements and papers, and upon acceptances, 
assignments, sales and transfers of obligations, 
rights or properties.

Certain goods manufactured or produced (eg, 
distilled spirits, tobacco products, mineral prod-
ucts, petroleum products, sweetened beverag-
es) in the Philippines for domestic sale or con-
sumption or for any other disposition, or that are 
imported, are subject to excise tax. Cosmetic 
surgery services performed in the Philippines 
are also subject to excise tax. Excise taxes are 
imposed in addition to VAT, and VAT is calculated 
on the gross selling price or gross receipt plus 
the excise tax.

2.9 Incorporated Businesses and 
Notable Taxes
Certain income payments are subject to final or 
creditable withholding taxes. Incorporated busi-
nesses (ie, domestic corporations) may be con-
stituted as withholding agents when they make 
payments that are subject to final or creditable 
withholding tax. Under the Ease of Paying Taxes 
Act (“EOPT Law”), the obligation to withhold tax 
arises at the time the income becomes payable.

Passive income that is subject to final withhold-
ing tax (FWT) is no longer included in the cal-
culation of taxable income. The following types 
of passive income earned by incorporated busi-
nesses are subject to the following FWT:

• 20% final tax on interest on currency bank 
deposit and yield or any other monetary ben-
efit from deposit substitutes and from trust 
funds and similar arrangements, and royalties 
derived from Philippine sources; and

• 15% final tax on interest income from a 
depository bank under the expanded foreign 
currency deposit system.

The sale, exchange or disposition of lands and/
or buildings that are not actually used in the 
business of a corporation and are treated as 
capital assets is subject to 6% capital gains tax 
(CGT) based on the gross selling price or fair 
market value of the property, whichever is higher.

The sale of shares of stock in a domestic corpo-
ration that are held as capital assets is subject 
to a separate tax – CGT or stock transaction tax.

Incorporated businesses (ie, employers) are also 
required to pay a 35% fringe benefits tax on the 
grossed-up monetary value of fringe benefits 
furnished or granted to their employees, except 
rank-and-file employees, unless the fringe ben-
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efit is required by the nature of, or necessary 
to, the trade or business of the employer, or the 
fringe benefit is for the convenience or advan-
tage of the employer.

3. Division of Tax Base Between 
Corporations and Non-Corporate 
Businesses
3.1 Closely Held Local Businesses
Following the general way business is done in 
the Philippines, closely held businesses would 
usually operate in corporate form.

Under the RCC,  “close” corporation is one 
whose articles of incorporation provide that: 

• all the corporation’s issued stock of all 
classes, exclusive of treasury shares, is held 
of record by not more than 20 persons; 

• all the issued stock of all classes is subject to 
specified restrictions on transfer; and 

• the corporation is not listed on any stock 
exchange or has not made any public offering 
of its stocks of any class.

The concept of a one-person corporation was 
introduced in the RCC.

3.2 Individual Rates and Corporate Rates
As a rule, corporate practice of a profession is 
not permitted under Philippine law. According to 
the Philippine Supreme Court, this rule hinges 
on the idea that “the ethics of any profession 
are based on individual responsibility, personal 
accountability and independence, which are 
all lost where one verily acts as a mere agent, 
or alter ego, of unlicensed persons or corpora-
tions”.

3.3 Accumulating Earnings for 
Investment Purposes
There is no tax on improperly accumulated tax-
able income, but the RCC prohibits stock cor-
porations from retaining surplus profits in excess 
of 100% of their paid-in capital stock, subject to 
certain exceptions.

3.4 Sales of Shares by Individuals in 
Closely Held Corporations
Cash and property dividends received by citizens 
or resident aliens from their shares in domestic 
corporations (including closely held corpora-
tions) are subject to a final tax of 10%, while 
those received by non-resident aliens engaged 
in trade or business in the Philippines and non-
resident aliens not engaged in trade or business 
in the Philippines are subject to a final tax of 
20% and 25%, respectively. 

Stock dividends are not subject to income tax if 
the number of shares received is in proportion 
to the existing shareholding of the stockholder. 
However, the issuance of shares through the 
declaration of a stock dividend is subject to DST 
at the rate of PHP2 for every PHP200 of the par 
value of the shares sold.

Net capital gains realised by individuals on the 
sale or exchange of shares in domestic cor-
porations (including closely held corporations) 
not traded on the Philippine Stock Exchange 
are subject to a final tax of 15%. The sale of 
shares in domestic corporations outside the 
stock exchange is subject to DST at the rate of 
PHP1.50 for every PHP200 of the par value of 
the shares issued.

3.5 Sales of Shares by Individuals in 
Publicly Traded Corporations
Cash and property dividends received by indi-
viduals (citizens and resident aliens) from their 
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shares in publicly traded corporations are sub-
ject to a final tax of 10%, while those received 
by non-resident aliens engaged in trade or busi-
ness in the Philippines and non-resident aliens 
not engaged in trade or business in the Philip-
pines are subject to a final tax of 20% and 25%, 
respectively. 

Stock dividends declared by publicly traded cor-
porations are likewise not subject to income tax 
if the number of shares received is in proportion 
to the existing shareholding of the stockholder. 
However, the issuance of shares through the 
declaration of a stock dividend is subject to DST 
at the rate of PHP2 for every PHP200 of the par 
value of the shares issued.

The sale of shares listed and traded on the 
Philippine stock exchange is subject to a stock 
transaction tax of 0.6% based on the gross sell-
ing price or gross value in money of the shares 
of stock sold.

4. Key Features of Taxation of 
Inbound Investments

4.1 Withholding Taxes
Interest, dividends and royalties earned by non-
resident aliens not doing business in the Philip-
pines are subject to FWT of 25%.

Interest and royalties earned by non-resident 
foreign corporations are subject to FWT of 25%. 

Interest on foreign loans received by non-resi-
dent foreign corporations is subject to FWT of 
20%. 

Dividends earned by non-resident foreign corpo-
rations are generally subject to FWT of 25%. This 
rate is reduced to 15% if the country of domicile 

of the non-resident foreign corporation allows a 
credit against the tax due from the non-resident 
foreign corporation taxes deemed to have been 
paid in the Philippines equivalent to 10%, which 
represents the difference between the RCIT rate 
of 25% and the 15% tax rate on dividends. This 
is referred to as tax sparing credit.

4.2 Primary Tax Treaty Countries
The Philippines is a party to tax treaties with 
44 countries. There is no public data available 
showing which tax treaty countries are primarily 
used by investors to make investments in Philip-
pine corporate stock or debt.

4.3 Use of Treaty Country Entities by 
Non-Treaty Country Residents
The Bureau of Internal Revenue (BIR) requires 
the submission of documents to ascertain 
whether an entity applying for tax treaty relief 
is entitled to the preferential tax rates under an 
applicable tax treaty. 

Before the payment of the income, the non-res-
ident deriving income from Philippine sources 
(eg, interest, dividends, royalties) must submit a 
prescribed application form for treaty purposes, 
a tax residency certificate duly issued by the 
foreign tax authority, and the relevant provision 
of the applicable tax treaty to the payor of the 
income or the withholding agent in order to avail 
itself of the preferential treaty rates for these 
incomes. The withholding agent may apply the 
preferential tax treaty rates upon submission of 
the required documents by the non-resident, 
subject to the filing of a request for confirma-
tion with the BIR on the propriety of the with-
holding tax rate applied on the income. Failure 
to provide the required documents may result 
in the imposition of withholding tax using the 
regular rates prescribed under the Philippine Tax 
Code. If the regular rate under the Tax Code was 
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applied on the income instead of the preferential 
treaty rates, the non-resident income recipient 
may file a tax treaty relief application and a claim 
for refund with the BIR to prove its entitlement to 
the treaty benefit.

4.4 Transfer Pricing Issues
Based on the BIR’s transfer pricing guidelines, 
intra-firm or interrelated transactions account for 
a substantial portion of the transfer of goods and 
services in the Philippines, but the revenue col-
lection from related-party groups continues to 
decrease. The BIR has attributed this to the fact 
that related companies are more interested in 
their net income as a whole rather than as sep-
arate entities. Accordingly, the transfer pricing 
regulations prescribed the guidelines in deter-
mining the appropriate revenues and taxable 
income of the parties in controlled transactions 
by providing the methods for establishing an 
arm’s length price. The regulations also require 
taxpayers to maintain or keep documents nec-
essary for the taxpayer to prove that efforts were 
exerted to determine the arm’s length price or 
standard in measuring transactions among 
associated enterprises.

To provide a framework and guide for transfer 
pricing examinations by the BIR, the BIR issued 
transfer pricing audit guidelines, which are appli-
cable to controlled transactions between relat-
ed/associated parties where at least one party is 
subject to tax in the Philippines and to transac-
tions between a permanent establishment and 
its head office or other related branches. 

The BIR also issued regulations to ensure that 
proper disclosures of a related-party transac-
tion are made and that these transactions are 
conducted at arm’s length. The BIR amended 
these regulations to streamline the procedure for 
submission of the disclosure form, transfer pric-

ing documentation and other supporting docu-
ments by providing safe harbours and materiality 
thresholds.

4.5 Related-Party Limited Risk 
Distribution Arrangements
The transfer pricing regulations recognise that an 
appraisal of the risk is important in determining 
arm’s length prices or margins. Only those risks 
that are economically significant in determining 
the value of transactions or margins of entities 
will be identified and used in the comparability 
analysis to be conducted in applying the arm’s 
length principle. 

Under the audit guidelines, the BIR must con-
duct a functional, asset and risk analysis to 
determine the nature of the taxpayer’s business. 
Functional analysis is performed to obtain accu-
rate identification on the characteristics of the 
taxpayer’s business as well as its counterparts, 
and, consequently, the level of the risks borne 
and the remuneration or profit (which must be 
proportional to the risks borne) can be predicted. 

However, this firm has not yet seen, and is not 
aware, whether the BIR has already applied 
these audit guidelines and specifically chal-
lenged the use of related-party limited risk dis-
tribution arrangements.

4.6 Comparing Local Transfer Pricing 
Rules and/or Enforcement and OECD 
Standards
While the Philippines was not yet a member of 
the OECD when the BIR issued transfer pric-
ing regulations, the said regulations are largely 
based on the OECD Transfer Pricing Guidelines 
(the “OECD Guidelines”).
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4.7 International Transfer Pricing 
Disputes
International transfer pricing disputes are not 
prevalent in the Philippines. However, the BIR 
has recognised transfer pricing issues in prior 
issuances, and it has recently issued guidelines 
and procedures for requesting mutual agreement 
procedure (MAP) assistance in the Philippines. 
While the typical recourse of a taxpayer affected 
by double taxation or inaccurate application of 
treaty provisions is to file an administrative or 
judicial appeal, with the MAP guidelines, the 
taxpayer is given the option to resolve disputes 
through the MAP process. Resolution of a MAP 
case may take an average of 24 months. The 
time to complete the MAP case will depend on 
the complexity of the issue and the co-operation 
of the taxpayer and competent authorities. 

While specific guidelines have not yet been 
released, the BIR has signified that taxpay-
ers may avail themselves of advance pricing 
arrangements (APAs) to reduce the risk of trans-
fer pricing examination and double taxation. An 
APA may be unilateral, which is an agreement 
between the taxpayer and the BIR, or bilateral 
or multilateral, which is an agreement involving 
the Philippines and one or more of its treaty part-
ners. If a taxpayer does not choose to enter into 
an APA, it may still invoke the Article on MAPs in 
Philippine tax treaties to resolve double taxation 
issues. Given that the MAP regulations are fairly 
new, there is no data yet on MAP cases.

5. Key Features of Taxation of Non-
Local Corporations

5.1 Compensating Adjustments When 
Transfer Pricing Claims Are Settled
The Philippine Tax Code authorises the CIR to 
distribute, apportion or allocate gross income 

or deductions between or among two or more 
organisations, trades or businesses, whether or 
not incorporated and organised in the Philip-
pines, owned or controlled directly or indirectly 
by the same interests, if necessary, in order to 
prevent evasion of taxes or clearly reflect the 
income of any such organisation, trade or busi-
ness.

Thus, transfer pricing adjustments made by the 
BIR are to ensure that taxpayers clearly reflect 
income attributable to controlled transactions 
and to prevent tax evasion in such transactions.

Under the transfer pricing audit guidelines, 
upon finding that the price or rate is not at arm’s 
length, the BIR will propose adjustments by 
imputing the arm’s length margin (eg, the dis-
crepancy between the price or profit of the affili-
ated transactions and the arm’s length price or 
profit). The primary adjustments may also lead 
to secondary adjustments. 

The BIR will discuss its findings with the tax-
payer, and the latter may contest the facts and 
issues identified. Thereafter, the regular tax audit 
process and remedies (eg, protest, administra-
tive and judicial appeal) will be applicable. 

5.2	 Taxation	Differences	Between	Local	
Branches and Local Subsidiaries of Non-
Local Corporations
The term “non-local corporation” used here shall 
refer to a foreign corporation, defined under the 
Philippine Tax Code as a corporation not created 
or organised in the Philippines or under its laws.

Local branches of non-local corporations are 
taxed differently from local subsidiaries of such 
non-local corporations. Local branches of non-
local corporations are subject to income tax only 
on their Philippine-sourced income, while local 
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subsidiaries of non-local corporations are con-
sidered domestic corporations and subject to 
income tax on their worldwide income.

With respect to their taxable income (Philippine-
sourced or worldwide, as applicable), local 
branches and local subsidiaries of non-local 
corporations are subject to the same tax rates: 

• 25% corporate income tax based on taxable 
income; or

• 2% MCIT based on gross income. 

Regional operating headquarters of non-local 
corporations are now subject to RCIT. 

However, the local branch’s remittance of branch 
profits to the foreign head office is subject to 
branch profit remittance tax of 15%, while remit-
tance of dividends by the local subsidiary to the 
foreign head office is subject to FWT of 25%, 
subject to the tax sparing credit and tax treaty.

5.3 Capital Gains of Non-Residents
Net capital gains from the sale of stock in local 
corporations are always subject to Philippine 
income tax, except if there is an applicable tax 
treaty that grants CGT exemption.

Net capital gains of non-resident individuals and 
non-resident foreign corporations arising from 
the sale of stock in local corporations not traded 
on the local stock exchange are subject to CGT 
of 15%. 

The gain from the sale of shares of a non-local 
holding company will be considered income 
from sources outside the Philippines and will not 
be subject to Philippine income tax unless the 
seller is a resident Philippine citizen or a domes-
tic corporation.

Treaties eliminate CGT under certain conditions. 
For instance, there are tax treaties that exempt 
the net capital gains arising from the sale of 
shares in a local corporation from CGT if the 
assets of the local corporation do not consist 
principally of real property.

5.4 Change of Control Provisions
In general, there is no change of control pro-
vision that by itself would trigger tax and duty 
charges unless the change in control arises from 
the disposition of shares in a domestic corpo-
ration. However, change of control may affect 
the deductibility of certain expenses, such as 
NOLCO, which is deductible from gross income 
only if there has been no substantial change in 
the ownership of a business or enterprise.

5.5 Formulas Used to Determine Income 
of	Foreign-Owned	Local	Affiliates
The BIR’s Revenue Audit Memorandum Order 
No. 1-95, which contains the audit guidelines 
and procedures for the proper determination of 
the income tax liability of Philippine branches 
and liaison offices of multinational enterprises 
selling goods or providing services, prescribes a 
formula whereby a portion of the income derived 
from Philippine sources by the foreign entity is 
attributed and taxed to the branch or liaison 
office.

5.6 Deductions for Payments by Local 
Affiliates
There is no specific standard applied in allow-
ing a deduction for payments by local affiliates 
for management and administrative expenses 
incurred by a non-local affiliate. As a rule, an 
expense may be allowed as a deduction from 
the gross income of the local affiliate if the same 
is an ordinary and necessary expense paid or 
incurred during the taxable year in carrying on, 
or that is directly attributable to, the develop-
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ment, management, operation and/or conduct 
of the trade or business of the local affiliate. The 
transfer pricing guidelines issued by the BIR also 
require that the payment should be consistent 
with the arm’s length principle. In the case of 
payment to a non-local affiliate, the payor must 
withhold any applicable withholding taxes and 
remit the same to the BIR.

5.7 Constraints on Related-Party 
Borrowing
In addition to the usual requirements of deduct-
ibility of interest expense, the interest agreed 
upon by and between affiliates should be in 
accordance with the arm’s length principle 
adopted by the BIR, and the necessary with-
holding taxes withheld and paid to the BIR.

In determining whether the interest payment 
transactions are at arm’s length, the BIR, under 
the transfer pricing audit guidelines, will look into 
various factors, such as the nature and purpose 
of the debt, the market conditions at the time 
the loan is extended, the amount of principal 
and period of the loan, the security offered and 
guarantees, and the amount of debt already held 
by the borrower.

Additionally, no interest expense deduction is 
allowed if both the taxpayer and the person to 
whom the interest is paid or payable are related 
parties as specified under the Philippine Tax 
Code.

6. Key Features of Taxation 
of Foreign Income of Local 
Corporations
6.1 Foreign Income of Local 
Corporations
The term “local corporation” used here shall 
refer to a domestic corporation, defined under 
the Philippine Tax Code as a corporation created 
or organised in the Philippines or under its laws.

Foreign income of local corporations is not 
exempt from corporate tax as they are taxed on 
worldwide income.

Philippine-sourced income and foreign-sourced 
income together constitute the local corpora-
tion’s gross income. The local corporation pays 
the higher of RCIT of 25% (or 20%) based on 
gross income less the allowable deductions pro-
vided under the Tax Code, or MCIT of 2% based 
on gross income.

6.2 Non-Deductible Local Expenses
Foreign-sourced income is not exempt from 
Philippine income tax. Hence, local expenses 
attributable to such foreign-sourced income are 
deductible, subject to the rules on allowable 
deductions provided in the Philippine Tax Code.

6.3 Taxation on Dividends From Foreign 
Subsidiaries
Dividends received by local corporations from 
foreign subsidiaries are generally included in 
the local corporations’ gross income, which, 
after taking into account the allowable deduc-
tions provided under the Philippine Tax Code, 
is subject to an RCIT rate of 25% (or 20%), or 
MCIT of 2%. However, dividends from foreign 
subsidiaries may be exempt from tax provided 
the following conditions are met: 
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• dividends actually received or remitted into 
the Philippines are reinvested in the business 
operations of the domestic corporation in the 
Philippines within the next taxable year from 
the time the foreign-sourced dividends are 
received; 

• dividends received are used to fund the work-
ing capital requirements, capital expenditures, 
dividend payments, investment in domestic 
subsidiaries and infrastructure projects of the 
domestic corporation; and 

• domestic corporation holds directly at least 
20% of the outstanding shares of the foreign 
corporation and has held the shareholding 
for at least two years at the time of dividend 
distribution. 

If any of the conditions is not satisfied, the divi-
dends shall be considered as taxable income of 
the local corporation in the year of actual receipt 
or remittance, subject to surcharges, interest 
and penalties, as may be applicable.

6.4 Use of Intangibles by Non-Local 
Subsidiaries
Intangibles developed by local corporations may 
not be used by their non-local subsidiaries in 
their business without the former incurring local 
corporate tax. Local corporations should enter 
into a sale or licensing agreement with non-local 
subsidiaries pursuant to which the local corpo-
rations should receive compensation in accord-
ance with the arm’s length principle. Any income 
derived by the local corporation should be 
included in its gross income, and after subtract-
ing the allowable deductions, the taxable income 
shall be subject to RCIT of 25% (or 20%). 

If local corporations do not recognise income for 
the use of their intangibles by non-local subsidi-
aries, transfer pricing issues may arise.

6.5 Taxation of Income of Non-Local 
Subsidiaries Under Controlled Foreign 
Corporation-Type Rules
There are no controlled foreign corporation (CFC) 
rules in the Philippines. As a rule, Philippine tax 
law does not tax a local parent company on the 
CFC’s taxable income unless the CFC distrib-
utes dividends to the parent company.

6.6 Rules Related to the Substance of 
Non-Local	Affiliates
Following the concept of separate legal person-
ality and piercing the veil of a corporate entity, a 
non-local affiliate will be considered a resident 
of the Philippines if circumstances show that the 
affiliate is just an extension of the juridical per-
sonality of the local corporation. However, this 
is largely a fact-driven exercise.

6.7 Taxation on Gain on the Sale of 
Shares	in	Non-Local	Affiliates
The gain realised by local corporations on the 
sale of shares in non-local affiliates is included 
in the local corporations’ gross income, which 
is subject to RCIT of 25% (or 20%) after taking 
into account the allowable deductions provided 
under the Philippine Tax Code, or to MCIT of 2%.

7. Anti-Avoidance

7.1 Overarching Anti-Avoidance 
Provisions
The Philippines’ anti-avoidance rules are based 
on jurisprudence. The Supreme Court makes 
a distinction between tax avoidance and tax 
evasion. Tax avoidance is recognised as a tax-
saving device using means sanctioned by law. 
Nonetheless, the Supreme Court has ruled that a 
transaction that is prompted more by the mitiga-
tion of tax liabilities than for legitimate business 
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purposes constitutes tax evasion, which is sub-
ject to both criminal and civil penalties.

8. Audit Cycles

8.1 Regular Routine Audit Cycle
In general, all taxpayers are considered possible 
candidates for audit, but certain transactions or 
taxpayers are considered mandatory or priority 
audit cases by the BIR. The mandatory audit 
cases include claims for tax refund/credit on 
erroneous/double payment of taxes, regardless 
of amount or requests for tax clearance of tax-
payers undergoing corporate reorganisations.

Priority audit cases include cases electronically 
selected on risk-based criteria, VAT cases or 
those approved by the CIR. 

If a taxpayer is subject to an audit, the BIR will 
issue a letter of authority to examine the tax-
payer’s books, accounts and other records for 
a specific taxable year. The taxpayer has the 
opportunity to contest the BIR’s findings through 
administrative or judicial process. The BIR has 
three years from the prescribed date for filing or 
actual filing of the taxpayer’s income tax return, 
whichever is later, to assess deficiency taxes, 
except in cases of non-filing, false returns or 
fraudulent returns with intent to evade tax, where 
the BIR has a right to assess within ten years 
from discovery.

9. BEPS

9.1 Recommended Changes
The recommended changes under the BEPS 
Action Plan have not yet been incorporated in 
local tax laws and regulations.

Nonetheless, the Philippines has transfer pric-
ing regulations implementing the authority of the 
CIR to allocate income or deductions between 
two or more organisations owned or controlled 
directly or indirectly by the same interests. It 
also includes the requirement for taxpayers to 
keep adequate documentation that will demon-
strate the taxpayer’s compliance with the “arm’s 
length” principle. The transfer pricing regulations 
state that additional regulations relating to the 
application of the APA process will be issued, 
but these have yet to be released.

9.2 Government Attitudes
The Philippines joined the OECD/G20 Inclusive 
Framework on BEPS on 8 November 2023. The 
Philippine government committed to participate 
in the Two-Pillar Solution of BEPS.

The Philippine government has yet to announce 
specific plans on implementing Pillars One and 
Two of BEPS.

9.3	 Profile	of	International	Tax
Traditionally, international tax does not have 
a very high public profile in the Philippines, 
although there is now more awareness of it due 
to the number of foreign investors in the Phil-
ippines and increasing outward investments of 
Philippine companies. Transfer pricing concerns 
arising from related-party transactions of local 
subsidiaries with their foreign parent companies 
or affiliates continue to drive the discourse on 
developing more comprehensive guidelines for 
the implementation and enforcement of regula-
tions on transfer pricing. The 2013 transfer pric-
ing guidelines allow taxpayers to enter into APAs 
with the BIR, but separate guidelines on APAs 
are not yet in place.

In August 2019, the BIR issued transfer pricing 
audit guidelines prescribing standardised audit 
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procedures and techniques in auditing taxpay-
ers with related-party or intra-group transac-
tions. While these guidelines serve as an internal 
manual for BIR examiners in the conduct of their 
tax audit, the guidelines contain the application 
of the arm’s length principle in specific common 
transfer pricing issues (eg, intra-group services, 
intangible assets), transfer pricing methods and 
factors that the taxpayer may find valuable in 
its preparation of transfer pricing documenta-
tion. In 2020, the BIR issued regulations setting 
out the guidelines, procedure and the required 
forms for the proper disclosure of related-party 
transactions that were intended to improve the 
BIR’s transfer pricing risk assessment and audit 
functions.

9.4 Competitive Tax Policy Objective
Currently, the Philippines has a competitive tax 
policy and grants generous fiscal and non-fiscal 
incentives to inward investments. The CREATE 
Law reduced the corporate income tax rate and 
rationalised tax incentives to make the incen-
tive system performance-based, targeted, time-
bound and transparent. Following the mem-
bership of the Philippines in the OECD/G20 
Inclusive Framework on BEPS on 8 November 
2023, several tax laws have been enacted.

On 22 January 2024, the EOPT Law, which sim-
plified tax compliance requirements to mod-
ernise the Philippines’ tax administration, took 
effect. 

Republic Act No. 12023, which subjects digital 
services rendered by resident and non-resident 
digital service providers to 12% VAT, took effect 
on 18 October 2024.

Shortly thereafter, the CREATE MORE Law, 
which enhanced the tax regime under the CRE-

ATE Law, became effective on 28 November 
2024.

9.5 Features of the Competitive Tax 
System
Tax leakages under the Philippine tax system 
may be attributed to transfer pricing and tax 
avoidance cases. In this regard, the actions 
recommended by BEPS may have a more sig-
nificant impact on transfer pricing provisions 
and tax avoidance rules, especially if applied to 
transactions between related parties where the 
local affiliate enjoys income tax incentives (eg, 
enterprises located at ecozones and freeport 
zones). 

The Philippine government has issued trans-
fer pricing guidelines, although it appears that 
the BIR has not strictly implemented the rules. 
The incentives under the CREATE Law and 
the CREATE MORE Law were designed to be 
performance-based and time-bound. Hence, 
enterprises intending to avail themselves of the 
incentives after the lapse of the incentive peri-
od, including any extension granted under the 
CREATE MORE Law, must register new activities 
that are listed under the government’s strategic 
investment priorities plan. 

9.6 Proposals for Dealing With Hybrid 
Instruments
The Philippines has not adopted hybrid mis-
match rules in response to BEPS. The fourth 
proposed tax reform package provides for a uni-
fied income tax rate for passive income such as 
interest, dividends and capital gains. 

Generally, the current policy of the Philippine 
government is to develop a capital market by 
providing an efficient regulatory framework and, 
in terms of taxation, harmonising taxes on capi-
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tal transactions to become simpler, fairer and 
more efficient.

9.7 Territorial Tax Regime
The Philippines has primarily a territorial tax 
regime, although resident citizens and domes-
tic corporations are taxed on worldwide income. 
Consistent with territoriality, non-residents are 
taxed only on Philippine-source income. Inter-
est income is considered Philippine-sourced if it 
arises from loans extended to residents.

The Philippines applies a tax arbitrage rule on 
deductible interest that reduces the allowable 
deduction for interest expenses by 20% of 
the interest income subject to final tax. This is 
intended to bridge the gap between the ordinary 
corporate income tax rate of 25% and the final 
tax rate on interest income, which is generally 
20%.

Also, interest expense deduction will not be 
allowed if the interest payment is between two 
corporations, more than 50% of the stock of 
which is owned directly or indirectly by or for 
the same individual, if either one of the corpo-
rations is a personal holding company. A per-
sonal holding company is one that meets the 
stock ownership and gross income requirements 
under the tax regulations. Under the stock own-
ership requirement, more than 50% in value of 
the personal holding company’s outstanding 
stock must be owned, directly or indirectly, by 
not more than five individuals. Under the gross 
income requirement, 70% or more of the gross 
income of the corporation must be classified as 
personal holding company income.

9.8 Controlled Foreign Corporation 
Proposals
Considering that the Philippines has joined the 
OECD/G20 Inclusive Framework on BEPS, the 

Philippines will have to participate in the imple-
mentation of the BEPS package of 15 measures, 
which includes the reduction of incentives to 
prevent taxpayers from shifting income to low-
tax rate jurisdictions. Philippine tax laws provid-
ing for fiscal incentives have been amended, 
but it is worth noting that sweeper CFC rules 
may not necessarily achieve the purpose of 
preventing the shifting of income to lower tax 
jurisdictions since there may be other reasons 
for locating offshore subsidiaries in low-tax-rate 
jurisdictions. 

9.9 Anti-Avoidance Rules
The Philippines’ general anti-avoidance rules 
are largely based on principles arising from 
Supreme Court decisions, which made a distinc-
tion between tax avoidance and tax evasion. Tax 
avoidance is “the tax-saving device within the 
means sanctioned by law. This method should 
be used by the taxpayer in good faith and at 
arm’s length.” What the law clearly prohibits 
is tax evasion, which is considered the wilful 
attempt, in any manner, to evade or defeat any 
tax imposed under the Philippine Tax Code. The 
Supreme Court nonetheless considers transac-
tions that are prompted more by the mitigation 
of tax liabilities than for legitimate business pur-
poses as entered into for tax evasion purposes.

The Philippines’ tax treaties with certain coun-
tries have taken into account double taxation 
convention limitation of benefits.

9.10 Transfer Pricing Changes
The current transfer pricing regulations require 
taxpayers to keep adequate documentation to 
show that transfer prices are consistent with the 
arm’s length principle, but such documents are 
not required to be submitted with tax returns, 
unless the tax authority requires or requests the 
taxpayer to do so. 
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The taxation of profits from intellectual property 
is not currently a particularly controversial issue 
in the Philippines. The Philippines’ transfer pric-
ing regulations apply to two major categories of 
intangible properties or assets: manufacturing 
intangibles and marketing intangibles.

Manufacturing intangibles are generally created 
through R&D activities, which are risky and entail 
expenses. 

Marketing intangibles include trade marks or 
trade names that help increase the marketing of 
goods and services and have important promo-
tional value for the products.

To determine arm’s length transactions, the 
existence of intangible assets must be consid-
ered as it necessarily entails a higher profitability 
level than the average for the industry. Thus, the 
owner will necessarily require, and should be 
compensated with, more than a mere return to 
recover the costs incurred for the development 
of such intangible assets.

The Philippines also imposes FWT on the gross 
income earned by non-resident foreign corpo-
rations from Philippine sources. Gross income 
includes income derived from rents or royalties, 
which are considered to be Philippine-sourced 
if the income arises from property located in the 
Philippines or from any interest in such property, 
or the use of, or the right or privilege to use in 
the Philippines, any intellectual property. If the 
intellectual property is owned by a domestic 
corporation, royalties earned on such intellectual 
property from sources outside the Philippines 
will form part of its gross income for purposes 
of calculating taxable income.

9.11 Transparency and Country-by-
Country Reporting
The Exchange of Information on Tax Matters 
Act of 2009 provides for the Philippines’ compli-
ance with, or commitment to, the internationally 
agreed tax standards required for the exchange 
of tax information with its tax treaty partners to 
help combat international tax evasion and avoid-
ance. Under the law, information received by the 
foreign tax authority from the BIR pursuant to 
an international convention or agreement on tax 
matters is considered absolutely confidential, 
and disclosure of such information shall be lim-
ited to the assessment or collection, enforce-
ment or prosecution of the taxes covered under 
such international convention or agreement.

9.12 Taxation of Digital Economy 
Businesses
On 2 October 2024, Republic Act No. 12023 
was enacted, subjecting digital services deliv-
ered by non-resident digital service providers to 
12% VAT, as long as the services are consumed 
in the Philippines. Non-resident digital service 
providers are required to register as VAT taxpay-
ers with the BIR if their gross sales for the past 
12 months exceed, or if they have reasonable 
grounds to believe that their gross sales for the 
next 12 months will exceed, PHP3 million. 

9.13 Digital Taxation
Republic Act No. 12023 has been enacted, pro-
viding that digital services delivered by digital 
service providers, whether resident or non-resi-
dent, shall be subject to 12% VAT, as long as the 
services are consumed in the Philippines.

Under the law, resident and non-resident digital 
service providers are required to assess, collect 
and remit the VAT on the digital services con-
sumed in the Philippines, subject to provisions 
on withholding. 
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For non-resident digital service providers, VAT-
registered consumers shall be responsible for 
withholding and remitting to the BIR the VAT due 
on their purchase of digital services consumed 
in the Philippines. However, if the consumers are 
not VAT-registered, the non-resident digital ser-
vice providers shall be liable for the remittance 
of VAT on the said digital services.

Educational services and the services of banks 
and non-bank financial intermediaries, even if 
provided online, remain exempt from VAT.

9.14	 Taxation	of	Offshore	IP
Revenues earned by offshore companies from 
licensing IP in the Philippines are subject to FWT 
of 25% (royalty withholding tax regime). The 
FWT is withheld and remitted to the BIR by the 
local income payors.

IP owners that are residents in countries that 
have tax treaties with the Philippines may avail 
themselves of a preferential tax rate on royal-
ties derived from the licensing of IP in the Phil-
ippines.
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Introduction
Poland’s corporate tax landscape is undergo-
ing significant changes, driven by both global 
initiatives and domestic reforms. Multinational 
corporations operating in Poland face a tax 
environment that is evolving to align with inter-
national standards while also embracing digi-
talisation and tightening enforcement on certain 
tax practices. These trends are shaping how 
large businesses plan and comply with taxes in 
Poland. In this article, we provide an overview of 
the key developments in Polish corporate taxa-
tion, explain their significance for companies 
(especially multinationals), and highlight what 
businesses should be doing to adapt. The dis-
cussion covers the implementation of the global 
minimum tax (Pillar Two), ongoing controversies 
in the withholding tax regime, the rollout of man-
datory e-invoicing (KSeF), other recent notable 
tax changes, as well as important court rulings 
that are influencing tax practice in Poland.

Key Issues
Implementation of Pillar Two – global 
minimum tax
Poland is moving forward with implementing Pil-
lar Two, the OECD’s global minimum tax frame-
work. This is a part of an international effort to 
ensure large multinational groups pay at least 
a 15% effective tax rate in every jurisdiction. 
Poland’s adoption of these rules is happening 
via a new law (often referred to as the “GloBE 
Act” in Poland) separate from the standard Cor-
porate Income Tax (CIT) Act. The legislation is 
based on the EU Directive on global minimum 
tax, which Poland – like all EU members – is 
required to transpose.

Under the rules effective from 1 January 2025, 
companies that are part of multinational or large 
domestic groups with consolidated annual rev-
enues above EUR750 million will need to calcu-

late their effective tax rate in Poland and possibly 
pay a top-up tax if that rate falls below 15%. The 
Pillar Two system introduces three main mecha-
nisms to achieve this minimum taxation:

• an Income Inclusion Rule (IIR), which allows 
a parent company to top-up tax on profits of 
low-taxed subsidiaries;

• an Undertaxed Profits Rule (UTPR), which is 
a backstop to tax profits that were not caught 
by the IIR; and

• a Qualified Domestic Minimum Top-Up Tax 
(QDMTT), which allows Poland to collect the 
additional tax on low-taxed income of Polish 
entities itself.

Poland’s implementation has some unique 
aspects. Although the law formally applies from 
2025, it provides an option for earlier adoption 
for the 2024 tax year. In practice, this means a 
Polish subsidiary of a multinational group can 
opt into the system for 2024, allowing the Pol-
ish tax authority to collect any top-up tax for 
that year. This optional 2024 QDMTT is designed 
as a safe harbour – if the Polish entity pays the 
minimum top-up tax for 2024, then the group’s 
parent company or companies in other countries 
will not have to apply the Pillar Two rules on that 
Polish income. This strategy could be beneficial 
for multinational groups, as it keeps the taxation 
(and cash outflow) in Poland rather than, say, 
having the parent company’s country impose the 
tax on Polish profits.

Pillar Two will significantly impact large business-
es, requiring detailed calculations of their effec-
tive tax rate (ETR) in each jurisdiction, includ-
ing Poland. If the Polish ETR falls below 15%, 
companies may face an additional tax charge. 
This will require gathering extensive financial 
data and potentially adjusting tax planning. The 
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complex Polish GloBE Act demands upgrades 
to reporting systems and training for tax teams.

In terms of tax planning strategies, Pillar Two lim-
its traditional tax optimisation but allows strate-
gies on where the top-up tax is paid. In Poland, 
a low-taxed operation could pay a small top-up 
domestically to avoid a larger one abroad. Busi-
nesses should reassess tax incentives, as some 
may trigger a top-up tax. The Polish government 
is considering replacing some incentives with 
grants or Pillar Two qualifying subsidies, and 
the alignment of the “Polish Investment Zone” a 
government-backed instrument to support new 
investment throughout Poland (which replaced 
the older, geographically limited special eco-
nomic zones) – with Pillar Two is still under dis-
cussion.

Controversies around the Polish withholding 
tax regime
Poland’s withholding tax (WHT) system has 
been a source of complexity and controversy 
for multinational businesses in recent years. 
WHT is the tax withheld at source on certain 
payments to foreign entities, such as dividends, 
interest and royalties. While many countries have 
WHT, Poland introduced an unusually stringent 
mechanism known as “pay and refund” that has 
posed challenges for taxpayers and investors.

Under changes first enacted in 2019, Poland 
shifted from a straightforward relief-at-source 
system (where treaty exemptions or reductions 
could be applied directly when making a pay-
ment) to a pay-and-refund mechanism for large 
payments. After several delays, these rules final-
ly entered into force on 1 January 2022. The core 
idea is that if annual payments to a single for-
eign recipient (being the payer’s affiliate) exceed 
PLN2 million (approximately EUR430,000), the 
Polish payer in principle must withhold tax at 

the full domestic rate (20% for interest/royal-
ties, 19% for dividends) even if an exemption or 
treaty reduction could apply. The foreign recipi-
ent can then claim a refund of the overpaid tax 
from the Polish tax authorities, a process which 
occurs after the fact.

This system quickly became controversial. From 
a business perspective, it creates cash flow 
problems and administrative burdens. Compa-
nies making cross-border payments can end up 
withholding millions of zlotys, which their foreign 
affiliates must then reclaim. The refund process 
in Poland has been described as lengthy and 
costly. Indeed, in many cases it can take well 
over a year to receive a refund, and although the 
tax authorities claim that the process is becom-
ing more efficient, it is still a serious burden.

Another contentious aspect of the WHT regime 
is the understanding of the concept of the “ben-
eficial owner” and anti-abuse rules tied to WHT 
reliefs. Polish tax authorities have been aggres-
sive in requiring that the foreign recipient not only 
meet formal treaty or EU Directive conditions 
(such as holding a certain percentage of shares 
for a certain period), but also that the recipient 
is the true beneficial owner of the income and is 
not just inserted into the structure to obtain a tax 
benefit. At the same time, the interpretation of 
“beneficial owner” by the tax administration has 
been uncertain. For example, the law explicitly 
requires beneficial ownership for interest and 
royalties (due to the EU Interest-Royalties Direc-
tive implementation), but not for EU dividend 
payments under the EU Parent-Subsidiary Direc-
tive (PSD). Some tax officials and lower courts 
contended that even EU dividends should meet 
a beneficial owner test or could be denied if the 
funds ultimately go to a tax haven investor. This 
created confusion for legitimate group structures 
and investment funds. Differing approaches by 
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the courts (discussed in the ‘Key Cases’ section 
below) have only partially resolved this issue.

Poland’s Ministry of Finance has recognised 
the difficulties and introduced some ameliora-
tions. Firstly, a Polish withholding agent (payer) 
can submit a special statement declaring that 
all conditions for WHT relief are met, which 
then allows the reduced rate or exemption to 
be applied without the need to withhold above 
the PLN2 million threshold. Additionally, Poland 
introduced the possibility to obtain a binding 
WHT opinion from the tax authorities – essential-
ly an advance ruling that confirms the recipient’s 
eligibility for relief – which, if granted, allows the 
payer to avoid the pay-and-refund mechanism 
for those payments for a specified period (gener-
ally 36 months). These options, however, come 
with their own challenges: the due diligence 
needed to confidently file the declaration is sub-
stantial (with potential penalties for mistakes), 
and obtaining a WHT opinion can be slow and 
involves a fee.

Many companies report that the refund proce-
dure, when it is needed, is still slow. In fact, a 
recent CJEU ruling highlighted that Poland’s 
practice of not paying interest on delayed WHT 
refunds was against EU law, suggesting system-
ic delays. Furthermore, determining beneficial 
ownership and substance has effectively shifted 
the burden onto Polish companies to investigate 
their foreign affiliates – they must gather docu-
mentation to prove that the recipient of a pay-
ment is not a mere conduit. For multinational 
groups, this often means proving that a finance 
or holding company abroad has its own busi-
ness substance and decision-making, which can 
be a grey area.

Another ongoing challenge is navigating the fre-
quent changes and guidance in this area. The 

Polish Ministry of Finance issued second draft 
guidance on the application of the WHT rules 
in late 2023, with a particular focus on the ben-
eficial ownership test, but it is not legally bind-
ing and the Ministry is still working on revised 
guidance that is expected to be issued in the 
first half of 2025. In the meantime, in November 
2024, the Ministry of Finance issued two general 
tax rulings clarifying the conditions under which 
taxpayers may apply the PSD and the Interest-
Royalties Directive exemptions in Poland. The 
rulings emphasise that a recipient of dividends, 
interest or royalties should be subject to cor-
porate tax on a worldwide basis (without an 
overall exemption) in its home country to qualify 
for relief. Interestingly, the PSD-focused ruling 
allows that a company’s inability to pay tax in a 
given year due to losses does not itself under-
mine the exemption, whereas the second ruling 
dealing with interest and royalties interprets “lack 
of overall tax liability” more strictly if a special tax 
regime effectively zeroes out the CIT burden on 
those categories of income.

While the above-mentioned rulings provide some 
guidance on applying the EU Directives, some 
uncertainties remain on when exactly a recipient 
is deemed to “benefit from an exemption” that 
would disqualify it from WHT relief. At the same 
time, taxpayers are expected to keep abreast 
of evolving interpretations and court decisions. 
All of this uncertainty increases the tax risk for 
companies – a small misstep in paperwork could 
result in the Polish tax office denying a treaty 
benefit and imposing the full tax, plus interest 
and penalties.

Given these challenges, large businesses have 
developed some risk mitigation strategies 
regarding WHT in Poland. Companies are invest-
ing in robust documentation, obtaining certifi-
cates of tax residence, representations about 
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beneficial ownership and other documentation 
confirming the business substance of recipients 
in order to have them on file. Some are apply-
ing for WHT clearance opinions when significant 
or recurring payments are at stake, despite the 
cost and length of the process, so as to have 
certainty. Lastly, businesses are closely following 
court cases and considering litigating disputes, 
because the tax authorities’ stance has at times 
been successfully challenged in court. In sum-
mary, Poland’s WHT regime, while intended to 
prevent abuse, has created compliance head-
aches. Companies must be diligent and may 
need to seek professional advice to navigate 
this minefield of rules and ensure that cross-
border payments are handled optimally under 
Polish law.

Mandatory e-invoicing (KSeF)
Another major development in Poland is the 
drive toward full e-invoicing for businesses. The 
National e-Invoicing System, known by its Polish 
abbreviation KSeF (Krajowy System e-Faktur), is 
a platform for issuing and reporting invoices in a 
structured electronic format.

Large companies with annual revenue over 
PLN200 million (approximately EUR46 million) 
will have to use KSeF from 1 February 2026, 
and by 1 April 2026 the e-invoicing obligation will 
extend to all businesses in Poland. This phased 
rollout gives companies additional lead time to 
prepare throughout 2025.

KSeF implementation, though not yet mandato-
ry, demands substantial effort. Companies must 
integrate systems for XML invoice issuance, 
adapt processes and train staff. At the same 
time, it is expected that KSeF will benefit both 
businesses and the government. For the govern-
ment, it improves VAT compliance and reduces 
fraud with real-time transaction data, potentially 

lowering audit frequency. For businesses, elec-
tronic invoices streamline processes, reduce 
errors and could lead to faster VAT refunds. The 
standardised format simplifies record-keeping 
and reduces data entry mistakes. In summary, 
the planned mandatory e-invoicing in Poland 
represents a significant step toward digital tax 
administration.

Other Important Developments
Beyond the headline issues of Pillar Two, WHT 
and e-invoicing, Poland has recently introduced 
a number of other corporate tax changes that 
large businesses should note. Many of these 
changes aim to either tighten the tax system or 
provide new compliance tools and incentives. 
Below is a summary of significant developments:

• Return of the minimum income tax: The Pol-
ish minimum income tax, which targets com-
panies with operational losses or low-profit 
margins (below 2%), has been reintroduced 
for the 2024 financial year (to be reported in 
2025). Affected companies must calculate 
a 10% tax on 1.5% of revenue, with certain 
exclusions such as start-ups and one-time 
events. This tax aims to curb aggressive tax 
planning but could also impact businesses 
facing financial difficulties.

• Enhanced holding company regime: Poland 
has improved its holding company regime, 
making it more attractive for international 
groups. From 2023, the participation exemp-
tion on capital gains was liberalised, and the 
holding period for shares was extended to 
two years. Furthermore, dividends received 
by a qualifying holding company are now 
100% exempt (up from 95%). These changes 
position Poland as an attractive location for 
regional holding hubs, offering tax exemp-
tions on both dividends and capital gains 
from subsidiaries.
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• Digital reporting – JPK_CIT: Starting in 2025, 
large businesses (those with revenues over 
EUR50 million and tax capital groups) must 
submit their corporate income tax returns 
electronically in a standardised format. 
Smaller businesses will follow in subsequent 
years.

• Real estate tax changes: As of early 2025, 
Poland has broadened the scope of real 
estate taxation by modifying the definitions 
of “buildings” and “structures”. Companies 
with substantial industrial operations should 
review their asset lists to identify newly tax-
able items, as this change may have led to a 
significant increase in property tax bills.

• Transfer	pricing	simplifications: In 2023, 
Poland simplified its transfer pricing docu-
mentation rules, repealing the requirement to 
investigate indirect transactions with entities 
in “tax havens”. The threshold for documenta-
tion of direct transactions with such entities 
was raised, reducing the frequency of trigger-
ing onerous transfer pricing documentation 
solely based on a counterparty’s tax resi-
dence.

• Thin capitalisation rule update: Poland clari-
fied its interest deductibility (thin cap) rules. 
The 2023 amendment to Poland’s thin capi-
talisation rules clarified that interest expenses 
are deductible up to PLN3 million, regardless 
of the 30% of EBITDA limit. This provides 
more certainty for companies with lower 
EBITDA, while larger companies will continue 
to rely on the 30% cap.

• Other tax incentives and changes: Poland 
continued to refine various tax incentives, 
such as adjustments to the Estonian CIT 
system and improvements to R&D and IP Box 
reliefs. Poland also introduced VAT groups, 
allowing related companies to simplify their 
VAT settlements.

In summary, the period of the last two years 
brought a mix of tightening and taxpayer-friendly 
adjustments in Polish corporate tax environ-
ment. Large businesses should review these 
developments carefully to ensure they are lev-
eraging any new benefits and are compliant with 
new obligations.

Key Cases
Recent court decisions, both from the CJEU 
and from Polish administrative courts, have had 
a notable impact on corporate tax matters in 
Poland. These rulings provide clarity in some 
areas and highlight risks in others. Below are 
some of the most impactful cases:

• CJEU – Interest on Withholding Tax Refunds 
(Case C-322/22): In a landmark judgment on 
8 June 2023, the CJEU ruled Polish tax law 
incompatible with EU law regarding interest 
on WHT refunds. Poland had denied interest 
if refund claims were filed more than 30 days 
after tax payment – an issue affecting foreign 
investors, particularly non-EU entities. The 
CJEU found this practice unlawful, confirm-
ing that taxpayers are entitled to interest on 
wrongfully collected WHT. This ruling allows 
affected companies to claim interest com-
pensation and pressures Poland to improve 
refund processing. A legislative fix or faster 
refunds may follow to align with EU law.

• Polish Supreme Administrative Court – 
Beneficial	Owner	of	Dividends	(Cases	II	FSK	
1277/22 & 1281/22): On 8 February 2023, 
Poland’s Supreme Administrative Court (NSA) 
issued important judgments regarding the 
WHT exemption for EU dividends. The court 
determined that the beneficial owner criterion 
does not apply to WHT exemptions for EU 
dividends under the PSD. Despite challenges 
from tax authorities concerning conduit-like 
recipients, the court ruled that Polish law 
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does not require beneficial ownership for divi-
dends, unlike for interest and royalties. These 
conclusions were confirmed in a more recent 
verdict of the NSA dated 9 October 2024 
(Case II FSK 78/22).

• CJEU – Subsidiary tax liability of the man-
agement board members (case C-277/24): 
On 27 February 2025, the CJEU ruled that 
Polish regulations on the liability of board 
members for the tax obligations of compa-
nies are partially incompatible with EU law. 
The Polish rules do not allow former board 
members to challenge tax rulings against the 
company, even though they are financially 
responsible for the company’s liabilities. The 
CJEU ruled that although the exclusion of 
former board members from the proceedings 
against the company was in line with EU law, 
they should have the opportunity to chal-
lenge the findings of the tax decision in the 
proceedings against them. The CJEU ruling 
gives board members the right to challenge a 
company’s tax rulings, paving the way for the 
reopening of closed cases and the recovery 
of money.

• CJEU – CIT exemption for foreign invest-
ment funds managed internally (case 
C-18/23): On 27 February 2025, the CJEU 
ruled that the external management require-
ment as a condition for CIT exemption is 
incompatible with EU rules (under Article 
63(1) of the Treaty on the Functioning of the 
EU) because it restricts the free movement 
of capital. According to the CJEU, foreign 
investment funds that are internally managed 
are therefore also exempt. The CJEU ruling 
means that Poland should bring its regula-
tions into line with EU law, and until they are 
changed, the tax authorities should not apply 
the disputed condition. In practice, foreign 
investment funds that have so far paid CIT 
in Poland only because they were managed 

internally will have grounds to claim its refund 
with interest.

• Other notable decisions: Polish courts have 
been active on other tax fronts as well. For 
example, administrative courts have deliber-
ated on the application of general anti-avoid-
ance rules (GAAR) in corporate restructurings, 
on transfer pricing adjustments and on VAT 
issues affecting corporations. One area to 
highlight is the “look-through” approach in 
WHT: in some cases, authorities tried to look 
through multiple layers of transactions (for 
instance, if a dividend went from Poland to 
an EU holding, and then to a non-EU ulti-
mate owner) and deny relief. While the NSA’s 
dividend decisions mentioned above reject 
a broad look-through for dividends, there 
have also been cases dealing with interest or 
royalty payments. Polish courts often refer 
to the precedent of the CJEU’s Danish cases 
(2019) on beneficial ownership and abuse, 
striking a balance between combating abuse 
and respecting the letter of the law. Addition-
ally, the CJEU had other decisions indirectly 
relevant to Poland – for instance, cases on 
the VAT side, such as those concerning Pol-
ish VAT compliance measures, and Poland’s 
retail sales tax was cleared of EU state aid 
objections in 2021, which allowed that tax to 
be implemented.

From a big-picture view, the trend in court 
verdicts seems to be an increased scrutiny of 
Poland’s aggressive anti-avoidance measures, 
with courts occasionally pushing back to pro-
tect taxpayer rights (as seen in the WHT refund 
interest case and the dividend cases). At the 
same time, courts also uphold anti-abuse prin-
ciples when truly sham structures are identified. 
For businesses, these rulings underscore the 
importance of staying informed about jurispru-
dence. Many companies operating in Poland are 
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actively monitoring court developments or even 
engaging in litigation to obtain clarity on ambigu-
ous tax issues.

Conclusion
Poland’s corporate tax regime is in a phase 
of dynamic change, influenced by global tax 
reforms, EU Directives and domestic policy pri-
orities. For large businesses operating in Poland, 
the key takeaway is that proactivity and adapta-
tion are essential.

For businesses, the key takeaways are: plan 
ahead, invest in compliance (especially IT sys-
tems and knowledgeable personnel) and utilise 
the available tax planning opportunities that 
remain (such as the holding company regime or 
various reliefs) in a responsible manner. Engaging 
with tax advisers and perhaps the tax authorities 
(for rulings or clarification) can be prudent given 
the pace of change. Poland remains an attractive 
market with a generally stable general 19% CIT 
rate (and preferential 9% rate for the so-called 
small taxpayers) and incentives for investment, 
but the framework around that CIT is becom-
ing more complex. By understanding the trends 
and developments outlined above, companies 
can better navigate the Polish tax environment 
and turn compliance into a strategic advantage, 
minimising surprises and ensuring smooth oper-
ations in 2025 and beyond.
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MFA Legal is a new player in the Portuguese 
market, a boutique firm focused on tax, white-
collar crime, compliance and risk management, 
combining the unique experience of a very sen-
ior team with a strong track record in tax ad-
vice and litigation, economic criminal law and 
compliance. MFA’s tax team has more than two 
decades of experience, providing advice to 
large business groups, multinationals, SMEs, 
HNWIs and family businesses based in Portu-
gal and African Portuguese-speaking countries. 

The firm represents clients in the energy, finan-
cial and insurance, telecoms, distribution and 
health sectors. Recognising the complex nature 
of the business environment, MFA prioritises 
understanding each client’s unique needs. By 
combining the insights of its senior team with a 
commitment to innovation and excellence, the 
firm crafts effective tax strategies that deliver 
significant value. MFA has a strong track record 
in litigation, representing clients in more than 
200 complex tax cases, including at the CJEU.
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1. Types of Business Entities, 
Their Residence and Basic Tax 
Treatment
1.1 Corporate Structures and Tax 
Treatment
Corporate entities are generally subject to cor-
porate income tax (CIT) and taxed separately 
from their shareholders.

The most common corporate forms of business 
vehicles are private limited liability companies 
(sociedades por quotas) and joint stock com-
panies (sociedades anónimas). Private limited 
liability companies can be incorporated with a 
minimum of two quota holders, but this require-
ment can be reduced to a single quota holder, in 
which case the company is known as an individ-
ual limited liability company (sociedade unipes-
soal por quotas). As a rule, there is no minimum 
share capital requirement, except for joint stock 
companies, which must have a minimum of at 
least five shareholders and a minimum share 
capital of EUR50,000.

There is also a special legal regime for pure 
holding companies (sociedade gestora de par-
ticipações sociais), which can assume the form 
of private limited liability companies, individual 
limited liability companies or joint stock compa-
nies. Joint stock companies are required to have 
their annual accounts certified by a chartered 
accountant. These are all limited liability compa-
nies, and a shareholder’s liability is limited to the 
share capital contributed by the shareholder (for 
joint stock companies) or the company’s share 
capital (for private limited liability companies).

1.2 Transparent Entities
Certain entities are deemed fiscally transparent, 
such as:

• civil partnerships;
• professional civil firms (eg, lawyers, archi-

tects); and
• corporations engaged in passive manage-

ment of assets for the benefit of a family 
group or when said entities have fewer than 
five shareholders.

Complementary business groupings and Euro-
pean economic interest groupings, treated as 
residents, are also tax transparent. However, 
investment funds are liable to CIT, although sub-
ject to a special tax regime set out in the Tax 
Incentive Statute.

Despite transparent entities being exempt from 
CIT, their annual taxable income is assessed 
under CIT provisions and the net profit is attrib-
utable to their shareholders, irrespective of any 
dividend distribution.

1.3 Determining Residence of 
Incorporated Businesses
A company is deemed tax resident when its 
head office (legal seat) or effective place of man-
agement is located in Portugal. There is no legal 
definition of the concept of effective place of 
management; instead, the criteria set forth under 
international tax law (eg, OECD Commentaries 
and EU Directives) and settled case law, etc, are 
commonly used.

Tax transparent entities, despite being deemed 
resident for tax purposes, are not eligible for 
benefits under double tax treaties (DTTs). The 
Portuguese tax authorities have clarified that 
shareholders of tax transparent entities cannot 
claim treaty relief under DTTs entered into by 
Portugal.
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1.4 Tax Rates
As of 1 January 2025, the standard corporate 
income tax rate on the mainland is 20% (as 
opposed to the previous 21%). This rate is appli-
cable to corporations that carry out a commer-
cial activity and branches of permanent estab-
lishments (PEs) of non-resident entities (other 
corporations that do not carry out a commercial 
activity, such as foundations, and civil partner-
ships without legal personality are subject to CIT 
on their global income assessed as per the rules 
set forth for each category of income for per-
sonal income tax (PIT) purposes).

Micro and small to medium-sized enterprises 
(SMEs) benefit from a reduced 16% tax rate 
on taxable income up to EUR50,000. A further 
reduced 12.5% rate was introduced in 2024 
for start-ups and mid-cap entities, also up to 
EUR50,000 of taxable income. Any income 
exceeding this amount is subject to the stand-
ard 20% rate.

Entities with head offices and places of effec-
tive management in the Autonomous Regions 
of Madeira or the Azores benefit from a 30% 
reduction of the general CIT rate (which results 
in a rate of 14% for year 2025). Some specific 
territorial areas in the Autonomous Regions may 
benefit from an additional reduction of this rate 
to 8.75%.

Non-resident entities without a PE are generally 
subject to a final 25% withholding.

A municipal surcharge (derrama municipal) of up 
to 1.5% of taxable income (to be approved on 
an annual basis by each municipality) may be 
applicable.

A state surcharge (derrama estadual) is appli-
cable to corporations with a taxable income 
exceeding EUR1.5 million, as follows:

• Taxable profits higher than EUR1.5 million 
and up to EUR7.5 million are subject to a 3% 
surcharge.

• Taxable profits higher than EUR7.5 million 
and up to EUR35 million are subject to a 5% 
surcharge.

• Taxable profits in excess of EUR35 million are 
subject to a surcharge of 9%.

Autonomous taxation may also apply to cer-
tain costs and expenses, eg, car usage, travel 
expenses, amounts paid to entities domiciled in 
blacklisted jurisdictions, and non-documented 
expenses (among other costs subject to spe-
cific requirements), at rates that vary from 5% 
to 70%. Tax transparent entities are not subject 
to CIT but may be subject to autonomous taxa-
tion. Individual shareholders of tax transparent 
entities are liable to PIT at progressive rates up 
to 48%. A 2.5% and 5% solidarity surcharge 
applies to taxable income above EUR80,000 and 
EUR250,000, respectively.

2. Key General Features of the Tax 
Regime Applicable to Incorporated 
Businesses
2.1	 Calculation	for	Taxable	Profits
A resident company is subject to tax on its world-
wide income assessed on its taxable income, 
which is based on the profit and loss accounts 
made under the applicable accounting frame-
work, adjusted according to the rules set forth 
in the CIT code. Eligible tax losses from previous 
years may be carried forward and tax benefits 
may be deducted from the taxable income.
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The tax adjustments mainly refer to non-deduct-
ible accounting costs or non-taxable accounting 
profits.

Non-resident entities with a PE in Portugal are 
subject to tax on the profit attributable to that 
PE. For non-resident entities without a PE, the 
taxable base is calculated on the net sum of the 
different categories considered separately for 
PIT purposes.

An optional regime is available to exclude from 
taxation the profits and losses of a foreign PE of 
an entity deemed tax resident in Portugal. The 
regime is not applicable to the profit allocated 
to the foreign PE up to the amount of the losses 
attributable to that PE that have been considered 
by the Portuguese head office in the previous 12 
tax years. The optional regime must cover all 
PEs located in a given jurisdiction and must be 
maintained for a minimum three-year period.

CIT is also applicable to Portugal-source income 
attributable to a PE of a non-resident company 
in Portugal. Special withholding tax (WHT) rates 
apply to income generated in Portugal that is 
attributable to non-residents without a PE in 
Portugal.

2.2 Special Incentives for Technology 
Investments
SIFIDE II
For resident companies and PEs of non-resident 
companies, a tax credit for qualifying research 
and development (R&D) expenses (Sistema de 
Incentivos Fiscais à Investigação e Desenvolvi-
mento – SIFIDE II) is available from 1 January 
2014 until 31 December 2025, as follows:

• a base rate credit, corresponding to 32.5% 
of the R&D expenses incurred in a given year; 
and

• an incremental credit, equal to 50% of the dif-
ference between the R&D expenses incurred 
during that period and the average of the 
previous two, capped at EUR1.5 million.

To be eligible for this R&D tax credit, the qualify-
ing investor must comply with certain substan-
tive and formal conditions. Also, the SIFIDE ben-
efit cannot be combined with any other similar 
tax benefit. Expenses that, due to an insufficient 
taxable basis, cannot be deducted in a given tax 
year can be carried forward for 12 years.

Patent Box
The Portuguese patent box regime provides an 
85% exemption on the gross income derived 
from the assignment or temporary use of patents 
and industrial models or designs, copyrights, 
and indemnities deriving from the infringement 
of such IP rights, provided certain requirements 
are met (eg, the IP rights derive from R&D activi-
ties developed internally or contracted and the 
IP rights must be allocated to a commercial, 
industrial or agricultural activity). A limitation is 
applicable through the ratio between the eligi-
ble expenses and the total expenses incurred in 
developing or using the IP rights. The regime is 
in line with BEPS Action 5, and transactions with 
associated companies are excluded, including 
entities resident in a blacklisted territory.

Deductibility of IP Rights Costs
The CIT Code allows for the deductibility of 
costs associated with the acquisition of IP rights. 
These include trademarks, licences, production 
processes, and other similar rights acquired for 
consideration and without a predetermined life 
cycle. The costs can be deducted over a 20-year 
period using a straight-line method.
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2.3 Other Special Incentives
Special Tax Incentives Regime
A set of tax benefits focused on the development 
of investment projects in strategic economic 
sectors is set out in the Portuguese Investment 
Tax Code.

These tax benefits may be separated into two 
regimes.

Contractual tax regime
This regime applies to investments with qualify-
ing expenses of EUR3 million or more, materi-
alised before 31 December 2027, and spanning 
up to ten years. This regime offers a range of 
benefits, including:

• a tax credit between 10% and 25% of the 
project’s qualifying expenses, to be deducted 
from the CIT tax assessment (subject to cer-
tain limits);

• during the investment period, an exemption 
from or reduction in municipal real estate tax 
and municipal real estate transfer tax; and

• an exemption from or reduction in stamp duty 
owed on transactions or contracts required to 
complete the investment project.

Investment support tax regime (RFAI)
This applies to investments carried out in certain 
regions, provided certain conditions are met, 
and includes the following benefits:

• a CIT deduction of up to 30% of the qualify-
ing expenses up to EUR15 million and of 
10% of the qualifying expenses that exceed 
EUR15 million;

• during the investment period, an exemption 
from or reduction in municipal real estate tax 
and municipal real estate transfer tax; and

• an exemption from stamp duty on the pur-
chase of buildings related to the relevant 
investment.

Both regimes require the fulfilment of certain 
requirements and cannot be combined with 
similar tax incentives.

Incentive for Capitalisation of Companies 
(ICE)
Companies can benefit from a tax incentive for 
increasing their capital (equity). This incentive 
allows a deduction against their taxable profit. 
The deduction is calculated as a percentage of 
the net increase in their eligible equity. The per-
centage used is the average 12-month Euribor 
rate, plus a 2 percentage point spread, appli-
cable to all companies. An additional deduc-
tion is applied in the years 2025 and 2026. The 
increased deduction of 50% is valid for the year 
2025.

There is a cap on the total deduction amount, 
namely the higher of the following:

• EUR4 million; or
• 30% of the tax EBITDA (earnings before 

interest, taxes, depreciation and amortisa-
tion, adjusted for tax purposes, as defined in 
Article 67 of the CIT Code).

Any excess can be carried forward for five years. 
In the event of the net increase in eligible equity 
being negative, the result is zero, and no deduc-
tion shall be applicable.

Wage Increase Incentive (“Incentivo Fiscal à 
Valorização Salarial”)
Companies increasing at least in 4.7% employ-
ees’ average annual base wage, in comparison 
with the previous year, benefit from a 200% 
deduction on the costs associated with the 
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increase of such wages for purposes of assess-
ment of taxable profit, up to an annual maximum 
of five times the National Minimum Wage per 
worker (the monthly National Minimum Wage is 
set at EUR870 for the year 2025).

2.4 Basic Rules on Loss Relief
Carry-back of losses is not allowed. From 2023, 
losses can be carried forward without any time 
limit, although they are capped at 65% of tax-
able income.

Carry-forward is not applicable in case of a 
change of more than 50% of the share capital or 
the voting rights of a company, except for opera-
tions that have been carried out for sound busi-
ness purposes, and the above limitation does 
not apply.

Further, no limitation applies if:

• there is a change from direct to indirect own-
ership (and vice versa);

• the special tax neutrality regime is applicable 
to the transaction;

• the change of ownership occurs upon the 
death of the previous shareholder;

• the acquirer has held, directly or indirectly, 
20% of the share capital or the majority of 
voting rights, since at least the beginning 
of the tax year in which the tax losses were 
incurred; or

• the acquirer is an employee or a board mem-
ber of the acquired company, provided that 
such person has held that position since at 
least the beginning of the tax year in which 
the tax losses were incurred.

2.5 Imposed Limits on Deduction of 
Interest
An interest barrier rule applies to net financing 
expenses up to the higher of the following:

• EUR1 million; or
• 30% of the tax EBITDA.

The above limitation is also applicable to PEs 
of non-resident entities, while entities subject to 
the supervision of the Portuguese Central Bank 
and the Portuguese Insurance and Pension Fund 
Supervisory Authority are excluded.

Net financing expenses exceeding the above 
thresholds (not deductible) in a certain fiscal year 
may be carried forward and deducted in the fol-
lowing five tax years provided that, when com-
puting the net financing expenses of that year, 
the aforementioned limits are not exceeded.

Net financing expenses consist of, inter alia, any 
amounts due in connection with financing pay-
ments, including interest on overdraft facilities, 
short-term loans, bonds, and financial expenses 
related to financial leases.

For entities that have adhered to the special 
regime of group taxation, the net financing 
expenses may be assessed for the whole group 
considering the sum of the tax EBITDA of all 
members, provided that the option is kept for a 
minimum three-year period. Special rules apply 
for pre-group and post-group tax years.

2.6 Basic Rules on Consolidated Tax 
Grouping
Tax grouping is permitted and allows group com-
panies to offset the tax losses incurred by one 
company against profits of other companies. Tax 
grouping is available provided that the parent 
company holds, directly or indirectly, at least 
75% of the share capital and more than 50% 
of the voting rights. For each accounting period 
covered by the grouping regime, the group’s tax-
able profit is calculated by the dominant com-
pany and corresponds to the sum of the taxable 



PoRtUGAL  Law aNd PraCTiCE
Contributed by: Samuel Fernandes de Almeida, Joana Lobato Heitor and Bárbara Miragaia, MFA Legal 

760 CHAMBERS.COM

income and tax losses recorded in the individual 
tax returns of each member of the group.

Tax losses prior to the beginning of the tax group-
ing can be carried forward and offset against 
the company’s taxable income where such loss 
was accounted for. The regime is also avail-
able to a dominant company with a registered 
seat in an EU or EEA country provided certain 
requirements are met and a resident company 
is appointed as representative of the tax group.

Upon termination of the regime, or whenever the 
grouping ceases to apply to one particular entity, 
tax losses obtained within the group cannot be 
offset against individual taxable income of the 
companies.

2.7 Capital Gains Taxation
Capital gains and losses are treated as business 
income in Portugal and assessed on the differ-
ence between the sales proceeds, net of related 
costs, and the acquisition value, net of impair-
ment depreciation, adjusted by the inflation 
index (for assets owned for a minimum two-year 
period). The positive net difference is included 
in the yearly taxable income, and a 50% rein-
vestment regime for tangible fixed assets, and 
intangible and biological assets held for at least 
one year, may be available.

A participation exemption regime is available 
for capital gains deriving from the disposal of 
shares, provided that the following requirements 
are met:

• the parent company holds, directly or indi-
rectly, at least 10% of the share capital or 
voting rights of its subsidiary;

• the shares have been held continuously for 
a minimum holding period of at least 12 
months;

• the shareholder is not deemed a transparent 
entity;

• the subsidiary is not resident in a blacklisted 
jurisdiction;

• the subsidiary is subject to, and not exempt 
from, an income tax listed in the EU Parent-
Subsidiary Directive or an income tax rate not 
lower than 60% of the Portuguese CIT rate 
(ie, 12%, given the standard rate of 20%); and

• the non-resident entity is not part of an arti-
ficial arrangement whose main purpose is to 
obtain a tax advantage.

Capital gains and losses covered by the partici-
pation exemption regime are excluded from the 
annual taxable income of the Portuguese entity.

The above regime is not applicable to corpora-
tions more than 50% of whose assets consist of 
real estate located in Portugal, except if they are 
allocated to an agricultural, industrial or com-
mercial activity.

2.8 Other Taxes Payable by an 
Incorporated Business
Property tax is a municipal property tax on the 
tax value (TV) of urban and rural properties locat-
ed in Portuguese territory. Property tax is pay-
able by the real estate owner, the usufructuary, 
or the holder of the surface right of a real estate 
unit with reference as of 31 December of the 
year to which it pertains. Rates vary from 0.3% 
to 0.45% of the TV for urban properties, while a 
7.5% rate applies to properties owned by enti-
ties located in blacklisted jurisdictions.

Additional property tax is payable by individu-
als and corporations, as well as by structures 
or collective undertakings and undivided inherit-
ances, that are owners, usufructuaries, or hold-
ers of surface rights of urban properties. Addi-
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tional property tax is not applicable to properties 
registered for commercial or industrial activities.

The taxable basis corresponds to the sum of 
the TV of all the urban properties held by each 
taxpayer, reported as of 1 January each year, 
and the applicable rates vary from 0.4% for 
corporations, to 0.7% for individuals and undi-
vided inheritances, to 7.5% for urban properties 
owned by entities located in blacklisted jurisdic-
tions.

Transfer property tax is a municipal tax levied 
on the onerous transfer of real estate located in 
Portuguese territory. The tax is payable by the 
acquirer and is calculated on the higher of the TV 
or the agreed price. In the event of the acquisi-
tion of at least 75% of a Portuguese company’s 
shares, where more than 50% of that company’s 
assets are either directly or indirectly derived 
from real estate located in Portugal, the transfer 
property tax becomes applicable. However, this 
is contingent on the real estate not being allo-
cated to a commercial activity. Additionally, the 
acquisition of at least 75% of the units of closed-
ended real estate investment funds triggers the 
transfer property tax, with rates of 6.5% or 10% 
for transactions involving acquirers located in a 
blacklisted jurisdiction.

Stamp duty is applicable to a wide variety of acts, 
transactions and documents, provided they are 
deemed to have occurred or are signed in Por-
tuguese territory (eg, loans, leases, securities, 
transfers of a going concern, etc), and provided 
they are not subject to VAT. Rates are based on 
a percentage and specified in the Stamp Duty 
Schedule.

2.9 Incorporated Businesses and 
Notable Taxes
VAT is due on the supply of services, sale of 
goods and importation into Portuguese cus-
toms territory at a standard 23% rate. Reduced 
rates may apply to certain essential goods and 
services.

Customs duties on importation and excise duties 
are also applicable to certain products such as 
oil and energy products, alcohol and alcoholic 
beverages, tobacco and vehicles.

Also, employers are required to make monthly 
social security contributions at the standard rate 
of 23.75% on the monthly gross remuneration 
paid to their employees.

Social security contributions are deductible for 
CIT purposes. A carbon tax due by the user in 
the amount of EUR2 applies to air, sea and river 
travel.

There are also certain sector-specific contribu-
tions, namely in the financial, energy, telecoms 
and pharmaceutical sectors.

3. Division of Tax Base Between 
Corporations and Non-Corporate 
Businesses
3.1 Closely Held Local Businesses
Closely held local businesses mostly operate 
under a corporate form.

3.2 Individual Rates and Corporate Rates
As mentioned in 1.2 Transparent Entities, pro-
fessional firms are mandatorily subject to the 
tax transparency regime. Taxable income is 
assessed under the rules set forth in the CIT 
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Code, while net income is attributed to the 
shareholders, at the progressive PIT rates.

Outside the scope of listed professional activi-
ties, nothing prevents an individual investor from 
incorporating an individual limited liability com-
pany (sociedade unipessoal por quotas), subject 
to 20% CIT on the net profit, while the subse-
quent distribution of dividends shall be taxed at 
the autonomous rate of 28% for PIT purposes 
(with the option to aggregate the dividends to 
other categories of income and subject to the 
progressive PIT rates).

3.3 Accumulating Earnings for 
Investment Purposes
There are no rules to prevent the accumulation 
of earnings, and until 2023, a tax incentive was 
in place applicable to micro and small to medi-
um-sized enterprises granting a CIT deduction 
of 10% of the retained and reinvested earnings 
(up to a maximum of EUR5 million per year) used 
to acquire qualifying assets.

Retained earnings may fall within the scope of 
the CFC rules if the closely held corporation 
is resident in a blacklisted jurisdiction (see 6.5 
Taxation of Income of Non-Local Subsidiaries 
Under Controlled Foreign Corporation-Type 
Rules).

3.4 Sales of Shares by Individuals in 
Closely Held Corporations
Dividends are generally subject to a final 28% 
withholding tax. Dividends paid by non-resident 
entities to resident individuals are also subject 
to a flat rate of 28% (a tax credit to avoid or 
reduce international double taxation is usually 
available). A higher 35% rate may apply to divi-
dends received from blacklisted jurisdictions.

If the resident shareholder opts to aggregate 
dividends with their annual taxable income, for 
dividends from resident entities and companies 
resident within the EU or EEA, a 50% relief is 
available and the dividends shall be subject to 
the progressive PIT rates up to 48% (plus surtax, 
if applicable).

As to capital gains, the annual positive difference 
between capital gains and losses on the disposal 
of shares is subject to a special tax rate of 28%, 
unless the taxable person opts to aggregate the 
net gains on his or her annual taxable income, 
subject to the personal income progressive rates 
up to 48% (plus solidarity surtax, if applicable).

Capital gains from the sale of shares in micro 
and small to medium-sized enterprises resident 
in Portugal and within the EU/EEA benefit from 
a 50% tax relief, resulting in an effective tax rate 
of 14%.

3.5 Sales of Shares by Individuals in 
Publicly Traded Corporations
The same tax treatment applies as set out in pre-
vious sections.

4. Key Features of Taxation of 
Inbound Investments

4.1 Withholding Taxes
Dividends, interest and royalties paid to non-
resident companies are subject to a 25% CIT 
withholding, while a higher 35% rate applies to 
payments made to undisclosed third parties or 
if the beneficiary is resident in a blacklisted juris-
diction.

Under the participation exemption regime, an 
exemption is available on the distribution of 
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dividends, provided the following requirements 
are met:

• the parent company holds, directly or directly, 
at least 10% of the capital or voting rights of 
the other company;

• the shares have been held continuously for at 
least 12 months;

• the shareholder is not a transparent entity;
• the entity that distributes dividends is not 

resident in a blacklisted jurisdiction; and
• it is subject to, and not exempt from, an 

income tax listed in the EU Parent-Subsidiary 
Directive or an income tax rate not lower than 
60% of the Portuguese CIT rate.

The exemption under the participation exemp-
tion regime is also available to dividends paid to 
a PE in another EU or EEA country. Dividends 
from non-qualifying participations will be subject 
to tax, but a tax credit may be available.

Interest and royalties may also benefit from a 
withholding exemption under the EU Interest 
and Royalties Directive, provided that the fol-
lowing requirements are met:

• an equity stake of at least 25% is directly 
held by one of the companies or a third entity 
holds the same equity interest in the share 
capital of both entities for a minimum holding 
period of two years;

• the entity that receives the interest and/
or royalties must be the effective beneficial 
owner;

• both the paying entity and the receiving entity 
must be deemed resident within the EU; and

• both entities must be subject to, and not 
exempt from, an income tax listed in the EU 
Interest and Royalties Directive and adopt 
one of the legal forms listed in the Directive.

The above exemptions applicable to dividends, 
interest and royalties are not available in case of 
an arrangement or series of arrangements whose 
purpose is to obtain a tax advantage that defeats 
the purpose of eliminating double taxation, and 
such arrangement or series of arrangements is 
not regarded as genuine. An arrangement or 
series of arrangements, if it is not carried out for 
valid economic reasons and has no economic 
substance, shall not be regarded as genuine.

4.2 Primary Tax Treaty Countries
Portugal has entered into 79 DTTs, while the 
treaty with Kenya has not yet entered into force. 
According to the information publicly available, 
the primary tax treaty countries utilised by inves-
tors are the Netherlands, Spain, Luxembourg, 
the UK, France, Brazil, Belgium, Germany, Ire-
land, Switzerland, the USA and Italy.

4.3 Use of Treaty Country Entities by 
Non-Treaty Country Residents
The Portuguese tax authorities have been 
increasing their focus on tackling cross-border 
abusive practices and preventing treaty shop-
ping practices. According to the 202 “Fight 
Against Fraud and Tax and Customs Evasion 
Report” released by the Portuguese government 
in July 2024, the focus has been on identifying 
and curtailing abusive tax planning and treaty 
shopping. This includes scrutinising the actual 
place of effective management, adherence to 
substance requirements, identification of the 
ultimate beneficial owner of income, and utilising 
mechanisms such as information exchange, der-
ogation of bank secrecy, and applying limitations 
on treaty benefits. The report includes specific 
recommendations to define a strategy to control 
tax benefits for investment and to improve the 
mechanisms for controlling tax fraud risk linked 
to real estate leases. Regarding major taxpayers, 
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the following were defined as key areas under 
audit:

• Capital losses on the transfer of equity instru-
ments of entities subject to a clearly more 
favourable tax regime

• The unlawful use of the benefits of Council 
Directive 2003/49/EC of 3 June 2003, and/or 
DTTs

• Transfer pricing regime
• CFC rules
• GAAR

4.4 Transfer Pricing Issues
The main transfer pricing issues relate to man-
agement and licensing fees and intra-group 
arrangements. The Portuguese tax authorities 
have already ruled out that intra-group service 
agreements should be covered by advance pric-
ing agreements (APAs) in a tax ruling issued in 
the end of year 2023.

4.5 Related-Party Limited Risk 
Distribution Arrangements
Risk distribution arrangements are increasingly 
subject to scrutiny and also covered by APAs.

4.6 Comparing Local Transfer Pricing 
Rules and/or Enforcement and OECD 
Standards
The OECD guidelines are generally enforced as 
Portugal follows the OECD standards.

4.7 International Transfer Pricing 
Disputes
Specific transfer pricing tax audits are relatively 
uncommon, although transfer pricing documen-
tation is frequently requested and scrutinised by 
the Portuguese tax authorities.

According to OECD data (cf “2023 Mutual 
Agreement Procedure Statistics”), most mutual 

agreement procedures (MAPs) ended with an 
agreement fully eliminating double taxation. 
Most transfer pricing MAPs are with Spain, Italy, 
Germany, Belgium and the UK.

5. Key Features of Taxation of Non-
Local Corporations

5.1 Compensating Adjustments When 
Transfer Pricing Claims Are Settled
Correlative adjustments are mandatory under 
Portuguese tax legislation whenever a transfer 
pricing adjustment is made to the taxable profit 
of the related party.

5.2	 Taxation	Differences	Between	Local	
Branches and Local Subsidiaries of Non-
Local Corporations
Local branches are taxed similarly to subsidiar-
ies of non-resident corporations. A few specific 
rules on the taxation of PEs of foreign entities 
must be considered, namely:

• Income remitted by a branch to its head office 
is not subject to withholding tax.

• As a general rule and following certain crite-
ria, general administrative expenses incurred 
by the head office may be allocated to the 
branch.

• There may be certain restrictions concerning 
the deductibility of certain expenses (such as 
interest and royalties) charged by the head 
office to the branch.

5.3 Capital Gains of Non-Residents
Capital gains obtained by non-resident entities 
on the disposal of equity stakes held in Portu-
guese companies may be exempt from tax in 
Portugal, provided that none of the following 
circumstances is the case:
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• More than 25% of the non-resident company 
is owned, directly or indirectly, by Portuguese 
tax residents.

• The non-resident company is domiciled in a 
blacklisted jurisdiction.

• The capital gains derive from the direct or 
indirect disposal of shares in a resident 
company, where more than 50% of the com-
pany’s assets consist of real estate located in 
Portugal.

Should the exemption not apply, capital gains 
obtained by non-resident entities are subject to 
CIT at a 25% rate. Indirect disposal of Portu-
guese equity stakes may be subject to tax pro-
vided that more than 50% of the value of the 
shares derives from immovable property locat-
ed in Portugal and is allocated to a commercial 
activity during the 365 days preceding the sale.

5.4 Change of Control Provisions
The Portuguese tax legislation establishes cer-
tain change to control provisions, notably:

• a limitation on the carry-forward of tax losses 
in case of a change of ownership of 50% or 
more of the target company’s stock or the 
majority of the voting rights;

• impact on the composition of a tax group; or
• forfeiture of unused deductions under the 

interest barrier rule upon a change of owner-
ship of 50% or more of the equity stake or 
voting rights.

Outside the scope of these specific anti-abuse 
provisions, changes of control do not trigger any 
adverse tax consequences.

5.5 Formulas Used to Determine Income 
of	Foreign-Owned	Local	Affiliates
Locally owned companies and foreign-owned 
local affiliates are subject to the same rules for 

the purposes of the assessment of the respec-
tive taxable income.

5.6 Deductions for Payments by Local 
Affiliates
Payments made by local affiliates to non-resident 
affiliates related to management and administra-
tive expenses are generally deductible provided 
they are directly linked to the corporate purpose 
and the company’s commercial activity and are 
properly documented. These transactions need 
to be completed in line with the arm’s length 
principle and additional limitations apply to affili-
ates resident in blacklisted jurisdictions, as the 
taxpayer has the burden of proof to evidence 
that the transaction is material and carried out 
for sound business purposes.

5.7 Constraints on Related-Party 
Borrowing
Intra-group borrowing needs to comply with 
transfer pricing regulations and with the ultimate 
beneficial owner requirement under the EU Inter-
est and Royalties Directive, and a higher 35% 
withholding tax applies to interest paid to affili-
ates located in a blacklisted jurisdiction. Addi-
tionally, the interest rate on shareholder loans 
is capped at the 12-month Euribor rate plus a 
2 percentage point spread (6 percentage points 
for SMEs).

6. Key Features of Taxation 
of Foreign Income of Local 
Corporations
6.1 Foreign Income of Local 
Corporations
Resident entities are subject to CIT on their 
worldwide income, which is assessed on the 
yearly net accounting profits as amended for 
tax purposes.
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Portugal adopts, as a rule, the credit method, 
and therefore international double taxation relief 
is achieved through a credit deduction to be 
offset against foreign-sourced income included 
in the company’s taxable basis. The tax credit, 
assessed on a country basis, corresponds to the 
lower of the following amounts:

• the income tax paid abroad; or
• the CIT portion assessed before the deduc-

tion, corresponding to the net income that 
may be taxed in the source country.

Whenever a DTT is applicable, the tax credit may 
not exceed the tax that should have been paid 
abroad according to the terms set out under the 
DTT. Any excess credit that has not been offset 
may be carried forward for a five-year period.

The exemption method is applicable for divi-
dends, capital gains deriving from the disposal 
of shares obtained by non-resident shareholders 
and profits of outbound PEs.

6.2 Non-Deductible Local Expenses
The symmetric refusal of deduction of local 
expenses is applicable to taxpayers that have 
elected the exemption method for foreign PEs’ 
profits.

6.3 Taxation on Dividends From Foreign 
Subsidiaries
Dividends received by a corporate shareholder 
shall be included in the taxable base and subject 
to CIT.

If the participation exemption regime applies, 
inbound dividends obtained by resident com-
panies may be excluded from CIT, provided the 
following conditions are met:

• The Portuguese shareholding company holds 
at least 10% of the share capital or voting 
rights of the distributing entity.

• The participation has been continuously held 
in the year prior to the distribution of the 
dividends (or, if held for a shorter period, is 
held long enough to complete the one-year 
period).

• The Portuguese shareholding company is not 
subject to a tax transparency regime.

• The distributing entity is subject to and not 
exempt from CIT, or any of the corporate 
income taxes referred to in the EU Parent-
Subsidiary Directive, or a tax of a similar 
nature with a rate not lower than 60% of the 
Portuguese CIT rate (ie, 12%); this condition 
is not applicable if the permanent establish-
ment is deemed incorporated for valid eco-
nomic reasons in accordance with the defini-
tion laid down for CFC purposes.

• The distributing entity is not a resident in a 
blacklisted jurisdiction.

Where the participation exemption is not appli-
cable, the double taxation may be waived by 
means of a tax credit.

Following a legislative authorisation approved in 
July 2024, it was expected that the participa-
tion exemption threshold would be reduced from 
10% to 5%; however, the alteration was rejected 
by the Portuguese Parliament.

6.4 Use of Intangibles by Non-Local 
Subsidiaries
When transferring, assigning or using intangibles 
developed by resident entities for the benefit 
of non-resident subsidiaries, the arm’s length 
principle must be adhered to, and the resulting 
income must be included in the taxable basis. 
The patent box regime may apply, as described 
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in 2.2 Special Incentives for Technology Invest-
ments.

6.5 Taxation of Income of Non-Local 
Subsidiaries Under Controlled Foreign 
Corporation-Type Rules
Portuguese CFC rules are aligned with the Anti-
Tax Avoidance EU Directive.

Profits or income derived by an entity resident 
in a blacklisted jurisdiction, or in a jurisdiction 
where it is subject to an effective taxation below 
50% of the taxation that would have been applied 
if such entity were resident for tax purposes in 
Portugal, are allocated to the Portuguese tax-
payer, provided it holds, directly or indirectly, at 
least 25% of the share capital, voting rights, or 
rights on income or assets of that entity.

CFC rules do not apply if the CFC is resident in 
another EU or EEA member state, provided that 
the CFC engages in genuine business or com-
mercial activities for sound business reasons, 
with its own personnel and premises.

Any income tax paid in the state of residence 
of the CFC may be offset against the tax due in 
Portugal, although any unused tax credit cannot 
be carried forward to subsequent tax years.

6.6 Rules Related to the Substance of 
Non-Local	Affiliates
Besides CFC rules mentioned in previous sec-
tions and the effective place of management 
provision, there are no specific rules addressing 
substance requirements of non-local affiliates.

The expected approval and implementation of 
the ATAD 3 Directive will introduce within the EU 
a harmonised set of substance tests.

6.7 Taxation on Gain on the Sale of 
Shares	in	Non-Local	Affiliates
Capital gains obtained by local companies on 
the sale of non-resident affiliates may be exclud-
ed from CIT under the participation exemption 
regime, as described in 2.7 Capital Gains Taxa-
tion.

7. Anti-Avoidance

7.1 Overarching Anti-Avoidance 
Provisions
The Portuguese GAAR provision disregards, for 
taxation purposes, artificial arrangements that 
are not grounded in valid economic reasons, 
are abusive in form or substance and whose 
main purpose is to obtain a tax advantage that 
otherwise would not be achieved, in whole or 
part, without the use of such artificial or fraudu-
lent means. In these cases, the Portuguese tax 
authorities shall deem such artificial or fraudu-
lent arrangements ineffective for tax purposes 
and, as a result, the income from said arrange-
ments will be taxed in accordance with the rules 
applicable to the equivalent taxable events that 
would have been chosen if the tax advantage 
had not been pursued. The above regime is also 
extended to the paying entity, whenever such 
entity should have been aware of the artificial 
series of arrangements that triggered the appli-
cation of the GAAR provision. This follows a spe-
cial procedure under the Tax Procedural Code.

Besides the GAAR, Portugal has several spe-
cific anti-abuse provisions, notably on payments 
made to entities in blacklisted jurisdictions, high-
er withholding and tax rates, tax losses, change 
of control provisions, denial of application of 
tax neutrality regimes, CFC rules, and refusal to 
deduct certain expenses, just to name a few.
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8. Audit Cycles

8.1 Regular Routine Audit Cycle
Tax audits need to be initiated within the four-
year statute of limitations. Despite not being 
subject to routine audit cycles, large taxpayers, 
as defined by Ministerial Order, are monitored 
by a special tax unit and subject to regular tax 
audits.

The Portuguese tax authorities annually approve 
a National Plan of Activities of the Tax Inspec-
tion (Plano Nacional de Atividades da Inspeção 
Tributária, or PNAIT). This plan sets the priorities 
for tax inspections each year, identifying specific 
sectors, actions and targets.

9. BEPS

9.1 Recommended Changes
Portugal has already implemented a number of 
changes in line with BEPS recommendations, 
namely:

• implementation of VAT on B2C digital services 
(under BEPS Action 1);

• anti-hybrid rules (under BEPS Action 2);
• CFC rules (under BEPS Action 3);
• earnings-stripping rules to limit interest 

deductibility (under BEPS Action 4);
• revised patent box regime (under BEPS 

Action 5);
• anti-treaty shopping provisions (under BEPS 

Action 6);
• obligation to disclose aggressive tax planning 

schemes (under BEPS Action 12);
• mandatory country-by-country reporting 

(under BEPS Action 13);
• signature of the Multilateral Instrument – MLI, 

in force since June 2020 (under BEPS Action 
15); and

• introduction of global minimum tax (under 
BEPS 2.0 – Pillar 2).

9.2 Government Attitudes
The Portuguese government has been consist-
ently adopting and implementing the OECD 
BEPS Action Plan and BEPS 2.0 into domestic 
law, with the purpose of enhancing transparency 
and preventing aggressive tax planning.

In November 2024, Law 41/2024 of 8 November 
transposed Council Directive (EU) 2022/2523 of 
14 December 2022 into domestic legislation, 
ensuring a global minimum level of taxation for 
multinational enterprise groups and large-scale 
domestic groups, reinforcing the efforts to tackle 
aggressive tax planning. Law 41/2024 ensures 
the application of a global minimum tax when 
the effective tax rate of a covered group, in any 
of its jurisdictions, is lower than 15%.

Portugal exercised the option to implement the 
undertaxed profits rule (UTPR) in the form of a 
complementary tax, rather than a disallowance 
of deductions for income tax purposes.

The global minimum tax includes three key ele-
ments:

• an income inclusion rule (IIR), according 
to which the parent entities of large-scale 
multinational or domestic groups must pay a 
complementary tax in relation to group enti-
ties resident in low-tax jurisdictions;

• a UTPR, which requires Portuguese entities of 
large-scale multinational groups to pay a por-
tion of any complementary tax not assessed 
under the IIR; and

• the Portuguese complementary national 
qualified tax (ICNQ-PT), which sets a supple-
mentary tax on Portuguese low-tax entities, 
requiring the 15% to be paid in Portugal 
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(rather than at the level of the parent entity 
through the IIR or other entities through the 
UTPR).

The legislation includes the option for a safe har-
bour based on country-by country reporting for 
tax years beginning on or before 31 December 
2026 and ending on or before 30 June 2028.

There are specific fines for companies that do 
not fulfil their obligations to submit the relevant 
tax returns. Failure to submit a tax return or late 
submission may trigger penalties ranging from 
EUR5,000 to EUR100,000, plus 5% for each 
day of delay. Errors or omissions may trigger 
penalties ranging from EUR500 to EUR23,500. 
Penalties may be waived in the first year of appli-
cation of the new rules (tax years beginning on 
or before 31 December 2026 and ending on or 
before 30 June 2028) provided that certain con-
ditions are met.

In July 2024, the government approved a pack-
age of 60 measures to boost the Portuguese 
economy, including some measures on tax 
issues, such as: (i) gradually reducing the cor-
porate income tax to 15%; (ii) creating a VAT 
group regime; (iii) reviewing the fiscal deduct-
ibility regime for goodwill; (iv) expanding access 
to the participation exemption regime; and (v) 
providing tax deductions for capital gains and 
dividends earned by individuals in the capitalisa-
tion of companies.

In January 2025, the government approved a 
set of 30 measures intended to simplify some 
tax rules and regimes. Regarding corporate tax, 
we would highlight the following: (i) simplification 
of the Annual Accounting Return (IES); (ii) pre-
filling of the Model 22 declaration form with the 
tax losses generated in previous years; and (iii) 
harmonisation of deadlines for compliance with 

reporting obligations, among other improve-
ments on the tax authorities’ website.

9.3	 Profile	of	International	Tax
Over the last decade, Portugal has concluded 
a tax reform in 2014, reshaped the tax regime 
applicable to collective undertakings, refreshed 
its transfer pricing regulations and continued to 
enter into DTTs (currently 79 in total), and has in 
place 12 exchange of information agreements. 
The DTTs and investment agreements with Afri-
can Portuguese-speaking countries are also 
a key element of Portuguese international tax 
policy.

9.4 Competitive Tax Policy Objective
Please see 9.3	 Profile	 of	 International	 Tax. 
Despite the European Commission’s decision 
to recover unlawful tax benefits granted in the 
years 2014-2017, the State Budget for 2025 
extended the Madeira Free Trade Zone scheme 
to new entities licensing until 31 December 2026. 
It is expected that the preferential tax scheme – 
which provides a reduced corporate tax rate of 
5% – will stay in force until the end of 2028.

There is increasing focus on attracting new 
investments in technology and innovation, with 
the SIFIDE incentives, the patent box and the 
new legal framework approved for start-ups and 
mid-cap companies.

Although more modest than expected, the State 
Budget for 2025 brought in a 1% reduction in 
the statutory CIT rate and introduced changes 
to some incentives already in force (such as the 
Incentive for Capitalisation of Companies).

9.5 Features of the Competitive Tax 
System
Portugal has several tax incentives in force, 
some of them specifically designed to attract 
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investment to certain zones of the country. As a 
member of the EU, Portugal is subject to several 
restrictions when granting tax benefits.

A recent example is the Madeira Free Trade 
Zone case, where the European Commission 
has challenged the benefits offered under Euro-
pean state aid restrictions legislation, with sig-
nificant repercussions for several companies, 
both national and international.

9.6 Proposals for Dealing With Hybrid 
Instruments
Anti-hybrid mismatch arrangement rules were 
implemented in Portugal by means of Law 
24/2020 of 6 July 2020, which transposed into 
national legislation the European Anti-Tax Avoid-
ance Directive ATAD I, as amended by ATAD II. 
These rules were introduced into the CIT Code 
and came into force in January 2022.

9.7 Territorial Tax Regime
Portugal does not have a territorial tax regime as 
resident companies are subject to CIT on their 
worldwide income. However, a global participa-
tion exemption regime applies in Portugal to divi-
dends obtained by Portuguese entities (inbound) 
and capital gains, provided some requirements 
are met (see 2.7 Capital Gains Taxation and 4.1 
Withholding Taxes).

9.8 Controlled Foreign Corporation 
Proposals
Portugal does not have a territorial tax system; 
however, it has adopted CFC rules in line with 
BEPS Action 3 (see 6.5 Taxation of Income of 
Non-Local Subsidiaries Under Controlled For-
eign Corporation-Type Rules).

9.9 Anti-Avoidance Rules
Portugal has included “limitation on benefits” 
clauses in some DTTs, in line with the commit-

ments taken within the OECD’s BEPS recom-
mendations, particularly Action 6. This frame-
work is further strengthened through the MLI, 
ensuring all new DDTs adopt the Principal Pur-
pose Test.

Also, over the years, the Portuguese tax authori-
ties have become more aware of abusive treaty 
shopping practices and have intensified scrutiny 
of abusive arrangements.

9.10 Transfer Pricing Changes
The transfer pricing regulations were amended 
in November 2021 to accommodate the 2017 
OECD Transfer Pricing Guidelines. The previous 
regulations were already consistently enforced 
by the courts and the Portuguese tax authori-
ties in line with OECD standards. Transfer pricing 
controversy in Portugal is still relatively nascent, 
particularly in areas related to IP rights.

9.11 Transparency and Country-by-
Country Reporting
Portugal has adopted several measures to pro-
mote a tax transparent legal environment, nota-
bly through the adoption of exchange of infor-
mation mechanisms and mandatory disclosure 
rules. Decree-Law No 73/2023 has recently 
transposed the EU Public Country-by-Country 
Reporting Directive into national legislation, 
enacting new reporting obligations for multi-
national enterprises carrying out activities in 
Portugal. Since June 2024, companies meeting 
certain criteria have to publicly disclose informa-
tion related to the activity carried out, income 
obtained and effective tax paid. The reporting 
obligations apply, firstly, to multinational enter-
prises with a consolidated revenue of EUR750 
million or more over the last two financial years.

The effectiveness of these regulations is yet to 
be assessed. A key consideration will be finding 
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a balanced approach that promotes co-opera-
tion, transparency and public scrutiny, while also 
avoiding imposing excessive administrative and 
reporting burdens on corporations.

9.12 Taxation of Digital Economy 
Businesses
Law No 36/2023 of 26 July 2023 transposed EU 
Directive 2021/514 (DAC 7) into national legisla-
tion. Under this legal framework, digital platform 
operators are required to provide information to 
the Portuguese tax authorities regarding trans-
actions carried out by their customers. Sellers 
of goods with fewer than 30 transactions and 
an aggregate turnover below EUR2,000 per 
reporting period are excluded from these obli-
gations. The first reporting obligation was due 
by 31 January 2024. Failure to disclose manda-
tory information may result in fines ranging from 
EUR500 to EUR22,500.

9.13 Digital Taxation
Please refer to 9.1 Recommended Changes and 
9.12 Taxation of Digital Economy Businesses.

9.14	 Taxation	of	Offshore	IP
Domestic tax law does not set out any specific 
provisions to deal with the taxation of income 
from offshore intellectual property, other than the 
higher 35% withholding tax for payments made 
to entities resident in blacklisted jurisdictions.
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1. Types of Business Entities, 
Their Residence and Basic Tax 
Treatment
1.1 Corporate Structures and Tax 
Treatment
Business vehicles are chosen based on com-
mercial needs. The types of vehicles include sole 
proprietorships, partnerships, companies and 
variable capital companies.

Key Features of Sole Proprietorships
In a sole proprietorship, the business is owned 
by an individual. The sole proprietorship is not a 
separate legal entity, and the owner has unlim-
ited liability. For income tax purposes, income 
derived from the sole proprietorship will be taxed 
in the hands of the owner.

Key Features of Partnerships
There are three types of partnerships: general 
partnership, limited liability partnership and lim-
ited partnership. A general partnership requires 
between two and twenty partners. A limited lia-
bility partnership requires at least two partners, 
with no upper limit on the number of partners. A 
limited partnership requires at least one general 
partner and one limited partner, with no upper 
limit on the number of partners.

A general partnership and limited partnership 
are not separate legal entities from their partners 
while a limited liability partnership is. Partners 
in a general partnership and general partners in 
a limited partnership have unlimited liability. In 
contrast, partners in a limited liability partnership 
and limited partners in a limited partnership have 
limited liability.

For income tax purposes, partnerships are tax 
transparent. Income derived from partnerships 
is taxed in the hands of the partners.

Key Features of Companies
A company is a separate legal entity. There are 
three types of companies: private company, 
exempt private company and public company.

A private company has a maximum of 50 share-
holders and has a constitution restricting the 
right to transfer its shares. An exempt private 
company is a private company which has a 
maximum of 20 individual shareholders and no 
corporate shareholders. A public company is a 
company that is not a private company and can 
have more than 50 shareholders.

For income tax purposes, these three types of 
companies are taxed as separate legal entities.

Key Features of Variable Capital Companies
A variable capital company (VCC) is a new 
corporate entity tailored for investment funds. 
With this, Singapore fund managers can domi-
cile funds locally to enjoy cost economies and 
reduced compliance hurdles. A variable capital 
company can be either a standalone fund or an 
umbrella fund with many sub-funds. The latter 
creates cost savings because the sub-funds can 
share a common board of directors and engage 
the same service providers.

Unlike companies, variable capital companies 
can vary their share capital without investors’ 
approval. This gives investors the flexibility to 
exit their investments in the funds when they 
wish to do so. Additionally, unlike companies 
which must pay dividends out of profits, vari-
able capital companies can pay dividends out 
of capital. This allows investment funds to fulfil 
their dividend payment schedules.

For income tax purposes, a variable capital com-
pany is treated as a company incorporated or 
registered under any law in force in Singapore 
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or elsewhere. For goods and services tax (GST) 
purposes, each sub-fund of an umbrella VCC 
is treated as a separate person that is required 
to assess its GST registration lability based on 
the value of its taxable supplies. Taxable sup-
plies made by the first-mentioned sub-fund to 
another sub-fund of the same VCC is taken to be 
a supply made by one person to another person. 
For stamp duty purposes, each sub-fund of an 
umbrella VCC is also treated as a separate legal 
entity.

1.2 Transparent Entities
Limited partnerships and limited liability partner-
ships are commonly used by professional servic-
es firms and in fund structures. For example, pri-
vate equity funds may use partnerships as part 
of a master-feeder fund structure to qualify for a 
tax incentive under Section 13U of the Income 
Tax Act 1947 (the “Act”).

1.3 Determining Residence of 
Incorporated Businesses
Companies
A company is a Singapore tax resident if its con-
trol and management is exercised in Singapore 
in the preceding calendar year. The concept of 
control and management is not defined in the 
Act but is generally taken to refer to the location 
where the board of directors’ powers of con-
trol and management are exercised. This is a 
question of fact to be determined by the circum-
stances of each case.

Tax Transparent Entities
Tax transparent entities, such as partnerships, 
do not have a separate identity for income tax 
purposes. Instead, one has to determine the 
partners’ tax residency.

An individual partner is a Singapore tax resident 
if, in the preceding calendar year, they reside 

(except for reasonable temporary absences) 
in Singapore, or they are physically present or 
exercise employment in Singapore for at least 
183 days. Foreigners are considered Singapore 
tax residents under two administrative conces-
sions:

• they stay or work in Singapore continuously 
for three consecutive years; or

• they work in Singapore for at least 183 days 
for a period straddling two calendar years 
(subject to other conditions).

A corporate partner’s tax residency is deter-
mined in the same manner as a company.

1.4 Tax Rates
Companies
The corporate tax rate is 17%. Companies may 
be exempt from tax on certain types of income. 
They may also be taxed at a concessionary 
rate on qualifying income under the various tax 
incentives.

Tax Transparent Entities
The tax rate for tax transparent entitles, such as 
a partnership, will depend on the profile of the 
partner.

An individual partner who is a Singapore tax resi-
dent is taxed progressively, with the top marginal 
tax rate at 24%. An individual partner who is not 
a Singapore tax resident will be taxed at a flat 
rate of 24% on their trade income.

A corporate partner’s tax rate is the same as that 
of a company.

Sole Proprietorship
The tax rate of a sole proprietor is the same as 
that of an individual partner.
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2. Key General Features of the Tax 
Regime Applicable to Incorporated 
Businesses
2.1	 Calculation	for	Taxable	Profits
Singapore taxes income based on source and 
receipt. The source basis applies to income, 
such as gains and profits from trade, employ-
ment and interest, which accrues in or is derived 
from Singapore. The receipt basis applies to 
income received in Singapore from outside Sin-
gapore, such as when it is remitted into Singa-
pore.

Taxable profits are calculated based on account-
ing profits after making tax adjustments. The 
usual tax adjustments include the adding back of 
non-deductible expenses, non-taxable receipts, 
and current and brought-forward capital allow-
ances, losses and approved donations.

2.2 Special Incentives for Technology 
Investments
In addition to the usual tax deduction for R&D 
expenses, various additional deductions may be 
available (subject to conditions) for intellectual 
property and R&D expenses, including:

• an additional deduction of 300% on up to 
SGD400,000 of qualifying intellectual prop-
erty registration costs (excluding government 
grants or subsidies) incurred in the basis 
period until the year of assessment 2028;

• an additional deduction of 300% on up to 
SGD400,000 of expenses (excluding govern-
ment grants or subsidies) to license from 
another person of any qualifying intellectual 
property rights (excluding trade marks and 
software user rights) until the year of assess-
ment 2028; and

• an additional deduction of 300% on up to 
SGD400,000 of staff costs and consumables 

for in-house R&D conducted wholly in Sin-
gapore, and another additional deduction of 
150% on the balance of qualifying expenses 
in excess of SGD400,000 until the year of 
assessment 2028.

In lieu of the tax deductions for R&D, eligible 
businesses may instead opt to convert up to 
SGD100,000 of the total qualifying expenditure 
for each year of assessment into cash at a con-
version rate of 20%. The non-taxable cash pay-
out is capped at SGD20,000 per year of assess-
ment until year of assessment 2028.

2.3 Other Special Incentives
There are various tax incentives available for 
different industries, including those explained 
below.

• The financial sector incentive (FSI) scheme, 
which applies to licensed financial institutions 
such as banks and fund managers. The FSI 
scheme was extended to 31 December 2028 
and provides for concessionary tax rates of 
10% and 13.5% for new and renewal awards 
approved on or after 1 January 2024. The 
applicable rate depends on the applicable FSI 
scheme relevant to the qualifying FSI activity.

• The global trader programme (GTP) scheme, 
which applies to companies engaged in the 
business of international trading of com-
modities or commodities derivatives, or of 
brokering international trades in commodi-
ties, or both. The GTP scheme provides for 
concessionary tax rates of 5% 10% or 15% 
(for awards approved on or after 17 February 
2024) on prescribed qualifying transactions.

• The finance and treasury centre (FTC) 
scheme, which applies to companies provid-
ing treasury, investment or financial services 
in Singapore. The FTC scheme provides for 
a concessionary tax rate of 8% or 10% on 
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income derived from qualifying FTC services 
to approved network companies and qualify-
ing FTC activities carried out by the financial 
and treasury centre company for its own 
account with funds obtained from qualifying 
sources.

2.4 Basic Rules on Loss Relief
Carry Forward
Any unabsorbed losses can be carried forward 
indefinitely to be deducted against the statutory 
income in the following year of assessment, 
subject to the fulfilment of the shareholding 
test, where at least 50% of the total number of 
issued shares of the company must be held by 
the same persons on:

• the last day (ie, 31 December) of the year in 
which the loss was incurred; and

• the first day (ie, 1 January) of the year of 
assessment in which such loss would be 
deducted.

A company may apply for the shareholding test 
to be waived if there were genuine commercial 
reasons for the substantial change in share-
holders, and this was not undertaken merely to 
obtain a tax advantage.

Carry Back
Current year unutilised losses of up to 
SGD100,000 can be carried back for one year 
of assessment immediately preceding the year 
of assessment in which the losses were incurred. 
To carry back losses, an irrevocable election 
must be made by the time the income tax return 
is lodged. This is subject to the fulfilment of the 
same shareholding test on:

• the first day (ie, 1 January) of the year in 
which the loss was incurred; and

• the last day (ie, 31 December) of the year 
of assessment in which the loss would be 
deducted.

To carry back current year unutilised losses, the 
company must also continue to carry on the 
same trade or business for which the losses 
were incurred.

Offset	of	Income	Losses	Against	Capital	Gain
Where a capital gain on the sale of a foreign 
asset is taxable in Singapore, losses incurred 
by the seller entity from the sale or disposal of 
any other foreign asset can be deducted from 
such gains. This applies where had such other 
sale or disposal resulted in capital gains and all 
of those gains had been received in Singapore, 
they would have been chargeable to tax in Sin-
gapore. Certain other exceptions also apply.

2.5 Imposed Limits on Deduction of 
Interest
Interest expenses are generally deductible if they 
are incurred wholly and exclusively in the pro-
duction of income. Interest expenses from non-
income producing assets will not be deductible. 
As an administrative concession, the Singapore 
tax authorities do not require taxpayers to iden-
tify the interest expense incurred from income-
producing assets. Instead, taxpayers may use 
the total asset method to attribute common 
interest expenses to their assets. Under the 
total asset method, the proportion of common 
interest expenses that is attributable to income 
producing assets is deductible. In contrast, the 
proportion of common interest expenses that is 
attributable to non-income producing assets is 
not deductible.

Singapore does not impose thin capitalisation 
rules. However, the interest rates of the loans 
between related parties must either be at arm’s 
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length or an indicative margin published by the 
Singapore tax authorities.

The arm’s length interest rate is the interest rate 
which would be imposed if the parties were not 
related parties and were dealing independently 
with each other under similar circumstances at 
the time the indebtedness arose.

2.6 Basic Rules on Consolidated Tax 
Grouping
There is no consolidated tax grouping in Sin-
gapore.

However, subject to meeting certain qualifying 
conditions, a Singapore-incorporated company 
may make an irrevocable election to transfer its 
unutilised current year capital allowances/loss-
es/approved donations under the group relief 
system to be deducted against the assessable 
income of another Singapore-incorporated com-
pany from the same group.

The transferor and transferee companies are 
members of the same group if one holds 75% 
of the other, or a third Singapore company holds 
75% in each of the companies. Further, the hold-
er must be entitled to at least 75% of:

• any residual profits of the other company 
available for distribution to that company’s 
equity holders; and

• any residual assets of the other company 
available for distribution to that company’s 
equity holders on a winding up.

2.7 Capital Gains Taxation
Capital gains from the sale or disposal of foreign 
assets that occur on or after 1 January 2024 are 
taxable in Singapore where such proceeds are 
received in Singapore. Such gains are only tax-
able if the selling/disposing entity does not have 

adequate economic substance in Singapore or 
the gains were derived from the disposal of for-
eign intellectual property rights. This applies to 
sellers that are members of corporate groups 
that are not all incorporated, registered or estab-
lished in a single jurisdiction, or if any entity in 
that group has a place of business in more than 
one jurisdiction. Capital gains from the sale of 
assets situated in Singapore would not be tax-
able. Other exemptions may apply.

In ascertaining whether gains from a transaction 
are revenue or capital in nature, the Comptroller 
may examine the characteristics of the transac-
tion according to certain factors known as the 
“badges of trade”. These include:

• the taxpayer’s motive;
• the financing method;
• the frequency of similar transactions;
• the duration of ownership; and
• the reasons for the realisation.

Whether a transaction is revenue or capital in 
nature is a question of fact – the badges of trade 
should be considered holistically, and no single 
factor is determinative.

2.8 Other Taxes Payable by an 
Incorporated Business
An incorporated business may be liable to pay 
other taxes on a transaction. These include:

• GST of 9% on:
(a) any supply (except an exempt supply) of 

goods or services made in Singapore by 
GST-registered persons in the course or 
furtherance of their business;

(b) any business-to-business (ie, supplies 
made to GST-registered persons) supplies 
of imported services under the reverse 
charge regime; and
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(c) any business-to-consumer (ie, supplies 
made to non-GST registered persons) 
supplies of imported services under the 
overseas vendor registration regime;

• stamp duty on agreements for the sale of 
shares, and the purchase or disposal of 
immovable properties; and

• additional conveyance duty for the purchase 
or disposal of shares in property-holding enti-
ties owning primarily prescribed immovable 
properties.

2.9 Incorporated Businesses and 
Notable Taxes
In addition to the taxes that an incorporated 
business may pay on a transaction (see 2.8 
Other Taxes Payable by an Incorporated Busi-
ness), it may also be subject to property tax. 
Property tax is imposed on the owners of prop-
erties based on the annual value of the proper-
ties. The “annual value” of a building is defined 
in the statute as “the gross amount at which the 
same can reasonably be expected to be let from 
year to year, the landlord paying the expenses of 
repair, insurance, maintenance or upkeep and all 
taxes (other than goods and services tax).”

3. Division of Tax Base Between 
Corporations and Non-Corporate 
Businesses
3.1 Closely Held Local Businesses
According to statistics collated by the Account-
ing and Corporate Regulatory Authority, as at 
November 2024, there are about 440,486 local 
and foreign companies in Singapore compared 
to about 141,867 sole proprietorships and part-
nerships. While there is no further breakdown 
available of whether most closely held local 
businesses operate in corporate or non-corpo-
rate form, the data suggests the former.

3.2 Individual Rates and Corporate Rates
Individual professionals have the prerogative to 
determine their business structure. This is sub-
ject to the anti-avoidance provision under the 
Act. Where the arrangement to earn income by 
setting up a company is carried out for bona fide 
commercial reasons and does not have as one 
of its main purposes the avoidance or reduction 
of tax, the anti-avoidance provision is unlikely to 
apply. Otherwise, the Comptroller can disregard 
or vary the arrangement and make any appropri-
ate adjustment to counteract any tax advantage 
obtained.

3.3 Accumulating Earnings for 
Investment Purposes
There are no rules preventing closely held cor-
porations from accumulating earnings for invest-
ment purposes in Singapore.

3.4 Sales of Shares by Individuals in 
Closely Held Corporations
Dividends
Individuals are exempted from tax on dividends 
paid by any Singapore tax resident company.

Gains on the Sale of Shares
If the gains on the sale of shares arose from the 
carrying on of a trade, such gains will be con-
sidered revenue in nature and will be taxable. 
Conversely, if the gains are capital in nature, 
this will not be taxable unless, subject to certain 
exemptions, it is the sale of a foreign share, and 
the gains are received in Singapore by an entity 
of a relevant group.

Where employees derive any gains from a right 
to acquire shares by reason of their employ-
ment, such gains will be taxable at the time of 
the exercise and are computed based on the 
open market price, less any amount paid for the 
shares. Where there is a restriction on the sale 
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of the shares, the gains will be taxable when 
the restriction ceases to apply, and are com-
puted based on the open market price, less any 
amount paid for the shares.

For a foreign employee who ceases employment 
before the right to acquire shares is exercised, or 
before the restriction on sale has lifted, the gains 
will be deemed income derived by the foreign 
employee one month before the later of:

• the date employment ceases; or
• the date the right is granted.

The gains will be computed based on the open 
market price of the shares on that date, less the 
amount paid for the shares.

3.5 Sales of Shares by Individuals in 
Publicly Traded Corporations
Dividends
Individuals are exempted from tax on dividends 
paid by any Singapore tax resident company.

Gains on the Sale of Shares
The tax treatment on the gains on the sale of 
shares in publicly traded corporations is similar 
to that outlined in 3.4 Sale of Shares by Individ-
uals in Closely Held Corporations. However, the 
gains on the sale of shares acquired by reason of 
employment will be calculated based on:

• for non-treasury shares, the open market 
price at the last transaction on the date on 
which the shares are first listed on the Sin-
gapore Exchange after the acquisition of the 
shares by the person, less the amount paid 
for such shares; and

• for treasury shares, the open market price at 
the last transaction on the date an appropri-
ate entry is made in the Depository Register 
by the Central Depository (Pte) Ltd to effect 

the acquisition of the treasury shares by the 
person, less the amount paid for such shares.

4. Key Features of Taxation of 
Inbound Investments

4.1 Withholding Taxes
Interest
Subject to certain exceptions, interest and other 
payments in connection with a loan or indebt-
edness which are paid to a non-Singapore tax 
resident will generally be subject to withholding 
tax of 15%.

Dividends
There is no withholding tax for dividends paid to 
a non-Singapore tax resident.

Royalties
Royalties which are paid to a non-Singapore tax 
resident will generally be subject to withholding 
tax of 10%.

4.2 Primary Tax Treaty Countries
Singapore has signed agreements for the avoid-
ance of double taxation (DTAs), including limited 
DTAs, with more than 100 countries. The DTAs 
generally provide for the avoidance of double 
taxation and reduced rates of taxation on inter-
est, royalties, etc. The primary DTA countries 
that foreign investors would use will depend on 
the country to which the transaction relates.

4.3 Use of Treaty Country Entities by 
Non-Treaty Country Residents
Singapore signed the Multilateral Convention 
to Implement Tax Treaty Related Measures to 
Prevent Base Erosion and Profit Shifting (the 
“Multilateral Convention”) in 2017. The Multi-
lateral Convention implements DTA measures 
proposed as part of the BEPS Project. As a 
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signatory, Singapore has updated a significant 
number of its DTAs to include, amongst others, 
an anti-treaty shopping provision and a principal 
purpose test provision.

Under the principal purpose test provision, DTA 
benefits will be denied in abusive cases. Where 
one of the principal purposes of using treaty 
country entities by non-treaty country residents 
is to obtain treaty benefits for artificial arrange-
ments or structures without commercial pur-
pose, this will fail the principal purpose test.

4.4 Transfer Pricing Issues
Inbound investors should bear in mind that local 
transfer pricing rules (which are largely aligned 
with the OECD Transfer Pricing Guidelines (the 
“OECD Guidelines”)) will apply if they choose to 
operate through local corporations, including:

• maintaining contemporaneous transfer pricing 
documentation (subject to certain conditions 
and exemptions);

• submitting a Form for Reporting Related-
Party Transactions as part of the corporate 
income tax return if the value of related party 
transactions disclosed in the financial state-
ments for a financial period exceeds SGD15 
million; and

• filing a country-by-country (CbC) report if the 
local corporation is a Singapore-headquar-
tered multinational enterprise (subject to other 
conditions).

4.5 Related-Party Limited Risk 
Distribution Arrangements
Where the use of related-party, limited risk dis-
tribution arrangements is at arm’s length, the 
Comptroller is unlikely to make an adjustment 
to increase the amount of income that is accrued 
in Singapore, or to reduce the amount of deduc-
tion allowed. An arrangement is at arm’s length if 

the same terms and conditions would have been 
made if the contracting parties are unrelated and 
dealing independently with one another in similar 
circumstances.

4.6 Comparing Local Transfer Pricing 
Rules and/or Enforcement and OECD 
Standards
The transfer pricing rules and administrative 
guidelines in Singapore are generally aligned 
with the OECD Guidelines.

4.7 International Transfer Pricing 
Disputes
Domestic Transfer Pricing Issues
The Comptroller may raise transfer pricing que-
ries when assessing the taxpayers’ corporate 
income tax or conducting a transfer pricing 
audit. Taxpayers will be selected for a transfer 
pricing audit based on risk indicators such as 
the value of related-party transactions, and the 
performance of a business over time. In making 
transfer pricing queries, the Comptroller can use 
“new” information received to re-open earlier 
years. Except in cases of fraud, the statutory time 
limit to re-open earlier years is four years after 
the expiry of that year of assessment. Taxpay-
ers should bear in mind that a surcharge of 5% 
will be imposed where transfer pricing adjust-
ments are made by the Comptroller, regardless 
of whether any additional tax is payable on the 
adjustments.

International Transfer Pricing Dispute
Where there is an international transfer pricing 
dispute, a Singapore tax resident taxpayer can 
resolve the issue either by taking legal remedies 
in the country where the transfer pricing adjust-
ment is made, or by making a Mutual Agreement 
Procedure (MAP) application under the relevant 
tax treaty. There is a general increase in the num-
ber of transfer pricing disputes resolved through 
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MAPs. The Comptroller endeavours to resolve 
a MAP case within 24 months after receiving a 
complete application.

5. Key Features of Taxation of Non-
Local Corporations

5.1 Compensating Adjustments When 
Transfer Pricing Claims Are Settled
The Comptroller may make a transfer pricing 
adjustment to increase the profits of taxpayers 
who do not comply with the arm’s length prin-
ciple and have understated their profits. Where 
a transfer pricing adjustment has been made, a 
surcharge of 5% on the transfer pricing adjust-
ment will also be payable. Subject to certain 
conditions, the Comptroller may wholly or partly 
remit any surcharge payable.

Compensating adjustments may be made when 
transfer pricing claims are settled through MAPs.

5.2	 Taxation	Differences	Between	Local	
Branches and Local Subsidiaries of Non-
Local Corporations
Both local branches and local subsidiaries of 
non-local corporations will be subject to Sin-
gapore tax on their income that is accrued in, 
derived in or received in Singapore. The same 
corporate tax rate of 17% will apply to both. 
However, a local branch will only be taxed on 
the profits attributable to its permanent estab-
lishment in Singapore.

5.3 Capital Gains of Non-Residents
The capital gains on the sale of shares in local 
corporations are not taxable in Singapore. How-
ever, the capital gains on the sale of shares in 
a non-local holding company are taxable if the 
sale occurs on or after 1 January 2024, and the 
gains are received in Singapore from outside 

Singapore by an entity of “relevant group”. A 
group is “relevant group” if either the entities of 
the group are not all incorporated, registered or 
established in a single jurisdiction, or any entity 
of the group has a place of business in more 
than one jurisdiction. This tax treatment is sub-
ject to certain exceptions, and it applies regard-
less of whether such non-local holding company 
owns the shares of a local corporation.

5.4 Change of Control Provisions
For corporate income tax purposes, Singapore 
does not have any change of control provisions.

However, it is likely that the shareholding test in 
relation to loss relief (refer to 2.4 Basic Rules on 
Loss Relief) and the 75% shareholding require-
ment in relation to group relief (refer to 2.6 Basic 
Rules on Consolidated Tax Grouping) will not 
be satisfied upon a change of control. A change 
of control event may also have additional con-
veyance duty implications where the company 
in question is a property holding entity for stamp 
duty purposes.

5.5 Formulas Used to Determine Income 
of	Foreign-Owned	Local	Affiliates
No mandatory formulas are used to determine 
the income of foreign-owned local affiliates sell-
ing goods or providing services. The usual trans-
fer pricing principles apply.

5.6 Deductions for Payments by Local 
Affiliates
Deduction is generally allowed if the expense 
is revenue in nature, and is incurred wholly and 
exclusively in the production of income. Local 
affiliates will not be able to claim a tax deduction 
on management and administrative expenses 
incurred by a non-local affiliate.
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5.7 Constraints on Related-Party 
Borrowing
For cross-border loans, the interest rate of a 
related-party loan has to be based on the arm’s 
length principle. The arm’s length principle is the 
interest rate that would be charged if unrelated 
parties were dealing independently with one 
another in comparable circumstances.

6. Key Features of Taxation 
of Foreign Income of Local 
Corporations
6.1 Foreign Income of Local 
Corporations
Foreign income derived from outside Singapore 
is taxable if it is:

• remitted to, transmitted or brought into Sin-
gapore;

• used to repay any debt incurred for a Singa-
pore trade or business; and

• used to purchase any movable property 
which is brought into Singapore.

Nonetheless, subject to meeting certain condi-
tions, foreign-sourced dividends, foreign branch 
profits and foreign-sourced service income are 
tax exempt. Further, where the foreign income is 
taxed in both the foreign jurisdiction and Singa-
pore, tax reduction or exemption may be avail-
able under the relevant DTAs.

6.2 Non-Deductible Local Expenses
There are generally no deductions allowed 
against foreign exempt income.

6.3 Taxation on Dividends From Foreign 
Subsidiaries
Dividends from foreign subsidiaries of Singapore 
tax-resident corporations are tax exempt where 
they fulfil the following conditions:

• the dividends are subject to tax of a similar 
character to income tax or qualified domestic 
minimum top-up tax (but disregarding any 
excluded top-up tax) under the law of the 
jurisdiction in which the foreign subsidiaries 
are incorporated;

• at the time the dividends are received in Sin-
gapore by the Singapore tax-resident corpo-
ration, the highest rate of the aforementioned 
tax (but disregarding any excluded top-up tax 
or qualified domestic minimum top-up tax) 
on any gains or any profits from any trade or 
business carried on by any company in the 
aforementioned foreign jurisdiction is not less 
than 15%; and

• the Comptroller is satisfied that the tax 
exemption would be beneficial to the Singa-
pore tax-resident corporation.

The Minister for Finance also retains the discre-
tion to grant tax exemptions on foreign-sourced 
income on a case-by-case basis.

6.4 Use of Intangibles by Non-Local 
Subsidiaries
Although the Act does not define “royalties”, 
the Economic Expansion Incentives (Relief from 
Income Tax) Act 1967 (which is to be construed 
as one with the Act) defines “royalties or techni-
cal assistance fees” to include any considera-
tion for the use of, or the right to use, copyright, 
scientific works, patents, designs, plans, secret 
processes, formulae, trade marks, licences or 
other like property or rights.
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If the royalties are accrued in or derived from 
Singapore, they will be subject to Singapore 
corporate tax even if the intangibles were used 
by non-local subsidiaries. The Act also deems 
royalties to be derived from Singapore if such 
payments are borne by a Singapore tax resident 
or Singapore permanent establishment, or are 
deductible against any income sourced in Sin-
gapore.

6.5 Taxation of Income of Non-Local 
Subsidiaries Under Controlled Foreign 
Corporation-Type Rules
Singapore does not implement any controlled 
foreign corporation (CFC) rules.

6.6 Rules Related to the Substance of 
Non-Local	Affiliates
Singapore does not have any rules relating to the 
substance of non-local affiliates.

6.7 Taxation on Gain on the Sale of 
Shares	in	Non-Local	Affiliates
Revenue gains on the sale of shares in non-local 
affiliates will be taxable. Capital gains will also 
be taxable in certain circumstances – refer to 5.3 
Capital Gains of Non-Residents. Whether the 
gains are revenue or capital in nature depends 
on the facts and circumstances of each case. 
The “badges of trade” test may also be applied 
– refer to 2.7 Capital Gains Taxation.

However, the Act provides certainty on the 
exemption of tax on gains arising from the dis-
posal of ordinary shares in the non-local affiliate. 
The conditions are:

• the disposal happened between 1 June 2012 
and 31 December 2027 (both dates inclusive); 
and

• the divesting local corporation legally and 
beneficially owned at least 20% of the 

non-local affiliate for a continuous period of 
at least 24 months immediately before the 
disposal.

This tax exemption does not apply to certain 
situations such as where a non-local affiliate is 
not listed and:

• is in the business of trading immovable prop-
erties;

• principally carries on the activity of holding 
immovable properties; or

• has undertaken property development 
(except where the immovable property is 
used by the non-local affiliate to carry on its 
trade or business, and the non-local affiliate 
did not undertake any property development 
for at least 60 consecutive months before the 
disposal of shares).

7. Anti-Avoidance

7.1 Overarching Anti-Avoidance 
Provisions
There are general anti-avoidance provisions in 
most of Singapore’s tax legislation including the 
Act, the Goods and Services Tax Act 1993 and 
the Stamp Duties Act 1929. Generally, the anti-
avoidance provision applies to any arrangement 
where the purpose or effect of such arrangement 
is:

• to alter the incidence of any tax that is pay-
able or would have been payable by any 
person;

• to relieve any person from any liability to pay 
tax or to make a return; or

• to reduce or avoid any liability imposed or 
which would have been imposed on any 
person.
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The Comptroller has the power to disregard or 
vary the arrangement and make any appropri-
ate adjustment to counteract any tax advantage 
obtained or obtainable by that person under the 
arrangement.

However, the anti-avoidance provision does not 
apply where an arrangement is carried out for 
bona fide commercial reasons and does not 
have as one of its main purposes the avoidance 
or reduction of tax.

8. Audit Cycles

8.1 Regular Routine Audit Cycle
The Comptroller conducts routine audits accord-
ing to compliance risk and by randomly select-
ing taxpayers according to industry sectors. 
The industries or areas of concern may be 
announced beforehand and letters highlighting 
common mistakes made by taxpayers in that 
industry may be issued to facilitate self-reviews 
prior to audits. Taxpayers are advised to keep 
up to date on their correspondence with the 
Comptroller and, where given the opportunity 
to before an audit commences, review their tax 
affairs conscientiously. In-person visits to busi-
ness premises may also be made. A taxpayer’s 
case may be referred for further investigation 
where the results of their audit are unsatisfac-
tory to the authorities or disclose wilful intent 
to evade taxes, at which stage, a raid will be 
conducted.

9. BEPS

9.1 Recommended Changes
Singapore is a BEPS Associate and has imple-
mented the following four minimum standards: 
countering harmful tax practices (Action 5), pre-

venting treaty abuse (Action 6), transfer pricing 
documentation and CbC reporting (Action 13), 
and enhancing dispute resolution mechanisms 
(Action 14).

9.2 Government Attitudes
The Singapore government is generally support-
ive of the BEPS Project and has agreed to give 
effect to both Pillars One and Two. The imple-
mentation date of Pillar One remains unclear 
whereas Pillar Two has been enacted through 
the Multinational Enterprise (Minimum Tax) Act 
2024 (the “MTT Act”). The MTT Act implements 
two components of Pillar Two: the Income Inclu-
sion Rule (also referred to as the Multinational 
Enterprise Top-up Tax (MTT) in the MTT Act), and 
the Domestic Top-up Tax (DTT). The implemen-
tation of the Undertaxed Profits Rule, another 
component of Pillar Two, will be considered at 
a later stage.

With effect from 1 January 2025, MTT and DTT of 
15% will apply to multinational enterprise (MNE) 
groups with annual revenue of EUR750 million or 
more in the consolidated financial statements of 
the ultimate parent entity in at least two of the 
four financial years immediately preceding the 
financial year in question. More specifically, MTT 
will apply a Singapore parent entity’s ownership 
interest in its relevant entities outside Singapore 
and its stateless entities but not to its ownership 
interest in its Singapore-based entities. The DTT 
will apply to the Singapore profits of applicable 
MNE groups, which excludes wholly domes-
tic groups where all members of the group are 
located in Singapore. There are a number of 
exclusions and safe harbours which may apply.

9.3	 Profile	of	International	Tax
Singapore places importance on international 
tax and has implemented the four minimum 
standards as a BEPS Associate, namely:
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• countering harmful tax practices;
• preventing treaty abuse;
• transfer pricing documentation and CbC 

reporting; and
• enhancing dispute resolution.

Singapore has also implemented the MTT and 
DTT from Pillar Two under the MTT Act.

9.4 Competitive Tax Policy Objective
The Singapore government is cognisant of the 
challenges of remaining attractive to foreign 
investors in light of the BEPS Project. It remains 
committed to strengthening Singapore’s non-
tax-related competitive edge, including the 
country’s political stability, the ease of doing 
business locally, and high corporate governance 
standards.

In particular, to enhance Singapore’s attractive-
ness in the post-BEPS world, Singapore has 
implemented the Refundable Investment Credit 
(RIC) programme. Under the RIC Programme, a 
company incorporated in Singapore or a branch 
of a foreign company registered in Singapore has 
up to 31 December 2029 to apply for approval to 
be given RIC. RIC is awarded at a rate of 10%, 
30% or 50% on qualifying expenditures incurred 
to carry out qualifying activities during the quali-
fying period of up to ten years. RIC can be used 
to offset a company’s income tax or any penalty, 
surcharge or interest related to income tax. Unu-
tilised credits may be carried forward or paid to 
the company as a cash refund.

RIC supports six types of qualifying activities 
which are:

• investing in new productive capacity;
• expanding or establishing the scope of activi-

ties in digital services, professional services 
and supply chain management;

• expanding or establishing headquarters 
activities or centres of excellence;

• carrying out R&D and innovation activities;
• implementing solutions with decarbonisation 

objectives; and
• setting up or expanding activities by com-

modity trading firms.

9.5 Features of the Competitive Tax 
System
Singapore has extensive tax incentive schemes 
to attract foreign investors to its shores. With 
the introduction of the BEPS Project, it remains 
to be seen whether Singapore will remove any 
of its tax incentive schemes. However, there are 
several notable changes to certain tax incentives 
in the 2024 Singapore Budget. For example, an 
additional concessionary tax rate tier of 15%, 
which is in line with the global minimum effective 
tax rate of 15% under Pillar Two, will be intro-
duced under the Development and Expansion 
Incentive (DEI) and Intellectual Property Devel-
opment Incentive (IDI). Under the DEI scheme, 
companies engaged in high value-added servic-
es or activities and manufacturing in Singapore 
are encouraged to conduct economic activities 
in Singapore through the provision of a conces-
sionary tax rate of 5%, 10% or 15 % on quali-
fying income in excess of the average income 
from qualifying activities. Similarly, under the IDI 
scheme, companies are encouraged to use and 
commercialise intellectual property rights aris-
ing from research and development in Singa-
pore through the concessionary tax rate of 5%, 
10% or 15% applicable on qualifying intellectual 
property income.

In addition, Singapore does not tax the net 
wealth of individuals because of the practi-
cal difficulties in estimating wealth accurately, 
and because many forms of wealth are mobile. 
Nonetheless, Singapore taxes wealth in other 
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ways, including through a property tax and 
stamp duties. The main manner of taxing wealth 
is through a property tax, and the annual value 
bands for owner-occupier residential property 
have been adjusted upwards following the 2024 
Singapore Budget.

9.6 Proposals for Dealing With Hybrid 
Instruments
Singapore does not have any legislation for 
dealing with hybrid instruments. Nonetheless, 
the Singapore tax authorities had, in 2019, pub-
lished an updated guide on the income tax treat-
ment of hybrid instruments.

Since Singapore is a BEPS Associate committed 
to implementing the four minimum standards, it 
is unlikely that BEPS Action 2 – neutralising the 
effects of hybrid mismatch arrangements – will 
be implemented in Singapore.

9.7 Territorial Tax Regime
BEPS Action 4 on limitation on interest deduc-
tions seeks to address BEPS risks arising from 
scenarios such as groups placing debts in high 
tax countries, or using intragroup loans to gen-
erate excessive interest deductions. One rec-
ommendation was to restrict an entity’s interest 
deductions to a fixed percentage (10%–30%) of 
its earnings before interest, taxes, depreciation 
and amortisation (“fixed ratio rule”).

Singapore has a territorial tax regime. As a BEPS 
Associate, Singapore does not have any interest 
deductibility restrictions under BEPS Action 4. 
In Singapore, interest is generally deductible if 
it is wholly and exclusively incurred in the pro-
duction of income. As such, interest from non-
income producing assets will not be deductible. 
While interest above the fixed ratio rule remains 
deductible in Singapore, BEPS risks are mitigat-
ed because Singapore is a low tax country. Addi-

tionally, any intragroup loans must be at arm’s 
length, otherwise the Comptroller may reduce 
the amount of deduction allowed.

9.8 Controlled Foreign Corporation 
Proposals
Singapore does not have any CFC rules.

9.9 Anti-Avoidance Rules
Singapore’s DTAs have either a limitation on 
relief provision or a principal purpose test provi-
sion.

Limitation on Relief
The limitation on relief provision restricts the 
DTA benefits a Singapore resident may receive 
in relation to foreign-sourced income received in 
Singapore. As such, Singapore investors have to 
repatriate profits from their foreign investments, 
regardless of the commercial reasons.

Principal Purpose Test
The principal purpose test is to deny DTA ben-
efits where one of the principal purposes of an 
arrangement is to obtain the said treaty benefits 
in a way that does not cohere with the relevant 
DTA’s purpose. As such, if the arrangement 
relates to a core commercial activity and its form 
is not artificial, it is unlikely that this will be an 
abusive case where the provision will apply.

9.10 Transfer Pricing Changes
Impact of Transfer Pricing Changes 
Introduced by BEPS
The Singapore tax authorities have published 
their own Transfer Pricing Guidelines (the “TP 
Guidelines”), which was prepared by taking 
guidance from the OECD Guidelines. The TP 
Guidelines generally adhere to the main princi-
ples set out in the OECD Guidelines. Accord-
ingly, the transfer pricing changes introduced by 
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BEPS do not significantly change Singapore’s 
tax regime.

Taxation	of	Profits	from	Intellectual	Property
The taxation of profits from intellectual property 
is generally straightforward – royalties accruing 
in or derived from Singapore are taxable. Practi-
cal difficulties in ascertaining whether the royal-
ties are sourced in Singapore are alleviated by 
the Act, which deems royalties that are borne 
by a Singapore tax resident or a permanent 
establishment in Singapore (except in respect 
of any business carried on outside Singapore 
through a permanent establishment outside 
Singapore), or which are deductible against any 
income accruing in or derived from Singapore, 
to be derived from Singapore. The valuation of 
intellectual property rights, however, remains an 
area of contention.

9.11 Transparency and Country-by-
Country Reporting
The provisions for transparency and CbC report-
ing have to balance the interests of taxpayers 
with that of the government. For example, MNEs 
may face higher compliance costs to prepare 
a CbC report. They may also have to disclose 
sensitive commercial information (eg, relating to 
research and development or intellectual prop-
erty) even though such information is disclosed 
confidentially to tax authorities. On the other 
hand, the additional data from CbC reports pro-
vide governments with a better overview of the 
entire group, which allows them to better assess 
transfer pricing risks.

In determining the right balance between the 
interests of the different stakeholders, any pro-
visions for transparency and CbC reporting must 
contribute to the BEPS project’s policy goal of 
taxing profits in jurisdictions where the corre-

sponding economic activities are performed and 
where value is created.

9.12 Taxation of Digital Economy 
Businesses
Singapore has recently introduced two methods 
to charge GST on profits generated by the digi-
tal economy businesses operating largely from 
outside Singapore:

• the reverse charge mechanism; and
• the overseas vendor registration regime.

Reverse Charge Mechanism
The reverse charge mechanism applies to:

• GST-registered persons who:
(a) obtain services from overseas suppliers; 

or
(b) import low value goods, including from 

electronic marketplaces; and
(c) are not entitled to claim full input tax 

credit, or belong to a GST group that is 
not entitled to do so; or

• non-GST registered persons who:
(a) obtained services from overseas sup-

pliers and imported low value goods 
(including from electronic marketplaces) 
in excess of SGD1 million in a 12-month 
period; and

(b) are not entitled to claim full input tax 
credit even if they are GST-registered.

Under the reverse charge mechanism, GST-reg-
istered persons generally have to account for 
GST on imported services from overseas sup-
pliers or on imported low value goods, as if the 
former is the supplier. Similarly, non-GST regis-
tered persons will have to be GST-registered and 
account for GST on their imported services and 
low value goods as if they are a GST-registered 
supplier.
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Overseas Vendor Registration Regime
The overseas vendor registration regime applies 
to any overseas supplier and operator of an 
electronic marketplace that, under certain con-
ditions:

• has a global revenue exceeding SGD1 million; 
and

• makes supplies of remote services and/or 
low value goods exceeding SGD100,000 to 
Singapore customers.

Under the overseas vendor registration regime, 
the overseas supplier and operator have to reg-
ister and account for GST on supplies of remote 
services and/or low value goods to non-GST 
registered customers in Singapore.

Remote services refer to services where, at the 
time of the performance of the service, there is 
no necessary connection between the physical 
location of the recipient and the place of physical 
performance. This may be digital or non-digital 
services. Low value goods are goods that at the 
point of sale:

• are not dutiable goods;
• are dutiable goods for which payment of the 

customs duty or excise duty is waived;
• are not exempt from GST;
• are located outside Singapore and are to be 

delivered to Singapore via air or post; and
• have a value not exceeding SGD400.

9.13 Digital Taxation
Other than the GST on the digital economy busi-
ness, Singapore has not introduced any other 
digital taxation rules or laws on income taxa-
tion. The tax authorities have provided certain 
guidelines on the tax treatment of transactions 
involving digital tokens.

9.14	 Taxation	of	Offshore	IP
Subject to certain exceptions, withholding tax 
of 10% will be imposed if royalties are paid for 
the use of offshore intellectual property to a non-
Singapore tax resident. Such withholding tax is 
applicable if the payment:

• is borne by a Singapore tax-resident person 
or a person with a Singapore permanent 
establishment; or

• is deductible against any Singapore-sourced 
income.

The withholding tax rate may be reduced, or the 
royalty payments exempted from tax under the 
relevant DTA. The Act does not impose differing 
tax treatments on owners of IP in tax havens as 
long as any related-party arrangements for the 
use of intellectual property (if any) are at arm’s 
length and do not constitute an abuse of the 
DTAs. 



sInGAPoRe  TrENdS aNd dEvELOPmENTS

791 CHAMBERS.COM

Trends and Developments
Contributed by: 
Lee	Woon	Shiu	and	Catherine	Cheung	Kuan	Swan 
DBS Private Bank

DBS Private Bank is the third-largest private 
bank in Asia and provides bespoke, compre-
hensive solutions to wealth clients all over the 
world. It has a presence in 19 markets glob-
ally, and it is recognised for providing not 
only wealth management services but also for 
connecting its clients to opportunities in Asia 
through its dual booking centres in Singapore 
and Hong Kong. As one of Singapore’s leading 
family office practices, DBS Private Bank of-
fers a comprehensive suite of bespoke wealth 

management solutions, which includes invest-
ment advisory, portfolio management, trust, li-
quidity, estate planning, and family office solu-
tions. In 2023, it launched the DBS Multi Family 
Office Foundry Variable Capital Company, the 
first bank-backed multi-family office leverag-
ing Singapore’s VCC structure, as an attractive 
alternative for affluent families to manage their 
wealth without having to establish their own 
single-family office.
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Overview of Singapore’s Corporate Tax 
System
Singapore, having a relatively simple and com-
petitive corporate tax system, offers one of the 
world’s most business-friendly tax environments, 
with various incentives and tax benefits to pro-
mote economic growth and innovation. This is 
a crucial consideration for business operation 
or expansion, as well as the establishment or 
relocation of family offices.

Corporate tax rate
The standard corporate tax rate in Singapore is 
17% but certain exemptions and concessions 
for specific industries and qualifying companies 
are available to potentially lower effective tax 
rates.

Territorial tax system
Only income accrued or sourced in Singapore 
is subject to tax. Income earned from overseas 
operations is generally not taxed unless remit-
ted or deemed remitted to Singapore. However, 
individuals receiving foreign-sourced income in 
Singapore are not taxed.

Single-tier corporate tax system
Generally, varying withholding taxes are imposed 
on payments (eg, interest, royalties, technical 
and management fees) made to non-residents. 
No withholding tax applies to dividends paid to 
offshore entities.

Dividends distributed by a Singapore tax resi-
dent company to its shareholders are not taxed 
and there is no withholding tax on dividends.

Capital gains tax
There is no capital gains tax in Singapore.

Under the new Section 10L of the Singapore 
Income Tax Act (1947 ITA), gains arising from the 
sale or disposal of foreign assets by an entity of 
a relevant group on or after 1 January 2024 and 
which are received in Singapore, will be taxable 
in Singapore in certain circumstances even if 
such gains would otherwise be capital in nature 
under ordinary income tax principles.

Section 10L only applies to “relevant group” ie, 
one with entities established in more than one 
jurisdiction or if any entity of the group has a 
place of business in more than one jurisdiction. 
It does not apply to an entity which only has 
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business operations in Singapore or entities 
with economic substance whose operations are 
managed and performed by adequate human 
resources based in Singapore.

Tax incentives
Singapore actively promotes business growth 
through various tax incentives, including tax 
exemptions, deductions, and grants. These 
incentives often target specific industries or 
activities deemed strategically important to the 
nation’s economy.

Global Traders Programme (GTP)
The GTP is designed to encourage international 
trading companies to choose Singapore as a 
base for their global trading activities. GTP quali-
fied companies, which must utilise Singapore’s 
financial services and hire local Singaporeans to 
work in their companies, enjoy a concessionary 
corporate rate of 5% or 10% for a renewable 
five-year period on qualifying trading income, 
including offshore trading income.

Finance and Treasury Centre (FTC) incentive
The FTC incentive encourages companies with 
an established international business and opera-
tion to use Singapore as a base for conducting 
treasury management activities. Approved FTCs 
will enjoy a range of benefits, including a con-
cessionary tax rate of 8% or 10% on qualifying 
income and a withholding tax exemption.

International Headquarter (IHQ) award
The IHQ award is an incentive aimed to encour-
age companies to set up or expand global or 
regional headquarters activities in Singapore, 
such as those for managing, co-ordinating and 
controlling business activities for a group of 
companies. The award provides a tax conces-
sionary rate of 5%, 10% or 15% on an entity’s 
qualifying income.

Corporate tax residency
The tax obligations of an entity will depend on 
its residency status, which is determined by con-
sidering certain factors such as the location of its 
incorporation, management and control.

Tax treaties
Singapore has signed double tax treaties with 
about 100 countries. These agreements help 
mitigate double taxation on income earned in 
multiple jurisdictions and grant exemption or 
reduction on some taxes.

Trends and Developments
Vibrant and growing family office sector
Singapore, a leading financial services hub 
renowned for its open and well-regulated econ-
omy, has over the past few years attracted many 
high-net worth families to establish their family 
offices in the city-state.

Wealthy families set up a family office to consoli-
date and manage family assets, which may be 
held by investment vehicles that form part of a 
broader wealth planning structure.

By the end of 2024, the number of single fam-
ily offices (SFOs) awarded the tax incentives by 
the Monetary Authority of Singapore (MAS) has 
exceeded 2,000, which is a significant growth 
from just 400 in 2020.

An SFO is one that provides services to mem-
bers of the same family. SFOs are becoming an 
increasingly important part of the wealth plan-
ning landscape.

An SFO, either licensed to provide fund man-
agement services or exempt from licensing, is 
considered a fund manager for the purposes of 
Singapore’s fund tax incentives.
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Tax incentive schemes applicable to SFO-
based structures
Enhanced-tier fund tax incentives (S13U), 
resident fund scheme (S13O) and offshore fund 
exemption scheme (S13D)
S13U and S13O under the 1947 ITA have been 
the two most commonly used tax incentive 
schemes in SFO-based structures set-up in 
Singapore.

Both these MAS-awarded incentives, though 
with differing criteria, in principle provide an 
exemption from Singapore tax on specified 
income arising from funds managed by a fund 
manager in Singapore investing in designated 
investments such as stocks, shares, bonds, 
treasury bills, bills of exchange and exchange-
traded funds.

The exemption does not apply to income or 
gains from Singapore’s real estate and certain 
other financial assets which confer an indirect 
ownership interest in Singapore real estate.

The S13D provides a tax exemption on income 
of an offshore fund managed by a Singapore-
based fund manager. This self-administered 
scheme not requiring MAS approval, has no 
economic requirements. The only new require-
ment introduced for both SFO and non-SFO 13D 
funds is that the manager of the fund entity must 
have at least one full-time investment profes-
sional.

Updates to the tax incentive schemes for SFOs
Like most tax incentives, S13D, S13O and S13U 
had a sunset date – scheduled to lapse after 31 
December 2024 – but this has been extended till 
31 December 2029.

To ensure Singapore attracts high-quality 
wealthy families amidst the burgeoning number 

of family offices, MAS has tightened the qualify-
ing criteria under these schemes through a num-
ber of amendments.

For SFO-based structures to qualify for either 
scheme, they must meet stringent economic 
requirements such as, among others, employ-
ing a minimum number of local investment pro-
fessionals, minimum fund size, local spending 
requirements, eligible donations to local chari-
ties and capital deployment requirements such 
as grants to blended finance structures with 
substantial involvement of financial institutions 
in Singapore.

From 1 October 2024 onwards, all new fam-
ily office tax incentive application submissions 
for S13O and S13U must be accompanied by 
a comprehensive screening report issued by a 
MAS-approved screening service provider.

Philanthropy tax incentive scheme (PTIS)
To encourage SFOs using Singapore as a base 
for their overseas giving, MAS introduced the 
PTIS, which, having gone live on 1 January 2024, 
allows qualifying donors in Singapore to claim 
a 100% tax deduction, capped at 40% of the 
donor’s statutory income, for overseas dona-
tions made through qualifying local intermediar-
ies. PTIS awards, which may be granted from 
1 January 2024 to 31 December 2028, once 
approved, will be valid for five years from the 
date of approval.

Commonly used corporate structures
Companies and partnerships
With increased global awareness and a focus on 
tax transparency and governance, standalone 
investment holding companies (regardless of 
jurisdiction of incorporation) managed and con-
trolled in Singapore may no longer be as popular 
as before, particularly due to the risk of being 
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subject to Singapore corporate tax on trading 
gains and certain income.

Singapore companies and trusts have become 
a popular choice as part of more sophisticated 
SFO structures. Other frequently used structures 
include limited liability companies (LLCs), part-
nerships, variable capital companies (VCCs) and 
hybrid structures.

Trusts
With the rise of family offices and the inclusion 
of trusts within wider bespoke structures to 
serve as an integral component of holistic fam-
ily management strategies, trusts have become 
a powerful wealth and asset management tool 
for wealthy families. Trusts are also prevalent in 
structures for asset protection and effective tax 
solutions.

Singapore, with its trust law based on English 
trust law, recognises trusts and because of its 
well-defined and regulated legal framework, Sin-
gapore trusts are still very attractive to wealthy 
international families despite having a perpetuity 
period of 100 years as compared to that under 
Jersey or the BVI law, where the trust is permit-
ted to exist for a longer time-period.

Unlike in previous decades, where trusts mostly 
held bankable assets and insurance policies, 
now trusts are often seen holding a diversified 
class of assets ranging from bankable assets, 
real estate, and shares in privately operated 
businesses and substantial listed company 
shares to art pieces and digital assets. Such 
developments have also propelled the growth 
of private trust companies.

I) Trust incentive schemes

S13F (for foreign trusts) and S13N (for locally 
administered trusts) are the two tax incentives 
most frequently utilised in trust structuring for 
wealthy individuals in Singapore.

Both schemes, as well as S13L (for philanthropic 
purpose trusts), were refined and amended with 
their lifetimes extended to 31 December 2027.

A Singapore foreign trust is one in which no sett-
lor or beneficiary may be a citizen or resident 
of Singapore (individuals or companies). Under 
S13F, such a trust (which must be administered 
by a Singapore licensed trust company and with 
underlying companies not incorporated in Sin-
gapore) is exempt from tax on income derived 
from designated investments.

A Singapore locally administered trust (LAT) |is 
one administered by a Singapore licensed trust 
company. Under S13N, such a trust and its hold-
ing company shall be exempt from tax on all rel-
evant income (as defined in S13 of the 1947 ITA).

A LAT requires:

• every settlor to be an individual;
• every beneficiary to be an individual, a chari-

table institution, a trust, or a body of persons 
established for charitable purposes only; and

• at least one of the beneficiaries to not be a 
settlor of the trust.

II) Using a trust to purchase properties

Increasingly, cash-rich parents are purchasing 
homes (full payment in cash is required) for their 
minor children using a trust structure to give an 
advanced inheritance of residential property to 
their children during their lifetimes instead of 
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waiting to transfer these upon their demise. This 
can be driven by inheritance and succession 
planning or other legitimate tax arrangements.

III) Additional buyer’s stamp duty (ABSD) for 
trusts

With effect from 27 April 2023, ABSD of 65% 
applies to any transfer of residential property into 
a living trust. This ABSD is to be paid upfront 
(ie, within 14 days of executing the sale and 
purchase agreement or exercising the option to 
purchase). Banks are not able to extend a loan 
for the purchase of property using a trust struc-
ture and no CPF monies (income saved in Sin-
gapore’s compulsory savings and pension plan: 
the Central Provident Fund) can be used for such 
purchase.

The trustee may apply to the Inland Revenue 
Authority of Singapore (IRAS) for a refund via 
which the remission of the ABSD may be provid-
ed if certain conditions are fulfilled – eg, all bene-
ficial owners are identifiable or beneficial owner-
ship has been vested in the beneficiary(ies) – the 
trust cannot be revoked, varied or made subject 
to any subsequent conditions.

The imposition of the ABSD means that an addi-
tional hefty 65% of the purchase price is to be 
paid upfront. However, as it is possible to apply 
to IRAS for a refund of the ABSD, purchasing 
property using a trust structure is likely to contin-
ue to be attractive for ultra-wealthy individuals.

Variable capital companies
VCCs are a new form of corporate structure 
designed for wealth management funds and 
have been widely adopted. The VCC, which 
must be managed by a permissible fund man-
ager, can be set up as a standalone fund or an 
umbrella fund with two or more sub-funds, each 

holding a portfolio of assets and liabilities seg-
regated from the other sub-funds. A permissible 
fund manager can be a licensed or registered 
fund management company, or certain entities 
exempted under the Securities and Futures Act 
2001 in Singapore.

With a unique blend of flexibility, efficiency and 
regulatory oversight, VCCs can be used for all 
types of investment funds, serving as an attrac-
tive option for fund managers seeking to estab-
lish or re-domicile their funds in Singapore. 
Since the launch of the VCC framework in 2020, 
more than 1000 VCCs have been incorporated 
or re-domiciled in Singapore by regulated fund 
managers based here.

A VCC can be used as a multi-family office 
(MFO) to manage assets and provide services 
to members of different families.

It serves as an alternative option for families who 
may want to start small or are not ready to set 
up their own SFO or who are unable to meet the 
requirements for SFOs to enjoy tax exemptions.

Under an umbrella VCC structure, wealthy fami-
lies can choose from various investment strate-
gies to customise their sub-fund, allowing them 
to diversify their investment risks and maintain 
a level of privacy for their investments in a legal-
ised manner. In certain circumstances, the VCC 
can be a viable option for tax savings, mitigating 
tax exposure and tax deferral purposes.

The oversight of VCCs (all of which must be 
managed by a permissible fund manager) falls 
under the purview of the Accounting and Corpo-
rate Regulatory Authority (ACRA), which admin-
isters the VCC Act and related regulations. MAS 
oversees the VCCs’ anti-money laundering and 
counter-financing of terrorism obligations.
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Charitable structures
Singapore is poised to become a regional phil-
anthropic hub and this is evident in the govern-
ment’s introduction of the PTIS which is designed 
to encourage SFOs established in Singapore to 
grow and expand on their philanthropic giving 
and activities from Singapore.

Singapore’s long-standing charity regime has 
historically been focussed on encouraging doing 
good in Singapore since only donations that 
exclusively benefit the Singapore community 
will get a tax deduction. Donations to foreign 
charities will not qualify for any tax deduction.

The PTIS changes this stance by allowing quali-
fying donors in Singapore (those nominated by 
the related SFOs) to claim 100% tax deduction 
for eligible overseas donations made through 
qualifying local intermediaries. Only SFOs that 
are managing funds held through at least one 
S13O/S13U fund can qualify to apply for the 
PTIS.

More wealthy families are expressing interest in 
being a force for good in society and prioritising 
sustainable investment for their portfolios.

Non-profit organisations in Singapore typically 
take the legal form of (i) a company limited by 
guarantee (CLG), (ii) a society or (iii) a charitable 
trust. CLG is the most common of these three 
structures.

CLGs and societies may be registered as chari-
ties to benefit from the associated income tax 
exemptions. A CLG is also often established to 
own a foreign-law-governed purpose trust within 
an SFO-based structure.

According to the Commissioner of Charities’ 
guidelines, only certain organisations with chari-

table purposes can have the word “foundation” 
in their names, thus the foundations (which are 
not the civil law type) set up in Singapore tend 
to be charitable structures.

Charitable trusts are becoming a popular struc-
ture among wealthy families for the purpose of 
charity. As charitable trusts do not have inde-
pendent legal personality, the trustees are the 
ones that bear all legal liabilities.

Transfer pricing changes
The new guidelines on transfer pricing released 
by IRAS on 14 June 2024 require arm’s length 
interest for domestic, related-party loans entered 
into from 1 January 2025 onwards.

Unlike previously, new shareholders’, directors’ 
and/or related-party loans (entered into from 1 
January 2025 onwards) can no longer be inter-
est free. This change impacts funding and loan 
arrangements between related parties with the 
SFO-based structure.

New top-up taxes in Singapore
Singapore is a member of the OECD/G20’s 
Inclusive Framework on Base Erosion and Profit 
Shifting (BEPS) and was among the more than 
135 jurisdictions that joined a multilateral con-
sensus reached on 8 October 2021.

The consensus was to reform international taxa-
tion rules and ensure that relevant multinational 
enterprises (MNEs) pay a fair share of tax wher-
ever they operate. A two-pillar solution (com-
monly known as BEPS 2.0) under the consensus 
seeks to address the tax challenges arising from 
the digitalisation of the economy.

As such, starting 1 January 2025, Singapore 
has implemented two new top-up taxes from 
the BEPS 2.0 Global Anti-Base Erosion (GloBE) 
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rules: the Domestic Top-up Tax (DTT) and the 
Income Inclusion Rule (IRR). These aim to ensure 
that relevant MNEs operating in more than one 
jurisdiction pay a minimum level of tax on the 
income arising in each jurisdiction where they 
operate.

Relevant MNEs are groups with annual group 
revenue of at least EUR750 million (SGD1.1 bil-
lion). A minimum effective tax rate of 15% will 
be imposed on the relevant MNE group’s excess 
profits in a jurisdiction.

The DTT applies to relevant MNE groups in 
respect of the profits of their group entities 
operating in Singapore and will be payable if the 
group’s effective tax rate in Singapore is below 
15%.

The IIR applies to relevant MNE groups that are 
parented in Singapore in respect of the profits 
of their group entities that are operating out-
side Singapore. If the effective tax rate of the 
MNE group’s entities in any foreign jurisdiction 
is below 15%, the tax will be imposed to top up 
the rate to 15%.

***

Disclaimer: DBS Bank is not a law firm. The infor-
mation provided in this article is for general infor-
mational purposes only and does not constitute 
legal advice. Neither of the authors are licensed 
attorneys or legal professionals under Singapore 
law to provide legal advice. Readers are advised 
to consult with a licensed attorney or other quali-
fied professional regarding any legal matters or 
concerns.



SOUTH KOREA

799 CHAMBERS.COM

Law and Practice
Contributed by: 
Young Joon Chun, Kyu Dong Kim, Yong Whan Choi and Hyeon Jeong 
Yulchon LLC

Seoul

Japan

China

North Korea

South Korea

Contents
1. Types of Business Entities, Their Residence and Basic Tax Treatment p.802
1.1 Corporate Structures and Tax Treatment p.802
1.2 Transparent Entities p.802
1.3 Determining Residence of Incorporated Businesses p.803
1.4 Tax Rates p.803

2. Key General Features of the Tax Regime Applicable to Incorporated Businesses p.803
2.1	 Calculation	for	Taxable	Profits	p.803
2.2 Special Incentives for Technology Investments p.803
2.3 Other Special Incentives p.804
2.4 Basic Rules on Loss Relief p.804
2.5 Imposed Limits on Deduction of Interest p.804
2.6 Basic Rules on Consolidated Tax Grouping p.804
2.7 Capital Gains Taxation p.804
2.8 Other Taxes Payable by an Incorporated Business p.804
2.9 Incorporated Businesses and Notable Taxes p.805

3. Division of Tax Base Between Corporations and Non-Corporate Businesses p.805
3.1 Closely Held Local Businesses p.805
3.2 Individual Rates and Corporate Rates p.805
3.3 Accumulating Earnings for Investment Purposes p.805
3.4 Sales of Shares by Individuals in Closely Held Corporations p.805
3.5 Sales of Shares by Individuals in Publicly Traded Corporations p.806

4. Key Features of Taxation of Inbound Investments p.806
4.1 Withholding Taxes p.806
4.2 Primary Tax Treaty Countries p.806
4.3 Use of Treaty Country Entities by Non-Treaty Country Residents p.806
4.4 Transfer Pricing Issues p.807
4.5 Related-Party Limited Risk Distribution Arrangements p.807
4.6 Comparing Local Transfer Pricing Rules and/or Enforcement and OECD Standards p.807
4.7 International Transfer Pricing Disputes p.807



soUtH KoReA  CONTENTS

800 CHAMBERS.COM

5. Key Features of Taxation of Non-Local Corporations p.808
5.1 Compensating Adjustments When Transfer Pricing Claims Are Settled p.808
5.2	 Taxation	Differences	Between	Local	Branches	and	Local	Subsidiaries	of	Non-Local	Corporations	p.808
5.3 Capital Gains of Non-Residents p.808
5.4 Change of Control Provisions p.808
5.5	 Formulas	Used	to	Determine	Income	of	Foreign-Owned	Local	Affiliates	p.808
5.6	 Deductions	for	Payments	by	Local	Affiliates	p.809
5.7	 Constraints	on	Related-Party	Borrowing	p.809

6. Key Features of Taxation of Foreign Income of Local Corporations p.809
6.1 Foreign Income of Local Corporations p.809
6.2 Non-Deductible Local Expenses p.809
6.3 Taxation on Dividends From Foreign Subsidiaries p.810
6.4 Use of Intangibles by Non-Local Subsidiaries p.810
6.5 Taxation of Income of Non-Local Subsidiaries Under Controlled Foreign Corporation-Type Rules p.810
6.6	 Rules	Related	to	the	Substance	of	Non-Local	Affiliates	p.810
6.7	 Taxation	on	Gain	on	the	Sale	of	Shares	in	Non-Local	Affiliates	p.810

7. Anti-Avoidance p.810
7.1 Overarching Anti-Avoidance Provisions p.810

8. Audit Cycles p.811
8.1 Regular Routine Audit Cycle p.811

9. BEPS p.811
9.1 Recommended Changes p.811
9.2 Government Attitudes p.812
9.3	 Profile	of	International	Tax	p.812
9.4 Competitive Tax Policy Objective p.812
9.5 Features of the Competitive Tax System p.812
9.6 Proposals for Dealing With Hybrid Instruments p.813
9.7 Territorial Tax Regime p.813
9.8 Controlled Foreign Corporation Proposals p.813
9.9 Anti-Avoidance Rules p.813
9.10 Transfer Pricing Changes p.813
9.11 Transparency and Country-by-Country Reporting p.813
9.12 Taxation of Digital Economy Businesses p.813
9.13 Digital Taxation p.814
9.14	Taxation	of	Offshore	IP	p.814



soUtH KoReA  Law aNd PraCTiCE
Contributed by: Young Joon Chun, Kyu Dong Kim, Yong Whan Choi and Hyeon Jeong, Yulchon LLC 

801 CHAMBERS.COM

Yulchon LLC is a full-service international law 
firm headquartered in Seoul. It employs nearly 
740 professionals, including 64 who are li-
censed in jurisdictions outside of Korea. Yul-
chon advises on a wide range of specialised 

practice areas, including corporate and finance, 
antitrust, tax, real estate and construction, dis-
pute resolution, intellectual property, and labour 
and employment. The firm’s perspective is in-
ternational and its reach is global.

Authors
Young Joon Chun heads the tax 
group at Yulchon LLC and has 
more than 24 years’ tax 
experience. Before joining 
Yulchon, he served as a judge at 
Seoul Southern and Central 

District Courts. He has been considered one of 
the best Korean tax lawyers and tax litigators 
for many years.

Kyu Dong Kim co-heads 
Yulchon LLC’s international tax 
team and has more than 25 
years’ tax experience. Before 
joining Yulchon, he worked at 
PricewaterhouseCoopers LLP 

London from 2005 to 2008, and at Samil 
PricewaterhouseCoopers from 2008 to 2011. 
He has deep experience in all cross-border tax 
matters, with a particular focus on ICT clients 
and structuring overseas fund investments into 
Korea and overseas investments of Korean 
companies. He is an active member of the 
Korean branch of the International Fiscal 
Association and a member of two investment 
committees of the National Pension Fund. 

Yong Whan Choi co-heads 
Yulchon LLC’s international tax 
team. He has more than 16 
years’ tax experience, focusing 
particularly on transfer pricing, 
permanent establishment, 

beneficial ownership and royalty issues 
involving ICT, global semiconductor and 
automotive clients. Before joining Yulchon, he 
served for three years as a government 
attorney representing the Korea National Tax 
Service in tax litigation. 

Hyeon Jeong is a tax partner 
within Yulchon LLC’s tax group, 
with more than 12 years’ tax 
experience. He provides tax 
advisory services to 
multinational corporations 

across various industries, drawing upon his 
broad expertise in Korean tax law, foreign 
investment incentives, cross-border tax 
matters and Pillar 2 GloBE Rules. He is a 
member of the Korean cash grant evaluation 
committee and regularly participates in cash 
grant evaluation meetings for foreign 
investments.



soUtH KoReA  Law aNd PraCTiCE
Contributed by: Young Joon Chun, Kyu Dong Kim, Yong Whan Choi and Hyeon Jeong, Yulchon LLC 

802 CHAMBERS.COM

Yulchon LLC
Parnas Tower
38th Floor
521 Teheran-ro
Gangnam-gu
Seoul 06164
Korea

Tel: +82 2 528 5200
Fax: +82 2 528 5228
Email: mail@yulchon.com
Web: www.yulchon.com

1. Types of Business Entities, 
Their Residence and Basic Tax 
Treatment
1.1 Corporate Structures and Tax 
Treatment
Under the Korean Commercial Code (KCC), the 
following types of legal entities are recognised 
in Korea.

• Jusik Hoesa – a corporation incorporated by 
one or more promoters, with each sharehold-
er’s liability limited to the amount of contrib-
uted capital. This is the type of entity most 
commonly used in Korea.

• Yuhan Hoesa – a corporation incorporated by 
one or more members, with each member’s 
liability limited to the amount of contributed 
capital.

• Yuhan Chaegim Hoesa – a corporation incor-
porated by one or more members, with each 
member’s liability limited to the amount of 
contributed capital. A Yuhan Chaegim Hoesa 
provides more flexibility and self-control than 
a Yuhan Hoesa.

• Hapmyeong Hoesa – a corporation incorpo-
rated jointly by more than two members who 

are responsible for corporate obligations if the 
assets of the corporation are not sufficient to 
fully satisfy such obligations.

• Hapja Hoesa – a corporation composed of 
one or more partners with unlimited liability 
and one or more partners with limited liability.

All of the above entities are generally taxed as 
separate legal entities. However, Hapmyeong 
Hoesa and Hapja Hoesa can elect to be treated 
as transparent for Korean tax purposes, thereby 
becoming subject to the Korean partnership tax 
regime.

1.2 Transparent Entities
In Korea, entities that are not a corporation and 
have an agreed method of distributing profits 
between members (ie, association, foundation, 
Johap under the Korean Civil Code, and Hapja 
Johap or Ikmyeong Johap under the KCC) are 
tax-transparent entities. A Johap is similar to a 
partnership in concept. Trusts formed by a con-
tractual arrangement are generally treated as 
tax-transparent entities.

In addition, Hapmyeong Hoesa and Hapja Hoesa 
– which are incorporated entities – may choose 
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to be treated as partnerships that are transpar-
ent for tax purposes. Under Korean tax law, 
partnerships are exempt from tax at the partner-
ship level, but each partner is subject to tax on 
earned income distributed from the partnership.

1.3 Determining Residence of 
Incorporated Businesses
According to the Korean Corporate Income Tax 
Law, a corporation that has its head office or 
principal office in Korea is a resident corpora-
tion. A corporation with a place of effective man-
agement in Korea is also treated as a resident 
corporation.

The place of effective management refers to the 
place where the key management and commer-
cial decisions that are necessary for the conduct 
of the entity’s business are made in substance. 
The determination of the place of effective man-
agement is based on all relevant facts and cir-
cumstances.

1.4 Tax Rates
The applicable corporate income tax (CIT) rates 
are as follows:

• taxable income under KRW200 million – 9% 
(rate including local income tax: 9.9%);

• taxable income of KRW200 million to KRW20 
billion – 19% (20.9%);

• taxable income of KRW20 billion to KRW300 
billion – 21% (23.1%); and

• taxable income over KRW300 billion – 24% 
(26.4%).

In addition, the income of businesses owned by 
individuals directly (sole proprietorships) is taxed 
at the owner’s personal income tax (PIT) rates, 
as follows:

• taxable income under KRW14 million: 6% 
(rate including local income tax: 6.6%);

• taxable income of KRW14 million to KRW50 
million – 15% (16.5%);

• taxable income of KRW50 million to KRW88 
million – 24% (26.4%);

• taxable income of KRW88 million to KRW150 
million – 35% (38.5%);

• taxable income of KRW150 million to 
KRW300 million – 38% (41.8%);

• taxable income of KRW300 million to 
KRW500 million – 40% (44%);

• taxable income of KRW500 million to KRW1 
billion – 42% (46.2%); and

• taxable income over KRW1 billion – 45% 
(49.5%).

2. Key General Features of the Tax 
Regime Applicable to Incorporated 
Businesses
2.1	 Calculation	for	Taxable	Profits
In determining taxable income for CIT purposes, 
expenses (including interest expenses, depre-
ciation and general administrative expenses, 
such as rental expenses) that are reasonably 
connected with a company’s business can be 
deducted from the company’s taxable income.

Taxable income is based on the accounting prof-
its, and adjustments are made for tax purposes, 
as required by the Korean Corporate Income Tax 
Law.

2.2 Special Incentives for Technology 
Investments
The Special Tax Treatment Control Law provides 
various tax incentives to stimulate R&D activi-
ties. Tax credits are available for qualifying R&D 
expenditures used for research and workforce 
development. In addition, until the end of 2026, 
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a 50% CIT credit is provided for income resulting 
from the transfer of patents and eligible technol-
ogy by SMEs. Until the end of 2027, a 10% tax 
credit (up to the value of acquired technology) is 
also provided to qualifying domestic companies 
acquiring technology-innovative SMEs until the 
end of 2027.

2.3 Other Special Incentives
In accordance with the BEPS initiatives, most of 
the direct tax incentives and benefits previously 
available for foreign direct investment were abol-
ished by the Korean government under the 2019 
tax reform. However, the existing local tax and 
indirect tax incentives are maintained for qualify-
ing foreign investors. Foreign investors are enti-
tled to an exemption from acquisition tax and 
property tax on property acquired and owned 
for up to 15 years, and to an exemption from 
customs duties, VAT and individual consumption 
tax on imported capital goods.

2.4 Basic Rules on Loss Relief
Under Korean tax law, tax losses can be carried 
forward for 15 years, although annual utilisation 
is capped at 80% of annual taxable income (with 
an exception granted for SMEs and distressed 
companies).

2.5 Imposed Limits on Deduction of 
Interest
Interest expense deductions are subject to the 
following limitations:

• the thin capitalisation rule – interest exceed-
ing the 2:1 (debt to equity) threshold will not 
be deductible and will be treated as a divi-
dend; and

• the 30% interest limitation rule – if the ratio of 
net interest paid to a foreign related party by 
a Korean company to adjusted net income (ie, 
earnings before interest, taxes, depreciation 

and amortisation) exceeds 30%, the excess 
interest will not be deductible.

2.6 Basic Rules on Consolidated Tax 
Grouping
Before 2024, consolidation was available for a 
domestic parent company and its directly or 
indirectly wholly-owned domestic subsidiaries. 
For fiscal years commencing on or after 1 Janu-
ary 2024, the shareholding requirement is eased 
to 90%. A taxpayer may elect the consolidated 
tax filing regime upon approval from the tax 
authority, but such election cannot be revoked 
for five years.

2.7 Capital Gains Taxation
Capital gains are generally taxed at the same CIT 
rate as ordinary taxable income. However, capi-
tal gains from the sale of non-business purpose 
real estate are subject to additional capital gains 
tax of 10%, which can rise to as much as 40% 
for certain properties.

2.8 Other Taxes Payable by an 
Incorporated Business
Value-added tax (VAT) is imposed on the supply 
of goods and services. The applicable VAT rate 
is generally 10%, but zero-rated VAT is available 
for exported goods and services rendered out-
side Korea and for certain services provided to a 
non-resident in a foreign currency. If a company 
carries on a VAT-able business in Korea, it must 
register its business under the VAT Act, file a 
quarterly VAT return and pay all VAT collected 
from its customers during the relevant quarter, 
minus any VAT credit to which it is entitled (input 
VAT).

Customs duties are generally imposed on 
imported goods. Importation means the deliv-
ery of goods into Korea to be consumed or used 
in Korea.
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Acquisition tax is imposed on the purchase 
price of real estate, motor vehicles, construction 
equipment, golf memberships, etc. The acqui-
sition tax rate varies depending on the type of 
assets, ranging from 0.96% to 4.6%.

Where an investor acquires shares in a company 
and becomes a controlling shareholder of such 
company (ie, the investor and its related parties 
collectively own, in the aggregate, more than 
50% of the shares of the company) as a result 
of the share acquisition, such investor is deemed 
to have acquired the real estate, etc, held by 
the company and is generally subject to deemed 
acquisition tax of 2.2% (including surtax).

Securities transaction tax is imposed on the 
transfer of shares. The securities transaction tax 
rate for publicly traded shares is 0.15%, and the 
tax rate for unlisted shares is 0.35%.

A special excise tax is levied on the production 
or trading of certain luxury items, alcohol and 
tobacco. In addition, property tax (a local tax) 
is charged on the statutory value of land, build-
ings, houses, vessels and aircraft, while compre-
hensive real estate holding tax (a national tax) 
is charged on the aggregate published value of 
land, buildings and houses exceeding a certain 
threshold.

2.9 Incorporated Businesses and 
Notable Taxes
Accumulated earnings tax (AET) is applicable to 
Korean corporations that are designated as large 
conglomerates under the Monopoly Regulation 
and Fair Trade Act. The AET imposes additional 
income tax at the rate of 22% (inclusive of local 
income tax) on corporate earnings that are not 
utilised for prescribed purposes (eg, designated 
investments, employee salaries, employee wel-

fare funds). The AET regime remains in effect 
until the fiscal year including 31 December 2025.

3. Division of Tax Base Between 
Corporations and Non-Corporate 
Businesses
3.1 Closely Held Local Businesses
The majority of closely held businesses, such as 
convenience stores and hair salons, operate in 
non-corporate form, but most businesses oper-
ate in corporate form.

3.2 Individual Rates and Corporate Rates
In general, CIT rates are lower than PIT rates. 
However, many individual professionals and 
businesses choose not to incorporate, so as to 
avoid subjecting earnings already taxed at the 
corporate level to double taxation when divi-
dends are paid.

3.3 Accumulating Earnings for 
Investment Purposes
See 2.9 Incorporate Businesses and Notable 
Taxes.

3.4 Sales of Shares by Individuals in 
Closely Held Corporations
Dividends paid to an individual shareholder are 
subject to a withholding tax of 15.4% (inclusive 
of local income tax). However, if an individual 
shareholder’s total financial income (interest 
income + dividends) exceeds KRW20 million 
per year, the excess is taxed at regular PIT rates.

Capital gains arising from the sale of shares in an 
unlisted SME are subject to 11% capital gains 
tax (22% for unlisted non-SME shares), inclu-
sive of local income tax. Individual shareholders 
who have a substantial ownership interest and 
realise capital gains from the sale of shares in 
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an unlisted company are subject to 22% capital 
gains tax for taxable income up to KRW300 mil-
lion and 27.5% for taxable income over KRW300 
million (a 33% flat rate applies to unlisted non-
SME shares held by major shareholders for less 
than one year before their sale).

3.5 Sales of Shares by Individuals in 
Publicly Traded Corporations
Dividends paid from a publicly traded corpora-
tion to an individual shareholder are taxed in the 
same manner as those paid from an unlisted 
company to an individual shareholder.

Capital gains arising from the sale of listed 
shares are not subject to tax when sold by a 
minority shareholder through the securities mar-
ket. However, when the sale takes place over 
the counter, the capital gains are subject to a 
22% tax (11% in the case of listed shares in 
an SME), inclusive of local income tax. When 
the total stake of a shareholder in a listed com-
pany, together with any related parties (majority 
shareholder), exceeds 1% of the total shares, or 
if the total market value of the stock held by the 
shareholder is KRW1 billion or more, such share-
holder will be taxed on the capital gain at 22% 
for taxable income up to KRW300 million and 
at 27.5% for taxable income over KRW300 mil-
lion, regardless of whether the shares were sold 
through the securities market or over the counter 
(a 33% flat rate applies to non-SME shares held 
for less than one year before their sale).

4. Key Features of Taxation of 
Inbound Investments

4.1 Withholding Taxes
In general, interest, dividends and royalties paid 
to a non-resident company or individual are sub-
ject to 22% withholding tax (inclusive of local 

tax). The rate may be reduced under applicable 
tax treaties.

The Korean tax authority takes a conservative 
position in relation to the application of reduced 
treaty rates, which can differ depending on the 
beneficial owner of the Korean source income.

In addition, it is worth noting that the Korean tax 
authority is determined to collect withholding tax 
on royalties paid to US companies. In respect 
of royalty withholding tax for US companies, 
the Korean Supreme Court has held in various 
cases that royalties received by a US resident 
for the use of a patent that is not registered in 
Korea is not Korean source income under the 
Korea-US Tax Treaty, and therefore should not 
be subject to income tax in Korea. Even though 
the Korea-US Tax Treaty generally overrides the 
domestic tax laws, the Korean tax authority has 
made considerable efforts to impose withhold-
ing tax on such royalties through tax law amend-
ment. After the most recent tax law amendment 
relating to royalties, it needs to be closely moni-
tored whether the Korean courts will continue 
to hold that royalties received by a US company 
for the use of a patent that is not registered in 
Korea should not be taxed in Korea, or if they will 
change their position.

4.2 Primary Tax Treaty Countries
As of December 2024, Korea has concluded 
double tax agreements with 99 countries. For-
eign investors have primarily used the Nether-
lands, Belgium and Ireland to make investments 
into Korea through intermediate holding com-
panies.

4.3 Use of Treaty Country Entities by 
Non-Treaty Country Residents
The Korean tax authority tends to challenge the 
use of treaty countries by non-treaty country res-
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idents by aggressively applying the substance-
over-form principle to argue that entities estab-
lished in favourable treaty countries are not the 
beneficial owners of the relevant Korean source 
income. “beneficial owner” is a person who 
bears legal or economic risk related to Korean 
source income and who, in substance, holds 
ownership rights over such income, including 
disposal rights.

4.4 Transfer Pricing Issues
The Korean tax authority closely monitors com-
panies whose profitability suddenly drops or 
whose profits fluctuate over a number of years. 
The Korean tax authority is likely to scrutinise 
companies that have had significant business 
restructuring, as well as those paying substantial 
royalties or management service fees to foreign 
companies and companies with financial trans-
actions with overseas related parties.

4.5 Related-Party Limited Risk 
Distribution Arrangements
The Korean tax authority challenges the use of 
limited risk distribution arrangements from a 
transfer pricing (TP) perspective.

4.6 Comparing Local Transfer Pricing 
Rules and/or Enforcement and OECD 
Standards
Korea is a member of the OECD and generally 
follows the OECD Transfer Pricing Guidelines 
for Multinational Enterprises and Tax Adminis-
trations (OECD Guidelines). However, the OECD 
Guidelines do not have the force of law, while the 
Law for the Co-ordination of International Tax 
Affairs (which governs TP) does. Accordingly, 
the Korean tax authority might not accept a tax-
payer’s arguments if they are based solely on the 
OECD Guidelines.

4.7 International Transfer Pricing 
Disputes
The Korean tax authority actively challenges 
taxpayers’ TP policy. If the tax authority obtains 
new TP information for a particular year, and that 
information affects not only the TP issues for that 
particular year but also those for previous years, 
it is common for the tax authority to expand the 
scope of its TP review to fiscal years for which 
the statute of limitations has not yet expired.

Mutual agreement procedures (MAPs) can 
resolve international TP disputes between Korea 
and countries that have concluded a tax treaty 
with Korea. The National Tax Service (NTS), 
which is in charge of the Korean MAP process, 
negotiates MAP cases with the other compe-
tent authorities (CAs). According to MAP sta-
tistics released by the OECD, as of 1 January 
2023 there were 120 open MAP cases relating 
to Korean TP, and 33 cases that closed during 
2023. 43 new MAP cases commenced during 
2023, and 131 open MAP cases remained as of 
31 December 2023. As shown by the increasing 
number of MAP cases, there has been a gradual 
increase in the number of taxpayers resolving 
their TP issues through MAP. It typically takes 
two to three years from the date the initial appli-
cation is accepted to complete the MAP pro-
cess.

The Korean government acknowledges that 
MAP is an effective dispute resolution process 
for double taxation issues, and is generally open 
to the use of the MAP process.
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5. Key Features of Taxation of Non-
Local Corporations

5.1 Compensating Adjustments When 
Transfer Pricing Claims Are Settled
Taxpayers can resort to a MAP under the rel-
evant tax treaty in order to resolve double taxa-
tion arising from a TP adjustment. A MAP can 
generally be requested within three years of the 
date when the taxpayer becomes aware of the 
adjustment.

A MAP is often initiated in the jurisdiction that 
is expected to claim a tax refund. Competent 
authority (CA) negotiations will commence on the 
date the relevant CA sends a letter to the other 
CA accepting the request for a MAP. The CAs 
will then discuss issues through the exchange of 
position papers and via CA meetings throughout 
the year.

If the MAP is concluded, the initial TP adjust-
ment should be reduced or cancelled based 
on the MAP agreement. Compensating adjust-
ments are allowed.

5.2	 Taxation	Differences	Between	Local	
Branches and Local Subsidiaries of Non-
Local Corporations
In general, Korean branches of foreign corpora-
tions are taxed in the same manner as Korean 
subsidiaries of foreign corporations, with a few 
notable differences. While dividends paid by a 
Korean subsidiary to a foreign parent are subject 
to withholding tax, earnings remitted by a Korean 
branch to its overseas head office are subject to 
branch profits tax only when the Korean branch 
is required to pay branch profits tax under the 
relevant tax treaty. A Korean branch is allowed 
to deduct head office expenses allocated to 
it, whereas a management service agreement 
would be required to charge similar costs to a 

subsidiary. In addition, while a Korean subsidiary 
could qualify for tax benefits under the Foreign 
Investment Promotion Act and the Special Tax 
Treatment Control Law, a Korean branch is not 
eligible for such benefits.

5.3 Capital Gains of Non-Residents
Capital gains derived by non-residents on the 
sale of shares in Korean corporations are either 
exempt from Korean tax under an applicable 
tax treaty or subject to withholding tax at 11% 
(including local income tax) of the sale proceeds 
or 22% (including local income tax) of the capi-
tal gains, whichever is lower. The purchaser is 
obliged to withold and pay the tax.

Capital gains arising from the sale of listed shares 
are not subject to capital gains tax to the extent 
the non-resident shareholder did not hold 25% 
or more of the total outstanding shares at any 
time during the year when the sale took place 
or in the preceding five years.

5.4 Change of Control Provisions
Since Korea does not have an indirect capital 
gains tax, gains arising from the sale of shares 
of a foreign company that directly or indirectly 
owns shares of a Korean company are not sub-
ject to tax (indirect share transfer). However, the 
Korean tax authority may attempt to impose tax 
on gains arising from an indirect share transfer 
by applying the substance-over-form principle.

5.5 Formulas Used to Determine Income 
of	Foreign-Owned	Local	Affiliates
No special formulas are used to determine the 
income of foreign-owned local affiliates selling 
goods or providing services; the OECD Guide-
lines would apply.
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5.6 Deductions for Payments by Local 
Affiliates
The Korean tax authority often challenges the 
deductibility of management service fees. In 
order to deduct the fees, the following condi-
tions must be satisfied (under the Law for the 
Co-ordination of International Tax Affairs):

• an agreement should be entered into by the 
service provider prior to the provision of the 
service;

• the domestic company should benefit from 
the service provided by its foreign related 
party through additional profit or reduced 
expenses;

• the provision of the service should be verified 
through supporting documentation; and

• no related party should be performing the 
same type of service as the one received by 
the domestic company, and no third party 
should be providing the same type of service 
as the one received by the domestic compa-
ny to a related party of the domestic com-
pany; however, an exception applies to cases 
where the same type of service is temporarily 
received due to a reasonable cause, such as 
business restructuring or streamlining man-
agement decision processes.

5.7 Constraints on Related-Party 
Borrowing
Where a Korean company borrows from its 
foreign controlling shareholder and the debt-
to-equity ratio exceeds 2:1, interest exceeding 
such threshold will not be deductible and will be 
treated as a dividend (thin capitalisation rule).

Also, in line with the OECD’s recommendation 
on the limitation of interest expense deductions, 
Korea introduced a new rule that treats interest 
deductions as non-deductible to the extent net 
interest paid to foreign related parties exceeds 

30% of adjusted net income (for this purpose, 
adjusted net income equals earnings before 
interest, taxes, depreciation and amortisation). 
Net interest expense refers to the total amount 
of interest paid on funds borrowed by a Korean 
company from all foreign related parties minus 
the total amount of interest income received by 
the Korean company from foreign related par-
ties. If the resulting value is negative, the net 
interest expense will be deemed to be zero.

In addition, loans from foreign affiliates should 
be at arm’s length. Currently, the default interest 
rate (deemed arm’s length interest rate) for loans 
from a foreign affiliate to a Korean company is 
the market interest rate for the relevant currency 
(such as the Secured Overnight Financing Rate 
for US dollars and the Euro Short-Term Rate for 
euros) plus a 1.5% spread, and the default inter-
est rate for loans from a Korean company to its 
foreign affiliate is 4.6%. If a separate TP analysis 
is conducted, the arm’s length rate can be deter-
mined based on such analysis.

6. Key Features of Taxation 
of Foreign Income of Local 
Corporations
6.1 Foreign Income of Local 
Corporations
As Korean companies are taxed on their world-
wide income, their foreign source income is also 
subject to tax in Korea. However, taxes imposed 
by foreign governments on foreign income are 
creditable up to the amount of income tax to be 
paid in Korea. Any excess foreign tax credit can 
be carried forward ten years.

6.2 Non-Deductible Local Expenses
This question is not applicable in South Korea.
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6.3 Taxation on Dividends From Foreign 
Subsidiaries
The Korean government introduced a partici-
pation exemption for dividends from foreign 
subsidiaries through the 2022 tax law amend-
ment. Under the participation exemption rule, 
if a Korean company receives dividends from a 
foreign subsidiary, a dividend received deduc-
tion applies to 95% of the dividends and only 
the remaining 5% of such dividends are treated 
as taxable income, to the extent the Korean 
company has directly held at least 10% of the 
shares in the foreign subsidiary for at least six 
months as of the dividend date. However, this 
does not apply to dividends received from CFCs 
and hybrid financial products, which are subject 
to the foreign tax credit system instead.

6.4 Use of Intangibles by Non-Local 
Subsidiaries
Intangibles developed by Korean corporations 
can be used by or transferred to foreign affiliates. 
However, arm’s length consideration should be 
received for the transfer, and such considera-
tion would be included in taxable income for CIT 
purposes.

6.5 Taxation of Income of Non-Local 
Subsidiaries Under Controlled Foreign 
Corporation-Type Rules
Korea has CFC rules designed to prevent Korean 
corporations avoiding tax on income retained by 
foreign subsidiaries. The CFC rules apply when 
a Korean corporation directly or indirectly owns 
at least 10% of the shares of a company estab-
lished in a low-tax jurisdiction. For this purpose, 
a country is considered to be a low-tax juris-
diction if the foreign subsidiary has an average 
effective income tax rate of 16.8% or less for the 
past three years. When applicable, Korea’s CFC 
regime deems the CFC to have paid a dividend 
to the Korean parent equal to the earnings of the 

foreign subsidiary. This dividend is included in 
the parent corporation’s taxable income.

A foreign corporation that is incorporated in a 
low-tax jurisdiction and actively engages in busi-
ness is not subject to the CFC rules. Further-
more, the CFC rules do not apply to a foreign 
branch of a Korean corporation.

6.6 Rules Related to the Substance of 
Non-Local	Affiliates
Under Korean tax law, the substance-over-form 
principle applies to both domestic and foreign 
corporations, and there is no rule relating to 
substance that applies solely to foreign affiliates. 
The Korean tax authority tends to use this princi-
ple to disregard the immediate foreign recipient 
of the Korean source income and attribute such 
income directly to the parent company.

6.7 Taxation on Gain on the Sale of 
Shares	in	Non-Local	Affiliates
Capital gains arising from the sale of shares in a 
foreign affiliate are taxed as ordinary income to 
the Korean shareholder. Foreign taxes paid by 
the Korean shareholder on such capital gains are 
allowed as a credit (up to the amount of Korean 
income taxes paid).

7. Anti-Avoidance

7.1 Overarching Anti-Avoidance 
Provisions
Korean tax law contains substance-over-form 
rules, which are used by the Korean tax authority 
to recharacterise transactions and look-through 
entities residing in favourable tax jurisdictions 
that are not deemed to be the beneficial owner 
of the Korean source income.
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8. Audit Cycles

8.1 Regular Routine Audit Cycle
The NTS conducts periodic and non-periodic 
audits. Periodic audits typically take place eve-
ry four or five years and are usually completed 
within two months, unless extended. Advance 
notice should be provided 20 days prior to the 
commencement of a periodic audit.

Non-periodic audits do not require prior notice 
and can be conducted at any time. According to 
the NTS, taxpayers are selected for non-periodic 
audits in the following circumstances:

• where the taxpayer fails to fulfil its tax compli-
ance obligations under the relevant tax law;

• where the taxpayer is suspected of entering 
into false transactions, such as transactions 
without valid documentation or disguised/fic-
titious transactions;

• where detailed information on the taxpayer’s 
tax evasion is reported; or

• where the NTS has evidence of omissions or 
errors in the tax return.

Upon completion of a tax audit, written notice of 
the audit results is provided. In the event of any 
objections, the taxpayer can request a Review 
of Adequacy of Tax Imposition (RATI) within 30 
days of the receipt of such notice (before the 
final tax assessment is issued).

9. BEPS

9.1 Recommended Changes
Korea has adopted most of the 15 BEPS action 
plans recommended by the OECD through 
amending relevant domestic laws and treaties, 
as follows:

• BEPS Action 1 (digital economy) – in 2015, 
Korea introduced a new provision in the VAT 
Law that imposes VAT on applications pro-
vided in offshore open markets, and in 2019 it 
expanded the scope of the extraterritorial VAT 
regime for electronically supplied services;

• BEPS Action 2 (hybrid mismatch arrange-
ments) – the Korean government introduced 
rules to neutralise the effect of hybrid mis-
match arrangements in 2018;

• BEPS Action 3 (CFC rules) – Korea expanded 
the scope of CFCs in 2017;

• BEPS Action 4 (interest deductions) – Korea 
introduced a new interest deduction limitation 
rule in 2018;

• BEPS Action 5 (harmful tax practices) – in 
2019, the Korean government abolished the 
CIT exemption previously available to foreign-
invested companies;

• BEPS Action 6 (treaty abuse) – Korea adopt-
ed relevant provisions when entering into or 
amending tax treaties, and participated in 
the Multilateral Convention to Implement Tax 
Treaty Related Measures to Prevent BEPS 
(MLI);

• BEPS Action 7 (permanent establishment 
status) – Korea broadened its definition of 
permanent establishments in 2019;

• BEPS Actions 8 to 10 (transfer pricing) – in 
2019, Korea amended TP rules relating to the 
substance-over-form principle and intangi-
bles;

• BEPS Action 11 (BEPS data analysis) and 
BEPS Action 12 (disclosure of aggressive tax 
planning) – the Korean government is consid-
ering legislative changes;

• BEPS Action 13 (transfer pricing documenta-
tion) – in 2016 and 2017, Korea revised the 
Korean TP regulations to require certain multi-
national companies that engage in cross-bor-
der related-party transactions to file a Master 
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File, a Local File and a Country-by-Country 
(CbC) Report;

• BEPS Action 14 (dispute resolution) – in 2017, 
Korea allowed non-residents and foreign 
companies that do not have a place of busi-
ness in Korea to request a MAP in Korea; and

• BEPS Action 15 (MLI) – Korea signed the MLI 
in 2017, which took effect in September 2020.

9.2 Government Attitudes
The Korean government has implemented a tax 
reform to boost economic growth through adopt-
ing the OECD BEPS measures. For instance, in 
alignment with the OECD recommendations, 
Korea strengthened anti-avoidance measures 
on BEPS Action 7 to prevent abusive business 
structures that might erode Korea’s tax base.

Korea announced a tax law amendment propos-
al in July 2022, which included the introduction 
of Pillar Two provisions that are generally in line 
with the OECD Guidelines. The National Assem-
bly approved the tax law amendment proposal 
in December 2022, and the Pillar Two provisions 
become effective for fiscal years commencing 
on or after 1 January 2024. In addition, the Kore-
an government issued a Presidential Decree on 
29 December 2023, and a draft Ministerial Order 
on 27 February 2024. The Korean Pillar Two leg-
islation is generally consistent with the OECD 
Model Rules, Commentary and Administrative 
Guidance.

Pillar One is likely to affect only two or three 
Korean multinational enterprises, given the 
higher profitability threshold, but Pillar Two is 
expected to affect many Korean multinational 
enterprises that satisfy the EUR750 million rev-
enue threshold.

9.3	 Profile	of	International	Tax
Since the launch of the OECD’s BEPS Project, 
the Korean government has increased efforts to 
comply with the BEPS standards. In addition, 
many non-governmental organisations have 
raised concerns over various schemes used by 
multinational companies to avoid paying taxes in 
Korea even when substantial revenue is realised 
in Korea.

9.4 Competitive Tax Policy Objective
Korea previously had tax incentives aimed at 
attracting foreign direct investment. Howev-
er, in December 2017 the EU concluded that 
it was unfair that these tax incentives applied 
only to foreign investors, and placed Korea on 
its blacklist of non-co-operative jurisdictions. 
Korea revised its tax law to eliminate the dis-
puted preferential tax exemptions, reflecting 
the Korean government’s efforts to comply with 
BEPS standards.

9.5 Features of the Competitive Tax 
System
Korea has relatively high CIT rates compared to 
other OECD countries. However, in 2023, CIT 
rates for all tax brackets were reduced by 1.1% 
(inclusive of local income tax). In addition, the 
government expanded the scale of employment-
related tax support by introducing an integrated 
employment tax credit system and unifying the 
employment-related tax support system, and 
also expanded the tax incentives for investment 
in national strategic technology (semiconductor/
battery/vaccine) facilities.

Other incentives are still provided to eligible for-
eign direct investments, such as cash grants or 
exemptions from acquisition tax, property tax 
and customs duties, as explained in 2.3 Other 
Special Incentives.
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9.6 Proposals for Dealing With Hybrid 
Instruments
Korea introduced a BEPS-driven rule that limits 
interest deductions for hybrid financial instru-
ments. This rule has been effective since 1 Janu-
ary 2018, and applies to interest on cross-border 
hybrid financial instruments between Korean 
corporations (or Korean branches of foreign cor-
porations) and foreign related parties.

9.7 Territorial Tax Regime
Korea has a worldwide tax regime rather than 
a territorial tax regime. However, as explained 
in 6.3 Taxation on Dividends From Foreign 
Subsidiaries, Korea introduced a participation 
exemption for dividends paid by qualified foreign 
subsidiaries to Korean companies.

9.8 Controlled Foreign Corporation 
Proposals
This question is not applicable in South Korea.

9.9 Anti-Avoidance Rules
The Korean tax authority handles treaty abuse 
by applying domestic anti-avoidance rules, such 
as the substance-over-form principle. Korea has 
also adopted the LOB (Limitation of Benefits) 
and PPT (Principal Purpose Test) provisions, 
which are aimed at ensuring a minimum level 
of protection against treaty shopping; therefore, 
additional scrutiny of cross-border tax planning 
arrangements is expected.

9.10 Transfer Pricing Changes
The 2019 tax reform introduced a new rule for 
determining arm’s length pricing in cross-border 
transactions involving intangibles, which also 
addresses appropriate remuneration for func-
tions performed (ie, the development, enhance-
ment, maintenance, protection and exploitation 
of intangibles). The comparable uncontrolled 
price (CUP) method, the profit split method and 

the valuation method (discounted future cash 
flows) became effective on 12 February 2019 
and take precedence over other TP methods; 
companies performing functions and assum-
ing relevant risks regarding the development, 
enhancement, maintenance, protection and 
exploitation of intangibles should receive appro-
priate remuneration for the contributions they 
have made.

In light of this tax reform, additional scrutiny is 
expected on the transfer pricing of intangible 
assets.

9.11 Transparency and Country-by-
Country Reporting
According to the OECD’s CbC Reporting Com-
pilation of Peer Review Reports (Phase 1), Korea 
has indicated that measures are in place to 
ensure the appropriate use of information in all 
six areas identified in the OECD Guidance on 
the appropriate use of information contained in 
CbC Reports. In other words, Korea uses CbC 
Reports to assess high-level transfer pricing 
risks and other BEPS-related risks.

As of February 2025, Korea exchanges CbC 
Reports with 108 countries. Korea does not 
make information received from other jurisdic-
tions available to the public. Since CbC Reports 
provide substantial information to the tax 
authority that could be used to assess whether 
companies have BEPS-related issues, these 
reports may trigger aggressive tax audits and 
tax assessments.

9.12 Taxation of Digital Economy 
Businesses
Korea has already amended the VAT Law by 
introducing an extraterritorial VAT regime for 
electronically supplied services. Under this 
regime, a foreign entrepreneur who supplies 
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certain electronic services in Korea bears the 
obligation to report and pay VAT. For this pur-
pose, “electronic services” includes the supply 
of electronic goods, such as:

• game/audio/video files or software;
• advertising posting services;
• cloud computing services;
• intermediary services enabling the lease/use/

consumption of commodities or facilities in 
Korea; and

• the supply of goods or services in Korea.

9.13 Digital Taxation
According to the Ministry of Economy and 
Finance, the Korean government has proactively 
adopted OECD BEPS recommendations and will 
follow the OECD’s long-term plan on digital taxa-
tion. With respect to whether Korea will adopt an 
interim unilateral measure like the UK’s digital 
services tax, the Korean government clearly indi-
cated that a prudent approach should be taken 
by analysing any impact on related industries 
and tax revenue.

As discussed in 9.2 Government Attitudes, the 
Korean tax law provisions relating to Pillar Two 
became effective for fiscal years commencing 
on or after 1 January 2024, but the implemen-
tation of the UTPR (Undertaxed Payment Rule) 
was deferred to 1 January 2025.

9.14	 Taxation	of	Offshore	IP
Korea has not introduced any general provisions 
dealing with the taxation of offshore IP that is 
deployed in Korea. However, where a tax treaty 
that Korea has concluded determines the source 
of royalties based on the location of the use of 
such royalties, certain IP (eg, patents) that is reg-
istered outside Korea but deployed in Korea can 
be subject to Korean tax.
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Korea’s Implementation of the Global Anti-
Base Erosion Tax and Tax Enforcement 
Trends
Global Anti-Base Erosion Tax
Introduction
South Korea has solidified its position as a 
global leader in adopting the OECD’s Pillar Two 
Global Anti-Base Erosion (GloBE) rules, becom-
ing the first country to codify these regulations 
into domestic law through the Adjustment of 
International Taxes Act (AITA) in December 
2022. The framework, effective from 1 January 
2024, mandates a 15% minimum effective tax 
rate (ETR) for multinational enterprises (MNEs) 
operating across jurisdictions, countering profit 
shifting and tax avoidance. Subsequent amend-
ments in 2023–25 reflect evolving OECD admin-
istrative guidance and address domestic chal-
lenges, positioning Korea as a benchmark for 
early adopters. This analysis examines Korea’s 
legislative trajectory, technical implementation 
mechanics, and strategic implications for busi-
nesses.

Legislative evolution and key amendments
Phase 1: The 2022 AITA framework
The 2022 AITA introduced two core mechanisms 
to enforce the 15% global minimum tax:

• Income Inclusion Rule (IIR): Requires Korean 
parent entities to pay “top-up tax” if subsidi-
aries in low-tax jurisdictions report an ETR 
below 15%.

• Under-Taxed Payments Rule (UTPR): Acts as 
a backstop, allowing Korea to claim residual 
taxes if other jurisdictions fail to enforce the 
IIR.

Initially, both rules were set to take effect on 1 
January 2024. However, revisions in 2023–24 
refined their implementation timelines and 
scope.

The AITA aligned closely with the OECD’s 
December 2021 Model Rules but left critical 
details to subsequent presidential decrees and 
enforcement guidelines.

Phase 2: The 2023 Amendments and 
Enforcement Decree
In July 2023, Korea proposed amendments to 
align its framework with evolving OECD guide-
lines and global practices, and operationalised 
technical details. Key changes included:

• UTPR Postponement: Implementation post-
poned to 1 January 2025, harmonising with 
timelines in the EU, Japan, and other jurisdic-
tions.

• Permanent Establishment (PE) Expansion: 
Broadened the definition of PE to include 
treaty-based classifications if the source state 
taxes income attributable to the PE.

• Transitional Penalty Relief: Introduced a 50% 
reduction in late-payment penalties for fil-
ings before 30 June 2028, easing transitional 
burdens.

• QDMTT Safe Harbor: Qualified Domestic 
Minimum Top-Up Taxes (QDMTT) could 
reduce GloBE liabilities, pending presidential 
decree specifics.

• Exclusions: Sovereign wealth funds and 
insurance investment entities exempted from 
certain parent entity definitions.

• CFC Pushdown Limitation: Deferred passive 
income definitions to future guidance.

Phase 3: The 2024 tax amendments
Enacted in December 2023, these amendments 
introduced critical safe harbors and technical 
clarifications, incorporating OECD guidelines:

• Transitional Safe Harbor: Exempts MNEs from 
the IIR in jurisdictions with a nominal corpo-
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rate tax rate ≥20% for fiscal years ending 
before 31 December 2026.

• Simplified ETR Calculation: Allows MNEs to 
avoid top-up taxes if preliminary calculations 
demonstrate an ETR ≥15%.

• Consolidated Revenue Standardisation: 
Aligned revenue definitions with OECD guide-
lines to prevent discrepancies arising from 
financial reporting practices.
(a) GloBE-Specific Book Values: Deferred 

tax adjustments based on GloBE-defined 
asset values, not local GAAP/IFRS.

(b) Tangible Asset Leases: Lease receivables 
classified as “tangible asset cost recov-
ery” items eligible for deferred tax exclu-
sions.

• Joint Venture Clarifications: Treated joint ven-
tures and subsidiaries as separate entities for 
safe harbor assessments.

Phase 4: The 2025 tax amendment
Published in January 2025, the decree clarified 
ambiguities in the AITA and the OECD model 
rules.

Deferred Tax Adjustments:

• GloBE-Specific Values: Requires deferred tax 
adjustments based on GloBE-defined book 
values rather than GAAP/IFRS.

• Tangible Asset Leases: Costs classified as 
lease receivables qualify for deferred tax 
liability exclusions if linked to tangible asset 
recovery.

Dividend Deduction System:

• Two-Step Adjustment:
(a) Reduce covered taxes by the ratio of 

GloBE income deductions.
(b) Deduct the adjustment amount from 

GloBE income.

• Redistributed Dividends: Treats redistributed 
profits as deductible from the parent entity’s 
GloBE income.

Fiscally Transparent Entities and Fixed Estab-
lishments:

• Exclusion of PE Income: Income attributable 
to permanent establishments of fiscally trans-
parent entities (eg, partnerships) is excluded 
from GloBE calculations.

• Ownership Thresholds: Applies pro-rata 
exclusions based on ownership stakes in joint 
ventures.

Technical mechanics of Korea’s GloBE rules
The GloBE Rules apply to MNEs with annual 
consolidated revenue of at least EUR750 mil-
lion in two of the four preceding fiscal years, 
operating across multiple jurisdictions. This 
includes subsidiaries that might be excluded 
from consolidated financial statements due to 
immateriality, such as held-for-sale assets, and 
entities with significant financial discrepancies 
exceeding EUR75 million when reconciled to 
IFRS standards.

The core of the GloBE Rules is the top-up tax 
calculation, which aims to ensure each jurisdic-
tion’s ETR reaches the minimum 15%. This cal-
culation uses jurisdictional blending, meaning 
ETRs are determined at the jurisdictional level 
rather than for individual entities. The adjusted 
net income for this calculation includes additions 
like net tax expenses and intra-group financing 
costs, while deducting items such as dividends 
redistributed to parent entities.

For compliance, MNEs must submit a GloBE 
Information Return, with the first submission 
due in June 2026 for the 2024 fiscal year. This 
return requires detailed information including 
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taxpayer identification, ownership structures, 
jurisdictional ETRs, covered taxes, and top-up 
tax liabilities. The rules accept various account-
ing standards, including those from 18 different 
jurisdictions such as Japan’s J-GAAP, China’s 
CAS, and Singapore’s SFRS, providing some 
flexibility for MNEs operating across different 
accounting regimes.

Implications and challenges
The implementation of the GloBE Rules in South 
Korea presents significant implications for Kore-
an MNEs. The US Inflation Reduction Act (IRA) 
tax credits may lower the ETRs of US subsidiar-
ies, potentially triggering top-up taxes in Korea. 
However, the OECD has yet to provide guidance 
on whether IRA credits qualify as “covered tax-
es” under GloBE, creating uncertainty.

Additionally, compliance costs are expected to 
rise, with large MNEs facing annual expenses of 
USD5-10 million for jurisdictional ETR tracking 
and GloBE return preparation. This includes rec-
onciling differences between IFRS and GloBE-
defined book values for deferred tax adjust-
ments. To manage these challenges, Korean 
MNEs must closely monitor OECD guidance and 
implement robust compliance systems.

The implementation of the UTPR also presents 
risks. While Korea’s UTPR is set to take effect 
in 2025, actual tax collection will not begin until 
2026, coinciding with timelines in the EU and 
Japan. This staggered implementation across 
jurisdictions, coupled with a lack of compre-
hensive multilateral agreements, raises concerns 
about potential double taxation as different 
countries may make conflicting claims.

Certain industries face specific pressures under 
the new regime. Korean semiconductor manu-
facturers with fabrication plants in the USA will 

be subject to increased scrutiny due to the inter-
actions between the IRA and GloBE rules. In the 
automotive sector, companies will need to care-
fully reassess the ETRs of their European sub-
sidiaries in light of UTPR backstops.

To navigate these challenges, MNEs should 
consider several strategic recommendations. 
Implementing robust ETR monitoring systems 
is crucial, including the deployment of real-time 
tax rate tracking tools across jurisdictions and 
the integration of GloBE adjustments into Enter-
prise Resource Planning systems for automated 
reporting. Vigilant monitoring of OECD guidance 
is also essential, particularly regarding pending 
clarifications on IRA credits, digital services tax-
es, and sectoral carve-outs. Engaging with the 
OECD’s Inclusive Framework can help compa-
nies anticipate regulatory shifts.

Cross-border co-ordination will be vital, with 
Korean parent entities needing to align with EU 
and Japanese subsidiaries on safe harbor eligi-
bility. Negotiating advance pricing agreements 
can help mitigate transfer pricing disputes.

Scenario planning is another key strategy, 
involving modeling the impacts of nominal tax 
rate changes, such as potential US corporate tax 
hikes, on transitional safe harbors and stress-
testing GloBE liabilities under various macroeco-
nomic conditions.

In the global context, Korea’s approach to GloBE 
implementation differs in some respects from 
that of the EU and Japan. Korea’s 2025 UTPR 
start aligns with the EU but precedes Japan’s 
2026 timeline. Additionally, Korea’s 20% nomi-
nal tax rate threshold for IIR exemptions is 
more stringent than the EU’s 15 “substance-
based carve-out.” There are also divergences 
in the treatment of QDMTT, with Korea’s safe 
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harbor details still pending presidential decree, 
in contrast to the EU’s predefined profit-based 
thresholds. Japan’s delayed QDMTT adoption 
until 2027 creates temporary gaps for MNEs with 
Japanese subsidiaries.

South Korea’s implementation of the GloBE 
rules demonstrates a proactive yet adaptive 
approach, balancing OECD alignment with 
domestic industry needs. The legislative amend-
ments from 2022 to 2025, including transitional 
safe harbors, deferred tax adjustments, and 
UTPR postponement, show responsiveness to 
evolving global standards. However, challenges 
remain, particularly regarding the unresolved 
treatment of IRA credits, UTPR co-ordination 
gaps, and rising compliance costs.

For businesses to succeed in this new tax land-
scape, they must focus on three key pillars:

• investing in GloBE-compliant tax tracking 
technology;

• fostering cross-jurisdictional collaboration to 
prevent double taxation; and

• engaging proactively with policymakers to 
shape emerging OECD guidelines.

As the OECD continues to refine its technical 
specifications, Korea’s experience provides val-
uable insights for other jurisdictions implement-
ing Pillar Two. MNEs must view GloBE not just as 
a compliance issue, but as a strategic imperative 
that will reshape global tax landscapes for years 
to come.

Tax Enforcement Trends
Introduction
South Korea’s National Tax Service (NTS) has 
intensified its focus on cross-border transac-
tions and digital economy taxation, deploying 
advanced audit techniques while reinterpreting 

traditional tax concepts. This evolution reflects 
Korea’s broader strategy to align its tax base 
with modern business models while maintain-
ing aggressive enforcement against perceived 
profit shifting. The following analysis explores 
key trends shaping corporate tax audits, offer-
ing insights into evolving compliance risks and 
strategic considerations for businesses operat-
ing in Korea.

Permanent establishments (PEs) for digital 
platforms
The NTS has aggressively reinterpreted the 
concept of permanent establishments since 
the 2018 Corporate Tax Act (CTA) amendment, 
which incorporated OECD BEPS Action 7 rec-
ommendations. Under revised Article 5 of the 
CTA, a PE now includes digitally integrated 
operations where multiple locations perform 
complementary functions, even without a tradi-
tional fixed place of business.

Even before the amendment to the CTA, the tax-
ing authority in Korea levied taxes on major glob-
al digital platforms in Korea for fiscal years prior 
to 2019. For example, in one such case, the NTS 
imposed taxes on a foreign corporation by indi-
cating that a foreign corporation was acting as 
a distributor for the region even though it did not 
have a permanent establishment in Korea. The 
global digital platform company had five loca-
tions in Korea, and NTS argued that these loca-
tions combined constituted a permanent estab-
lishment of the foreign corporation because they 
were carrying out essential and important parts 
of the foreign corporation’s business. Even if a 
physical permanent establishment is not recog-
nised, NTS argued that a deemed permanent 
establishment should be recognised because 
some of these locations exercised the right to 
conclude contracts and bind the foreign corpo-
ration.
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Based on such arguments and issues raised 
during the tax audit, the taxpayer took this case 
to the tax tribunal, which found in favour of the 
NTS. Thus, the taxpayer has launched legal 
action against the NTS indicating that the basis 
of taxation is improper and there is no basis for 
permanent establishment in Korea. Even if the 
NTS is not successful in the current legal pro-
ceedings, due to the amendment to the defini-
tion of permanent establishment in 2019, we 
foresee this issue to be raised during tax audits 
of other global digital platform companies. To 
date, there are several cases, each at different 
levels of the legal proceeding or tax audit, which 
is an indication that this issue will be raised per-
sistently by the NTS. As there is no Supreme 
Court precedent on this matter, global digital 
platform companies should be on guard and 
ready to defend their positions in case of a tax 
audit by the NTS of said issue.

Foreign patent royalties
The taxation of patents not registered in Korea 
remains a contentious issue. The debate has 
evolved through several key Supreme Court (SC) 
rulings and legislative reforms:

• 2007 SC Ruling: Applied the territorial princi-
ple, stating that patent rights are only effec-
tive where registered. Royalties received by 
a US taxpayer from a Korean corporation for 
patents registered only in the USA were not 
considered domestic-source income under 
the US-Korea tax treaty.

• 2008 CTA Amendment: The NTS amended 
Article 93 of CTA to classify the “use” of 
overseas-registered patents in Korea for 
manufacturing and sales as domestic-source 
income, even if not registered in Korea.

• 2014 SC Ruling: Reaffirmed the 2007 deci-
sion, holding that royalties received by a US 
taxpayer for overseas-registered patents 

licensed to a Korean corporation did not 
constitute domestic-source income under the 
US-Korea tax treaty.

• 2019 AITA Amendment: Article 28 of the AITA 
was amended to remove the concept of tax 
treaties taking precedence over domestic law 
in classifying domestic-sourced income.

• 2022 SC Ruling: Took a narrower approach, 
holding that a patent holder’s exclusive rights 
are effective only in the country of registra-
tion. This allows the NTS to withhold taxes on 
royalty income from unregistered rights (eg, 
know-how, copyright) used in Korea, while 
maintaining that unregistered patent rights 
benefit from the US-Korea tax treaty.

Despite these SC rulings, the NTS has persisted 
in levying taxes on royalty income in Korea. At 
the tax tribunal level, cases are often ruled in 
favour of the NTS based on domestic law pre-
scribing such income as domestic-sourced.

On 12 August 2024, the NTS issued an authori-
tative interpretation stating that lump-sum pay-
ments received by US corporations without a 
domestic place of business for patent rights 
transferred to Korean corporations constitute 
domestic-source royalty income. This interpreta-
tion considers the future cash flows of the patent 
rights and reaffirms the NTS’s position on tax-
ing royalties from unregistered patent rights as 
domestic-source income.

Looking Forward
The cases that have reached the SC thus far 
predate the 2008 amendments to CTA and AITA. 
Currently, several cases are pending in admin-
istrative and high courts regarding withhold-
ing tax on royalty income from foreign patents. 
The most recent SC decision has clarified what 
constitutes a foreign-registered patent, but the 
NTS is likely to continue arguing that payments 
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for know-how, non-public information, or copy-
rights constitute domestic-source income.

Given this ongoing debate, it is crucial for com-
panies entering licensing agreements to clearly 
distinguish and specify the nature of royalty pay-
ments. This distinction should clarify whether 
payments are for foreign patent rights or for the 
use of know-how and other non-public infor-
mation, as this categorisation can significantly 
impact tax treatment in Korea.
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1. Types of Business Entities, 
Their Residence and Basic Tax 
Treatment
1.1 Corporate Structures and Tax 
Treatment
Businesses in Spain are generally developed as 
corporate entities, of which the most common 
forms are:

• joint stock companies (sociedades anónimas, 
or SA), requiring a minimum share capital of 
EUR60,000; and

• limited liability companies (sociedades limita-
das, or SL), requiring a minimum share capital 
of EUR3,000.

The responsibility of the shareholders is limited 
in both cases.

From a tax perspective, corporations – including 
other types of commercial companies (not just 
the SA or SL) – are usually subject to corporate 
income tax (CIT) regulations, which are levied on 
all legal entities resident in Spain. Certain entities 
can be exempt from CIT. This exemption applies 
mainly to public entities and to certain income 
from non-profit organisations.

CIT rules are also applicable to non-corpora-
tions, such as partnerships or lying heritages, 
provided that they have a business purpose. In 
the event that they do not have a business pur-
pose, their income will be allocated (transpar-
ently) to their partners or co-proprietors. This is 
also the case for economic interest groupings, 
where profits or losses are taxed at the level of 
their co-proprietors.

1.2 Transparent Entities
The most common types of transparent enti-
ties that are taxed under the income allocation 

regime (regimen de atribución de rentas) are 
civil partnerships without legal status or without 
commercial object.

The income allocation regime applies to the fol-
lowing entities.

• Communities of property.
• Lying heritages.
• Civil partnerships – although since 1 January 

2016, the system only applies to:
(a) civil partnerships without legal status; and
(b) civil partnerships with legal status that do 

not have a commercial object (ie, those 
engaged in agricultural activities, livestock 
activities, forestry activities, mining activi-
ties, and those of a professional nature 
subject to the law on professional socie-
ties).

• Any entity that, not having legal status, con-
stitutes an economic unit or separate assets 
liable to taxation.

• Entities established abroad whose legal 
nature is identical or similar to that of entities 
attached to the income allocation regime con-
stituted in accordance with Spanish law.

Moreover, the Spanish CIT Act provides for oth-
er special fiscal transparency regimes that are 
commonly adopted in particular business sec-
tors.

Temporary Business Association
Under Spanish law, a Temporary Business Asso-
ciation (Unión Temporal de Empresas, or UTE) is 
a system of collaboration between companies 
for the purpose of carrying out a specific project 
or service for a specified or unspecified period 
of time.

The purpose of a UTE is business collabora-
tion in order to achieve a result that, owing to 
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its importance or volume, would be difficult to 
achieve by just one of the companies alone. 
In practice, UTEs are frequently used for the 
execution of public infrastructure project works 
(such as roads, a recycling plant, etc) in which 
each company member of the UTE is specialised 
in a specific part of the project. Though form of 
association is very common for engineering and 
construction projects, it can be used in other 
sectors as well.

Economic Interest Grouping
The aim of an Economic Interest Grouping 
(Agrupación de Interés Económico, or AIE) is to 
allow companies to join forces where they have 
common interests, while continuing to preserve 
their ultimate independence.

The AIe, is a trading company whose sole pur-
pose is to carry out an economic activity ancil-
lary to that carried out by its members, without 
aiming to obtain any profit, who may be:

• natural or legal persons engaged in business, 
agricultural or craft activities;

• non-profit entities engaged in research; or
• those exercising liberal professions.

It enables certain companies to carry out com-
mercial activities that would be impossible to 
carry out on their own, such as market research, 
centralised purchasing, sales, information man-
agement or administrative services.

The AIe, has its own legal personality and com-
mercial character. However, it may not hold 
shares in companies that are members of the 
AIe, – nor may it directly or indirectly manage 
or control the activities of its members or third 
parties.

This type of entity is used to transfer tax credits 
to investors in relation to R&D, movies and musi-
cal productions.

1.3 Determining Residence of 
Incorporated Businesses
There are three tests for determining whether a 
company is resident for tax purposes in Spain:

• whether the company was incorporated 
under Spanish law;

• whether the registered office of the company 
is located in Spanish territory; or

• whether the place of effective management 
(ie, direction and control of the company’s 
activity) is located in Spanish territory.

If any of the foregoing requirements is met, the 
company can be considered resident in Spain.

Under certain conditions, Spanish tax authori-
ties can assume that an entity located in a tax 
haven – or in a country with no taxation – is a tax 
resident in Spain. In order for this assumption to 
be applicable, the main assets and rights of the 
entity must be (directly or indirectly) located in 
Spain or else its main activity must be carried 
out in Spain.

In the case of transparent entities (such as part-
nerships), taxation would depend on the part-
ner’s residency. Spanish-resident partners are 
liable to pay tax in Spain on their share of the 
worldwide profits of the partnership. Non-resi-
dent partners are only liable to pay tax on profits 
that accrue in Spain.

1.4 Tax Rates
The standard CIT tax rate is 25% and applies to 
most companies, although there are other spe-
cific rates for small entities with a net turnover 
for the immediately preceding period of between 
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EUR1 million and EUR10 million. Special tax 
rates apply to certain activities – for example, 
banking, mining, and oil and gas are subject to 
a 30% tax rate. Non-profit entities are subject to 
a 10% tax rate, whereas investment funds and 
undertakings for collective investment in trans-
ferable securities (UCITS) are taxed at 1%.

As of 2023, entities with a turnover of more than 
EUR20 million during the prior 12-month tax peri-
od cannot apply tax credits to reduce current-
year tax below 15% (ie, minimum tax of 15% of 
the tax base). In addition, as detailed in 9. BEPS, 
the transposition of Council Directive 2022/2523 
(with effect as of 2024) has implemented a com-
plementary tax to guarantee a global minimum 
level of taxation for multinational groups that 
have annual income of EUR750 million or above 
in the consolidated financial statements of their 
ultimate parent entity in at least two of the four 
immediately preceding tax years.

There is a special 15% rate for newly created 
companies, which is applicable to the first tax 
period in which profit is obtained as well as the 
following period.

However, partnerships are transparent for cor-
porate tax purposes, so that profits and losses 
are taxed at the partners’ level in proportion to 
their partnership interests.

The income of individuals who own a business 
(or who are partners in a transparent partnership 
carrying out business) – whether generated by 
themselves or through the partnership – could 
be taxed at a maximum tax rate ranging from 
45.5% to 54%, depending on the autonomous 
community of residence.

2. Key General Features of the Tax 
Regime Applicable to Incorporated 
Businesses
2.1	 Calculation	for	Taxable	Profits
The taxable profit is a company’s gross income 
for the tax period, minus certain deductions. It 
is determined by the annual financial statements 
prepared in accordance with Spanish generally 
accepted accounting principles (SGAAP) that 
mostly follow International Financial Reporting 
Standards (IFRS), as adjusted for certain statu-
tory tax provisions. The tax authorities are legally 
authorised to modify accounting reports in order 
to determine taxable profit if they consider that 
the accounting reports have not been calculated 
according to the SGAAP.

All necessary expenses and costs connected to 
producing income may be deducted from gross 
income in order to arrive at a taxable income 
determination. Additionally, the Spanish CIT Law 
provides for certain items that are never deduct-
ible (permanent differences, such as penalties) 
or that are deductible in a different year (tim-
ing differences, such as differences between 
accounting depreciation and tax depreciation).

2.2 Special Incentives for Technology 
Investments
There is currently a patent box system in Spain. 
In this respect, a reduction of the tax base can be 
applied to the income obtained by entities from 
the transfer of the right to use or exploit certain 
assets (eg, patents, utility models, registered 
advanced software, and complementary certifi-
cates for the protection of medicines, phytosani-
tary products and legally protected designs) that 
have been generated by the entity’s R&D and 
technological innovation activities. This reduc-
tion can amount to a maximum of 60% of the 
income and can also be applied to capital gains 
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generated from the transfer of the above-men-
tioned assets to third parties. In the event that 
the transaction is carried out between related 
parties, the partial exemption will not apply.

Furthermore, a tax credit is available for R&D 
activities. The tax credit for carrying out R&D 
activities will be 25% of the R&D expenses 
incurred in the tax year and, if these expenses 
are higher than the average of those incurred 
for the same concept in the two previous tax 
years, the deduction will be up to 42% of these 
expenses. In addition, the companies may apply 
a tax credit of 17% of the amount of the per-
sonnel costs for qualified researchers assigned 
exclusively to R&D activities. There is also a tax 
credit of 8% on investments in fixed assets used 
exclusively for these activities. However, the tax 
credit for technological innovation activities will 
be 12% of the expenses incurred in the tax year 
related to this concept.

2.3 Other Special Incentives
Spain has several tax incentives for the produc-
tion and financing of movies and TV series that 
are totally or partially shot in Spain. The incentive 
could amount to EUR20 million (EUR10 million 
in the case of TV series).

The tax credit provided for these activities will 
be 40% of the total cost of production, as well 
as the costs of obtaining copies and the costs 
of advertising and promotion to be borne by the 
producer of the movie, – provided that more than 
50% of the cost of production corresponds to 
expenses incurred in Spanish territory.

2.4 Basic Rules on Loss Relief
Tax losses may be carried forward indefinitely, 
although any deduction is limited to 70% of the 
positive taxable income before the application of 
the tax benefit for the capitalisation reserve and 

other specific items. Tax losses of at least EUR1 
million can always be offset without limitation.

Additionally, as of 2023, offsetting of current-
year tax losses obtained by a company in a tax 
group against tax profits of other entities in the 
group cannot exceed 50% of such losses.

As of 2024, the following applies for companies’ 
turnovers being reached in the 12 months prior 
to the commencement of the taxable period:

• EUR20 million – the offsetting of tax losses 
would have not exceeded 50% of the yearly 
taxable income before the capitalisation 
reserve and tax losses were offset; and

• EUR60 million – the offsetting of tax losses 
would have not exceeded 25% of the yearly 
taxable income before the capitalisation 
reserve and tax losses were offset.

As a final remark, the CIT Law provides anti-
avoidance rules to prevent tax losses being uti-
lised when there is a change in control.

2.5 Imposed Limits on Deduction of 
Interest
As a general anti-avoidance rule, interest paid to 
a group entity incurred in order to acquire shares 
(when the seller is another group entity) or to 
increase equity interests in other group mem-
bers is wholly non-deductible – ie, tainted finan-
cial expenses – unless the operation might pass 
a business-purpose test.

The remaining net finance cost (ie, the net 
amount of financial income and cost, excluding 
the above-mentioned tainted financial expenses) 
is deductible up to an amount equal to 30% of 
the operating profit. The definition of operating 
profit in accounting is similar to EBITDA, minus 
the effect of:
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• the amortisation of fixed assets;
• the subsidies for non-financial fixed assets 

and others; and
• the depreciation for impairment of fixed 

assets, as well as the gains or losses derived 
from the transfer of fixed assets.

The resulting amount should be increased with 
dividends derived from entities when the stake 
represents at least 5% of their share capital. This 
rule will not apply to dividends from subsidiar-
ies that have been acquired from other compa-
nies of the group, with group debts generating 
the tainted non-deductible financial expenses 
referred to previously.

From the EBITDA should be excluded any 
income, costs or profit that are not part of 
the taxable income. According to Spanish tax 
authorities’ criteria, this exclusion rule will not 
apply to timing differences – hence, timing differ-
ences will be considered in the EBITDA calcula-
tion in spite of the fact they might not be part of 
the taxable income.

A net financial cost greater than 30% of the 
operating profit could be carried forward and 
deducted in the following tax years (with no term 
limitation), within the same limit of 30% of the 
annual operating profit. Conversely, if the net 
financial cost is below 30% of operating profit 
(eg, capacity excess), such excess of capacity 
may be carried forward to deduct more financial 
cost in the following five years.

The aforementioned limitation (30% of the oper-
ating profit) does not apply when:

• the net financial cost does not exceed EUR1 
million; or

• the borrower is either an insurance or finan-
cial entity.

In the case of entities belonging to a tax unit or 
tax consolidation group, all these calculations 
(net financial cost, operating profit, etc) would 
be referred to the whole tax group.

2.6 Basic Rules on Consolidated Tax 
Grouping
The Spanish CIT Law allows Spanish tax-resi-
dent companies and Spanish permanent estab-
lishments (PEs) belonging to a Spanish or multi-
national group to be taxed as a single group and, 
therefore, to apply a special tax-consolidation 
regime for CIT purposes.

In order to apply this regime, the main require-
ments are as follows:

• the Spanish companies should be owned 
– directly or indirectly – by the same parent 
company (either resident or non-resident);

• the parent company (either resident or non-
resident) of the tax group must hold a direct 
or indirect minimum holding of 75% (70% for 
quoted companies) and the majority of voting 
rights in the Spanish companies must belong 
to the group;

• the above-mentioned participation should 
be maintained throughout the whole taxable 
period; and

• the parent company cannot be tax-resident in 
a tax haven.

The tax consolidation regime follows a num-
ber of basic rules. The taxable income results 
from the sum of all the taxable incomes of each 
Spanish tax-resident company in the tax group, 
adjusted as outlined in the following points.

• Participation exemption (ie, dividends and 
capital gains) is not affected by the tax con-
solidation tax grouping.
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• Current tax losses of any of the companies in 
the tax group can be offset against any com-
pany’s current tax profits – but, for 2023 and 
2024, only up to 50% of such losses.

• Tax profits (other than intra-group dividends) 
generated from intra-group transactions are 
deferred and are only included in the consoli-
dated taxable income when:
(a) they are carried out with third parties;
(b) one of the intra-group companies that is 

part of the transaction ceases to form part 
of the group; and

(c) the consolidation regime is no longer ap-
plied.

• Specific limitations apply concerning the off-
setting of tax losses or the application of tax 
credits generated by the group companies 
before they formed part of the tax group or 
joined the group.

• No withholding applies on payments made at 
intra-group level.

2.7 Capital Gains Taxation
Capital gains are normally classed as ordinary 
income taxable at the standard CIT rate (gener-
ally 25%) during the tax period in which they 
arise.

However, a 95% participation exemption cur-
rently applies to capital gains arising from the 
transfer of shares (either of resident or foreign 
entities) when:

• at least a 5% participation is held for an inter-
rupted period of at least one year;

• the transferred entity is an operating entity; 
and

• certain other requirements are met.

In the case of a foreign subsidiary, an additional 
condition must be met. In order for the exemp-
tion to apply, the foreign subsidiary should have 

been effectively subject to (and not exempt 
from) a tax similar to CIT at a nominal rate of at 
least 10% in each and every year of holding the 
stake. This requirement is understood to be met 
when a tax treaty is applicable and includes an 
exchange-of-information clause.

Capital losses from shares that could benefit 
from the participation exemption are not tax-
allowed, unless they come from liquidation (sub-
ject to certain conditions).

2.8 Other Taxes Payable by an 
Incorporated Business
Depending on the nature of the operations car-
ried out by the business, the following taxes may 
be payable by an incorporated business on a 
transaction.

Value Added Tax (VAT)
Spanish VAT regulation implements the EU 
Directives on VAT. In Spain, VAT is levied on:

• the supply of goods and services provided by 
entrepreneurs and professionals;

• intra-community acquisitions; and
• the importation of goods into Spain.

The concept of entrepreneurs and professionals 
encompasses a large number of assumptions, 
but basically refers to those persons (physical 
or legal) who carry out business or professional 
activities – ie, activities that involve the commis-
sioning of material and/or human means of pro-
duction on their own behalf to intervene in the 
production or distribution of goods or services.

The Spanish territory in which the tax applies is 
the Iberian Peninsula and the Balearic Islands. 
In the Canary Islands, Ceuta and Melilla, other 
indirect taxes are applied – respectively, the 
Canaries General Indirect Tax (Impuesto Gen-
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eral Indirecto de Canarias, or IGIC) and the Tax 
on Production, Services and Imports (Impuesto 
sobre la Producción, los Servicios y la Import-
ación, or IPSI). The IGIC operates in a similar 
way to VAT, albeit with some differences when it 
comes to exemptions. Conversely, the IPSI is a 
basic sales tax.

There are three different rates of VAT:

• 21% (general rate applied to regular deliveries 
of goods and services);

• 10% (reduced rate applied to basic needs); 
and

• 4% (super-reduced rate applied to basic 
needs other than those classified in the 
reduced rate).

The ordinary rate of the IGIC is 7%. The other 
rates are 0%, 3%, 9.5%, 15% and 20%.

Property Transfer Tax
Property Transfer Tax (Transmisiones Patrimoni-
ales Onerosas, or TPO) applies to the transfer of 
goods and rights when the transferor is a private 
individual. It also applies to real estate transfers 
and real estate leases when the seller is an entre-
preneur but the transfer is either exempt from or 
beyond the scope of VAT.

The transfer of shares is exempt from both VAT 
and TPO. However, when the transfer is aimed 
at dissimulating the transfer of real estate owned 
by the company, the actual taxation of a transfer 
of real estate is applied.

TPO tax rates are as follows:

• 6% for the transfer of real estate (as well as 
for the establishment and transfer of rights in 
rem over the real estate);

• 4% in the case of the transfer of movable 
property and livestock; and

• 1% in the case of establishment of rights in 
rem of guarantee, pensions, bonds or loans.

The aforementioned rates may change from one 
region to another, as regional authorities have 
competence to increase those tax rates.

The Tax on Certain Digital Services
The Tax on Certain Digital Services (known as 
the “Google tax”) is an indirect tax that applies 
to the provision of certain digital services involv-
ing users located in Spain. This tax applies to 
companies with a worldwide turnover of more 
than EUR750 million and to Spanish income of 
more than EUR3 million.

The tax rate amounts to 3% of income resulting 
from rendering digital services as defined in the 
law. The taxable persons are the companies that 
provide digital services as defined in the law and 
that exceed the above-mentioned thresholds.

The Tax on Financial Transactions
The Tax on Financial Transactions (TFT) is an 
indirect tax that applies to the acquisition of 
shares in traded Spanish companies when they 
have a market capitalisation above EUR1 billion 
on December 1st of the year prior to the acqui-
sition.

There are numerous cases of exemption, includ-
ing for:

• acquisition of shares issued in the primary 
market;

• acquisition of shares acquired as a result of 
the execution of a takeover bid;

• acquisition of shares derived from transac-
tions between entities of the same group;
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• acquisition of shares carried out within an 
operation to which the Special Regime for 
Mergers applies (Chapter VII, Title VII of the 
CIT Law);

• acquisitions of treasury stock; and
• acquisitions in execution of a stock option 

plan by employees.

The tax rate amounts to 0.2% of the considera-
tion paid exclusively for the shares, not includ-
ing the expenses related to the transaction. 
The liable person is the intermediary acting in 
the operation, while the taxable person is the 
acquirer.

Stamp Tax
Stamp tax (document duties and registra-
tion fees) is levied on notarial instruments and 
records documenting transactions that need to 
be registered in public registries. The tax rates 
range from 0.5% to 1.5% of the operation value.

The Tax on the Increase in the Value of Urban 
Land
The Tax on the Increase in the Value of Urban 
Land is a local tax applied by local councils. This 
tax applies when urban real estate is transferred 
and when there is a gain for the transferor.

Tax on Non-Reusable Plastic Packaging
A new tax on non-reusable packaging entered 
into force in Spain. This tax is due on imports 
and intra-community acquisitions, for an amount 
of EUR0.45 per kilogram of non-recycled plastic 
in non-reusable packaging.

2.9 Incorporated Businesses and 
Notable Taxes
Incorporated businesses are also subject to the 
following notable taxes.

The Tax on Economic Activities
The Tax on Economic Activities (Impuesto sobre 
las Actividades Económicas, or IAE) is a direct 
tax. The IAE’s taxable event is the mere exercise 
– on Spanish territory – of business, professional 
or artistic activities.

The Local Property Tax
The Local Property Tax (Impuesto sobre Bienes 
Inmuebles, or IBI) is a direct municipal tax on 
the value of real estate. It is periodic, real and 
mandatory in all councils. The rate of taxation 
will vary depending on the city council, ranging 
from 0.3% to 1.1% of the cadastral value.

3. Division of Tax Base Between 
Corporations and Non-Corporate 
Businesses
3.1 Closely Held Local Businesses
Most closely held local businesses operate in 
corporate form in order to be taxable by the CIT 
and to legally separate liabilities between the 
company and its holders.

3.2 Individual Rates and Corporate Rates
In order to prevent individual professionals from 
carrying out very personal activities through 
companies to avoid the application of personal 
income tax rates, the Spanish tax authorities use 
the rules for piercing the corporate veil and qual-
ify transactions to ensure that they are actually 
carried out by individuals and not by the com-
pany.

3.3 Accumulating Earnings for 
Investment Purposes
There is no specific rule in Spain to prevent cor-
porations from accumulating earnings for invest-
ment purposes. In fact, to encourage entities to 
increase their own funds, Spanish CIT provides 
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a tax incentive for the capitalisation reserve. This 
tax relief is aimed at companies increasing their 
own funds, which entails a lower distribution of 
dividends to shareholders in exchange for lower 
taxation.

Entities that are taxed under the general tax rate 
can apply a special reduction to their positive 
taxable base in an amount equal to 20% of the 
increase in their net equity. The following condi-
tions must be met in order to apply this reduc-
tion:

• there must be an increase in the entity’s net 
equity that must be maintained during a 
three-year period; and

• a reserve for the amount of the reduction 
must be booked separately in the account 
balance and should be recorded as a restrict-
ed reserve for at least a period of three years.

However, this reduction cannot exceed 20% 
(25% for very small companies) of the entity’s 
positive taxable base prior to certain adjust-
ments. Excess over the aforementioned limit can 
be carried forward for application in the following 
two years.

3.4 Sales of Shares by Individuals in 
Closely Held Corporations
Dividends paid by closely held corporations are 
taxed as income from movable capital for Per-
sonal Income Tax (PIT) purposes.

Conversely, the sale of shares may produce a 
capital gain for the individual. This capital gain is 
calculated as the difference between the trans-
fer value and the acquisition value. The transfer 
value will be the higher of these two values:

• the value of the net worth corresponding to 
the transferred securities resulting from the 

balance sheet corresponding to the last fiscal 
year closed prior to the date of accrual of the 
PIT; or

• the result of capitalising at the rate of 20% 
the average of the results of the three fiscal 
years closed prior to the date of accrual of 
the PIT.

Both dividends and capital gains form part of the 
savings base of the PIT, which is taxed on the 
basis of a tax-rate scale of between 19% and 
30%, depending on the amount of the savings 
base (from EUR0 to more than EUR300,000).

3.5 Sales of Shares by Individuals in 
Publicly Traded Corporations
Individuals are taxed on dividends and capital 
gains from the sale of shares in publicly traded 
corporations on the same basis as that previous-
ly explained regarding closely held corporations 
in 3.1 Closely Held Local Businesses. The only 
difference concerns the calculation of the capital 
gain. In the case of publicly traded corporations, 
this is determined by the difference between the 
transfer value and the acquisition value – ie, the 
transfer value would be the list value at the time 
of the transfer.

4. Key Features of Taxation of 
Inbound Investments

4.1 Withholding Taxes
If no double-tax treaty applies, or a limit of taxa-
tion is not envisaged in the relevant double-tax 
treaty, payments made by a Spanish taxpayer to 
a non-resident entity will be subject to withhold-
ing tax in Spain at the following general rates:

• 19% on dividends and interest; and
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• 19% on royalties paid to residents in the EU, 
Iceland and Norway (and 24% in all other 
cases).

For the application of a reduced rate or one of 
the exemptions described here, the taxpayer 
must be in possession of a tax-residence certifi-
cate issued by the tax authorities of the country 
of the recipient.

Domestic Law Exclusions or Exemptions
Dividends
According to the domestic law, dividends paid 
by a subsidiary to its EU parent company are 
exempt from withholdings when:

• the parent company holds at least a mini-
mum of 5% in the Spanish subsidiary and the 
interest in the Spanish subsidiary has been 
held for at least one year before the dividend 
distribution (or will be held, up to completing 
the one-year period);

• both the entity paying the dividends and 
the beneficial owner are subject to and not 
exempt from one of the corporate taxes men-
tioned in Article 2(c) of the Council Directive 
2011/96/EU of 30 June 2011 on the common 
system of taxation applicable in the case of 
parent companies and subsidiaries of differ-
ent member states (the “Parent-Subsidiary 
Directive”)

• the payment is not the consequence of the 
liquidation of the subsidiary; and

• both the entity paying the dividends and the 
beneficial owner have one of the legal forms 
listed in the Annexes to the Parent-Subsidiary 
Directive.

This exemption will not be applicable where the 
majority of voting rights of the receiving entity 
is directly or indirectly owned by non-residents 
in the EU, unless it is proven that the incorpo-

ration of the receiving entity is based on valid 
economic reasons and sound business reasons.

Interest
Interest paid to an EU resident is exempt from 
withholding. This exemption does not apply 
when the recipient is tax-resident in a tax haven.

Royalties
Royalties paid in an EU member state are 
exempt from withholding when the following 
requirements are met.

• Both the entity paying royalties and the bene-
ficial owner have one of the legal forms listed 
in the Annexes to Council Directive 2003/49/
EC of 3 June 2003.

• Both the entity paying royalties and the ben-
eficial owner are subject to and not exempt 
from one of the corporate taxes mentioned in 
Article 3(a)(iii) to Council Directive 2003/49/EC 
of 3 June 2003.

• Both entities are resident in the EU and 
neither of them is resident in a third country 
with a double-taxation agreement (DTA). In 
addition, both entities must be associated 
companies – ie, one has a direct minimum 
holding of 25% in the capital of the other or 
else a third company has a direct minimum 
holding of 25% in the capital of both entities. 
This holding should be held for a minimum 
holding period of one year, which could be 
completed after the payment. The entity that 
receives those royalties should receive them 
for its own benefit and not as an intermediary 
(eg, an agent, trustee or authorised signatory) 
for some other person. If the recipient is a PE, 
the received royalties should effectively be 
connected with the PE’s activity and should 
be a taxable income for the PE.
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This exemption on royalties will not apply if the 
majority of voting rights of the receiving entity 
are directly or indirectly owned by a non-resident 
in the EU – unless it is proven that the receiv-
ing entity was incorporated on the basis of valid 
economic reasons and sound business reasons.

4.2 Primary Tax Treaty Countries
Currently, Spain has entered into double-taxa-
tion treaties with more than 90 countries – the 
main aim of which is to eliminate double taxa-
tion and provide for reduced rates of withhold-
ing taxes of dividends, interests and royalties. 
Double-taxation treaties concluded by Spain are 
generally compliant with the provisions set forth 
by the OECD.

Owing to the favourable taxation of EU corpora-
tions, most foreign investors invest via EU mem-
ber states. Luxembourg and the Netherlands are 
the primary tax-treaty countries used by foreign 
investors for making investments.

4.3 Use of Treaty Country Entities by 
Non-Treaty Country Residents
The use of treaty-country entities by non-treaty 
country residents may be challenged by the 
Spanish Tax Agency, based on the argument 
that the recipient is not the beneficial owner 
of the relevant income. This approach is sup-
ported both by the OECD Multilateral Conven-
tion to Implement Tax Treaty-Related Measures 
to Prevent Base Erosion and Profit Shifting (the 
“Multilateral Instrument”, or MLI) and the juris-
prudence of the ECJ.

The General Guidelines of the 2024 Annual Tax 
and Customs Control Plan approved by the 
Spanish Tax Agency establishes as a priority 
area of attention the verification of the correct 
declaration of the withholdings applied to divi-
dends, interest and royalties paid to non-resi-

dents. Likewise, whether the recipient of this 
income is the beneficial owner will be checked, 
in order to verify that there is no abuse of the EU 
Regulations aimed at facilitating free movement 
of capital within the territory of the EU.

4.4 Transfer Pricing Issues
In line with the SGAPP, the CIT Act clearly speci-
fies that controlled transactions carried out by 
related parties must be valued on an arm’s 
length basis. In this sense, the burden of proof 
falls on the taxpayer, who must provide docu-
mentation to prove to the tax authority that the 
values applied in the transactions with related 
parties comply with the principle of valuation at 
fair market value or on an arm’s length basis.

In recent years, the Tax Control Plan published 
by the tax authorities has included transfer pric-
ing as one of the essential points for attention in 
the review of multinational groups – especially 
operations carried out with high-value intangi-
bles, intra-group services, corporate restructur-
ings and intra-group financing operations.

In Spain, tax authorities usually check trans-
fer pricing during the normal course of CIT tax 
audits, rather than conduct specific transfer 
pricing audits. These CIT tax audits are mainly 
oriented towards understanding the role of the 
Spanish companies under scrutiny in the group’s 
value chain in order to check the consistency 
of the transfer pricing methods applied and the 
results of the benchmark analysis. These audits 
are also designed to detect and regularise the 
PEs of non-resident entities – an issue that may 
arise in certain operating structures of multina-
tional groups, such as contracts for the provision 
of marketing, agencies, commissionaires and 
similar services. Therefore, the review of transfer 
pricing policies covers not only the quantification 
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of operations but also the structure of the opera-
tions (and their different tax effects).

4.5 Related-Party Limited Risk 
Distribution Arrangements
Spanish authorities challenge the use of relat-
ed-party limited risk distribution arrangements – 
especially when there has been a change to the 
transfer pricing model and when, consequently, 
the Spanish entity has reduced its taxable base.

4.6 Comparing Local Transfer Pricing 
Rules and/or Enforcement and OECD 
Standards
One significant point on which the Spanish 
transfer pricing regulations differ from the OECD 
Guidelines for Multinational Enterprises (the 
“OECD Guidelines”) is their broader parameters 
for related or associated parties. This requires 
the preparation of documentation and the appli-
cation of transfer pricing principles to operations 
that would not be regarded as related operations 
in other countries.

4.7 International Transfer Pricing 
Disputes
The use of mutual agreement procedures (MAPs) 
in Spain has increased in past years. Internation-
al transfer pricing disputes are, in some cases, 
resolved through a MAP. According to the statis-
tics published by the OECD at the end of 2023, 
174 transfer pricing MAPs were concluded dur-
ing 2023.

5. Key Features of Taxation of Non-
Local Corporations

5.1 Compensating Adjustments When 
Transfer Pricing Claims Are Settled
If a transfer pricing adjustment is made by the 
tax authorities, they are obliged to execute the 

relevant bilateral adjustment to the counterparty 
in the transaction – if it is a Spanish company.

Whenever a MAP is filed, any domestic transfer 
pricing claim is suspended (in exchange for a 
warranty covering tax and interests) until its final 
resolution. If the solution offered at the end of 
the MAP procedure is accepted, the claim will 
be withdrawn. Otherwise, if the MAP resolution 
is not accepted, the domestic transfer pricing 
claim can be successfully continued until its final 
resolution.

5.2	 Taxation	Differences	Between	Local	
Branches and Local Subsidiaries of Non-
Local Corporations
There are no significant differences between the 
taxation of local branches (PEs) and local sub-
sidiaries of non-local corporations. However, the 
following items in the tax regime applicable to a 
local branch of a foreign corporation should be 
considered:

• application of the rules for related-parties’ 
transactions to operations carried out by the 
PE with the head office;

• deductibility of the management and general 
administrative expenses charged by the head 
office to the PE if these are included in the 
accounting statements of the PE and charged 
on a regular basis in accordance with rational 
principles; and

• payments made to the head office for royal-
ties, interest, commissions and technical 
assistance services – or for the use or transfer 
of goods or rights – are generally not deduct-
ible.

5.3 Capital Gains of Non-Residents
Non-residents’ capital gains on the sale of stock 
in local corporations are normally considered as 
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ordinary income, taxable at the rate of 19% dur-
ing the tax period in which they arise.

However, domestic law provides several exemp-
tions, including on capital gains obtained without 
a PE in Spain by a resident in another member 
state of the EU or European Economic Area (EEA) 
Agreement if there is an effective exchange of 
tax information. The exemption does not apply 
to capital gains arising from the sale of stocks in 
the following cases:

• when the assets of that entity are mainly – 
directly or indirectly – real estate situated in 
Spanish territory;

• when individuals have directly or indirectly 
held at least 25% of the capital or assets of 
the entity at any time during the 12 months 
prior to the sale; and

• when the sale does not satisfy the require-
ments for the application of the exemption 
under Article 21 of the CIT Law in the case 
of non-resident entities (see 6.3 Taxation on 
Dividends From Foreign Subsidiaries).

Nevertheless, according to the DTAs, taxation 
of these gains normally corresponds exclusively 
to the state of residence, and they are exempt 
in Spain. However, when it comes to stocks or 
shares in real estate entities, many DTAs contain 
exceptions that allow taxation in the state where 
the real estate is located. Therefore, in order to 
determine the taxation of non-residents’ capital 
gains on the sale of shares, it is necessary to 
analyse the applicable DTAs.

5.4 Change of Control Provisions
The change of control resulting from the disposal 
of an indirect holding should not generate tax-
able income under the CIT Act. In this respect, 
Spanish law provides anti-abuse rules that seek 
to eliminate the tax impact of losses arising from 

the disposal of shareholdings in the event of a 
change of control of some companies. See also 
5.3 Capital Gains of Non-Residents with regard 
to the taxation of non-residents’ capital gains on 
the sale of stock in a Spanish entity.

5.5 Formulas Used to Determine Income 
of	Foreign-Owned	Local	Affiliates
In general terms, Spanish tax law follows the cri-
teria set out in the OECD Guidelines. Therefore, 
apart from the arm’s length principle, no specific 
formulas are used to determine the income of 
foreign-owned local affiliates selling goods or 
providing services.

5.6 Deductions for Payments by Local 
Affiliates
There are no specific rules for determining the 
proportion of common expenses that a non-local 
affiliate must re-invoice to the local affiliates. 
Consequently, the calculation of the expenses 
chargeable to the local affiliates must be made 
on an arm’s length basis and according to a rea-
sonable criterion.

Once the proportion has been calculated based 
on the aforementioned criteria, there are no spe-
cific rules regarding the deductibility. Therefore, 
the management and administrative expenses 
incurred by a non-local affiliate will be deductible 
if they are ordinary costs of the local affiliates’ 
productive activity and if they have been calcu-
lated in accordance with arm’s length principles.

5.7 Constraints on Related-Party 
Borrowing
There are no specific rules applicable to relat-
ed-party borrowing. However, as with any other 
related-party transaction, it is necessary to obey 
the arm’s length principle.
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For that reason, local affiliates are not allowed to 
grant interest-free loans or a loan at below-mar-
ket interest rates. In addition, the deductibility of 
interest expenses is subject to the interest limita-
tion rules, as explained in 2.5 Imposed Limits on 
Deduction of Interest.

6. Key Features of Taxation 
of Foreign Income of Local 
Corporations
6.1 Foreign Income of Local 
Corporations
The CIT regulations subject resident compa-
nies to taxation on all their worldwide income, 
regardless of the country of source. However, 
profits obtained abroad through a PE located 
outside Spanish territory will be 95% exempt 
from taxation when it has been subject to (and 
is not exempt from) a tax similar to CIT at a 
nominal rate of at least 10% under the terms of 
Article 21 of the CIT Law (see 6.3 Taxation on 
Dividends From Foreign Subsidiaries). Losses 
incurred by a PE abroad will immediately cease 
to be tax-deductible, unless they are due to the 
PE finally ceasing activity and under certain cir-
cumstances.

6.2 Non-Deductible Local Expenses
The profits exempted by application of the pro-
cess described in 6.1 Foreign Income of Local 
Corporations are calculated by attributing to the 
PE all the income and expenses associated with 
it, together with the part of the common expens-
es that is allocated to it. Consequently, local 
expenses attributable to the PE would hardly be 
deductible in Spain if they do not comply with 
the general deductibility requirements.

6.3 Taxation on Dividends From Foreign 
Subsidiaries
In accordance with the provisions of Article 21 
of the CIT Law, dividends obtained by Spanish 
entities from foreign subsidiaries may be 95% 
exempt from taxation under the current partici-
pation exemption regime. Foreign subsidiaries 
dividends will generally be 95% exempt when 
either of the following conditions is met:

• the recipient owns at least 5% of the distrib-
uting entity; or

• that stake has at least one year’s senior-
ity (the one-year seniority could be fulfilled 
afterwards).

For a foreign subsidiary, an additional condition 
is required. In order for the exemption to apply, 
the foreign subsidiary should be effectively 
subject to (and not exempt from) a tax similar 
to CIT at a nominal rate of at least 10%. This 
requirement is understood to be met when a tax 
treaty is applicable and includes an exchange-
of-information clause.

Furthermore, capital gains resulting from the sale 
of shares – in both Spanish and foreign entities 
– would generally be 95% exempt from taxation 
when requirements for participation exemptions 
are fulfilled. In the case of the sale of foreign 
subsidiaries, the minimum taxation requirement 
must be met during all the years in which the 
participation has been held. Specific require-
ments apply in the case of indirect participation 
through a holding entity.

If the sold company was subject to controlled 
foreign corporation (CFC) rules and/or if it was a 
passive income entity, the participation exemp-
tion would be limited.
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6.4 Use of Intangibles by Non-Local 
Subsidiaries
Transactions between related parties are sub-
ject to the arm’s length principle. This principle 
requires that transactions be valued at fair value 
and satisfy the obligations under transfer pricing 
rules. Consequently, the local corporation must 
recognise income arising from the transfer of 
intangibles that is taxable according to the local 
corporation’s CIT regime. However, any such 
income from the use of intangibles may benefit 
from the regime described in 2.2 Special Incen-
tives for Technology Investments.

6.5 Taxation of Income of Non-Local 
Subsidiaries Under Controlled Foreign 
Corporation-Type Rules
According to Spanish law, a foreign company 
is considered a CFC when 50% or more of its 
equity, capital, profits or voting rights are con-
trolled directly or indirectly by Spanish share-
holders, and if the CIT paid by that company is 
less than 75% of the CIT that would have been 
paid in Spain.

Under the Spanish CFC rules, the following 
income must be allocated to the Spanish com-
pany:

• income obtained by foreign subsidiaries 
without material or personal resources (sub-
stance); or

• passive income (eg, property, shares, insur-
ance and loans) obtained by foreign subsidi-
aries.

It should be noted that the CFC rules do not 
apply to companies or PEs resident in the EU 
or in a state that is part of the EEA Agreement if 
it can be proved that they carry out a business 
activity or are collective investment institutions 
(CIIs) regulated in EU Directive 2009/65/CE.

With effect from 2021, the scope of the CFC rules 
applies to dividends and capital gains obtained 
by foreign holding companies that have held at 
least a 5% stake in foreign operating subsidiar-
ies for more than one year.

6.6 Rules Related to the Substance of 
Non-Local	Affiliates
Although Spanish law does not contain any rules 
relating to the substance of non-local affiliates, 
the interpretative approach adopted by the 
Spanish tax authorities – following the OECD 
Guidelines and EU jurisprudence – is to require 
an examination of the economic substance.

Consequently, in order to determine the applica-
tion of the tax advantages envisaged in a spe-
cific DTA, not only is the identity of the formal 
owner of the income ascertained but so too is 
the identity of the person who actually receives 
the income from an economic perspective. This 
means analysing both the form and the sub-
stance of the transaction in order to determine 
whether the person applying for the DTA advan-
tages is the beneficial owner of the income.

Accordingly, the criterion followed by the Spanish 
tax authorities requires that a structure in which 
a non-local affiliate is interposed be designed 
for commercial and economic purposes. Oth-
erwise, the situation should be regularised. This 
means that any tax advantage obtained should 
be eliminated and the DTA between Spain and 
the country of residence of the interposed non-
local affiliate will no longer apply.

6.7 Taxation on Gain on the Sale of 
Shares	in	Non-Local	Affiliates
Capital gains accrued by the Spanish entity on 
the sale of shares in non-resident subsidiaries 
could qualify for the 95% exemption envisaged 
in Article 21 of the CIT Law (see 6.3 Taxation 



sPAIn  Law aNd PraCTiCE
Contributed by: Raúl Salas, Elena Ferrer-Sama and Cristina Cavero, RocaJunyent 

842 CHAMBERS.COM

on Dividends From Foreign Subsidiaries). Capi-
tal losses from shares that could benefit from 
the participation exemption are not tax-allowed 
unless they come from liquidation (with certain 
requirements).

7. Anti-Avoidance

7.1 Overarching Anti-Avoidance 
Provisions
In order to enable the Spanish tax authorities to 
tackle situations in which a taxpayer artificially 
avoids the payment of taxes, the Spanish Gen-
eral Tax Law provides the following General Anti-
Avoidance Rules (GAAR):

• the substance over form or requalification 
rule;

• the rule for conflicts in the application of the 
law; and

• the rules for simulated schemes.

According to the Anti-Tax Avoidance Directive 
(ATAD), EU member states must implement a 
GAAR. However, Spain already had such a rule, 
meaning that there was no need to introduce 
a new rule. Therefore, no modification was 
required.

Additionally, the Spanish legislation has numer-
ous Specific Anti-Avoidance Rules (SAAR), of 
which the most frequently applied are:

• the transfer pricing anti-avoidance rule;
• the limitation of financial interest paid to 

group entities’ deductibility;
• the anti-abuse rule for mergers, spin-offs and 

the exchange of shares;
• the rule for preventing the transfer of compa-

nies with carry-forward tax losses; and
• the rules preventing hybrid mismatches.

The Spanish Tax Agency has long applied the 
GAAR to recharacterise transactions in accord-
ance with the underlying substance or to disre-
gard operations when they are believed to lack 
genuine commercial reasons other than tax 
reasons. Spanish courts have also applied an 
“economic substance” or “business purpose” 
(qualification principle) doctrine to disregard 
transactions that have no appreciable effect on 
the taxpayer other than the reduction of income 
taxes.

The application of the GAAR is commonly liti-
gated, given that its application requires many 
subjective considerations, and the Spanish Tax 
Agency’s position is not always followed by 
courts.

Furthermore, following the BEPS Action 6 Report 
and the ratification of the MLI, affected Spanish 
DTAs would incorporate the Principal Purpose 
Test (PPT) clause.

8. Audit Cycles

8.1 Regular Routine Audit Cycle
Companies that are required to have their 
accounts audited by a statutory auditor must 
annually provide the auditors with all the infor-
mation necessary to carry out the aforemen-
tioned audit.

An audit of accounts consists of an exhaustive 
review of the financial statements of a company, 
with the aim of accrediting the reasonableness 
of the veracity and reliability of its content to 
third parties.

According to the provisions of the Spanish 
Law on Corporations, the obligation to audit 
the accounts applies only to a company that 
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exceeds – for two consecutive years at year-end 
– two of the following three parameters:

• the total amount of asset items exceeds 
EUR2.85 million;

• the total amount of its annual turnover 
exceeds EUR5.7 million; or

• the company has a workforce of more than 
50 employees.

9. BEPS

9.1 Recommended Changes
Almost all recommendations resulting from the 
BEPS Actions, developed by the OECD/G20 
Base Erosion and Profit Shifting (BEPS) Project, 
have already been implemented.

In fact, Spain is one of those countries where 
OECD conventions and guidelines are directly 
applicable when compatible with domestic leg-
islation – given that it declares that Spanish CIT 
must be interpreted based on OECD principles.

Following the BEPS and Pillar Two OECD Inclu-
sive Framework initiative and EU Council Direc-
tive 2022/2523 of 15 December 2022 (the “EU 
Pillar Two Directive”), the Spanish Parliament 
approved Law 7/2024 of 20 December 2024, 
which implements a minimum tax level rule for 
both large multinational and domestic groups in 
Spain, meaning those with annual revenues of at 
least EUR750 million in at least two of the last 
four fiscal years.

The Law implements the following:

• as of 2024, a domestic minimum top-up tax 
(MNTT), according to which a Spanish com-
pany whose effective tax rate is below 15% 

will be obliged to pay the shortfall below that 
amount;

• as of 2024, an income inclusion rule (IIR), 
according to which the Spanish parent entity 
of a large group (either Spanish or multina-
tional enterprise (MNE)) is obliged to apply 
the IIR to its share of top-up tax relating to 
any foreign subsidiary of the group that is 
taxed below 15%; and

• as of 2025, an undertaxed profit rule (UTPR), 
according to which Spanish subsidiaries 
would collect any residual top-up tax of a 
group sister company in cases where the 
entire amount of top-up tax relating to low-
taxed sister companies could not be collect-
ed by parent entities through the application 
of either an IIR or an equivalent or qualified 
MNTT.

The Law introduces reporting obligations and 
temporary safe harbours for MNEs reaching 
the thresholds that require paying GLOBE, and 
for those companies that have a given level of 
taxation, that provide country-by-country (CbC) 
information and that have a reduced amount of 
turnover.

9.2 Government Attitudes
Overall, Spanish tax authorities are extremely 
supportive of the OECD’s tax-related work, 
where there is a large consensus. This has been 
the case for the OECD-BEPS outcome as well 
as for the launching of Pillar 2 of the OECD Inclu-
sive Framework. It is worth mentioning that, as a 
member state of the EU, Spain has a legal obli-
gation to implement EU Directives that are fully 
aligned with OECD initiatives.

9.3	 Profile	of	International	Tax
Recent economic geopolitical and pandemic 
crises have resulted in a public deficit increase, 
which has drawn special attention to MNE taxa-
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tion and harmful profit-shifting practices. Conse-
quently, Spanish authorities have become more 
committed to tackling tax avoidance. This situa-
tion is boosting the implementation of BEPS and 
similar international recommendations.

9.4 Competitive Tax Policy Objective
Spain’s current administration is more focused 
on artificially fighting profit-shifting than attract-
ing investments by means of tax competi-
tion. Spain relies on the premise that a com-
mon approach to taxation (across Europe and 
beyond) would lead to a more accurate alloca-
tion of profits and taxes, based on economic 
factors other than taxes.

9.5 Features of the Competitive Tax 
System
Legal uncertainty has usually been the Achil-
les heel of the Spanish tax system, given that 
special tax regimes have frequently been frus-
trated, owing to aggressive interpretation by tax-
inspector bodies. Thus, trying to gain legal cer-
tainty is a must when it comes to tax-planning 
investment in Spain.

9.6 Proposals for Dealing With Hybrid 
Instruments
The Spanish CIT regime has implemented the 
EU Directive preventing hybrid mismatches. 
As such, the new Spanish tax system is a per-
fect implementation of the ATAD II EU Directive 
(Council Directive (EU) 2017/952) (ATAD II).

9.7 Territorial Tax Regime
Spain does not have a territorial tax regime. 
Only Spanish branches of foreign companies are 
taxed exclusively for Spanish-sourced income.

9.8 Controlled Foreign Corporation 
Proposals
As mentioned in 9.7 Territorial Tax Regime, 
Spain does not have a territorial tax system. 
However, as of 1995, it does have CFC rules. 
These have been modified slightly to adapt them 
to OECD-BEPS outcomes and to ATAD II.

9.9 Anti-Avoidance Rules
Spain approving the MLI places a broad limita-
tion on tax benefits resulting from DTAs where 
it is reasonable to conclude – in light of all facts 
and circumstances – that obtaining such ben-
efit was the main purpose of the transactions. 
This limitation, together with the existing GAAR, 
would make artificial inbound or outbound tax 
structures easy to challenge for the Spanish Tax 
Agency. Hence, it becomes critical to gather a 
defence file justifying the business grounds for 
any tax structure.

9.10 Transfer Pricing Changes
Transfer pricing rules in Spain were already very 
detailed and broad. Consequently, almost no 
changes have been introduced after BEPS, apart 
from the CbC reporting requirements.

For financial years starting after 22 June 2024, 
CbC reports must be made public by companies 
belonging to a large MNE group (ie, sales above 
EUR750 million).

9.11 Transparency and Country-by-
Country Reporting
Spain supports all internationally accepted 
reporting requirements, such as CbC reporting 
or aggressive tax planning resulting from EU 
Council Directive 2011/16 in relation to cross-
border tax arrangements (DAC6) and EU Council 
Directive UE 2021/514 (DAC7).



sPAIn  Law aNd PraCTiCE
Contributed by: Raúl Salas, Elena Ferrer-Sama and Cristina Cavero, RocaJunyent 

845 CHAMBERS.COM

Spain implemented EU Directive 2021/2101 
obliging large MNEs to publicly disclose CbC 
reporting information (PCbCr).

In contrast to other EU member states, Spain 
provides that information be published within 
six months after financial-year closing, which 
creates great disruption for Spanish compa-
nies since part of the information to be provided 
could not have been available for them.

9.12 Taxation of Digital Economy 
Businesses
Spain has introduced a Tax on Digital Services 
(often known as “Google tax”) aimed at applying 
a 3% tax on the revenues of tech giants such 
as Google, Facebook, Apple and Amazon on 
Spanish territory (see 2.8 Other Taxes Payable 
by an Incorporated Business). It only applies 
to companies belonging to a group with a total 
worldwide turnover of more than EUR750 million 
and with Spanish operations amounting to more 
than EUR3 million.

9.13 Digital Taxation
Spain will surely align its domestic legislation 
with international OECD digital economic taxa-
tion, as soon as there is sufficient consensus on 
this. In the meantime, it is important to bear in 
mind that the Spanish approach to PEs is still 
one of the most aggressive approaches, lead-
ing to the existence of a Spanish PE as soon as 
there is a virtual presence in Spain (without the 
need for a clear physical presence).

9.14	 Taxation	of	Offshore	IP
Spain has not introduced specific provisions or 
benefits dealing with offshore taxation of intel-
lectual property.
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The following points provide some Spanish 
tax insights to be considered by any current or 
future investor in Spain.

Pillar Two – GLOBE Implemented as of 2024
Following the BEPS and Pillar Two OECD Inclu-
sive Framework initiative and the EU’s Council 
Directive 2022/2523 of 15 December 2022 (the 
“EU Pillar Two Directive”), the Spanish Parlia-
ment approved Law 7/2024 of 20 December 
2024 implementing a minimum tax-level rule for 
both large multinational and domestic groups in 
Spain, meaning those with annual revenues of at 
least EUR750 million in at least two of the last 
four fiscal years.

The Law implements the following:

• as of 2024, a domestic minimum top-up tax 
(MNTT), according to which a Spanish com-
pany whose effective tax rate is below 15% 
will be obliged to pay the shortfall below that 
amount;

• as of 2024, an income inclusion rule (IIR), 
according to which the Spanish parent entity 
of a large group (either Spanish or MNE) is 
obliged to apply the IIR to its share of top-up 
tax relating to any foreign subsidiary of the 
group that is taxed below 15%; and

• as of 2025, an undertaxed profit rule (UTPR), 
according to which Spanish subsidiaries 
would collect any residual top-up tax of a 
group sister company in cases where the 
entire amount of top-up tax relating to low-
taxed sister companies could not be collect-
ed by parent entities through the application 
of either an IIR or an equivalent or qualified 
MNTT.

The Law introduces reporting obligations and 
temporary safe harbours for MNEs reaching the 
thresholds that force payment of GLOBE, and 

for those companies to which a given level of 
taxation applies, that provide country-by-coun-
try information and that have a reduced amount 
of turnover.

Tax Inspections for Mergers, Divisions, Partial 
Divisions, Transfers of Assets and Exchanges 
of Shares Carried Out Under the Neutrality 
Regime Provided for in Council Directive 
2009/133/EC of 19 October 2009
As in all EU countries, the tax regime foreseen for 
these operations (the “Neutrality Regime”) does 
not apply when the main purpose of operations 
is to obtain a tax advantage without a stronger 
economic business reason.

Previously, Spanish companies aiming to con-
duct such operations would ask the Directorate 
General of Taxes (DGT) whether or not their busi-
ness case allowed for applying the Neutrality 
Regime. The DGT used to analyse the transac-
tion’s business case and confirm or reject the 
existence of sufficient grounds for the applica-
tion of the Neutrality Regime, hence deferring 
the capital gains arising from a reorganisation.

From 2023 and 2024, the DGT has changed its 
approach to these operations and no longer con-
firms the application of the Neutrality Regime, 
stating that this can only be established in the 
course of a tax audit.

In addition, the Tax Inspectorate has taken 
advantage of such lack of certainty to challenge 
almost all reorganisations in which companies 
have opted for the Neutrality Regime.

Moreover, perhaps worst of all is the technical 
position the Tax Inspectorate is taking when 
challenging the Neutrality Regime’s application, 
since it not only taxes the capital gains that a 
reorganisation may trigger but also rejects any 
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future tax credits or relief that may result from 
the ex post situation, sometimes ignoring that 
the same tax credits or relief would have been 
applicable even if the Neutrality Regime had not 
been applied.

The position being taken by the Tax Inspector-
ate, together with the lack of certainty resulting 
from the DGT’s reluctance to provide an ex ante 
criterion (even when asked), has led to an offi-
cial claim being filed before the European Com-
mission arguing that the Spanish tax authorities 
have breached EU law.

Limits Imposed on Deduction of Interest
Spain provides limits on deduction of interest, 
based on 30% of companies’ or tax groups’ 
earnings before interest, taxes, depreciation and 
amortisation (EBITDA).

As of 2024, when calculating EBITDA, non-tax-
able income or expenses should be considered, 
respectively reducing or increasing EBITDA (this 
is the “EBITDA Exclusion Rule”). This rule is 
aimed at avoiding a non-taxable income allow-
ing a higher interest deduction and preventing a 
non-deductible expense from limiting the inter-
est allowance.

However, through one particular ruling the Span-
ish tax authorities have interpreted and provided 
guidance in the sense that the EBITDA Exclusion 
Rule only applies to non-taxable income or costs 
that generate a permanent difference, though it 
will not apply to timing differences.

On this basis, it is possible for a non-taxable 
income (timing difference) to allow a higher inter-
est allowance, despite the income not being tax-
able itself.

Obligation to Publish Country-by-Country 
Information for Spanish Companies
Spain implemented EU Directive 2021/2101 
obliging large MNEs to publicly disclose coun-
try-by-country reporting information.

In contrast to other EU member states, Spain 
provides that information be published within 
six months after financial-year closing, which 
creates great disruption for Spanish compa-
nies since part of the information to be provided 
could not have been available for them.

Tax Group Regime for Corporate Income Tax
Spain has a very interesting tax consolidation 
regime both for corporate income tax (CIT) and 
for VAT. Most multinational groups operating 
in Spain apply the Tax Group Regime for CIT, 
while the VAT Group Regime is usually applied 
by groups acting in certain specific sectors such 
as insurance, financial, health, etc.

The Tax Group Regime allows investors to opti-
mise their tax burden. Tax consolidation groups 
are formed by Spanish tax-resident companies 
with a common ownership, and entail the entire 
group being taxed as a single taxpayer.

To apply the Tax Group Regime, the following 
requirements should be met:

• the parent company must hold at least 75% 
of the shares, or 70% in the case of listed 
companies;

• this minimum percentage of shares must be 
maintained during the complete tax period;

• the parent company must be subject to CIT; 
and

• the parent company must hold the majority of 
the voting rights.
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The group CIT taxable income is determined 
by aggregating the standalone taxable income 
of each group entity; the resulting aggregation 
would then be reduced or increased in the profits 
and/or losses obtained in “internal” operations 
carried out between entities belonging to the 
group (“eliminated result”). These “eliminated” 
results will be reverted, and will become taxable 
as soon as the result is realised in an opera-
tion with a third party, outside the group or when 
the transferring entity or the acquiring entity has 
left the group, as well as in cases where the tax 
group abandons the consolidation tax regime.

The main advantages of the Tax Group Regime 
are as follows.

• Taxation of profits (resulting from operations 
between group entities) would be deferred.

• Tax losses originated within the group, by any 
group company, could be fully offset with tax 
profits of any other company belonging to the 
group. Exceptionally, and only for the 2023 
tax year, a limit was established for this off-
setting, and current-year tax losses can only 
be offset by other group companies for up 
to 50% of that tax loss. The remaining 50% 
can be freely offset in the following ten years. 
Carry-forward tax losses originated before 
joining the tax group can only be offset by the 
company that generated them.

• Any tax incentives or tax credits generated 
within the tax group can be freely used by any 
company belonging to the group. Require-
ments, conditions and obligations resulting 
from the application of those tax incentives 
could be afforded or fulfilled by any entity 
belonging to the tax group. Tax incentives 
originated before joining the tax group could 
only be utilised by the single entity that origi-
nated them.

• Dividends, interests or any payments 
between entities of the same tax consolida-
tion group that could still benefit from the 
same participation exemption are exempted 
from the withholding obligation.

• Operations between related entities valued 
according to arm’s length principles and tax 
consolidation groups are not exempted from 
the foregoing obligation. However, entities 
belonging to a tax group are not obliged 
to prepare transfer pricing documentation 
in relation to intra-group operations, which 
entails relevant savings on administrative and 
financial costs.

The application of the Tax Group Regime 
requires a decision by the board of directors, 
taken before the beginning of the year in which 
it will be applied.

Capital Losses From Transfer of Shares
Following the international trend, Spanish CIT 
rejects the tax deduction of the capital losses 
when the participation exemption would have 
been applicable had there been a capital gain. 
However, the tax treatment would be far different 
in cases of liquidation.

Sale of shares that could benefit from the 
participation exemption
Capital gains resulting from selling an entity’s 
shares, when the selling company had at least 
5% interest for at least 12 months, would be 
95% exempt.

In cases of capital loss, Spanish CIT provides 
that this would not be allowed, despite the 
acquirer and sale price; in other words, a capi-
tal loss from the sale to an independent party 
applying the arm’s length principle will result in a 
non-deductible tax loss. This situation does not 
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change even in cases where both the selling and 
buyer entities are part of a tax group.

A shareholder planning to transfer a portfolio 
might consider liquidation instead of a sale.

Liquidating a company
According to Spanish CIT, the process for liqui-
dating a company will have tax consequences 
for both the shareholder and the liquidated com-
pany.

Liquidated company
The liquidated company will transfer all its assets 
and liabilities to its shareholders, which would 
likely result in a tax loss. This tax loss cannot be 
utilised since the company will be extinguished.

Shareholder company
The difference between the value of the shares 
and the value of the assets received on account 
of the liquidation will generate a capital loss for 
shareholders that could be tax-deductible.

To summarise, in practice the only way to obtain 
tax allowance from a portfolio capital loss is via 
the liquidation of the company, which should be 
considered as an alternative to the transfer of 
shares.

Limits to the Application of Carry-Forward 
Tax Losses
Like many other countries, after various crises 
since 2007 Spain has approved limitations on 
the offsetting of carry-forward tax losses (CFTL).

However, in January 2024 the Spanish Con-
stitutional Court concluded that the legislative 
instrument followed by the government (a Royal 
Decree-Law) was not an adequate means for 
amending the CIT.

In 2024, the Spanish Parliament again approved 
such tax loss limitations, but only for the years 
2024 and onwards. Those limitations apply as 
follows:

• for all companies regardless of their size and 
which prevented the offsetting of an amount 
exceeding 70% of the taxable income for the 
period;

• only to large companies (those entities which 
in the previous financial year had a turnover 
of at least EUR20 million), which would deter-
mine that such companies would be subject 
to a stricter limit of 50% of the previous 
income amount; and

• a third limit for very large companies (whose 
turnover in the previous financial year reached 
EUR60 million), whereby they could not offset 
more than 25% of the positive taxable income 
for the period with CFTL.
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1. Types of Business Entities, 
Their Residence and Basic Tax 
Treatment
1.1 Corporate Structures and Tax 
Treatment
Businesses generally take the form of a limited 
company or a limited liability partnership (LLP) 
but individuals may carry on business as a sole 
trader/self-employed individual, or in partner-
ship with other self-employed individuals. For 
tax purposes, a partnership is transparent and 
the members are chargeable to income tax or 
corporation tax on their share of the partnership 
profits.

A limited company is chargeable to corporation 
tax. In contrast, an LLP that carries on business 
on a commercial basis with a view to making a 
profit is treated as a partnership for tax purpos-
es. Although an LLP is considered a corporate 
body as a matter of the general law, it is not 
chargeable to income or corporation tax itself. 
Instead, its members are chargeable to income 
or corporation tax on their share of the profits 
of the LLP.

In all instances, in order to be deductible from 
profits chargeable to tax, expenses must be 
incurred “wholly and exclusively for the purposes 
of the trade”. For a recent case on that test, see 
CHR Travel & Anor v HMRC.

Capital gains tax may be chargeable on the part-
ners when assets used in the partnership or LLP 
are disposed of, or when there is a change in the 
partners’ capital profit sharing ratios.

If an individual works for a client through a per-
sonal service company, and the individual would 
be an employee of the client if engaged directly, 
then the company will be treated as the individ-

ual’s employer and liable to pay income tax and 
NIC on the fees paid by the client. Many cases 
have been heard in the tribunals and courts in 
recent years on the question of whether the indi-
vidual would indeed be an employee (or instead 
would be self-employed) if engaged directly by 
the client.

1.2 Transparent Entities
Private equity funds may be structured using a 
limited partnership structure, whereby the man-
ager of the fund (which may itself be a partner-
ship) is the general partner, and the investors 
of the fund are the limited partners. As a result, 
the investors are not liable for the debts of the 
limited partnership beyond their own capital 
contributions. For tax purposes, the limited 
partnership is transparent so that the partners 
are taxable on their profit shares. Usually, once 
the investors have received a certain return on 
their investment, the managing partner is enti-
tled to an additional profit share (called “car-
ried interest”). The partnership will generally be 
carrying on an investment activity rather than a 
trade, so that gains made from the disposal of 
investments will in principle be taxable as capital 
gains and not income. However, in 2015 the UK 
enacted “disguised investment management fee 
income” rules, which, in certain circumstances, 
deem receipts from the “carried interest” to be 
income and taxable accordingly. A Consultation 
was announced in the Autumn Budget 2024 
which consults on plans to change the way in 
which carried interest is taxed.

1.3 Determining Residence of 
Incorporated Businesses
Corporation tax is chargeable on income and 
gains arising to a company in a financial year 
wherever they arise if the company is resident in 
the UK (as to which see below). If a company is 



UK  Law aNd PraCTiCE
Contributed by: Rebecca Murray   

856 CHAMBERS.COM

a non-UK resident, it is nevertheless chargeable 
to corporation tax on income if it:

• carries on a trade in the UK of dealing in or 
developing land (and if so, then it chargeable 
on all its profits wherever arising);

• carries on a trade through a permanent 
establishment in the UK;

• carries on a UK property business; or
• has other UK property income.

A company is resident in the UK if it is incorpo-
rated in the UK, or if the “central management 
and control” of its business (usually, control at 
board level) is exercised in the UK. This is the 
test of residence originally applied by the House 
of Lords in De Beers Consolidated Mines Ltd v 
Howe [1906] AC 455 and more recently applied 
in Wood v Holden.

However, a company whose central manage-
ment and control is exercised in the UK may be 
treated as not UK resident by virtue of a double 
tax treaty. The OECD model treaty test to be 
applied is usually where the place of effective 
management (POEM) of the company is. This 
was considered by the Court of Appeal in Wood 
v Holden (and more recently was considered in 
relation to the residence of trustees in the con-
text of a particular tax avoidance scheme, known 
as the “round the world” scheme, by the Court 
of Appeal in the case of Smallwood v HMRC 
[2010] EWCA Civ 778; and in Haworth v HMRC 
[2024] UKUT 58).

1.4 Tax Rates
The corporation tax rate for companies with 
profits over GBP250,000, known as the “main 
rate”, is 25%. For companies with profits under 
that amount but over GBP50,000, marginal relief 
applies to give an effective rate between 19% 

and 25%, and companies with profits under 
GBP50,000 are chargeable at a rate of 19%.

Between 1 April 2015 and 31 March 2023, a sin-
gle rate of corporation tax at 19% applied.

Partnerships and LLPs are usually transpar-
ent for tax purposes, so a corporate partner 
in a partnership or LLP would pay corporation 
tax on its share of the profits. There are certain 
anti-avoidance rules that may apply to charge 
income tax on such profits where certain condi-
tions are met.

Individuals are chargeable to income tax on their 
profits, including their share of partnership or 
limited liability partnership profits, at the follow-
ing rates of income tax:

• 0% on income of up to GBP12,570 (unless 
total income exceeds GBP100,000);

• basic rate of 20% on income between 
GBP12,571 and GBP50,270;

• higher rate of 40% on income between 
GBP50,271 and GBP125,140; and

• additional rate of 45% on income over 
GBP125,140.

National Insurance contributions are also paya-
ble by self-employed individuals and employees.

2. Key General Features of the Tax 
Regime Applicable to Incorporated 
Businesses
2.1	 Calculation	for	Taxable	Profits
Individuals and companies carrying on a trade 
or other business are chargeable to tax on the 
accounting profits, subject to statutory adjust-
ments for certain items (for example, depre-
ciation of assets debited to the profit and loss 
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account is disallowed, but capital allowances 
may be available as a deduction instead).

For corporation tax purposes, the accounting 
period may be the same as the period for which 
the accounts are made up, if that is 12 months 
or less, and otherwise there will be two account-
ing periods, one of 12 months and one for the 
remaining period. For example, if accounts are 
made up for 18 months from 1 January 2023 to 
30 June 2024, the accounting periods will be the 
12 months to 31 December 2023 and six months 
to 30 June 2024.

As mentioned above, tax is charged on the 
accounting profits, which are generally calcu-
lated on an accruals rather than a receipts basis.

2.2 Special Incentives for Technology 
Investments
Research and Development Tax Credits
Different types of research and development 
(R&D) relief are available for different-sized com-
panies that incur expenditure on part of a spe-
cific project to make an advance in science or 
technology. The project must relate to the com-
pany’s existing trade, or a trade that is intended 
to be commenced based on the results of the 
R&D.

In order to claim relief, it is necessary to explain 
how a project:

• looked for an advance in the field;
• had to overcome the scientific or technologi-

cal uncertainty;
• tried to overcome the scientific or technologi-

cal uncertainty; and
• could not be easily worked out by a profes-

sional in the field.

The project may research or develop a new pro-
cess, product or service or improve on an exist-
ing one. Additional detailed criteria must be met 
and the relief varies depending on the size of 
the business. For small and medium-sized busi-
nesses, relief allows companies to:

• deduct an extra 86% of their qualifying costs 
from their yearly profit, as well as the normal 
100% deduction, to make a total of 186% 
deduction; and

• claim a payable tax credit if the company has 
claimed relief and made a loss, with the pay-
able credit worth up to 10% of the surrender-
able loss.

For large companies, and small and medium-
sized companies which are unable to claim relief, 
expenditure credit is available (RDEC), calculat-
ed as a percentage of qualifying R&D expendi-
ture. The rates are:

• 11% on expenditure incurred from 1 April 
2015 up to and including 31 December 2017;

• 12% on expenditure incurred from 1 January 
2018 up to and including 31 March 2020;

• 13% on expenditure incurred from 1 April 
2020 up to and including 31 March 2023; and

• 20% on expenditure incurred from 1 April 
2023 in accounting periods beginning before 
1 April 2024.

The merged scheme R&D expenditure credit 
(RDEC) and enhanced R&D intensive support 
(ERIS) replace the old RDEC and small and 
medium-sized enterprise (SME) schemes for 
accounting periods beginning on or after 1 April 
2024. The expenditure rules for both are the 
same, but the calculation is different. You can 
choose to claim under the merged scheme even 
if you are eligible for ERIS, but you cannot claim 
under both schemes for the same expenditure. 
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The merged scheme is a taxable expenditure 
credit and can be claimed by companies who:

• are trading;
• are chargeable to corporation tax; and
• have a project that meets the definition of 

R&D.

The expenditure credit is classified as trading 
income and is liable to corporation tax. The rate 
of R&D expenditure credit under the merged 
scheme is 20%.

UK Patent Box
The UK patent box enables companies to apply 
a lower rate of corporation tax to profits earned 
after 1 April 2013 from qualifying patent inven-
tions and equivalent forms of intellectual prop-
erty. The lower rate of corporation tax under the 
regime is 10% (compared with 19-25% depend-
ing on the company’s profits, see above).

2.3 Other Special Incentives
There are several tax reliefs available for the 
creative industries, namely:

• film tax relief;
• animation tax relief;
• high-end television tax relief;
• children’s television tax relief;
• video games tax relief;
• theatre tax relief;
• orchestra tax relief; and
• museums and galleries exhibition tax relief.

The reliefs allow qualifying companies to increase 
the amount of their allowable expenditure, and 
reduce the amount of corporation tax payable.

There are also “audio-visual expenditure credits” 
and “video games expenditure credits”, which 
give a credit based on the amount of qualifying 

expenditure and can be used to pay off corpo-
ration tax liability and to set against other tax 
liabilities, and may also be paid to the company.

In order to qualify, the company must be direct-
ly involved in the production and development 
of the relevant production (ie, the film, anima-
tion, etc, listed above), must have responsibil-
ity throughout the production from the start of 
pre-production until completion, and for theatre, 
concerts or exhibitions, must be responsible for 
producing, running and closing it. There is also 
“cultural test” to be met to ensure the produc-
tion is British.

2.4 Basic Rules on Loss Relief
A company carrying on a trade may make trad-
ing losses in a particular period, which can be 
carried forward and set against profits arising in 
a future year. Generally, trading losses cannot 
be carried back to set against profits of earlier 
years, unless the trade ceases, in which case 
they can be carried back for up to three years in 
the prescribed order.

Group relief may be available for trading losses.

Capital losses cannot be set against trading 
profits. They can be carried forward and set 
against capital gains that arise in the future. 
Capital losses may be utilised by another mem-
ber of the same group.

Detailed anti-avoidance rules apply in relation 
to groups.

2.5 Imposed Limits on Deduction of 
Interest
There are several restrictions imposed on the 
deductibility of interest against profits charge-
able to corporation tax (in addition to anti-avoid-
ance rules, which are not discussed here).
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The corporate interest restriction, or CIR rules, 
apply to periods of account starting on or after 
1 April 2017. Periods of account straddling 1 
April 2017 are treated as two notional periods. 
A notional period ending 31 March 2017 is sub-
ject to Part 7 of TIOPA 2010, commonly known 
as the World-Wide Debt Cap (WWDC). Only the 
notional period commencing 1 April 2017 is sub-
ject to the CIR.

The CIR applies to restrict the UK net interest 
deductions (expense less income) to the higher 
of three amounts:

• the de minimis amount of GBP2,000,000 per 
annum;

• the Fixed Ratio amount; and
• the Group Ratio amount.

The CIR is designed to target large corporates 
where it is considered that the greatest BEPs risk 
lies. Companies with financing costs of under 
GBP2,000,000 do not have to submit a CIR 
return, but those with financing costs over that 
amount have to calculate their interest allowance 
using the Fixed Ratio or Group Ratio method.

The former produces an interest allowance of 
the lower of:

• 30% of the company’s or group’s UK taxable 
profits before interest, capital allowances, 
taxes and other reliefs; and

• the company’s or group’s worldwide interest 
expense owed to unrelated third parties.

The latter involves appointing a reporting com-
pany and making an election. The interest allow-
ance is the lower of:

• the ratio of the company’s or group’s world-
wide net interest expense owed to unrelated 

parties, to the company’s or group’s overall 
profits before interest, capital allowances, 
taxes and other reliefs, multiplied by the com-
pany’s or group’s taxable UK profits before 
interest and capital allowances; and

• the company’s or group’s worldwide interest 
expense owed to unrelated parties.

Transfer pricing and ‘thin cap’ rules also apply 
to interest.

Note that for transfer pricing purposes, the 
potential tax advantage is calculated without 
taking into account any CIR disallowances or 
reactivations (TIOPA10/S155(6)).

TIOPA10/382(1) defines a tax-interest expense 
amount as an amount that meets certain con-
ditions and which are (or apart from TIOPA10/
PT10 would be) brought into account for the pur-
poses of corporation tax in a relevant account-
ing period of a company. S385(1) takes a simi-
lar approach as regards tax-interest income 
amounts. These tax-interest amounts form the 
starting point for determining the aggregate net 
tax-interest expense of the group and it is this 
amount that may be subject to restriction by the 
CIR (S373). It follows that other provisions must 
first be applied to reach the starting point for 
application of the CIR.

2.6 Basic Rules on Consolidated Tax 
Grouping
It may be possible for profitable companies to 
claim group relief if the company is part of a 
group (broadly, 75% common ownership), or a 
joint venture or consortium, and set the losses 
against their profits for the same accounting 
period or an overlapping period. For consortium 
companies or joint venture companies, only the 
relevant percentage of the profits corresponding 
to the shareholding can be offset. Detailed rules 
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apply in relation to the nature of the sharehold-
ings and rights attaching to the shares.

2.7 Capital Gains Taxation
Companies are chargeable to corporation tax on 
profits arising on the disposal of assets wherever 
they are situated (and in some other instances).

If the asset disposed of is shares, the substantial 
shareholdings exemption may apply, in which 
case the gain would not be chargeable. Detailed 
conditions must be met in order for the relief to 
be available.

If the assets disposed of are shares which are 
exchanged for shares in another company, then 
relief may be available (unless there is a main 
purpose of avoiding tax) so that no gain accrues 
on the disposal and, instead, the asset acquired 
is treated as having the same base cost as the 
asset disposed of.

2.8 Other Taxes Payable by an 
Incorporated Business
Loans made by a company to its directors may 
give rise to a charge to tax if the loan is not repaid 
within nine months of the end of the accounting 
period in question. Anti-avoidance rules apply to 
prevent “bed and breakfasting”.

Stamp duty may be payable on the acquisition 
of shares by a company. Stamp duty land tax is 
payable on the acquisition of land or an interest 
in land.

Withholding tax may be payable on certain pay-
ments made by a company.

2.9 Incorporated Businesses and 
Notable Taxes
Diverted	Profits	Tax
Large multinational enterprises with business 
activities in the UK that enter into contrived 
arrangements to divert profits from the UK by 
avoiding a UK taxable presence and/or by other 
contrived arrangements between connected 
entities may be caught by the diverted profits 
tax rules.

3. Division of Tax Base Between 
Corporations and Non-Corporate 
Businesses
3.1 Closely Held Local Businesses
Most small businesses that have a choice of 
operating as an individual or a company would 
prefer to have limited liability and therefore to 
operate through a company.

In order to ascertain whether a company is more 
beneficial for tax purposes, a comparison would 
have to be done between the rates of income 
tax/NIC and corporation tax for small business-
es. The level of profits may not be predictable 
and income tax and national insurance rates 
change quickly, therefore it may not be possible 
to say which is more beneficial for tax purposes 
over time.

Income could be extracted by way of dividends 
(currently chargeable at the basic rate of 8.75%, 
higher rate of 33.75% and additional rate of 
39.35%), paid out as salary (currently charge-
able at 20%, 40% and 45%, and subject to 
employers and employees national insurance 
contributions), or reinvested. A sole trader may 
incorporate, take an annual salary or dividends 
at the lowest tax (and NIC) rates available and 
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reinvest profits realised by the company in the 
company.

3.2 Individual Rates and Corporate Rates
Anti-avoidance rules operate to prevent individ-
uals from seeking to avoid income tax on what 
would otherwise be earnings from an employ-
ment with a client, from operating through a 
company and therefore paying corporation tax 
at a lower rate instead. These are known as IR35 
and have given rise to extensive litigation, mainly 
because the test involves asking the question 
of whether a person would be an employee of 
the client if engaged directly by them, but this 
is a common law multi-factorial test that cannot 
be consistently applied from case to case. The 
recent case of Atholl House Productions limited 
v HMRC [2024] UKFTT 37, a BBC presenter who 
eventually won her case on the basis that she 
was self-employed under the test, demonstrates 
the difficulties in this area.

3.3 Accumulating Earnings for 
Investment Purposes
Close investment holding companies (CICs) are 
chargeable to corporation tax at the rate of 25% 
regardless of the level of profits or the number of 
associated companies.

A close company (broadly, one owned by five 
or fewer shareholders) is a CIC unless it exists 
for a prescribed purpose listed in the legislation 
(such as trading).

3.4 Sales of Shares by Individuals in 
Closely Held Corporations
Individuals are charged to capital gains tax on 
the disposal of shares in a company at the appli-
cable rate of capital gains tax (18% or 28%), 
unless a specific relief is available.

For example, if they exchange the shares for 
shares in another company within the share 
exchange rules then no gain arises at that point 
and instead they will be treated as acquiring the 
new shares for the same base cost as the shares 
disposed of.

Shares in a CIC are unlikely to qualify for Busi-
ness Asset Disposal Relief as the company 
would likely not be carrying on a qualifying activ-
ity.

Dividends from a CIC would be taxed at the 
rates mentioned in 3.1 Closely Held Local Busi-
nesses.

3.5 Sales of Shares by Individuals in 
Publicly Traded Corporations
Dividends received from a plc are chargeable to 
income tax at the dividend rates mentioned in 
3.1 Closely Held Local Businesses.

Business asset disposal relief from capital gains 
tax, if it applies, reduces the rate of capital gains 
tax to 10%, but it is only available in relation to 
gains on disposals of shares in an individual’s 
personal company and a plc is unlikely to be 
such, as the individual must be an employee or 
office holder and hold at least 5% of the shares 
and voting rights.

4. Key Features of Taxation of 
Inbound Investments

4.1 Withholding Taxes
There is no withholding tax on the payment of 
dividends by a UK company, except in the case 
of property income dividends payable by a UK 
REITs, which are (subject to certain exceptions) 
subject to withholding tax at the rate of 20%.
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A company making a payment of UK source 
interest must deduct income tax at the basic 
rate, again 20%. This is subject to exceptions, 
the main ones being where the recipient is a UK 
resident company, interest payable on quoted 
Eurobonds and interest paid by or to a UK bank.

Royalties and annual payments are also subject 
to withholding tax at the rate of 20%.

Some specific schemes require the deduction of 
tax at source, such as the Construction Indus-
try scheme, sportspeople and entertainers doing 
work in the UK, and non-resident landlords, who 
are required to have 20% income tax deducted 
from their UK source rental payments by their 
UK agent.

4.2 Primary Tax Treaty Countries
There is no need for investors to rely on a treaty 
for exemption from withholding tax on dividends 
since there is no withholding tax on dividends.

In relation to interest, treaty relief can be claimed, 
but the claim can take months to be processed. 
A double treaty passport scheme may be avail-
able to the payer.

A list of treaties under which relief can be claimed 
is available on HMRC’s website.

4.3 Use of Treaty Country Entities by 
Non-Treaty Country Residents
The UT recently heard an appeal in relation to 
the requirement to deduct withholding tax from 
interest (Hargreaves v HMRC [2023] UKUT).

The taxpayer had not claimed treaty relief under 
the UK/Guernsey treaty but sought to rely upon 
treaty relief in circumstances in which it was not 
entitled to.

4.4 Transfer Pricing Issues
I have discussed the CIR rules in 2.5 Imposed 
Limits on Deduction of Interest. The CIR applies 
after most other tax rules that may impact the 
calculation of tax-interest amounts, such as 
transfer pricing rules, and hybrid and other mis-
match rules, but before the loss restriction rules.

“Thin cap” rules for transfer pricing adjustments 
also present a challenge to inbound investors 
to the UK which are subject to transfer pricing 
rules.

Broadly speaking, a company is thinly capital-
ised if it has more debt than it either could or 
would borrow without the support of the rest of 
the group, either because it is borrowing from a 
group company, or it is borrowing from a third 
party but with support from elsewhere in the 
group (for example, by way of a financial guar-
antee).

The thin cap rules require an adjustment to the 
finance cost deductions of the company in order 
that it only claims a deduction for an amount of 
finance which it could obtain if acting on its own.

4.5 Related-Party Limited Risk 
Distribution Arrangements
Transfer pricing rules may restrict deductions for 
payments by companies chargeable to corpora-
tion tax which are not “arms length”.

4.6 Comparing Local Transfer Pricing 
Rules and/or Enforcement and OECD 
Standards
The UK broadly follows the OECD transfer pric-
ing standards. Indeed, the UK transfer pricing 
legislation is required to be interpreted as con-
sistently as possible with the OECD standards 
and guidelines. However, there are some dif-
ferences. For instance, when determining the 
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terms on which associated entities would lend 
to one another, guarantees cannot be taken into 
account.

4.7 International Transfer Pricing 
Disputes
HMRC is nowadays more willing to litigate trans-
fer pricing disputes. In the past, HMRC would 
settle transfer pricing cases, so that they hardly 
ever came to court. Now, however, perhaps 
because HMRC’s litigation and settlement strat-
egy does not permit them to “do a deal”, litiga-
tion is more likely.

International transfer pricing disputes are some-
times resolved through mutual agreement pro-
cedures.

HMRC views the MAP process as a potential 
means of resolving international transfer pricing 
disputes, as an alternative to litigation through 
the UK courts.

However, MAPs are still not a common way of 
resolving disputes.

5. Key Features of Taxation of Non-
Local Corporations

5.1 Compensating Adjustments When 
Transfer Pricing Claims Are Settled
Compensating adjustments can be made when 
a transfer pricing dispute is resolved.

5.2	 Taxation	Differences	Between	Local	
Branches and Local Subsidiaries of Non-
Local Corporations
A UK branch of an overseas subsidiary is charge-
able to corporation tax on the profits from its UK 
activities. By contrast, a UK resident subsidiary 

of a non-UK resident parent company is taxable 
on its worldwide profits.

5.3 Capital Gains of Non-Residents
A non-UK resident company that holds shares 
in a UK-incorporated subsidiary would not be 
chargeable to capital gains tax on the disposal of 
the shares in the subsidiary unless 75% or more 
of the subsidiary’s gross asset value is UK land 
(a “UK property-rich company”).

In principle, a double tax treaty may apply to 
eliminate the charge, although many treaties 
exclude relief where the value of the shares in 
the subsidiary consists to a specified extent of 
land in the UK.

5.4 Change of Control Provisions
The UK legislation includes “value shifting” pro-
visions, whereby if value passes out of shares in 
a company into other shares, that could be treat-
ed as a disposal of the shares. But this would 
only be relevant to a non-UK resident company if 
the shares that are deemed to be disposed of are 
in a UK property-rich company (see 5.3 Capital 
Gains of Non-Residents).

5.5 Formulas Used to Determine Income 
of	Foreign-Owned	Local	Affiliates
Formulas are only ever used to determine the 
income or expenses of a UK subsidiary of an 
overseas company selling goods or services if 
the transfer pricing rules apply to the company 
and the arm’s length price of goods or services 
must be ascertained.

5.6 Deductions for Payments by Local 
Affiliates
OECD guidelines are applied in the UK to ascer-
tain the arm’s length price of goods and services.



UK  Law aNd PraCTiCE
Contributed by: Rebecca Murray   

864 CHAMBERS.COM

5.7 Constraints on Related-Party 
Borrowing
See 5.6 Deductions for Payments by Local 
Affiliates.

6. Key Features of Taxation 
of Foreign Income of Local 
Corporations
6.1 Foreign Income of Local 
Corporations
A company that is UK resident is chargeable 
to corporation tax in the UK on its worldwide 
income unless a treaty exemption or credit is 
available in relation to particular non-UK source 
income, for example income of an overseas per-
manent establishment in “full treaty territory”. An 
election must be made in order for the income 
of an overseas permanent establishment to be 
exempt. Certain income is excluded from the 
exemption, such as income from a trade of deal-
ing in or developing UK land and gains on assets 
that are not used in the overseas trade. Profits of 
an overseas branch are calculated by reference 
to the double tax treaty, or OECD principles.

Where no election is made, profits from over-
seas branches are computed and taxed in the 
normal way. UK corporation tax would usually 
be reduced by way of a credit for local tax paid, 
under the relevant treaty or by way of unilateral 
relief.

6.2 Non-Deductible Local Expenses
There is no applicable information in this juris-
diction.

6.3 Taxation on Dividends From Foreign 
Subsidiaries
Dividends and other distributions from UK and 
overseas companies are generally exempt if 

received on or after 1 July 2009. However, dis-
tributions within Section 1000(1) E and F of CTA 
2009 are not exempt, such as non-dividend dis-
tributions comprising interest and other distribu-
tions out of assets in respect of non-commercial 
and special securities.

6.4 Use of Intangibles by Non-Local 
Subsidiaries
Where a UK company owns intellectual property 
and allows overseas subsidiaries to use it, the 
corporation tax treatment in the UK depends on 
the precise circumstances of the transactions. 
If the UK company licenses intellectual property 
to its overseas subsidiaries, it may be that there 
is royalty income payable to the UK company 
which is chargeable to corporation tax and may 
be subject to transfer pricing adjustments. It may 
be that receipts are of a capital nature instead of 
income, because a capital asset is disposed of 
by the UK company to its overseas subsidiar-
ies: see for example Murray v Imperial Chemical 
Industries Limited [1967] 44 TC 175, and Wolf 
Electric Tools Limited v Wilson [1968] 45 TC 326.

6.5 Taxation of Income of Non-Local 
Subsidiaries Under Controlled Foreign 
Corporation-Type Rules
The UK has “diverted profits tax” and “controlled 
foreign companies” rules which are intended to 
prevent the artificial diversion of profits out of the 
UK rather than to tax the profits from overseas 
commercial trading activities. If the CFC rules 
apply, the profits of overseas subsidiaries are 
chargeable to corporation tax in the UK. Diverted 
profits tax is chargeable at the rate of 25%.

6.6 Rules Related to the Substance of 
Non-Local	Affiliates
There are a number of entity-level exemptions 
in the CFC rules to reflect the fact that most 
overseas subsidiaries are set up for genuine 



UK  Law aNd PraCTiCE
Contributed by: Rebecca Murray   

865 CHAMBERS.COM

commercial reasons and the CFC rules are not 
intended to apply – for example, if the rate of 
tax in the jurisdiction of the subsidiary is at least 
75% of the UK corporation tax rate. There are 
also time-based and profit-based exclusions.

6.7 Taxation on Gain on the Sale of 
Shares	in	Non-Local	Affiliates
UK companies are chargeable to corporation tax 
on the sale of shares in an offshore subsidiary 
unless an exemption is available, such as the 
substantial shareholdings exemption.

7. Anti-Avoidance

7.1 Overarching Anti-Avoidance 
Provisions
The UK has a General Anti-Abuse Rule which 
was enacted in the Finance Act 2013, applica-
ble to almost all taxes. There is a chapter on 
it in “Tax Avoidance” (Sweet & Maxwell, 2020 
4th ed). Broadly, the rule applies where there are 
arrangements with a main purpose of obtaining 
a tax advantage, which no reasonable person 
would consider a reasonable course of action 
having regard to the relevant legislation and 
all the circumstances, including a list of fac-
tors. The list includes whether the substantive 
results of the arrangements are consistent with 
any principles on which the relevant provisions 
are based, whether the means of achieving the 
results involve one or more contrived or abnor-
mal steps, and whether the arrangements are 
intended to exploit any shortcomings in the 
statutory provisions.

8. Audit Cycles

8.1 Regular Routine Audit Cycle
A company has to prepare audited financial 
statements unless it is exempt (micro and 
small entities which have filed their two preced-
ing annual returns on time), and would usually 
prepare them annually unless it changes its 
accounting date.

PLCs and PUCs have to file audited financial 
statements regardless of the size of the com-
pany.

9. BEPS

9.1 Recommended Changes
The Organisation for Economic Cooperation 
and Development (OECD) produced an “Inclu-
sive Framework on Base Erosion Profits Shifting” 
(BEPS) which is designed to reduce tax avoid-
ance and work towards more coherent interna-
tional tax rules and greater transparency, and 
to address challenges with the digital economy. 
The UK has begun implementing BEPS 2.0 in 
two phases, Pillar One and Pillar Two.

Pillar One prescribes how the consolidated prof-
its of a multinational enterprise are allocated 
and taxed, based on the jurisdiction in which 
the activities are carried out (where the goods 
or services are used). There is a minimum global 
revenue threshold of EUR20 billion for Pillar One 
to apply.

Pillar Two has a minimum threshold of EUR750 
million global consolidated group revenues (for 
at least two of the previous four accounting peri-
ods). It sets an effective global minimum rate 
of corporation tax of 15%. It was approved by 
approximately 140 participating jurisdictions in 
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2021. Draft legislation was published in the UK 
on 18 July 2023 to amend Finance (No 2) Act 
2023, which introduced the multinational top-
up tax and domestic top-up tax as part of Pillar 
Two. The multinational top-up tax will apply to 
the responsible member of the group for finan-
cial periods commencing after 31 December 
2023 where the criteria mentioned above are 
met, and at least one of the group members is 
not in the same territory as the others.

Certain persons are exempt, such as not-for-
profit organisations, charities, government 
organisations and pension funds. Real estate 
investment trusts are also exempt.

9.2 Government Attitudes
See 9.1 Recommended Changes.

9.3	 Profile	of	International	Tax
International tax has a high profile in the UK, and 
the OECD considers the UK to be a committed 
partner. The UK played a vital role in persuading 
the G20 group of countries to launch the work 
on BEPS.

9.4 Competitive Tax Policy Objective
The UK government had come under consider-
able pressure from the consumer population in 
relation to large corporations obtaining revenue 
from consumers in the UK but not paying corpo-
ration tax on profits earned from those revenue 
streams. BEPS is a welcome response to the 
growing pressure on governments worldwide to 
implement a fairer tax system.

9.5 Features of the Competitive Tax 
System
The UK is no longer a member of the EU and 
therefore the rules on EU subsidies no longer 
apply (limited application continues to trade 
between Northern Ireland and the EU and in cer-

tain other circumstances the EU rules apply, for 
example, to distribution of residual EU state aid).

A new regime, “subsidy control”, operates in 
the UK, which overlays the EU and World Trade 
Organization rules on subsidies, and which takes 
a principles-based approach to the delivery of 
subsidies by public authorities. The rules are 
there to protect the UK’s internal market and its 
international trade relationships.

9.6 Proposals for Dealing With Hybrid 
Instruments
The Finance Act 2018 introduced changes to 
the CTA 2009, the policy behind which was to 
enable a deduction for coupons on certain types 
of hybrid instrument which are in essence gen-
uine debt instruments. This was an important 
measure and a necessary reaction to changes 
in regulation which required banks (Basel III) 
and insurance companies (Solvency II) to issue 
instruments which enabled loss absorption in 
the event of financial strain and depleted lev-
els of capital. In order for the rules to apply, the 
instrument must be a loan relationship on which 
the debtor is allowed to defer or cancel inter-
est payments. In addition, it must have no other 
significant equity features, and the debtor must 
have made an election into the new rules within 
six months of issue of the instrument.

9.7 Territorial Tax Regime
See 9.6 Proposals for Dealing With Hybrid 
Instruments.

9.8 Controlled Foreign Corporation 
Proposals
The general drift of the Controlled Foreign Com-
panies regime is to prevent profits being taxed at 
a lower rate overseas and repatriated by way of 
dividends at a time when the company had been 
brought onshore so that the dividends were 
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exempt as being from a UK resident company. 
They have been applied in wider circumstances 
than intended and in my view were not compliant 
with EU rules as they were discriminatory.

9.9 Anti-Avoidance Rules
See 9.8 Controlled Foreign Corporation Pro-
posals.

9.10 Transfer Pricing Changes
It remains to be seen how BEPS will affect tax 
revenues in the UK as it is early days.

9.11 Transparency and Country-by-
Country Reporting
Country-by-country reporting enables tax 
authorities to assess transfer pricing and oth-
er risks and determine where resources are 
required.

9.12 Taxation of Digital Economy 
Businesses
The UK introduced the diverted profits tax aimed 
at charging profits earned from UK activities that 
are diverted outside the UK.

9.13 Digital Taxation
See 9.12 Taxation of Digital Economy Busi-
nesses.

9.14	 Taxation	of	Offshore	IP
The UK has a number of sets of rules regard-
ing tax exploitation of intellectual property that 
is held offshore. As stated in other sections of 
this chapter, royalty payments by a UK resident 
company are subject to withholding tax, trans-
fer pricing rules seek to ensure payments are 
made at an arm’s length rate, there are “diverted 
profits tax” rules, and there are also rules that 
catch offshore receipts in respect of intangible 
intellectual property on “UK derived amounts” 
exceeding GBP10 million arising to residents of 
a territory with which the UK does not have a full 
double tax treaty.
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Deductibility and Illegality
Introduction
The purpose of this article is to discuss the prin-
ciples of deductibility of expenditure which apply 
to all types of wrongdoing, whether civil or crimi-
nal, in light of the recent decision of the Court of 
Appeal in ScottishPower (SCPL) Limited & Ors v 
HMRC [2025] EWCA 3(“Scottishpower”) and the 
cases cited therein.

Wholly and exclusively for the purposes of 
the trade
The starting point, of course, is that by virtue 
of s.54 CTA 2009 (for corporation tax) and s.34 
ITTOIA 2005 (for income tax), expenses incurred 
by a trader are not deductible in calculating the 
profits of the trade unless they are incurred 
“wholly and exclusively for the purposes of the 
trade”.

As the Court of Appeal explained in Vodafone 
Cellular v Shaw [1997] 69 TC 376, in order to 
determine whether an expense is incurred 
wholly and exclusively for the purposes of the 
trade, two questions must be answered by the 
fact-finding tribunal. The first question involves 
identifying the purposes for which the expense 
was incurred: this is a subjective question that 
requires the tribunal to look into the mind of the 
trader at the time when the expense is incurred in 
order to identify the trader’s purpose or purpos-
es in incurring it. The second question involves 
ascertaining the character of that purpose or 
purposes: this is an objective question, in that 
the characterisation of the trader’s purpose as 
a trade or non-trade purpose is a matter for the 
tribunal, not the trader.

This article will focus on the latter question in 
the context of unlawful conduct: that is, in what 
circumstances does the fact that the trader’s 
conduct was unlawful mean that the purpose of 

incurring an expense must be characterised as 
a non-trade purpose? In short, in what circum-
stances can it be said that unlawful conduct is 
not within the scope of the trade?

Statutory prohibitions
Before embarking on this discussion, it should 
perhaps be mentioned that by virtue of s.1304 
CTA 2009 (for corporation tax) and s.55 ITTOIA 
2005 (for income tax), no deduction is allowed 
for expenses incurred in making a payment if 
the making of the payment constitutes a crimi-
nal offence (or would do so if it were paid in the 
UK). For example, a dealer in illegal drugs cannot 
deduct the cost of buying their trading stock.

Fines and penalties
The next point to make is that expenditure 
incurred by a trader in satisfying a liability to pay 
a fine or penalty, or in settling a claim for pay-
ment of a penalty or fine, must be regarded as 
having a non-trade purpose. As Lord Hoffmann 
explained in McKnight v Sheppard [1999] 1 WLR 
1333, if the fine or penalty were deductible then 
the public policy of penalising the trader would 
be diluted, and part of the cost of the penalty 
would be borne by the general body of taxpay-
ers, which Parliament cannot have intended.

In Scottishpower, it was recognised that this is 
an inflexible rule of public policy that applies to 
any payment made in satisfaction or settlement 
of a fine or penalty, even if the liability arises as 
a regular and almost unavoidable incident of the 
trade.

However, that particular public policy rule applies 
only to the fine or penalty itself. It does not apply 
to prohibit the deduction of legal costs incurred 
by the trader in unsuccessfully disputing liability 
to the fine or penalty, as in McKnight v Shep-
pard itself.
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Still less does that rule apply to expenditure in 
satisfying a claim that is compensatory rather 
than punitive in nature, such as damages for 
loss suffered as a result of a defamatory article 
published by a newspaper company, as in The 
Herald and Weekly Times Ltd v FCT [1932] 48 
CLR 113. In that case, the court held that such 
claims against the newspaper company were a 
regular and almost unavoidable incident of pub-
lishing the newspaper, and therefore expenditure 
incurred in meeting the claims was within the 
scope of the trade and must be characterised 
as having a trade purpose.

The Court of Appeal overturned the decision of 
the Upper Tribunal in Scottishpower v HMRC 
[2023] UKUT 218, finding that there was no basis 
for extending the rule to payments that were not 
in fact fines or penalties. Lady Justice Falk held:

“I do not consider that any general considera-
tions of policy, whether legislative or otherwise, 
require a conclusion that a principle which pro-
hibits a deduction for fines or penalties must 
extend to payments that are not in fact fines or 
penalties, even if they can be seen as replacing 
them. As Mr Goldberg fairly pointed out, judges 
have been warned against making decisions 
based on vague concepts of ‘public policy’ (see, 
albeit in the very different context of breach of 
promise, the comments of Lord Atkin in Fender 
v St John-Mildmay [1938] AC 1, 10-12). More 
specifically here, in my view such a conclusion 
could be seen – with some justification – as 
going beyond the proper role of the judiciary.” 
(per Falk LJ at [61]).

In the author’s view, this decision provides wel-
come certainty on the scope of an inflexible rule 
of public policy, at least at the time of writing.

Unlawfulness of itself is not necessarily a bar 
to deduction
In light of the above, we can say that, provided 
always that the trader’s expense does not con-
sist of a payment the making of which is a crimi-
nal offence, and also does not consist of satisfy-
ing liability to pay, or settling a claim for, a fine or 
penalty, the fact that the expense arises out of 
unlawful conduct on the trader’s part is not, of 
itself, a necessary bar to deduction. This is self-
evidently the case where the conduct involves a 
mere civil wrong, such as negligence or a breach 
of contract.

But it is also the case, in my view, where the 
conduct involves the commission of a criminal 
offence. For example, in IRC v Alexander Von 
Glehn & Co Ltd [1920] 2 KB 553, the taxpayer 
company traded with a German company dur-
ing WW1, thereby breaching the Customs (War 
Powers) Act 1915, and so became liable to a 
penalty. The penalty was held not to be deduct-
ible, but this was not because trading with the 
German company was characterised as not 
being within the scope of the trade. On the con-
trary, as Lord Sterndale MR put it, “during the 
course of the trading the company committed a 
breach of the law”.

Nor does it matter that the criminal conduct is 
also morally wrong. For example, in Commis-
sioner of Taxation v La Rosa [2003] FCA FC 
125, an Australian case, a drug dealer claimed 
a deduction in respect of money stolen from 
him in the course of a drug deal. The Revenue 
argued that the loss was not deductible in com-
puting the dealer’s profits because the activity 
was illegal, but the court disagreed. Hely J. com-
mented that a professional assassin can deduct 
the cost of the bullets and depreciate the cost 
of his gun, because purchasing them is part of 
his trade, and it is for Parliament to refuse to 
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permit a deduction of those costs (as indeed the 
Australian Parliament did shortly after the deci-
sion in La Rosa), not for the courts to do so on 
the ground that the costs are not incurred in the 
course of the trade.

McLaren Racing
In HMRC v McLaren Racing [2014] UKUT 269, 
the UT remarked that “a deliberate activity which 
is contrary to contractual obligations and the 
rules and obligations governing the conduct of 
the trade, which is not an unavoidable conse-
quence of carrying on a trade and which could 
lead to the destruction of the trade is not an 
activity carried on in the course of that trade”.

This remark was an obiter dictum because, as 
the UT itself noted, the taxpayer company did 
not contend that the activity in question was 
within the scope of its trade.

In my view, the UT’s remark should not be inter-
preted as purporting to lay down any rule of 
law. First, because the courts have no power to 
do so. Second, because the UT’s remark was 
made, and should be understood, in the context 
of the particular facts of the case.

In that case, the taxpayer company carried on 
the trade of Formula 1 racing pursuant to an 
agreement, called the Concorde Agreement, 
which provided for the exploitation of commer-
cial activities in relation to Formula 1 and thereby 
generated income for those involved. Under the 
Agreement, Formula 1 teams agreed to abide by 
the International Sporting Code (ISC) rules, and 
in return the ISC licensed them to participate in 
motor sport competitions such as the Formula 
1 championship. The ISC rules provided for 
penalties for breach, including expulsion, which 
would lead to inability to compete, and there-
fore destruction of the trade. Thus, the taxpayer 

company’s trade was defined and governed by 
the ISC rules: the continued ability to generate 
income from Formula 1 racing, and therefore the 
very existence of the trade, was dependent on 
compliance with those rules. In those circum-
stances, the UT’s remark that a deliberate and 
avoidable breach of those rules was not done in 
the course of the trade makes complete sense.

Phone hacking
Readers will no doubt recall that many civil 
damages claims have been brought against 
some newspaper publishing companies, who 
have incurred very large sums in investigat-
ing, defending and settling those claims. Could 
HMRC argue, in reliance on the McLaren Rac-
ing case, that those expenses are not deduct-
ible because phone hacking was not only a civil 
wrong, but was also a breach of the PCC Code 
and a criminal offence punishable with imprison-
ment, and therefore must have been outside the 
scope of the companies’ trades?

In his sentencing remarks in R v Coulson, Saun-
ders J. said that phone hacking was carried out 
in an increasingly competitive market where 
whoever got the best stories and created the 
biggest headlines would sell the most newspa-
pers, so that editors put pressure on journalists 
to get stories for publication with little concern 
for how they got them, and as a result a culture of 
illegal information access (including covert sur-
veillance, going though rubbish bins, and “blag-
ging”, as well as phone hacking) was deployed 
in order to produce stories for publication.

In light of that factual background, in my view, it 
is clearly arguable that phone hacking, although 
unlawful, was not outside the scope of the trade.

In particular, first, it was not one-off or extraor-
dinary conduct. On the contrary, it was a pro-
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longed and long-standing means of obtaining 
information for publication in the newspaper, 
which was approved by the editor as being nec-
essary in order to maintain a competitive edge.

Second, although phone hacking was in breach 
of the PCC Code and the general law, the com-
panies’ trades were not defined and governed 
by a set of rules the breach of which could lead 
to expulsion from the activity of publishing news-
papers and therefore destruction of the trade.

Third, I do not think that conduct can be regard-
ed as outside the scope of a trade merely 
because, viewed objectively, it puts the exist-
ence of the trade at risk. For example, consider 
a professional gambler who regularly places very 
high stakes such that a run of bad luck may well 
lead to his insolvency and the destruction of 
the trade. It could not possibly be argued that 
placing such stakes is outside the scope of the 
trade: on the contrary, that is the very nature of 
his trade. Thus, whether conduct is outside the 
scope of a trade depends on the context of the 
particular trade.

In this connection, although the News of the 
World eventually ceased publication, this was 
not an inevitable or even probable consequence 
of phone hacking; after all, The Mirror contin-
ues to be published. Moreover, as Saunders J’s 
sentencing remarks indicate, editors judged at 
the time that hacking was beneficial, indeed, 
necessary, to the trade, and I do not consider 
that determining the scope of the trade involves 
HMRC or the FTT second-guessing that judge-
ment.

Finally, as already explained above, the mere 
fact that phone hacking was unlawful does not, 
of itself, prevent it from being within the scope 

of the trade. The unlawfulness is a potentially 
relevant factor, but it is not determinative.

It might be argued that this analysis cannot be 
correct because it means that if a reporter were, 
for example, to threaten to beat someone up 
unless he provides information, that too would 
be within the scope of the trade, which is absurd. 
In my view, however, whether the making of such 
a threat is within the scope of a trade depends 
on the context of the trade: if the threat is a one-
off, extraordinary, unauthorised act of a single 
rogue reporter, it may well be regarded as out-
side the scope of the trade, but in the context 
of a trade where the making of such threats is 
a widespread and approved practice, the result 
may well be different. (Of course, a payment 
made to a professional hoodlum to carry out the 
threat would not be deductible if the making of 
the payment is a criminal offence.)

HMRC’s published practice
At BIM38525, HMRC asserts that costs arising 
from a breach of the law, and costs incurred to 
settle an action alleging a breach of the law, are 
not allowable. For the reasons given above, in 
my view that is not correct.

HMRC relies for this proposition on Cattermole 
v Borax & Chemicals Ltd [1949] 31 TC 202, but 
that was just about the non-deductibility of a 
payment made to settle a penalty claim.

At BIM38530, HMRC asserts that the costs of 
civil damages arising as a result of “normal” trad-
ing operations are generally allowable, but civil 
damages arising outside the “normal” course of 
the trade are not allowable. In my view, this too is 
not correct: an expense is deductible if it arises 
from conduct which is within the scope of the 
trade, whether that conduct is “normal” or not. 
I would agree that the “normality” or otherwise 
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of conduct is relevant in determining whether 
it is within the scope of the trade (that is why 
an unlawful act is more likely to be regarded as 
outside the scope of the trade if it is a one-off or 
extraordinary).

HMRC relies for this proposition on Fairrie, v Hall 
[1947] 28 TC 200, but that was a case about 
duality of purpose: the taxpayer brought a libel 
action against a trade rival; his legal costs were 
not deductible because he had a non-trade pur-
pose (the libel action was malicious) as well as 
a trade purpose.

Conclusion
The deductibility of payments by way of com-
pensation and associated legal costs does not 
turn on whether its conduct giving rise to the 
compensation claims was unlawful. In particular, 
the unlawfulness of the conduct cannot of itself 
mean that it falls outside the scope of the trade. 
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1. Types of Business Entities, 
Their Residence and Basic Tax 
Treatment
1.1 Corporate Structures and Tax 
Treatment
The most commonly used business types in the 
United States of America (USA) include:

• sole proprietorships;
• partnerships;
• limited liability companies (LLCs); and
• corporations.

Unlike other jurisdictions, the type of business 
entity selected does not alone determine its US 
federal tax classifications.

Under the “check-the-box” regulations, domes-
tic entities may be classified as corporations, 
partnerships or entities disregarded as sepa-
rate from their owners (a “disregarded entity”). 
A business entity with two or more owners is 
classified either as a corporation or a partner-
ship; and a business entity with only one owner 
is either classified as a corporation or as a dis-
regarded entity. An entity is classified as “per se 
corporation” if it is organised under a US federal 
statute or a US state statute that describes the 
entity as incorporated or as a corporation, body 
corporate or body politic. If an entity does not 
meet any of these requirements, it is an “eligible 
entity” and its classification is elective. Default 
classification rules determine initial classifica-
tion, which can be changed by filing the appro-
priate forms with the Internal Revenue Service 
(IRS); by default, a domestic eligible entity is a 
partnership if it has two or more owners or is a 
disregarded entity if it has a single owner.

In addition, certain entities (such as corpora-
tions and LLCs) can qualify for, and elect to be 

taxed under, certain specialised tax regimes, 
such as those governing S corporations, regu-
lated investment companies (RICs) or real estate 
investment trusts (REITs), provided various 
requirements are satisfied.

Generally, the LLC is the most commonly used 
entity type. LLCs are hybrid entities created 
under state law that are neither partnerships 
nor corporations. From a state law perspective, 
they offer their members protection from per-
sonal liability for the debts of the LLC’s business, 
much like the liability protection that a corpora-
tion offers to its shareholders. From a federal tax 
standpoint, the IRS treats the LLC as an eligible 
entity under the “check-the-box” rules, meaning 
the LLC has flexibility to be classified as either 
a partnership, an association taxable as a cor-
poration (including as an S corporation, RIC or 
REIT) or a disregarded entity depending on its 
business and ownership characteristics.

1.2 Transparent Entities
Partnerships and LLCs (that have elected to 
be taxed as partnerships) are the most com-
monly used “pass-through” entities in the USA 
across industries (including private equity and 
hedge funds). Unlike corporations (other than S 
corporations, RICs or REITs, discussed further 
below), partnerships are not viewed as “taxpay-
ing” entities. Instead, the partners are, generally 
speaking, liable for the federal income tax on 
the income (or loss) derived by the partnership. 
While the determination of income (or loss) for 
the year is determined at the entity level (treat-
ing it as the computational entity), the income 
or loss is allocated to the partners pursuant to 
their respective distributive shares. Accordingly, 
partnerships provide owners significant flexibility 
(within parameters including that the allocations 
have “significant economic effect”) in how items 
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of income and loss are allocated among them-
selves for tax purposes.

Another method of eliminating “entity-level” 
tax is for an entity to qualify for, and elect to 
be taxed as, an S corporation, RIC or REIT. 
While these regimes vary, they share a common 
theme – corporate income of a qualifying entity 
is taxed only to the shareholders, and not to the 
corporation itself (similar to a partnership). Due 
to strict ownership requirements, S corporations 
are available only to US “individual” investors 
and generally involve closely held businesses. 
RICs and REITs, by contrast, can be significantly 
larger and attract different investor bases based 
on the types of assets owned by each such 
entity. For example, REITs are companies that 
own or finance income-producing real estate 
across a range of property sectors, while RICs 
are companies that derive their income primarily 
from passive investment sources (ie, dividends) 
and generally include mutual funds, closed-end 
investment companies and exchange-traded 
funds.

1.3 Determining Residence of 
Incorporated Businesses
There are four classes of “person” for US income 
tax purposes:

• individuals;
• corporations;
• partnerships; and
• trusts and estates.

Under US tax rules, as under most countries’ tax 
systems, such persons are further classified as 
“resident” or “non-resident” based on a variety 
of tests.

For individuals, the US system treats both US 
citizens and resident alien individuals as income 

tax residents. “Resident” aliens are defined using 
two tests, as follows.

• First, lawful permanent residents (ie, US green 
card holders) are residents so long as they 
hold that status.

• Second, other individuals are considered 
residents if they are in the USA under a 
day-count test. Under the day-count test, a 
person is considered a resident if the total 
number of days such person is present in the 
USA in the current year, plus one third of the 
days present in the prior year, plus one sixth 
of the days present in the second prior year, 
equals or exceeds 183 days.

For corporations, the USA generally uses the 
“place of incorporation” rule for determining tax 
residence, under which a corporation is “domes-
tic corporation” if it is created or organised under 
the law of the USA, any US state or the District 
of Columbia. Note that a special set of rules, 
referred to as the “anti-inversion rules”, may in 
limited circumstances cause a non-US corpora-
tion to be treated as a US tax resident.

Generally, partnerships are determined as 
domestic or foreign in the same manner as cor-
porations – ie, based on the jurisdiction of for-
mation. However, as partnerships are not sub-
ject to income tax (see 1.2 Transparent Entities), 
their status as resident or non-resident is largely 
irrelevant for purposes of determining their taxa-
tion (although the jurisdiction of the entity could 
impact on the tax treatment of the partners – eg, 
under a relevant income tax treaty). Trusts are 
classified as “domestic” or “foreign” according 
to whether they have a US trustee and are sub-
ject to US legal jurisdiction, and then are subject 
to tax as “US persons” or non-resident aliens 
according to such status. Although estates do 
not have a formal classification, they tend to 
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be categorised along principles similar to those 
used for trusts.

1.4 Tax Rates
The maximum US corporate income tax rate is 
currently 21%. In addition, US states and local 
governments may levy corporate income taxes 
on the same (or similar) tax base, but such taxes 
are generally deductible from the federal income 
tax base for corporations (subject to certain lim-
itations). Therefore, a corporation operating in 
the US could face a combined tax rate in excess 
of 21%. On average, corporations have paid a 
combined US federal, state and local corporate 
income tax rate of approximately 26%.

The USA also applies a corporate minimum tax 
(effective from 1 January 2023) that generally 
imposes a 15% minimum tax on the financial 
statement income for US corporations (includ-
ing consolidated groups; see 4.4 Transfer Pric-
ing Issues) with financial statement income of 
more than USD1 billion for three taxable years 
(or USD100 million in the case of a US corpora-
tion that is part of a non-US multinational group 
that has combined financial statement income 
of more than USD1 billion).

The fiscal year 2025 will be a transitional one 
from a tax policy perspective, with several sig-
nificant business tax provisions set to change 
(or phase out) beginning at the end of the year. 
Although President Trump did not provide a for-
mal tax plan as part of his 2024 campaign, he 
did discuss – as relevant here – lowering the cor-
porate tax rate from 21% to 20%. In addition, in 
the case of domestic manufacturing, President 
Trump discussed lowering the effective corpo-
rate tax rate from 21% to 15%, which would 
tentatively be achieved through the restora-
tion of the prior domestic production activities 
deduction (DPAD) set at 28.5%. Tax advisers, 

business leaders and individuals alike will need 
to evaluate the potential effect of the tax policies 
proposed by President Trump.

In contrast to corporations, the maximum 
income tax rate for individuals (including individ-
uals invested in certain pass-through entities) is 
37%. Furthermore, US states and local govern-
ments may levy additional taxes on the same (or 
similar) income incurred by such individuals, the 
rate of which fluctuates significantly between the 
various states and municipalities. Additionally, 
some US states and local governments may also 
levy an entity-level tax on the business entity 
notwithstanding its US federal tax classification.

2. Key General Features of the Tax 
Regime Applicable to Incorporated 
Businesses
2.1	 Calculation	for	Taxable	Profits
The US federal income tax is imposed on “tax-
able income”, which is calculated as “gross 
income” reduced by deductions allowed under 
the Internal Revenue Code (the “Code”). Gross 
income is defined as “income from whatever 
source derived”; thus, the USA employs a glob-
al definition of income based on the accretion 
concept, where any accession to wealth (other 
than mere appreciation of asset value with noth-
ing more) constitutes income unless the Code 
expressly excludes it.

Every taxpayer must figure taxable income for 
an annual accounting period called “tax year”. 
The calendar year is the most common tax 
year; however, other tax years can be selected 
(ie, fiscal year). Taxpayers must use a consist-
ent accounting method, which is a set of rules 
for determining when to report income and 
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expenses. The most commonly used account-
ing methods are:

• the cash method (generally used by individu-
als and other small businesses); and

• the accrual method.

Under the cash method, a taxpayer reports 
income in the tax year it receives it, and deducts 
expenses in the tax year in which it pays them.

Under the accrual method, the taxpayer reports 
income in the tax year it earns it (regardless of 
when payment is received) and deducts expens-
es in the tax year incurred (regardless of when 
payment is made).

2.2 Special Incentives for Technology 
Investments
The Code includes a wide variety of credits that 
can help reduce, or fully satisfy, the income tax 
obligations (as well as payroll tax obligations) of 
taxpayers across a variety of industries, and that 
can even simply result in a net payment from the 
government to the taxpayer. These credits have 
many rules regarding who can claim them and 
the timing of when, in what order and how much 
of the credit(s) can be used (or carried forward 
or backward).

Notably, the R&D tax credit provides an incentive 
to invest in R&D (ie, performing activities related 
to the development, design or improvement of 
products, processes, formulas, technology or 
software) by allowing companies to claim cred-
its for spending on certain qualified research 
expenditures (QREs). The R&D tax credit has 
four separate components:

• the regular credit (equal to 20% of QREs 
above a base amount);

• the alternative simplified credit (equal to 14% 
of QREs above half the average of QREs over 
the prior three years);

• the energy research credit (equal to 20% of 
QREs); and

• the basic research credit (equal to 20% of 
QREs above a base amount).

In any year, taxpayers can take the energy 
research credit and the basic research credit, 
along with either the regular credit or the alterna-
tive simplified credit.

In addition to credits, the Code also allows tax-
payers to recover certain types of R&D expenses 
over a specified recovery period (generally five 
years, but which may be extended to 15 years 
in cases of research conducted outside the 
USA). President Trump has discussed eliminat-
ing these R&D amortisation provisions and fully 
restoring the ability for taxpayers to immediately 
expense such costs (as existed under pre-Tax 
Cuts and Jobs Act law).

Additionally, the USA also has a regime that 
offers domestic corporations a deduction for 
“foreign-derived intangible income” (FDII), which 
is an amount that exceeds a deemed return on 
tangible assets. However, rather than being a 
patent box, the deduction for FDII is designed 
to neutralise the effect of global intangible low-
taxed income (GILTI) (see 6.5 Taxation of Income 
of Non-Local Subsidiaries Under Controlled 
Foreign Corporation-Type Rules) to incentivise 
US corporations to allocate intangible income to 
controlled foreign corporations (CFCs).

2.3 Other Special Incentives
In addition to the R&D tax credit (see 2.2 Spe-
cial Incentives for Technology Investments), 
there are several other credits that can provide 
tax benefits in the form of a dollar-for-dollar 
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reduction to tax liability. For example, there are 
a variety of general business credits that can be 
claimed by a broad range of businesses rang-
ing from hiring certain classes of employees (eg, 
the work opportunity and empowerment zone 
employment credits) to utilising certain resourc-
es in the manufacturing process (eg, the renew-
able electricity production credit). Moreover, in 
any year, a taxpayer can choose whether to take 
– as a foreign tax credit (FTC) or as a deduc-
tion of foreign income – war profits and excess 
profit taxes paid or accrued during the tax year 
to any foreign country or US possession. An FTC 
reduces US income tax liability dollar for dollar, 
while a deduction reduces the US income tax 
liability at the marginal rate of the taxpayer.

There are generally limited incentives related to 
inbound investment at the federal level, such 
as the portfolio interest exemption (PIE), bank 
deposit exceptions and trading safe harbours. 
Very generally, the PIe, enables non-residents 
and foreign corporations to invest in certain 
obligations in the USA without being subject to 
US income (or withholding) tax on the interest 
income (see 4.1 Withholding Taxes). The bank 
deposit exception allows non-US investors to 
deposit funds in US banking institutions without 
being subject to US tax on the interest earned, 
provided that the investment meets the statutory 
definition of “deposit” and the funds are held 
by persons carrying on a banking business, or 
certain other supervised institutions.

There also are statutory securities- and com-
modities-trading safe harbours that provide 
exceptions from being treated as engaged in a 
US trade or business for non-US persons trad-
ing in stocks, securities or commodities through 
a resident broker or other agent. Additionally, 
interest income received on certain qualified pri-
vate activity bonds is generally exempt from US 

federal income tax, which enables a business to 
issue the bonds at a lower interest rate.

The aforementioned incentives are not intended 
to represent an exhaustive list of all the benefits 
that are available; however, they do illustrate 
some of the core incentives utilised by busi-
nesses in a range of industry sectors.

2.4 Basic Rules on Loss Relief
Under the US tax system, a taxpayer with 
deductions exceeding gross income can have 
a net operating loss (NOL) that may be carried 
to and deducted in another year. The amount of 
an NOL is equal to the taxpayer’s gross income 
minus deductions, computed with certain modi-
fications. The modifications that must be made 
depend on whether the taxpayer is a corporate 
or non-corporate taxpayer. In addition, special 
rules apply when determining the NOLs of a 
group of corporations filing a US consolidated 
return, which require NOLs to be computed on 
a consolidated basis (see 2.6 Basic Rules on 
Consolidated Tax Grouping).

For NOLs arising in tax years that begin after 
2020, there is no longer a carry-back period, 
except a two-year carry-back for certain NOLs 
attributable to farming losses and NOLs incurred 
by non-life insurance companies. The carry-
forward period is unlimited for NOLs arising in 
post-2017 tax years; however, a 20-year carry-
forward period applies to the NOLs of non-life 
insurance companies and pre-2018 NOLs.

In addition, post-2017 NOLs may only offset 
80% of taxable income; however, this 80% limi-
tation does not apply to non-life insurance com-
panies. Apart from the 80% limitation, certain 
anti-loss trafficking rules may limit a company’s 
NOL utilisation where there has been a sufficient 
change of ownership.
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Individual taxpayers may offset capital gains 
with capital losses and, if such losses exceed 
the gains, ordinary income up to USD3,000 per 
year. Individuals may carry unused capital losses 
forward indefinitely. In contrast, corporate tax-
payers may only offset capital gains with capital 
losses and may carry unused capital losses back 
three years and forward five years.

2.5 Imposed Limits on Deduction of 
Interest
In 2017, the USA passed legislation that limits 
the deductibility of business interest expense. 
Under these rules, a taxpayer’s interest expense 
for any year is limited to the sum of:

• business interest income; plus
• 30% of adjusted taxable income (which, for 

2022 and onwards, is generally equal to EBIT, 
rather than EBITDA); plus

• floor plan financing.

Any interest disallowed can be carried forward 
indefinitely and deducted in subsequent years. 
While certain taxpayers are exempt from this 
limitation (eg, certain small taxpayers and real 
property businesses), it applies regardless of 
whether related-party debt is involved, regard-
less of whether the debt is incurred by a sole 
proprietor, a corporation or a pass-through 
entity and regardless of whether the taxpayer is 
thinly capitalised. Recently, as part of President 
Trump’s 2024 campaign, he discussed having 
the business interest deduction once again be 
based on EBITDA, rather than EBIT, which, if 
implemented, would enable taxpayers to deduct 
more business interest expense going forward.

Other rules also exist that have the potential to 
limit or deny interest deductions (eg, interest on 
certain applicable high-yield debt instruments).

In addition to the foregoing rules, the USA has 
also introduced two “anti-hybrid” rules which, if 
applicable, generally deny US tax deductions in 
certain situations involving entities and payments 
of interest, royalties or dividends, if such enti-
ties or payments are treated differently under US 
and foreign tax laws and if such different treat-
ment results in double taxation. Furthermore, 
rules provided in tax regulations can recharac-
terise debt between related parties as “stock 
or equity” instrument if such indebtedness is 
issued in certain related-party transactions (see 
5.7 Constraints on Related-Party Borrowing). 
These rules are specifically designed to target 
earnings-stripping transactions.

2.6 Basic Rules on Consolidated Tax 
Grouping
The Code and tax regulations (and several US 
states) allow a group of US corporations to file 
a consolidated federal income tax return, which 
effectively allows the profits of one group mem-
ber to be offset by the losses of another group 
member.

The consolidated return rules, which are mostly 
in the tax regulations, are very detailed and com-
plex. Very generally, certain US entities classi-
fied as corporations for US federal income tax 
purposes may elect to join in filing a consoli-
dated return if they are members of an “affiliated 
group”. An affiliated group is generally one or 
more chains of corporations connected through 
stock ownership with a common parent corpora-
tion, which must satisfy certain detailed stock-
ownership rules with respect to the subsidiary 
corporations (generally requiring at least 80% 
ownership measured by voting power and val-
ue, but disregarding certain debt-like preferred 
stock). Sales, dividends and other intercompany 
transactions between group members are gen-
erally deferred until a transaction occurs with 
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a non-member (or when a member leaves the 
group). Groups of corporations filing consolidat-
ed returns are subject to various special rules, 
such as:

• rules on intercompany transactions;
• loss disallowance rules;
• loss-sharing rules;
• several liability among members of the group 

with respect to federal income taxes; and
• basis adjustments with respect to subsidiary 

member stock.

Regarding losses, a consolidated group is 
required to determine its NOL on a consolidated 
basis. For this purpose, the separate income and 
loss of each member is determined without tak-
ing into account any separate NOL deduction. 
Separate member income and losses are then 
aggregated and taken into account in determin-
ing the group’s NOL for that year – meaning 
that the positive net income of some members 
is netted against the NOLs of other members to 
determine whether, on a net basis, the group has 
an NOL. In addition to certain general anti-loss 
trafficking rules (see 2.4 Basic Rules on Loss 
Relief), certain loss disallowances apply only to 
consolidated groups.

2.7 Capital Gains Taxation
For corporate taxpayers, gains from the dispo-
sition of capital assets are subject to regularly 
applicable tax rates, and losses from the dispo-
sition of capital assets may only offset capital 
gains (see 2.4 Basic Rules on Loss Relief).

The Code includes various non-recognition 
provisions under which a built-in gain may be 
deferred (or in the case of a tax-free subsidi-
ary spin-off, eliminated) rather than recognised 
and included in taxable income in the speci-

fied transaction. For example, such provisions 
include:

• like-kind exchanges of real property;
• involuntary conversion; and
• certain corporate reorganisations such as 

mergers, stock sales or liquidations.

In addition, the 2017 tax reform introduced a 
regime under which taxpayers may defer or par-
tially eliminate certain capital gains by investing 
in “qualified opportunity fund” located in any of 
the “qualified opportunity zones” enumerated by 
the IRS.

2.8 Other Taxes Payable by an 
Incorporated Business
Various other transaction taxes may apply at 
the state and local levels. For example, most 
US states impose an ad valorem real property 
transfer tax. In addition, beginning on 1 January 
2023, stock repurchases or redemptions of more 
than USD1 million by a US corporation (and in 
certain cases, a non-US corporation) that has 
stock traded on an established securities market 
will be subject to a 1% US federal excise tax.

2.9 Incorporated Businesses and 
Notable Taxes
Various other taxes may apply in addition to the 
taxes discussed elsewhere in this chapter, such 
as:

• the federal excise tax imposed on insurance 
and reinsurance premiums paid to non-US 
persons;

• the federal excise tax on certain stock repur-
chases or redemptions (see 2.8 Other Taxes 
Payable by an Incorporated Business);

• social security; and
• Medicare tax and unemployment tax imposed 

on employers.
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In addition, US states and local governments 
impose various other direct taxes (ie, franchises 
tax) and indirect taxes (ie, excise taxes, mort-
gage recording taxes, telecommunications tax-
es or insurance premium taxes) that may vary 
greatly between such US states.

3. Division of Tax Base Between 
Corporations and Non-Corporate 
Businesses
3.1 Closely Held Local Businesses
As noted in 1.1 Corporate Structures and Tax 
Treatment, the LLC (a hybrid-type entity) is the 
most commonly used entity type in the USA. 
This is because it not only affords liability pro-
tection for its members (similar to the protec-
tion that a corporation offers its shareholders) 
but also permits significant flexibility from a tax-
planning perspective. Specifically, an LLC, as an 
eligible entity, can generally elect to be classi-
fied for federal tax purposes as a corporation, 
a partnership or a disregarded entity depending 
on its ownership. That said, by default LLCs are 
generally taxed like sole proprietorships or part-
nerships, meaning the owners are considered 
self-employed and generally are required to pay 
self-employment tax on all business profits.

Another popular form is the S corporation. As 
noted in 1.2 Transparent Entities, S corpora-
tions are generally exempt from a federal income 
tax (meaning that any income is taxed only at 
the individual level) and, notably, provide cer-
tain self-employment tax benefits to their owners 
that are generally not available to other types of 
entities. Along with the tax advantages, S cor-
porations enjoy the same protection from liability 
offered by corporation status. There are, how-
ever, a number of stipulations for operating as 
an S corporation that may disqualify or disincen-

tivise a business seeking S corporation status. 
Perhaps the most important are the strict limits 
around shareholders, which are restricted large-
ly to US individuals. Furthermore, unlike other 
types of pass-through entities (ie, partnerships), 
S corporations do not have flexibility when it 
comes to the allocation of income.

3.2 Individual Rates and Corporate Rates
Corporations in the USA are subject to what is 
referred to as the classic regime of corporate 
taxation. Specifically, corporations (other than 
certain types of corporations qualifying under 
special tax regimes – see 1.1 Corporate Struc-
tures and Tax Treatment and 1.2 Transpar-
ent Entities) are for the most part regarded as 
entirely separate legal entities and, as such, are 
subject to tax on their income; and sharehold-
ers are considered to receive income fully sub-
ject to tax when they receive distributions from 
corporations that are out of corporate earnings 
and profits (E&P). Thus, in the USA, corporate 
income is taxed twice, once at the entity level 
and again at the shareholder level when earnings 
are distributed; as a result, such system gener-
ally prevents individuals from earning income at 
solely corporate rates.

As discussed in 1.1 Corporate Structures and 
Tax Treatment and 1.2 Transparent Entities, 
certain types of corporate entities (ie, S corpo-
rations, REITs and RICs) provide a mechanism 
of avoiding corporate-level tax where various 
requirements are satisfied.

3.3 Accumulating Earnings for 
Investment Purposes
The retention of profits may trigger additional 
tax liability, such as the accumulated earnings 
tax (AET) (ie, a 20% penalty tax) imposed on 
corporations formed or availed for the purpose 
of avoiding the income tax with respect to their 
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shareholders, or the personal holding company 
(PHC) tax (ie, a 20% tax on undistributed PHC 
income) imposed on corporations that mainly 
derive passive-category income and the major-
ity of which is owned by five or fewer individuals.

Notably, the PHC tax contrasts with the AET in 
several respects. First, if the requirements of the 
PHC tax are met, it applies automatically – there 
is no “intent” element that the government must 
establish. Second, if the PHC tax applies, the 
corporation must self-assess the tax by making 
certain filings with its annual tax return – failure 
to do so may subject it to additional penalties 
(ie, the AET is imposed by the IRS upon audit).

3.4 Sales of Shares by Individuals in 
Closely Held Corporations
For US individuals, gains from the disposition of 
capital assets (ie, shares) held for more than one 
year (ie, long-term capital gains) are subject to 
preferential capital gains tax rates – losses from 
the disposition of capital assets may offset capi-
tal gains and, if they exceed such gains, ordinary 
income up to USD3,000 per year. Any unused 
capital losses can be carried forward indefinitely.

Distributions by a corporation to individual 
shareholders are taxed as “dividends” only to the 
extent that they are paid out of the corporation’s 
current or accumulated E&P. Dividends received 
from domestic and certain qualifying foreign cor-
porations received by individual shareholders 
(“Qualified Dividends”) may be taxed at a prefer-
ential tax rate or, if not Qualified Dividends, then 
at regular individual tax rates. If the corporation 
has no E&P (or if the distribution exceeds the 
corporation’s E&P), the individual shareholder 
will be allowed to treat the distribution (or the 
excess, in the latter case) as a return of capital, 
to the extent of the shareholder’s basis in the 

stock. Any distribution in excess of basis will be 
treated as gain from the sale of stock.

US-sourced dividend income generally consti-
tutes fixed or determinable annual or periodic 
gains, profits and income (collectively referred 
to as FDAP) (see 4.1 Withholding Taxes) and is 
subject to a 30% withholding tax if paid to a non-
US tax resident, unless reduced by an applicable 
treaty. Gains from the sale of stock by a non-US 
tax resident are generally treated as giving rise 
to foreign-sourced income and, as such, are not 
subject to US tax.

3.5 Sales of Shares by Individuals in 
Publicly Traded Corporations
Individuals (both US residents and non-US resi-
dents) are generally subject to the same rules 
discussed in 3.4 Sales of Shares by Individuals 
in Closely Held Corporations with respect to 
dividends from, and gain on, shares in publicly 
traded corporations.

4. Key Features of Taxation of 
Inbound Investments

4.1 Withholding Taxes
Non-US tax residents are generally taxed in the 
USA on FDAP income (ie, interest, dividends 
and royalties), to the extent that such items of 
income are not effectively connected with the 
conducting of a US trade or business or attribut-
able to a permanent establishment. Such FDAP 
income is subject to a 30% gross basis tax that 
is enforced by withholding at the source, unless 
such tax is reduced by exemption or an applica-
ble income tax treaty.

Notably, the PIe, generally exempts, from the 
otherwise applicable withholding tax previously 
discussed, interest paid on registered obliga-
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tions held by non-US persons who own less than 
10% of the voting power of the payer. The PIe, is 
subject to various requirements and exceptions 
– for example, it is not available to:

• banks receiving interest on ordinary-course 
loans; and

• certain CFCs.

Special withholding rules also apply in the cases 
of:

• dispositions of US real property interests; and
• partnerships (with foreign partners) having 

effectively connected income.

Dispositions of US real property interests are 
generally subject to the FIRPTA withholding 
rules, which generally require the transferee to 
withhold 15% on the total amount realised by 
the foreign person on such disposition (see 5.3 
Capital Gains of Non-Residents). Partnerships 
(foreign or domestic) having income effective-
ly connected with a US trade or business (or 
income treated as effectively connected) gener-
ally must pay a withholding tax on the effectively 
connected taxable income that is allocable to 
its foreign partners. The tax rate for such with-
holding varies depending on whether the foreign 
partner is a corporation or an individual. Cur-
rently, the withholding tax rate for effectively 
connected income allocable to non-corporate 
foreign partners is 37%, and is 21% for corpo-
rate foreign partners.

4.2 Primary Tax Treaty Countries
The USA currently has 58 income tax treaties in 
force covering 66 jurisdictions. While most US 
income tax treaties provide reduced rates for 
dividends (with reduced rates generally ranging 
from 10% to 25%) and for interest (with reduced 
rates generally ranging from 0% to 17.5%), for-

eign investors generally must satisfy certain 
ownership, income and other requirements 
before such beneficial rates can be obtained. Of 
note, on 19 December 2023, the US Department 
of the Treasury announced the entry into force of 
the tax treaty between the USA and Chile. The 
USA-Chile treaty is only the second comprehen-
sive bilateral tax treaty that the USA has with 
a South American country (the other country 
being Venezuela). In addition, the USA-Hungary 
income tax treaty was terminated, effective on 8 
January 2023. However, in accordance with Arti-
cle 26 (Termination) of the convention, the treaty 
ceased to have effect with respect to tax with-
held at source on amounts paid or credited on or 
after 1 January 2024. For other taxes, the treaty 
ceased to have effect with respect to taxable 
periods beginning on or after 1 January 2024.

Furthermore, because most US income tax trea-
ties include “limitation on benefits” article as well 
as other anti-treaty shopping provisions (see 4.3 
Use of Treaty Country Entities by Non-Treaty 
Country Residents), foreign investors are some-
what limited as to which treaty country can be 
used to facilitate such investment (ie, as some 
amount of substance in such jurisdiction is gen-
erally required).

4.3 Use of Treaty Country Entities by 
Non-Treaty Country Residents
Most US income tax treaties in force include 
“limitation on benefits” article and, in addition, 
those treaties may contain other anti-treaty 
shopping provisions. The 2016 US Model 
Income Tax Convention includes:

• the “limitation on benefits” article, which pre-
vents residents of third-country jurisdictions 
from obtaining benefits under a treaty;

• “triangular branch” provision, which limits 
treaty benefits for income attributable to a 
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third-country permanent establishment if little 
or no tax is paid in the permanent establish-
ment’s jurisdiction;

• the “special tax regime” concept, which 
denies treaty benefits for items of income 
subject to a preferential tax regime; and

• a limitation that denies treaty benefits for cer-
tain payments made by expatriated entities.

Two of the most significant income tax treaties 
that do not include either “limitation on benefits” 
article or a triangular branch provision are the 
treaties with Hungary and Poland. However, 
new treaties that include both such provisions 
are currently awaiting US Senate approval to 
replace these treaties.

In addition to the “limitation on benefits” provi-
sions, certain US income tax treaties also contain 
“anti-hybrid” provisions (such as in the “residen-
cy” article) that address a taxpayer’s entitlement 
to treaty benefits for amounts derived through or 
paid by a hybrid entity – that is, an entity charac-
terised as fiscally transparent in one jurisdiction 
and fiscally opaque in another. For example, an 
item of income may not be treated as “derived 
by” treaty resident if it is derived by the resi-
dent through an entity that is not resident in the 
same country as its owner(s) (the entity could 
be resident either in the source country or in a 
third country) and that is not treated as fiscally 
transparent in the owner’s country of residence.

4.4 Transfer Pricing Issues
Specifically, the Code authorises the IRS to 
adjust items of income, deductions, credits or 
allowances of commonly controlled taxpayers to 
prevent tax evasion. The applicable standard in 
examining intercompany transactions is that of 
“taxpayer dealing at arm’s length with an uncon-
trolled taxpayer” (ie, the arm’s length standard), 
which generally is met if the results of the trans-

action are consistent with the results that would 
have been realised if uncontrolled taxpayers 
had engaged in a comparable transaction under 
comparable circumstances. The US tax regula-
tions include detailed rules regarding how such 
standards may be met.

If the IRS exercises its adjustment authority, 
the taxpayer bears the burden of proof to show 
that the arm’s length standard was met; and, 
depending on the circumstances, taxpayers 
may be subjected to adverse penalties for non-
compliance. Consequently, it is recommended 
that taxpayers routinely maintain robust, con-
temporaneous documentation to support their 
transfer pricing practices given that valuation 
misstatement penalties and reporting penalties 
may apply.

The USA’s aggressive transfer pricing regime 
has caused controversy with some of its trading 
partners, not all of whom have agreed with the 
USA’s interpretation of this arm’s length stand-
ard. The tax regulations, together with a greater 
level of enforcement activity, have resulted in 
an increasing number of transfer pricing issues 
being considered through the competent author-
ity process under the mutual agreement article 
of tax treaties concluded between the USA and 
most of its major trading partners.

4.5 Related-Party Limited Risk 
Distribution Arrangements
A typical limited risk distributor (LRD) agreement 
may provide for the LRD to earn a predictable, 
fixed margin and for all residual profit or loss to 
inure to the principal. While the LRD agreement 
may provide for the principal to bear most of 
the LRD’s costs and risks in the ordinary course 
of business, tax authorities might challenge 
whether the agreement should be respected 
based on such agreement’s compliance with the 
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transfer pricing rules and regulations, especially 
in circumstances (eg, the impacts of COVID-19) 
where significant deviations from the arm’s 
length standard arise (see 4.4 Transfer Pricing 
Issues).

4.6 Comparing Local Transfer Pricing 
Rules and/or Enforcement and OECD 
Standards
Local transfer pricing rules and/or enforcement 
are generally consistent with OECD standards. 
That said, the OECD standards are generally less 
restrictive concerning market penetration strat-
egies than the US regulations, which require a 
very extensive factual showing and documenta-
tion. Additionally, unlike the more restrictive US 
rules, OECD standards generally do not include 
specific rules for establishing (or benchmarking) 
an appropriate arm’s length range.

Moreover, the primary focus of the US regula-
tions is on whether a taxpayer has reflected 
arm’s length results on its US income tax return, 
rather than focusing on the method and proce-
dures used to set such prices. The OECD stand-
ards, by contrast, focus significantly less on 
results and more on whether the transfer prices 
were established using an arm’s length manner; 
this therefore places considerable emphasis on 
factors known by the taxpayer at the time the 
transfer prices were established.

Finally, while the OECD standards acknowl-
edge that penalties may play a legitimate role in 
improving tax compliance in the transfer pricing 
areas, they do not provide for any such pen-
alty regime. In contrast, the US system employs 
a detailed penalty regime that includes both 
transaction penalties and net adjustment penal-
ties (that escalate depending on the severity of 
the transfer pricing deviations and/or tax return 
results).

4.7 International Transfer Pricing 
Disputes
The USA participates in the OECD Internation-
al Compliance Assurance Programme (ICAP). 
Accordingly, the procedures the USA takes to 
handle any international transfer pricing disputes 
are generally consistent with those set forth in 
the ICAP. In addition, enhanced engagement 
programmes, such as advance pricing agree-
ments (APAs), mutual agreement procedures 
(MAPs) and other avenues, are available mecha-
nisms in the USA for preventing and/or resolving 
transfer pricing disputes.

With respect to APAs, the USA was the first 
country to issue a formal, comprehensive set of 
procedures relating to the issue of binding APAs 
dealing with the application of the arm’s length 
standard to intercompany transfer prices. The 
effect of an APA is to guarantee that the IRS will 
regard the results of the transfer pricing method 
as satisfying the arm’s length standard if the tax-
payer complies with the terms and conditions 
of the APA. In addition, when a taxpayer and 
the IRS enter into an APA, the US competent 
authority will, upon a request by the taxpayer, 
attempt to negotiate a bilateral APA with the 
competent authority of the treaty country that 
would be affected by the transfer pricing meth-
odology. The IRS has encouraged taxpayers to 
seek such bilateral APAs through the US com-
petent authority.

Furthermore, MAP arbitration is also available 
under most US tax treaties. Taxpayers should 
consult the MAP article under the applicable US 
tax treaty to determine whether it is an arbitra-
tion treaty and the extent to which mandatory 
arbitration applies under such treaty. Gener-
ally, US tax treaties contain a provision which 
would oblige the USA to make corresponding 
adjustments or to grant access to the MAP with 
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respect to the economic double taxation that 
may otherwise result from a primary transfer 
pricing adjustment (ie, paragraph 2 of Article 9 
of the OECD Model Tax Convention, or the UN 
Model Double Taxation Convention, is included 
in the USA’s tax treaties under the Advance Pric-
ing and Mutual Agreement Program).

While the provisions contained in these US tax 
treaties do not require the competent authori-
ties to reach an agreement eliminating double 
taxation, such treaties do require that the com-
petent authority make a good faith effort to reach 
such an agreement. Thus, there is no guarantee 
that competent authority assistance will result 
in the elimination of double taxation in every 
case; however, the vast majority of cases are 
concluded with an agreement that avoids double 
taxation.

5. Key Features of Taxation of Non-
Local Corporations

5.1 Compensating Adjustments When 
Transfer Pricing Claims Are Settled
Generally, compensating adjustments are 
allowed/made. A taxpayer may file a competent 
authority request with respect to a US federal 
court’s final determination of its tax liability, but 
only for the purpose of seeking correlative relief 
from a foreign competent authority. Such final 
determinations include litigation settlements 
with the Office of Chief Counsel or the Depart-
ment of Justice. If it accepts such a request, 
the US competent authority will seek correlative 
relief from the foreign competent authority only 
for the amount of such final determination and 
will not authorise competent authority repatria-
tion.

5.2	 Taxation	Differences	Between	Local	
Branches and Local Subsidiaries of Non-
Local Corporations
Generally, local branches are not taxed differ-
ently. The imposition of corporate income tax 
on effectively connected income (ECI) is the 
equivalent of the tax that would be imposed if a 
US trade or business were incorporated as a US 
subsidiary of a foreign corporation, rather than 
an unincorporated operation. A US subsidiary 
of a foreign corporation would normally pay a 
30% tax on dividends distributed to the foreign 
corporation (without an applicable tax treaty).

To achieve a similar tax result, the foreign cor-
poration is made liable for a 30% tax computed 
on its dividend equivalent amount (DEA). This 
is referred to as “branch profits tax” (BPT), 
although it is imposed on most income that is 
effectively connected to a trade or business, 
even if formally there is no established branch. 
Thus, the BPT substitutes for the taxation of the 
foreign corporation’s shareholders while ensur-
ing that US income is taxed twice, in accordance 
with the US two-tier system for taxing corporate 
profits (see 3.2 Individual Rates and Corporate 
Rates).

5.3 Capital Gains of Non-Residents
Generally, capital gains from sales of stocks or 
bonds (ie, personal property) by non-US resi-
dents are exempt from US taxation and with-
holding (ie, as the residence of the seller gener-
ally determines whether such gain is foreign- or 
US-source). This rule, however, is supplanted to 
the extent that the stock constitutes “US real 
property interest” (USRPI), which includes an 
interest in stock of “US real property holding 
corporation” (USRPHC). A USRPHC is gener-
ally a US corporation that holds US real property 
whose fair market value is at least 50% of the fair 
market value of all its real property and assets 
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used in its trade or business. This regime is col-
loquially referred to as FIRPTA as it was enacted 
by the Foreign Investment in Real Property Tax 
Act.

If applicable, such tax is enforced by a with-
holding regime that generally requires buyers 
to withhold 15% of the fair market value of the 
disposed USRPI. Sellers of corporate stock may 
generally provide a certification by the corpo-
ration upon sale that the corporation is not a 
USRPHC and may thus avoid FIRPTA tax and 
withholding (although the IRS is not bound by 
the certification). Publicly traded corporations 
are subject to certain exceptions from both the 
substantive tax and withholding requirements.

5.4 Change of Control Provisions
There are, in general, no specific indirect transfer 
rules, nor any specific indirect change-of-control 
provisions that should be subject to local taxa-
tion.

5.5 Formulas Used to Determine Income 
of	Foreign-Owned	Local	Affiliates
To the extent goods or services are provided to 
related parties, transfer pricing principles apply 
(see 4.4 Transfer Pricing Issues). Specifically, 
taxpayers are required to apply the arm’s length 
standard in establishing compensation amounts 
for the provision of intercompany goods and/or 
services. Accordingly, if one member of a group 
of related entities provides goods or services 
for the benefit of (or on behalf of) another group 
member without charge or at a non-arm’s length 
charge, the IRS can make appropriate realloca-
tions to reflect an arm’s length charge for those 
goods or services. If the services benefit more 
than one group member, the IRS bases the allo-
cation on the relative benefit intended for each 
group member when the services are performed.

These rules generally stipulate that taxpayers 
must apply one of six specified transfer pricing 
methods in evaluating the appropriateness of 
their intercompany services transactions. The six 
specified transfer pricing methods include three 
transactional approaches (ie, CUSPM, GSMM 
and CSPM), two profit-based approaches (ie, 
CPM and PSM) and a cost-based safe harbour 
(ie, SCM).

5.6 Deductions for Payments by Local 
Affiliates
Management fees between controlled taxpayers 
are subject to US transfer pricing principles (see 
4.4 Transfer Pricing Issues and 5.5 Formulas 
Used to Determine Income of Foreign-Owned 
Local	Affiliates). As discussed previously, enti-
ties should be charging an arm’s length fee for 
the services they provide; and, if this standard is 
not met, the situation can become exacerbated 
for tax purposes if the foreign subsidiaries are 
profitable in their home country while the US 
business is reflecting losses (meaning that the 
expenses in the USA are really supporting the 
foreign operations).

In such circumstances, the IRS has the power 
to reallocate income and deductions between 
such parties in order to reflect what it believes to 
be the true economic nature of the cross-border 
activity; and, depending on the adjustments, a 
penalty can be imposed on an underpayment of 
taxes that results from improper management 
and administrative expenses incurred.

5.7 Constraints on Related-Party 
Borrowing
The Code and tax regulations contain rules that 
broadly impact on the tax treatment of certain 
related-party debt issued by US corporate bor-
rowers to certain related parties (including non-
local affiliates) (the “Debt Recast Rules”). Gen-
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erally, the intention of these rules is to prevent 
erosion of the US tax base through placement 
of debt owed by a US corporation to a foreign 
affiliate; and, if applicable, they have the effect 
of recharacterising certain related-party debt as 
equity to eliminate US tax deductions on interest 
payments.

The Debt Recast Rules generally apply to debt 
issued in connection with certain enumerated 
transactions (“Specified Transactions”). Speci-
fied Transactions include:

• distributions within an expanded group;
• asset acquisitions from within the expanded 

group; and
• stock acquisitions within the expanded group.

In addition, the Debt Recast Rules also contain 
certain presumptions (such as related to the per 
se funding rule) that further expand the scope 
and applicability of the Debt Recast Rules. While 
the Debt Recast Rules are exceedingly complex, 
it should be noted that they contain many mate-
rial exceptions that can mitigate or prevent the 
applicability of such rules in a broad range of 
cases.

6. Key Features of Taxation 
of Foreign Income of Local 
Corporations
6.1 Foreign Income of Local 
Corporations
The USA taxes its citizens and residents (includ-
ing domestic corporations) on their worldwide 
income directly earned from whatever source 
derived, which is generally taxed at a 21% rate 
(see 1.4 Tax Rates). As described in later sec-
tions (see 6.3 Taxation on Dividends From For-
eign Subsidiaries), a special set of rules applies 

to income earned through a foreign subsidiary. 
That said, the USA generally permits an FTC (or 
deduction) against US income tax for taxes that 
are properly paid to other countries on income 
sourced to such other countries (see 2.3 Other 
Special Incentives).

In addition, US taxpayers are generally permit-
ted to utilise foreign losses to offset US-source 
income subject to certain recapture rules (see 
6.2 Non-Deductible Local Expenses). The 
USA’s “worldwide” system of taxation is in 
stark contrast to many foreign jurisdictions that 
impose a territorial tax regime, which generally 
excludes (or exempts) the profits earned by non-
local companies.

6.2 Non-Deductible Local Expenses
The USA generally taxes US persons on their 
worldwide income, including their foreign tax-
able income. If a taxpayer’s losses (including 
deductions and expenses) from foreign sources 
exceed its foreign-source income, the excess, 
which is referred to as an overall foreign loss, 
can be used to reduce US-source income and, 
as such, the effective rate of tax on such income. 
In a subsequent year, however, the full allowance 
of an FTC may result in a double-tax benefit. To 
eliminate this benefit, foreign losses (claimed in 
a prior year) are recaptured by treating a portion 
of the foreign-source income in the later year as 
US-source income.

6.3 Taxation on Dividends From Foreign 
Subsidiaries
When a CFC makes a distribution to its US 
shareholder, the nature and character of that 
distribution must be determined. Specifically, 
whether the CFC has any E&P must be deter-
mined, as must the character of the E&P. If E&P 
exists, a distribution is generally sourced from 
the CFC in the following order:
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• previously taxed E&P (PTEP) (ie, the E&P of a 
CFC attributable to income that has already 
been included in the gross income of a US 
shareholder);

• not previously taxed E&P (non-PTEP) (ie, the 
E&P of a CFC that has not been included in a 
US shareholder’s gross income);

• return of capital; and
• capital gain.

Generally, PTEP distributions are excluded from 
a shareholder’s gross income. However, a US 
shareholder must reduce its basis in its CFC 
stock by the amount of such PTEP distribution 
and, if a PTEP distribution exceeds stock basis, 
the excess results in capital gain. In contrast, 
non-PTEP distributions are included in a share-
holder’s gross income.

Notably, however, certain corporate sharehold-
ers may be eligible for a full dividends-received 
deduction (DRD) provided certain requirements 
are satisfied. The DRD, however, is not permitted 
for dividends received from tax-exempt organi-
sations, certain entities subject to specialised 
tax regimes, or for certain hybrid dividends (or 
if certain holding period requirements are not 
satisfied). “return of capital” distribution is not 
a taxable event to the recipient US shareholder.

Finally, if a distribution exceeds the amount of 
non-PTEP and the US shareholder’s basis in its 
CFC stock, any excess generally gives rise to a 
capital gain.

6.4 Use of Intangibles by Non-Local 
Subsidiaries
The use of intangible property (including trans-
fers or licences of such intangible property) are 
subject to US transfer pricing principles and oth-
er provisions of the Code (see 4.4 Transfer Pric-
ing Issues and 5.5 Formulas Used to Determine 

Income	 of	 Foreign-Owned	 Local	 Affiliates), 
which require that arm’s length compensation 
and/or consideration be furnished. Regarding 
transfers or licences of intangible property, the 
income must be commensurate with the income 
attributable to the intangible. In this regard, the 
IRS has authority to mandate the method used 
to value transfers of intangible property (in the 
context of outbound transfers and intercom-
pany pricing allocations) as well as to require 
that the valuation of such transfers be made on 
an aggregate basis (or on the basis of the real-
istic alternative principle if the IRS determines 
that such method constitutes the most reliable 
means of valuation of such transfers).

Certain special rules apply for outbound trans-
fers of intangible property (eg, intellectual prop-
erty) by a US person to a foreign corporation in 
certain specified transactions. Generally, under 
these rules, when a US person transfers intan-
gible property to a foreign corporation in an 
otherwise tax-free exchange under US tax law, 
the US transferor is treated as having sold the 
intangible property in exchange for annual royal-
ty payments over the useful life of the intangible 
property (or a lump sum payment in the case of 
a disposition of the intangible property following 
the initial outbound transfer). The US transferor 
treats such annual inclusion and lump sum as 
ordinary income and royalties for purposes of 
determining source and the FTC limitation cat-
egory.

6.5 Taxation of Income of Non-Local 
Subsidiaries Under Controlled Foreign 
Corporation-Type Rules
A foreign corporation is a CFC if US shareholders 
(ie, US resident persons that directly, indirectly 
or constructively own at least 10% of the vote or 
value of the foreign corporation) own stock that 
represents more than 50% of the vote or value 
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in such corporation. In addition, application of 
certain attribution rules may deem (for example) 
sister companies to be constructive CFCs. The 
two major consequences of CFC classification 
are that its 10% US shareholders must include 
in income:

• their pro rata share of the CFC’s “subpart F 
income” (generally passive-category income 
such as dividends, interest, royalties, capital 
gains or “foreign base company income”) and

• their GILTI, which is generally the excess of 
the shareholders’ pro rata share of the CFC’s 
gross income (reduced by certain items) over 
a 10% deemed return on the CFC’s aggre-
gate adjusted bases of depreciable tangible 
property used in the CFC’s trade or business.

US corporations are generally taxed on GILTI 
at a preferential tax rate (currently ranging from 
10.5% to 13.125%, but expected to increase 
to a range of 13.125% to 16.406% starting in 
2026), and amounts taken into account in deter-
mining subpart F income are disregarded in cal-
culating GILTI.

In addition, a foreign corporation with predomi-
nantly passive-category income or assets may 
be classified as “passive foreign investment 
company” (PFIC), which may subject its own-
ers to several onerous consequences, but which 
may generally be ameliorated by certain elec-
tions.

The USA imposes worldwide taxation on US 
business entities, and a foreign branch is not 
considered an entity separate from its owner. As 
such, foreign branch income is deemed to be 
derived directly by its US corporate owner and is 
subject to corporate income tax on a net basis. 
Branch income is generally determined based 
on the income reflected in the foreign branch’s 

separate books and records, and the US home 
office is allowed an FTC on taxes paid in the 
branch’s jurisdiction (subject to certain limita-
tions and “basketing” rules).

6.6 Rules Related to the Substance of 
Non-Local	Affiliates
There are various US judicially developed doc-
trines that are designed to look beyond the form 
of a transaction and disallow otherwise appli-
cable tax benefits if the transaction violates 
the spirit of the law (see 7.1 Overarching Anti-
Avoidance Provisions). Furthermore, the limita-
tion on benefits and other anti-treaty shopping 
provisions contained in US tax treaties generally 
look at the “substance” of a non-local affiliate in 
such jurisdiction in determining whether the ben-
efits afforded by such treaty may apply (see 4.3 
Use of Treaty Country Entities by Non-Treaty 
Country Residents).

6.7 Taxation on Gain on the Sale of 
Shares	in	Non-Local	Affiliates
A US corporation that is a US shareholder of a 
CFC will recognise a portion of any gain on the 
sale or exchange of stock in a CFC as a divi-
dend, generally to the extent of the E&P in the 
CFC that are attributable to the stock sold or 
exchanged. In the case of the sale or exchange 
by a US corporation of stock in CFC held for 
one year or more, any amount received by the 
US corporation that is treated as a dividend may 
also qualify for exemption under the DRD rules 
(see 6.3 Taxation on Dividends From Foreign 
Subsidiaries) to the extent that the sale does not 
result in an “extraordinary reduction” under the 
applicable rules. In the case of an extraordinary 
reduction, certain elections can be made (either 
solely by a buyer of the CFC stock or by both 
the buyer and the US shareholder of the CFC) 
to ensure qualification for the exemption under 
the DRD rules.



UsA  Law aNd PraCTiCE
Contributed by: Devon M Bodoh, Greg W Featherman, Joseph M Pari, Alexander P Dobyan and Grant S Solomon, 
Weil, Gotshal & Manges LLP 

895 CHAMBERS.COM

Furthermore, if a CFC sells or exchanges stock 
of a lower-tier CFC and any gain is treated as a 
dividend (similar to the rules noted above), the 
foreign-source portion of that dividend will be 
treated as subpart F income of the selling CFC 
for which a US shareholder may be permitted 
a DRD.

7. Anti-Avoidance

7.1 Overarching Anti-Avoidance 
Provisions
There are various judicially developed doctrines 
that are comparable to a general anti-abuse 
rule, such as the “substance over form”, “step 
transaction”, “economic substance”, “business 
purpose” and “sham transaction” doctrines. All 
these doctrines generally serve a similar pur-
pose: to look beyond the form of a transaction 
and disallow otherwise applicable tax benefits if 
the transaction violates the spirit of the law. In 
addition, the economic substance doctrine was 
added to the Code and carries with it a 20% non-
compliance penalty, which can be increased to 
40% if the transaction is not properly disclosed.

Apart from the judicially developed doctrines 
described above, there are various statutory and 
regulatory provisions that provide anti-avoid-
ance rules. Recently, the IRS released separate 
guidance imposing anti-avoidance-related party 
basis adjustment rules in the context of partner-
ship acquisitions, and re-affirming the IRS’ senti-
ments regarding the realisation of tax benefits 
upon the acquisition of control of a corporation, 
which, in each case, further highlight the IRS’ 
attitudes regarding transactions where other-
wise applicable tax benefits would have been 
realised.

8. Audit Cycles

8.1 Regular Routine Audit Cycle
The Code requires that the IRS assess, refund, 
credit and collect taxes within specific time lim-
its, known as the statute of limitations. When 
the statute of limitations expires, the IRS can no 
longer assess additional tax, allow a claim for 
refund by the taxpayer or take collection action. 
The determination of statute expiry differs for 
assessment, refund and collection.

The basic rule is that the IRS generally has three 
years after a return is filed to “assess” tax and 
begin any court proceeding, though numerous 
exceptions exist that provide more time for the 
IRS (ie, six years or longer). For example, the 
IRS has six years to audit a return if a taxpayer 
omitted more than USD5,000 in income attrib-
utable to specified foreign financial assets and, 
notably, no time limits apply in situations where 
a taxpayer either failed to file or fraudulently filed 
tax returns. The filing of a tax return is generally 
the event that triggers the running of the stat-
ute of limitations on assessments. Once a tax 
assessment is made, the IRS generally has ten 
years to collect an assessed liability (subject to 
certain extensions).

9. BEPS

9.1 Recommended Changes
The OECD BEPS project has been continuously 
evolving to develop an agreement on a two-pillar 
approach to help address tax avoidance, and 
ensure coherence of international tax rules and 
a more transparent tax landscape. Pillar One, 
which applies to large multinationals, will real-
locate certain amounts of taxable income to cer-
tain impacted jurisdictions, resulting in a change 
in effective tax rate and cash tax obligations, as 
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well as impacting on transfer pricing arrange-
ments. Pillar Two, in contrast, aims to ensure 
that income is taxed at an appropriate rate and 
has several mechanisms to ensure that tax is 
paid.

In 2017, the USA enacted legislation generally 
intended to be consistent with the recommenda-
tions in the two final reports under Action 2 of 
the BEPS project. This legislation, and the tax 
regulations issued thereunder, generally neutral-
ise double non-taxation effects of:

• inbound dividends involving hybrid arrange-
ments, by either denying a participation 
exemption or requiring domestic inclusion 
(depending on whether the hybrid dividend 
is received by a domestic corporation or a 
CFC); and

• outbound deductible interest or royalty pay-
ments that produce a deduction/no inclusion 
outcome owing to hybridity by disallowing 
such deduction.

In addition, the USA enacted the BEAT, which 
targets base erosion by imposing additional 
tax on certain large US corporations that make 
deductible payments to foreign related parties. 
Such additional tax is designed as a 10% mini-
mum tax (scheduled to increase to 12.5% in 
2025) imposed on modified taxable income.

The USA also enacted a limitation on the deduct-
ibility of interest expense (which, very generally, 
is limited to 30% of EBIT) and country-by-coun-
try reporting consistent with the BEPS recom-
mendations, and has the limitation on benefits 
article in most of its income tax treaties. Finally, 
it should be noted that the USA recently enacted 
a new 15% corporate minimum tax based on 
financial statement income (see 1.4 Tax Rates).

The USA is still working on finalising tax regula-
tions under the various tax provisions enacted 
in 2017, many of which are consistent with the 
BEPS recommendations. More recent legisla-
tive proposals (generally modifying the provi-
sions introduced in 2017 and/or aligning with 
the minimum tax and undertaxed profits rules 
under Pillar Two of BEPS) have not been adopt-
ed. It is worth noting that, in the context of Pillar 
Two’s implementation guidance, the USA has 
been largely successful in obtaining favourable 
treatment from the OECD for GILTI and trans-
ferrable energy credits, but is seeing more diffi-
culty in gaining relief for the non-refundable R&D 
tax credit. This development sets the stage for 
subsequent rounds of negotiations between the 
USA and OECD as to whether Pillar Two taxes 
are creditable against US tax.

9.2 Government Attitudes
While the USA generally agrees that the issues 
addressed by BEPS (both as related to Pillars 
One and Two) should be remedied (which, as dis-
cussed in this chapter, the USA has taken great 
strides towards implementing – see 9.1 Recom-
mended Changes), the implementation of Pillar 
Two in the USA remains stalled. Passage of law 
to align the US international tax regime with Pil-
lar Two appears unlikely, especially given Presi-
dent Trump’s recently issued Executive Order to 
notify the OECD that any commitments related 
to BEPS (among other things) have no force or 
effect. In fact, President Trump recently issued 
a separate Executive Order, which provides for 
potential retaliatory measures against countries 
and their citizens that impose “discriminatory” or 
“extraterritorial” taxes on US citizens or corpora-
tions. Such “discriminatory” or “extraterritorial” 
taxes may include the so-called “top-up tax”; 
however, the effect of any retaliatory measure is 
unknown at this juncture.
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To the extent that government attitudes change, 
the implementation of Pillar Two taxes abroad 
could have a significant impact on US-based 
multinational companies.

9.3	 Profile	of	International	Tax
Owing to substantial activity by US multination-
als and the overall strength of the US economy, 
international tax has a high public profile in the 
USA. This is evidenced by President Trump’s 
Executive Orders, which renege on commitments 
to the OECD and provide for the potential use of 
a Code provision, never used before, to support 
any retaliatory tax, which could include the dou-
bling of certain tax rates. Given the stance of the 
current Trump administration regarding tariffs, it 
is possible that international tax will remain at 
the forefront of US political and economic con-
sciousness, and the structuring of cross-border 
transactions could be of further import as both 
US and non-US companies navigate this new 
landscape.

9.4 Competitive Tax Policy Objective
The US government’s main goal is to prevent 
other countries from taxing what it views as “its” 
tax base through the BEPS initiative (see 9.2 
Government Attitudes). In this respect, the USA 
is already balancing its competitive policy objec-
tives against the pressures that BEPS will bring 
in its wake, so as to ensure that US interests, 
and more specifically its tax base, are appropri-
ately safeguarded. Under the Trump administra-
tion, it remains to be seen how likely the USA 
is to continue engaging with the international 
community to help address tax avoidance and 
ensure coherence of international tax rules (see 
9.3	Profile	of	International	Tax).

9.5 Features of the Competitive Tax 
System
While the US tax system provides many benefits 
for companies operating in its borders (as dis-
cussed throughout this chapter), a major draw-
back to the US system is its overall complexity. 
Specifically, the current tax law was not enacted 
all at once but is a result of numerous provisions 
added or subtracted in multiple tax bills. Often, 
Congress designs legislation under self-imposed 
constraints, such as short-term revenue goals or 
effects on the distribution of tax burdens among 
income groups. For example, the hybridity of the 
US international system may be seen as more 
vulnerable, given its complexity. Such complex-
ity in itself can be viewed as a deterrent to cross-
border investment. Another element of this com-
plexity is the myriad laws that separately apply 
at the state and local level, which may or may 
not conform to federal provisions.

9.6 Proposals for Dealing With Hybrid 
Instruments
The 2017 tax reform introduced two “anti-
hybrid” rules that generally deny US tax deduc-
tions in certain situations involving entities and 
payments of interest, royalties or dividends, if 
such entities or payments are treated differently 
under US and foreign tax laws and such differ-
ent treatment results in double taxation (see 2.5 
Imposed Limits on Deduction of Interest). The 
amendments made to the Code were a direct 
response to Action 2 of the OECD BEPS Project 
designed to address hybrid and branch mis-
match arrangements.

9.7 Territorial Tax Regime
The USA does not have a territorial tax regime. 
That said, for tax years beginning on or after 
1 January 2018, US international taxation has 
shifted to a more “hybrid” system that exempts 
some foreign-source income (foreign-source 
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dividends and certain returns on foreign asset 
investments), but that currently taxes, at 
reduced rates, a much broader scope of previ-
ously deferred foreign profits (see 6.5 Taxation 
of Income of Non-Local Subsidiaries Under 
Controlled Foreign Corporation-Type Rules) 
while also enacting new provisions (and regula-
tions) designed to curtail certain types of base 
erosion payments. These include the following:

• the BEAT (see 9.1 Recommended Changes);
• anti-hybrid rules (see 2.5 Imposed Limits on 

Deduction of Interest);
• limitations on interest deductibility (see again 

2.5 Imposed Limits on Deduction of Inter-
est); and

• the Debt Recast Rules (see 5.7 Constraints 
on Related-Party Borrowing).

9.8 Controlled Foreign Corporation 
Proposals
The USA does not have a territorial tax regime 
(see 9.7 Territorial Tax Regime) and already 
has a CFC regime in place (see 6.5 Taxation of 
Income of Non-Local Subsidiaries Under Con-
trolled Foreign Corporation-Type Rules).

9.9 Anti-Avoidance Rules
DTC limitation on benefit or anti-avoidance rules 
are not likely to have an impact. As discussed 
previously, most US income tax treaties already 
include “limitation on benefits” article, and also 
contain various other anti-treaty shopping provi-
sions (see 4.3 Use of Treaty Country Entities by 
Non-Treaty Country Residents).

9.10 Transfer Pricing Changes
The transfer pricing changes introduced by 
BEPS are generally consistent with the US trans-
fer pricing rules and regulations; however, they 
do diverge in some respects (see 4.6 Comparing 
Local Transfer Pricing Rules and/or Enforce-

ment and OECD Standards). For intellectual 
property, it is worth noting that the BEPS pro-
posals place significantly more emphasis on 
the “economic ownership” of intangible assets, 
which contrasts with the US position that focus-
es more on “legal ownership”.

9.11 Transparency and Country-by-
Country Reporting
The authors are not currently in favour of such 
provisions. Although the USA issued tax regula-
tions requiring country-by-country reporting by 
US multinational enterprises, the information the 
government obtains is strictly confidential and 
used solely for tax purposes.

9.12 Taxation of Digital Economy 
Businesses
A number of countries have reached an agree-
ment with the USA as to the treatment of their 
existing digital services taxes (DSTs), pending 
the implementation of Pillar One. This is known 
as the Unilateral Measures Compromise. This 
compromise, which was agreed upon by the 
USA, Austria, France, Italy, Spain, the United 
Kingdom, Turkey and India, covers the interim 
period between January 2022 and the earlier of 
either the date Pillar One formally takes effect or 
31 December 2023.

Notably, under the compromise, these coun-
tries can keep their existing DSTs in place until 
the implementation of Pillar One; however, cor-
porations (primarily US multinational corpora-
tions) that are subject to DSTs may receive a 
tax credit against future tax liabilities. While the 
USA had agreed to terminate certain punitive 
trade actions against such countries in light of 
the compromise, sentiments under the Trump 
administration have changed drastically from 
the prior Biden administration. It is possible that 
DSTs, in light of President Trump’s recent Execu-
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tive Orders, could be an “extraterritorial” or “dis-
criminatory” tax subject to US retaliation; how-
ever, the interaction of such retaliatory tax in light 
of the complex web of US tax treaties remains 
uncertain (see 9.3	Profile	of	International	Tax).

9.13 Digital Taxation
The USA opposes unilateral action to tax digi-
tal presence (see also 9.12 Taxation of Digital 
Economy Businesses).

9.14	 Taxation	of	Offshore	IP
Though such provisions have been introduced, 
much of the focus in the USA relates to “out-
bound” transfers of intellectual property, and 
as discussed previously, the use of intangible 
property (including transfers or licences of such 
intangible property) are subject to US transfer 
pricing principles and other provisions of the 
Code, which generally require the arm’s length 
standard to be satisfied (see 6.4 Use of Intangi-

bles by Non-Local Subsidiaries). Accordingly, 
in the USA the consideration paid for an intan-
gible asset (or use of an intangible asset) will be 
evaluated consistent with the statutory require-
ment that the consideration be commensurate 
with the income derived from exploitation of the 
intangible.

For US transfer pricing purposes, the owner of 
legally protected intangibles is the legal owner. 
However, in the case of non-legally protected 
intangibles, the owner is the party with “practi-
cal control” over the intangible (ie, the party that 
possesses legal ownership under intellectual 
property law or that holds rights constituting an 
intangible pursuant to contractual terms (such as 
a licence). When the legal ownership standard is 
inconsistent with “economic substance”, these 
rules may be dismissed, and the substance of 
the overall arrangement is given effect. 
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In 2024, the United States Supreme Court 
(the “Court”) released two landmark decisions 
impacting on US tax law and policy. Each deci-
sion is described in further detail below.

Loper Bright Enterprises v Raimondo (“Loper 
Bright”)
In a 6-3 decision written by Chief Justice Rob-
erts, the Court in Loper Bright overturned the 
Court’s decision in Chevron v Natural Resources 
Defense Council, 467 US 837 (1984) (“Chevron”) 
and held that federal agency interpretations of 
law are not entitled to any deference (such as the 
deference provided to the Department of Treas-
ury (“Treasury”) and the Internal Revenue Service 
(IRS) in the promulgation of tax regulations.

The doctrine of administrative deference, 
established in Chevron, required deference to 
an agency’s reasonable interpretation of an 
ambiguous statute, so long as Congress had 
not spoken directly to the precise question at 
issue. The two-part test for requiring deference 
first addressed whether “Congress had directly 
spoken to the precise question at issue”. If so, 
the court was required to enforce the “unambig-
uous express intent of Congress”. To be deemed 
“ambiguous”, the statute must have two or more 
reasonable interpretations. If the statute is silent 
or ambiguous, part two of the test then required 
the court to defer to the agency’s interpretation 
of the statute, provided such interpretation was 
viewed as “reasonable”, regardless of whether 
the court may have an alternative or conflicting 
interpretation.

By overruling what was known as “Chevron def-
erence”, the Court’s opinion has the potential to 
substantially change the administration of taxes, 
which may have impacts on:

• revenue collection;

• additional costs of tax administration;
• complexity and uncertainty in the promulga-

tion of regulations; and
• more generally, questions relating to fairness 

and certainty for taxpayers.

Post-Chevron	Effects	on	Tax	Law
Only time will tell what impacts the Court’s deci-
sion in Loper Bright may have on the adminis-
tration of tax laws. The following are preliminary 
observations on some (but definitely not all) of 
the potential impacts stemming from the Loper 
Bright decision.

Revenue consequences
By overturning Chevron, courts are no longer 
bound to uphold IRS regulations as authoritative 
interpretations of ambiguous statutes. The rein-
terpretation and litigation of issues could trigger 
a generational upheaval in tax law and open the 
floodgates for further litigation. As such, seem-
ingly subtle differences in statutory interpreta-
tions could have substantial effects on federal 
revenues. Challenges to Treasury regulations 
typically involve taxpayers contending that they 
owe less tax. Where those challenges are suc-
cessful, the impact would result in a reduction in 
federal tax revenue. For example, profit shifting 
by multinationals is estimated to cost tens of bil-
lions of dollars in corporate tax revenue per year. 
Although taxpayers have, in recent years, been 
unsuccessful in their challenging of the transfer 
pricing regulations under Section 482, now that 
Chevron has been overruled, such outcomes 
could now favour taxpayers and thus reduce 
federal tax revenues.

General administration of tax law
The overturning of Chevron deference could also 
affect how an agency interprets a statute when 
it promulgates regulations for fear that a court 
may disagree with that interpretation (which has 
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the potential of propagating existing taxpayer 
uncertainties). With the end of Chevron defer-
ence, Treasury and the IRS will likely be required 
to bolster the “persuasiveness” of a regulation to 
align with a lower standard of deference; this will 
necessarily precipitate further consultation and 
collaboration with practitioners such that their 
interpretations stand up to judicial scrutiny, not-
withstanding the lack of Chevron deference.

Increased variability in application of law
The demise of Chevron could cause fairness dis-
parities for similarly situated taxpayers. Rather 
than speaking in one regulatory voice, the tax-
ing authority would be disaggregated. Judges 
do not necessarily arrive at uniform and broadly 
consistent views, and taking into account tech-
nical complexities of tax law, the decisions that 
are reached may foment disparate outcomes. 
The “frankensteined” approach that arises as a 
result of judicial determinations may significantly 
complicate tax planning and compliance for all 
taxpayers. Clear, unambiguous statutes can 
guide tax policy without the involvement of the 
judicial system – even in a post-Chevron world. 
The following are several regulatory examples 
that may be ripe for challenge in a post-Chevron 
world:

Transfer pricing
As noted above, transfer pricing and profit shift-
ing by multinationals may be a hotly contested 
area ripe for litigation – owing to Section 482’s 
lack of regulatory delegation and sparse deline-
ation on appropriate profit allocation methods. 
The question is whether Treasury and the IRS’ 
interpretation of Section 482 will withstand the 
challenge under a lower level of agency defer-
ence.

Debt equity
Section 385 is designed for determining when 
nominal corporate debt is treated as equity for 
tax purposes. Prior to what the Court held in 
Loper Bright, several commentators questioned 
whether the delegation of regulatory author-
ity under Section 385 was either too broad or 
whether the “recast regulations” as written 
dramatically exceed the statutory scope of the 
delegation of regulatory authority granted to 
Treasury. This is yet another area that is ripe for 
challenge in the post-Chevron world.

Tax Cuts and Jobs Act (TCJA) regulations
The TCJA contained many changes to US fed-
eral income tax law. For example, the TCJA:

• disallowed or scaled back a number of 
deductions;

• revised international tax rules;
• altered cost-recovery provisions;
• reduced the corporate tax rate; and
• allowed a pass-through deduction for certain 

unincorporated business.

To the extent that these provisions are ambig-
uous and are the subject of regulations that 
attempt to clarify ambiguities, Chevron defer-
ence would have made it easier for the Treasury 
to defend those regulations. In a post-Chevron 
world, the courts, rather than Treasury, will need 
to resolve whether the regulations seeking to 
clarify those statutory ambiguities pass muster 
under a lower level of deference.

Moore v United States (“Moore”)
On 20 June 2024, the Court issued its opinion 
in Moore, ruling 7-2 that the TCJA’s mandatory 
repatriation tax (MRT) under Section 965 does 
not violate the “Direct Tax Clause” of the Con-
stitution. Congress enacted the MRT as part of 
the TCJA’s shift to a more territorial tax system.
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Background
The MRT required US shareholders owning 10% 
(by vote or value) of a controlled foreign corpora-
tion (CFC) as defined under Section 951 to pay 
a one-time transition tax in a deemed repatria-
tion of realised but undistributed income of the 
CFC. Such income had, until the enactment of 
the MRT, enjoyed deferred taxation in the hands 
of the CFC’s US shareholders (until distributed 
to such shareholders).

Key takeaways
In plain terms, the decision reaffirms the princi-
ple that Congress can attribute a foreign corpo-
ration’s income to its US shareholders and tax 
them accordingly (even if the earnings relating to 
the income have not been distributed).

In the ruling, a majority of the Justices found that 
the MRT operates in a way that does not require 
the Court to weigh whether the Constitution’s 
Sixteenth Amendment prohibits Congress from 
taxing unrealised income. In doing so, the Court 
sidestepped the contentious issue of whether 
“realisation is required for an income tax”. Spe-
cifically, the Court ruled that the MRT taxes 
income realised by foreign corporations with 
US shareholders, and Congress has the author-
ity to attribute certain realised but undistributed 
income of certain companies to its shareholders 
for taxation.

The Court’s ruling, however, is narrow and is 
limited to entities treated as “pass-throughs” 
(ie, entities that are fiscally transparent from 
their owners). In this respect, the Court noted 
that nothing in their opinion should be read 
as authorising any hypothetical congressional 
effort to tax both an entity and its shareholders 
(or partners) on the same undistributed income 
of the entity, nor does the decision attempt to 
resolve the parties’ disagreement over whether 

realisation is a constitutional requirement for an 
income tax.

Ruling breakdown
The Moores challenged the MRT after they were 
assessed with a nearly USD15,000 tax bill for 
2017 as a result of the law, which required them 
to pay the MRT based on the undistributed earn-
ings allocable to them from an India-based CFC 
called KisanKraft. The Moores paid the tax and 
then sued for a refund, claiming, among other 
things, that the MRT violated the Direct Tax 
Clause of the US Constitution as the MRT was 
an unapportioned direct tax on their shares of 
KisanKraft stock. The District Court dismissed 
the suit, and the Ninth Circuit affirmed.

Taxes on income v taxes on property
Ruling: the MRT does tax realised income – 
income realised by the corporation, KisanKraft

The Court notes in its analysis that the ruling 
does not address the distinct issues that would 
be raised by:

• an attempt by Congress to tax both the entity 
and the shareholders or partners on the 
entity’s undistributed income;

• taxes on holdings, wealth or net worth; or
• taxes on appreciation.

The Court makes a concerted effort to cite the 
government’s brief, which explains that a hypo-
thetical unapportioned wealth tax “could of 
course raise different issues”. The government’s 
brief also distinguishes an income tax from a tax 
on wealth or net worth, as an income tax targets 
economic gain “between two points of time”. 
The Court notes that the constitutionality of a 
hypothetical unapportioned tax on appreciation 
may depend on (among other things) whether 
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realisation is a constitutional requirement for an 
income tax.

The Court found that Moores’ reliance on Eis-
ner v Macomber, 252 US 189 (“Macomber”) 
was misplaced. In Macomber, the question was 
whether a pro rata distribution of additional com-
mon stock to all existing common sharehold-
ers was taxable income. The Court said such 
a distribution is not taxable income as income 
requires realisation. The Court further explained 
that there was no change in the value of the 
shareholders’ total stock holdings in the corpo-
ration before and after the stock distribution. The 
Court said separately in dicta that “what is called 
the stockholder’s share in the accumulated prof-
its of the company is capital, not income”. The 
Moores interpreted that language to mean that 
a tax attributing an entity’s undistributed income 
to its shareholders or partners is not an income 
tax. The Court noted in its opinion that the clear 
and definitive holdings of other court precedent 
render the Moores reading of Macomber implau-
sible. The Court noted that those cases square-
ly addressed and allowed attribution, whereas 
Macomber did not address attribution.

Attribution
Ruling: Congress may attribute an entity’s real-
ised and undistributed income to the entity’s 
shareholders or partners and then tax the share-
holders or partners on their portions of that 
income

Instead of arguing that partnership taxes, S-cor-
poration taxes and subpart F taxes are all uncon-
stitutional (and that all of the Court’s precedent 
regarding such taxes should be overruled), the 
Moores tried to distinguish the MRT from the 
other taxes and argued that that only the MRT 
is unconstitutional, conceding that partnership 
taxes, S-corporation taxes and subpart F taxes 

are income taxes that are constitutional and 
need not be apportioned. The Moores sought 
to differentiate the MRT from the other taxes by 
noting that:

• taxes on partnerships are distinguishable 
from the MRT and are not controlled by 
precedent as partnerships are not separate 
entities from their partners;

• taxes on S-corporations are distinguishable 
from the MRT because shareholders choose 
to be taxed directly on the corporation’s 
income; and

• the pre-TCJA aspects of subpart F are distin-
guishable from the MRT as subpart F applies 
the “doctrine of constructive realisation” 
which – by targeting specific events such as 
a foreign corporation’s earning of investment 
income while being controlled by a small 
number of domestic shareholders – allows 
the pre-TCJA portion of subpart F to satisfy 
the constructive realisation requirement.

The Court found that the Moores failed to suffi-
ciently distinguish the MRT from the other taxing 
regimes – specifically, as follows.

• In response to the Moores’ attempt to distin-
guish partnership tax from the MRT, the Court 
noted that when the Sixteenth Amendment 
was ratified, the courts, Congress and state 
legislatures treated partnerships as separate 
entities in many contexts, and numerous 
states imposed taxes directly on partnerships 
for partnership income. As such, the federal 
and state treatment of partnerships as sepa-
rate legal entities for tax purposes contra-
venes the Moores’ theory.

• In response to the Moores’ attempt to dis-
tinguish S-corporation tax from the MRT, 
the Court noted that consent cannot explain 
Congress’s authority to tax the sharehold-
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ers of S-corporations directly on corporate 
income. Rather, S-corporations are another 
example of Congress’s authority to either tax 
the corporation itself on corporate income 
or attribute the undistributed income to the 
shareholders and tax the shareholders.

• In response to the Moores’ attempt to distin-
guish the pre-TCJA aspects of subpart F tax 
from the MRT, the Court noted that the level 
of control with the MRT (at least 10%) is the 
same as under the longstanding subpart F tax 
principles (and, thus, if the Moores concede 
that subpart F is not unconstitutional under 
the “constructive realisation” theory, the MRT 
is likewise not unconstitutional under that 
theory).

With Moore providing some semblance of sta-
bility, Loper Bright poses a significantly broader 
challenge to the stability of administrative law 
writ large – by no means excluding tax regula-
tions. 
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1. Types of Business Entities, 
Their Residence and Basic Tax 
Treatment
1.1 Corporate Structures and Tax 
Treatment
Businesses generally adopt a corporate form. 
The alternative forms of corporate structures are 
private business corporations and other busi-
ness entities.

Companies
The following business entities are registrable 
under the Companies and Other Business Enti-
ties Act (Chapter 24:31):

• public limited company;
• private limited company;
• company limited by guarantee;
• co-operative company;
• foreign company; and
• private business corporation.

A public company is broadly defined as a com-
pany that is neither private nor limited by guar-
antee. The securities of the public company may 
be freely offered to the public, which facilitates 

the raising of capital therefrom. The sharehold-
ers in a public company may freely transfer their 
securities. A private company has the following 
characteristics:

• the transferability of shares is restricted;
• the number of members is limited to 50;
• the liability of members is limited to the num-

ber of shares held by each member respec-
tively; and

• shares are prohibited from being offered to 
the public.

A company limited by guarantee has no share 
capital, but its Memorandum of Association lim-
its the liability of its members to such amount as 
the members respectively undertake to contrib-
ute to the assets of the company in the event of 
it being wound up. A co-operative company is a 
company other than a private company, whose 
main object as stated in its Memorandum of 
Association is the provision for its members of a 
service facilitating the production or marketing 
of agricultural produce or livestock, or the sale 
of goods to its members. The right to transfer 
shares is restricted. A foreign company is an 
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entity incorporated in a jurisdiction outside Zim-
babwe.

Private Business Corporation
This form of business entity is mainly meant 
for small businesses. It can accommodate sole 
traders and has a legal persona of its own, sepa-
rate from its members. Only individual natural 
persons acting in their own rights can be mem-
bers of a private business corporation.

Other Business Entities
These include partnerships, joint ventures, syn-
dicates and consortiums:

• a partnership is a formal arrangement 
between two or more parties to manage and 
operate a business and share its profits;

• a joint venture is a business arrangement in 
which two or more parties agree to pool their 
resources for the purpose of accomplishing a 
specific task;

• a syndicate is a self-organising group of indi-
viduals, companies, corporations or entities 
formed to transact some specific business, to 
pursue or promote a shared interest; and

• a consortium is an association of two or more 
individuals, companies, organisations or gov-
ernments (any combination of these entities) 
with the objective of participating in a com-
mon activity or pooling resources to achieve a 
common goal.

All these entities are taxed as separate legal enti-
ties.

1.2 Transparent Entities
Partnerships and joint ventures are the com-
monly used transparent entities. In most cases 
where they are used, they would be mandatory 
by law. Partnerships are commonly adopted 
in the legal fraternity and in the accounting or 

financial sectors. Joint ventures are commonly 
used as vehicles of investment in the mining and 
infrastructure sectors.

1.3 Determining Residence of 
Incorporated Businesses
Zimbabwe taxes on a source basis rather than 
a residence basis, but also taxes its inhabit-
ants on income earned from activities outside 
the country. The object of the source basis is to 
tax only income that arises from activities in the 
country itself. A rigid application of the source 
principle may lead to inequities, and the law 
has created exceptions by using the concept of 
“deemed source”, whereby the source is outside 
Zimbabwe but is regarded as a source within 
Zimbabwe. The law is concerned with the origi-
nating cause of the income, so one must identify 
where the originating cause is located, taking 
into account the deeming provisions.

1.4 Tax Rates
The tax rate paid by incorporated businesses 
and businesses owned by individuals directly or 
through transparent entities is 25%, with effect 
from 1 January 2025.

2. Key General Features of the Tax 
Regime Applicable to Incorporated 
Businesses
2.1	 Calculation	for	Taxable	Profits
Income tax in Zimbabwe is charged on income. 
In terms of the Income Tax Act (Chapter 23:06), 
tax is chargeable on “gross income”, which 
means the total amount received by or accrued 
to or in favour of a person, or deemed to have 
been received by or to have accrued to or in 
favour of a person, in any year of assessment 
from a source within or deemed to be within 
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Zimbabwe, excluding any amount that is of a 
capital nature.

2.2 Special Incentives for Technology 
Investments
There are no specific incentives for technology 
investments. However, if the technology invest-
ment is located in an area that is designated as 
a special economic zone (SEZ), the investment 
will be tax-exempt for the first five years, and 
will have a 15% tax rate thereafter. Further, the 
company will enjoy import duty exemptions on 
the importation of capital equipment.

With respect to R&D expenses, a deduction is 
allowed for any amount of expenditure incurred 
by the taxpayer during the year of assessment 
in carrying out experiments and research relating 
to its trade.

2.3 Other Special Incentives
Build-Own-Operate-Transfer and Build-
Operate-Transfer Arrangements
All taxpayers in these types of arrangements 
enjoy a tax holiday for the first five years.

Contractors may enter into contracts with the 
State or statutory corporations, under which 
they undertake to construct infrastructure for 
the State or statutory corporations in consid-
eration for the right to operate or control such 
infrastructure for a specified period; after which 
the contractor will transfer ownership or control 
to the State or statutory corporation.

The second five years are taxed at 15%, and the 
taxpayer will be taxed at the normal rate there-
after.

Manufacturing Companies
Since 1 January 2015, the rates of tax for manu-
facturing or processing companies that export 
are as follows:

• if between 30% and 41% of its output is 
exported, 20%;

• if between 41% and 51% of its output is 
exported, 17.5%; and

• if more than 51% of its output is exported, 
15%.

Mining Companies
All capital expenditure on exploration, develop-
ment and operating incurred wholly and exclu-
sively for mining operations is allowed in full.

There is no restriction on the carryover of tax 
losses; these can be carried forward for an indef-
inite period.

The taxable income of a holder of a special min-
ing lease is taxed at a special rate of 15%.

The amount of any mining royalty paid during the 
year of assessment is allowed as a deduction in 
the determination of taxable income.

Special Initial Allowance (SIA)
This is a capital allowance, which ranks as a 
deduction. It is allowed on expenditure incurred 
in the construction of new industrial buildings, 
farm improvements, railway lines, staff housing 
and tobacco barns. Additions or alterations to 
existing items are also allowed.

SIA is also allowed on articles, implements, 
machinery and utensils purchased for the pur-
poses of trade. The definition of “articles, imple-
ments, machinery and utensils” now includes 
tangible or intangible property in the form of 
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computer software that is acquired, developed 
or used by the taxpayer.

The allowance is optional; once claimed, it 
replaces wear and tear.

SIA is allowed at the rate of 25% of cost from 
year one for the next three years.

The rate of SIA for small to medium enterprises 
is 100%, of which 50% is allowed in the first year 
of use, with the balance over two years at 25% 
being accelerated wear and tear. These rates 
have been in effect since 1 January 2011.

The rate of SIA for a licensed investor is 100%, 
of which 50% is allowed in the first year of use 
and the balance over two years at 25% is accel-
erated wear and tear. These rates have been in 
effect since 1 January 2017.

Farmers’ Special Deductions
Farmers are allowed special deductions over 
and above the normal deductions. Examples 
include expenditure on:

• fencing;
• clearing and stamping land;
• sinking boreholes and wells; and
• aerial and geophysical surveys.

Tourist Facility Operators
The taxable income of an operator of a tourist 
facility in an approved tourist development zone 
is tax-exempt for the first five years; and after the 
fifth year of operation, the taxable income will be 
subject to income tax at the rate of 25%.

Renewable Energy Companies
Energy generation equipment used in connec-
tion with energy generation projects prescribed 
by the Minister of Energy and Power Develop-

ment are eligible for a deferment on the collec-
tion of value-added tax (VAT).

VAT
Services supplied by operators of facilities 
designated as tourist facilities in terms of the 
Tourism Act (Chapter 14:20) (Section 10(2)q)
Tourist facility operators conducting business in 
approved tourism development zones and oper-
ators of hunting safaris are required to charge 
VAT at 0% for services offered to persons who 
are not residents of Zimbabwe and who are 
required under the Exchange Control Act to pay 
for such services in a foreign currency. Such 
operators end up in a refund position for goods 
and services acquired locally.

Farming inputs and equipment (Section 10 a 
r w second schedule of the Value-Added Tax 
General Regulations (S.I.273/2003))
Most farm inputs are subject to VAT at 0%, 
such as for animal feed, animal remedies, fer-
tiliser, plants, seeds, pesticides and equipment 
or machinery used for agricultural purposes, fuel 
and fuel products.

Deferment of collection of VAT on the 
importation of capital goods
VAT could be deferred on some capital equip-
ment for exclusive use in the mining, manu-
facturing, agricultural and aviation industries, 
whose investment generally relies on imported 
capital. Any person who produces proof to the 
satisfaction of the Commissioner General of the 
Zimbabwe Revenue Authority (ZIMRA) that they 
have imported goods of a capital nature for their 
own use can qualify for this incentive.

2.4 Basic Rules on Loss Relief
An assessed loss is recovered in the next tax 
year.
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2.5 Imposed Limits on Deduction of 
Interest
Zimbabwe has thin capitalisation rules based on 
a debt-to-equity ratio of 3:1. A portion of the 
overall interest may be disallowed if this ratio 
is exceeded. Any disallowed interest may be 
treated as a deemed dividend and be subject to 
withholding tax.

2.6 Basic Rules on Consolidated Tax 
Grouping
An assessed loss is utilised per company; there 
are no intra-company transfers of losses. The 
losses can only be utilised in the ensuing tax 
year by the respective companies, not retro-
spectively.

2.7 Capital Gains Taxation
Capital gains tax is chargeable from a source 
within Zimbabwe on a sale or deemed sale of a 
specified asset. The sale must be in Zimbabwe 
or deemed to be in Zimbabwe, and must gener-
ate a gain. The specified assets are immovable 
property, any marketable security and any right 
or title to property – whether tangible or intan-
gible – that is registered or required to be regis-
tered in terms of:

• the Mines and Minerals Act;
• the Patents Act;
• the Trade Marks Act;
• the Industrial Designs Act;
• the Brands Act; or
• the Copyright and Neighbouring Rights Act.

Sections 10 and 11 of the Capital Gains Tax 
Act (Chapter 23:01) provide for exemptions and 
deductions, while Section 15 provides for an 
exemption in respect of the transfer of assets 
between companies that are under the same 
control. Where a loss has been incurred on the 
disposal of an asset, an offset is allowed against 

any capital gain on the disposal of another spec-
ified asset in the same year of assessment.

A special capital gains tax on the transfer of a 
mining title was recently introduced in terms of 
the Finance Act No 13 of 2023. The special capi-
tal gains tax will be levied on the value of any 
transaction concluded within or outside Zimba-
bwe, whereby any mining title has – at any time 
after 31 December 2023 – been transferred to an 
entity. This special capital gains tax shall be pay-
able at the rate of 20% of the value of the trans-
action concerned by the transferee entity or, in 
default of the transferee entity, by the owner of 
the mining title immediately before the mining 
title was transferred.

2.8 Other Taxes Payable by an 
Incorporated Business
VAT is payable on transactions, and is applicable 
in all situations where goods or services move 
from one person to another in such a manner 
that the recipient is said to receive enhanced 
value. The rate of tax is fixed, currently at 15%.

Intermediated money transfer tax (IMTT) is lev-
ied on US dollar transactions and outbound 
foreign currency payments at a rate of 1% on 
every US dollar and every payment, respectively. 
Where a taxable transaction equals or exceeds 
USD500,000, a flat IMTT of USD10,150 shall be 
payable.

2.9 Incorporated Businesses and 
Notable Taxes
Incorporated businesses are not subject to any 
other notable taxes.
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3. Division of Tax Base Between 
Corporations and Non-Corporate 
Businesses
3.1 Closely Held Local Businesses
Most local businesses operate in corporate form 
as private companies.

3.2 Individual Rates and Corporate Rates
The income of individuals from trade and invest-
ments and the income of companies are charged 
at the same rate: 25%.

3.3 Accumulating Earnings for 
Investment Purposes
There are no specific rules that prevent closely 
held corporations from accumulating earnings 
for investment purposes.

3.4 Sales of Shares by Individuals in 
Closely Held Corporations
Individuals are taxed on net gains at 20% in 
respect of sales of shares in closely held cor-
porations acquired after 22 February 2019, 
and at 5% of the proceeds in respect of shares 
acquired before 22 February 2019.

3.5 Sales of Shares by Individuals in 
Publicly Traded Corporations
The dividends from companies listed on the Zim-
babwe Stock Exchange are taxed at a rate of 
10%. This is a withholding tax, while the tax on 
the gain in respect of the sale of shares by indi-
viduals in publicly traded corporations is 4% of 
the capital gain if such security was held for less 
than 180 days on the date of its sale.

4. Key Features of Taxation of 
Inbound Investments

4.1 Withholding Taxes
Interest
A withholding tax of 15% is payable on interest 
accruing to any person resident in Zimbabwe, 
calculated on the gross amount of interest. This 
applies to interest arising from a registered bank-
ing institution or unit trust scheme. The tax with-
held is a final tax, and the financial institution is 
responsible for withholding the tax.

Non-resident investors, however, are currently 
exempt from any withholding tax on interest.

Dividends
A withholding tax called non-resident sharehold-
ers’ tax is payable on dividends declared by a 
Zimbabwean company to a non-resident holding 
company, at a rate of 15%. Dividends from com-
panies listed on the Zimbabwe Stock Exchange 
have a rate of 10%. In the case of a dividend 
distributed from a security that is listed on the 
Victoria Falls Stock Exchange, the rate of tax is 
5%. The non-resident shareholders’ tax is paya-
ble within 30 days after the dividend declaration.

Any amount paid outside Zimbabwe by a local 
branch or subsidiary of a foreign company in 
excess of the amount allowable as a deduc-
tion shall be deemed to be the payment of a 
dividend, upon which shareholders’ tax shall be 
charged.

Royalties
A withholding tax on royalties is payable once a 
Zimbabwean company pays a royalty to a non-
Zimbabwean resident. Withholding tax is levied 
at a rate of 15% and is payable within ten days of 
the date of payment. A royalty includes payment 
for the use or right to use any patent or design, 
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trade mark, copyright, model, pattern, plan, for-
mula or process, or any other property or right of 
a similar nature. It also includes the imparting of 
any scientific, technical, industrial or commercial 
knowledge or information for use in Zimbabwe. 
The amount payable should therefore be care-
fully considered in order to determine whether it 
represents a royalty.

Like income tax, withholding tax is payable upon 
accrual.

A payer or an agent in Zimbabwe who fails to 
withhold or pay any amount of non-resident tax 
on royalties shall be personally liable for the pay-
ment to the Commissioner. The Commissioner 
may impose a further amount equal to 100% of 
such non-resident tax on royalties as a penalty 
and may institute collection measures to collect 
any unpaid non-resident tax on royalties.

4.2 Primary Tax Treaty Countries
Zimbabwe has signed several double taxation 
agreements (DTAs), which are meant to avoid or 
mitigate double taxation of the same income in 
the two countries to the agreement – ie, where 
a business entity operates in the two territo-
ries. The agreements restrict some withholding 
taxes to the amounts specified. The DTAs offer 
reduced rates of withholding taxes on dividends, 
interest, royalties and technical fees. Almost all 
the DTAs that have been signed limit the rate of 
tax to 10% or less.

The primary tax treaties are with the following 
countries:

• Bulgaria;
• Canada;
• China;
• France;
• Germany;

• Malaysia;
• Mauritius;
• the Netherlands;
• Norway;
• Poland;
• South Africa;
• Sweden; and
• the United Kingdom.

With effect from 1 January 2024, a domestic 
minimum top-up tax will be levied at a rate of 
15% on taxable income earned in Zimbabwe 
during a year of assessment by a foreign entity 
if the country in which the foreign entity is resi-
dent pays no corporate tax or pays corporate 
tax at an effective rate of less than 15%; this is 
despite any double taxation agreement subsist-
ing between Zimbabwe and the country which 
has the effect of rendering the foreign entity con-
cerned not liable to tax in Zimbabwe.

4.3 Use of Treaty Country Entities by 
Non-Treaty Country Residents
Local authorities challenge the use of treaty 
country entities by non-treaty country residents.

4.4 Transfer Pricing Issues
The biggest transfer pricing issues for inbound 
investors operating through a local corpora-
tion are the provisions in the Income Tax Act on 
income splitting and associate transactions.

4.5 Related-Party Limited Risk 
Distribution Arrangements
ZIMRA holds the general position that 80% of 
fiscal revenue loss is due to transfer pricing, and 
may challenge the use of related-party limited 
risk distribution arrangements. As such, the 
tax avoidance provision is widely interpreted to 
include all transactions or schemes that have 
been entered into with the aim of avoiding, 
postponing or reducing liability, and where the 
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Commissioner is of the opinion that the avoid-
ance of such liability was the sole purpose of 
the transaction.

4.6 Comparing Local Transfer Pricing 
Rules and/or Enforcement and OECD 
Standards
The transfer pricing rules generally mirror the 
OECD standards.

4.7 International Transfer Pricing 
Disputes
The local authorities are more aggressive on 
transfer pricing now, particularly when a resident 
in Zimbabwe engages in any transaction with a 
person resident in a jurisdiction that is consid-
ered to provide a taxable benefit in relation to 
that transaction.

The local authorities also strictly enforce the 
submission of returns disclosing the details of 
the transaction or contemplated transaction 
by taxpayers that engage in or will engage in a 
transaction with an associated person, and the 
keeping of the prescribed documentation that 
will assist the Commissioner in ascertaining 
whether a transaction was conducted in accord-
ance with the arm’s length principle.

International transfer pricing disputes are 
resolved through double tax treaties and mutual 
agreement procedures, although the latter are 
not commonly used.

5. Key Features of Taxation of Non-
Local Corporations

5.1 Compensating Adjustments When 
Transfer Pricing Claims Are Settled
Compensating adjustments are allowed when a 
transfer pricing claim is settled.

5.2	 Taxation	Differences	Between	Local	
Branches and Local Subsidiaries of Non-
Local Corporations
The local branches and local subsidiaries of non-
local corporations are considered as permanent 
establishments, and are subject to the normal 
income tax rules as resident taxpayers, subject 
to any applicable exceptions.

5.3 Capital Gains of Non-Residents
The capital gains of non-residents on the sale 
of stock in local corporations will be subject to 
capital gains tax in Zimbabwe. The tax will apply 
where the gain is on the shares of a non-local 
holding company that owns the stock of a local 
corporation directly.

A tax treaty may eliminate or reduce the capital 
gains tax.

5.4 Change of Control Provisions
A change of control will trigger tax in Zimbabwe 
if there is a direct change of ownership in respect 
of a local corporation.

5.5 Formulas Used to Determine Income 
of	Foreign-Owned	Local	Affiliates
No formulas are currently applied to determine 
the income of foreign-owned local affiliates.

5.6 Deductions for Payments by Local 
Affiliates
The Income Tax Act prohibits the deduction of 
amounts incurred in excess of specified amounts 
of management and general administration 
expenses. Any expenditure incurred prior to the 
commencement of trade or during the produc-
tion of income in excess of 0.75% is disallowed. 
A formula is applied to obtain the amount.



ZIMBABWe  Law aNd PraCTiCE
Contributed by: Miranda Khumalo and Thomas Chagudumba, Atherstone & Cook 

918 CHAMBERS.COM

5.7 Constraints on Related-Party 
Borrowing
Constraints are only placed on borrowing by 
local affiliates from non-local affiliates. If the ratio 
of debt to equity of the company, branch or sub-
sidiary exceeds 3:1, the company is considered 
to have thin capitalisation.

6. Key Features of Taxation 
of Foreign Income of Local 
Corporations
6.1 Foreign Income of Local 
Corporations
The foreign income of local corporations will form 
part of a local corporation’s taxable income, and 
will be subject to tax in Zimbabwe at the cor-
porate tax rate if the income is deemed to be 
from a source in Zimbabwe. The Income Tax Act 
deems an amount derived from a source outside 
Zimbabwe by way of interest or dividends on 
securities, that is received by or accrues to or in 
favour of a person, to be income from a source 
within Zimbabwe, if the person is ordinarily resi-
dent in Zimbabwe at the time the amount is so 
received or so accrues, or is deemed to be so 
received or to so accrue.

Relief in respect of any foreign taxes paid will 
be granted, unless it is established that the true 
source of the income is Zimbabwe.

6.2 Non-Deductible Local Expenses
Local expenses and losses may be treated as 
non-deductible because of their attribution to 
exempt income, to the extent to which they were 
incurred in the production of the exempt income.

6.3 Taxation on Dividends From Foreign 
Subsidiaries
The dividends from foreign subsidiaries of local 
corporations are taxed at a flat rate of 20%. 
However, relief will be granted by allowing any 
foreign tax suffered as a tax credit (up to a maxi-
mum of the 20% local rate of tax).

6.4 Use of Intangibles by Non-Local 
Subsidiaries
The income earned through intangibles devel-
oped by local corporations and used by non-
local subsidiaries will be subject to tax in Zimba-
bwe, as part of the company’s income.

6.5 Taxation of Income of Non-Local 
Subsidiaries Under Controlled Foreign 
Corporation-Type Rules
Zimbabwe currently has no controlled foreign 
corporation rules.

6.6 Rules Related to the Substance of 
Non-Local	Affiliates
There are no specific rules relating to the sub-
stance of non-local affiliates.

6.7 Taxation on Gain on the Sale of 
Shares	in	Non-Local	Affiliates
Capital gains tax is levied on the sale of shares 
that are registered in Zimbabwe. The sale of 
shares in non-local affiliates will be subject to 
taxation in the country of incorporation, and the 
provisions of any DTA will apply on the income 
received in Zimbabwe by the local corporation.

7. Anti-Avoidance

7.1 Overarching Anti-Avoidance 
Provisions
The Income Tax Act contains an overarch-
ing anti-avoidance provision (Section 98), the 
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aim of which is to determine the tax liability for 
any transaction, operation or scheme entered 
into or carried out with the effect of avoiding 
or postponing liability for any tax, or reducing 
the amount of the tax payable. The transaction, 
operation or scheme must have been entered 
into in a manner that would not normally be 
employed when entering into a scheme of that 
nature, or the transaction must create rights that 
would not normally be created between persons 
dealing at arm’s length.

The anti-avoidance provision also sets out the 
law governing income splitting, transactions 
between associates and the reporting of unpro-
fessional conduct.

8. Audit Cycles

8.1 Regular Routine Audit Cycle
The Commissioner of ZIMRA publishes an annu-
al public notice calling on taxpayers to furnish 
their returns for assessment. When tax audi-
tors at ZIMRA detect possible misdemeanours 
regarding tax and/or customs issues from the 
information they have, the Authority initiates 
investigations. The information can be obtained 
from investigations that are underway already, 
or it can be received from the public or other 
sources.

The Commissioner of ZIMRA may require any 
person, by means of a written disclosure notice 
served on them, to disclose without delay any 
information in respect of any money, funds or 
assets which may be held by that person on 
behalf of another person as a professional cus-
todian.

9. BEPS

9.1 Recommended Changes
Zimbabwe has implemented BEPS-recom-
mended changes on the taxation of transactions 
between associated entities.

9.2 Government Attitudes
The government of Zimbabwe has been incor-
porating BEPS principles to align with the rest of 
the world on the tax treatment of certain transac-
tions. BEPS Pillar One and Pillar Two are yet to 
be given full effect in addressing the tax chal-
lenges arising from the digitalisation of the world 
economy.

9.3	 Profile	of	International	Tax
International tax is an area that is still developing 
in Zimbabwe.

9.4 Competitive Tax Policy Objective
Zimbabwe is yet to develop a competitive tax 
policy.

9.5 Features of the Competitive Tax 
System
Zimbabwe is yet to develop a competitive tax 
system.

9.6 Proposals for Dealing With Hybrid 
Instruments
This area of taxation is still being considered, 
and the BEPS process will certainly be taken into 
account as international guidelines.

9.7 Territorial Tax Regime
Zimbabwe has a territorial tax system, where-
by income earned by companies in foreign 
countries will only be taxed in Zimbabwe if it is 
deemed to be from a source within Zimbabwe. 
There are currently no specific interest deduct-
ibility restrictions tailored to that regime. Any 
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interest deductibility restrictions will reduce the 
cost of investing in the country.

9.8 Controlled Foreign Corporation 
Proposals
The CFC proposals are seen as being generally 
beneficial, as they assist in managing or eradi-
cating tax evasion.

9.9 Anti-Avoidance Rules
Anti-avoidance rules will have an impact on 
investors if a transaction, operation or scheme 
has been entered into or carried out with the aim 
of avoiding or postponing liability for any tax, 
or of reducing the amount of such liability. The 
Commissioner of the Revenue Authority must be 
of the opinion that the transaction or operation 
has been entered into in a manner that would 
not normally be employed, or that it has cre-
ated rights or obligations that would not normally 
be created between persons dealing at arms’ 
length, and that the avoidance or postpone-
ment of such liability was the sole purpose of 
the transaction.

9.10 Transfer Pricing Changes
Transfer pricing rules were introduced for the first 
time in Zimbabwe in 2016, with a major focus on 
arm’s length principles. In 2019, a requirement 
to submit annual transfer pricing returns to the 
Commissioner showing transactions entered 
into between controlled and/or associated enter-
prises was introduced. This was considered to 
be a major requirement by many organisations.

Profits from intellectual property have always 
been taxed.

9.11 Transparency and Country-by-
Country Reporting
Zimbabwe is in favour of provisions for transpar-
ency and country-by-country reporting through 
various legislative instruments.

9.12 Taxation of Digital Economy 
Businesses
Zimbabwe has introduced a digital services tax 
for electronic and e-commerce services, levied 
at 5% on all non-resident satellite broadcast-
ing service providers and electronic commerce 
operators who receive revenues in excess of 
USD500,000 in any year of assessment from 
the provision or delivery of services to persons 
resident in Zimbabwe.

9.13 Digital Taxation
Zimbabwe amended the Income Tax Act to 
tax the income earned by satellite broadcast-
ing service providers and electronic commerce 
operators for digital services provided by non-
residents to customers based in Zimbabwe. The 
tax is levied in respect of revenues in excess of 
USD500,000. In implementing the digital taxa-
tion, reference is made to Action 1 of the OECD/
G20 BEPS plan.

VAT was also amended to tax the supply of radio 
and television services from outside Zimbabwe 
to an address in Zimbabwe, or the supply of 
electronic services by an electronic commerce 
operator domiciled outside Zimbabwe to a per-
son resident in Zimbabwe.

9.14	 Taxation	of	Offshore	IP
In Zimbabwe, the nature and source of income 
determine whether or not it is taxable. With 
respect to offshore intellectual property that is 
deployed within Zimbabwe, if a payment is made 
to a non-resident from a source within Zimba-
bwe for the right to use such intellectual prop-
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erty, the amount paid will be taxed at 15% in the 
form of a withholding tax on royalties.

The provisions on non-residents’ tax on royalties 
do not distinguish between owners of intellec-
tual property in tax havens and in countries that 
have the benefit of a double tax treaty. However, 
where a double tax treaty is in place, the provi-
sions of that treaty will be applied. 
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