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S w i s s tax expe r t D r T h o m a s G r a f of N i e d e r e r Kra f t & Frey e x p l a i n s the new tax 
m e a s u r e s a n d says that they l e a v e s c o p e f o r i n t e r p r e t a t i o n a n d n e g o t i a t i o n . 

Ac o m m o n way to opt imise the 

overa l l tax posi t ion of o g roup is 

to f i nance h igh- tax entities with 

in t ra -g roup loans granted by low-tax 

entities s ince interest pa id o n such loans 

con usual ly be deduc ted f rom taxab le 

i n c o m e . 

U n d e r var ious jur isdict ions, this tax-

p l a n n i n g techn ique is l imited by so-

ca l led thin cap i to l isa t ion rules dec la r ing 

m a x i m u m deb t levels for c o m p a n i e s . 

The Swiss federa l tax admin is t ra t ion has 

recently issued new gu ide l ines r ega rd 

ing m a x i m u m debt levels for Swiss c o m 

pan ies . The new gu ide l ines a re app l i ed 

for direct federa l tax as wel l as for Swiss 

w i thho ld ing tax purposes . For can tona l 

a n d c o m m u n a l tax purposes , a n d for 

treaty Shopp ing purposes , different rules 

may be a p p l i c a b l e . 

0^/^ervie^Ar on Swiss thin 

capitalisation rules 

Direct f e d e r a l taxes - n e w safe 

h a v e n rules 

Art ic le 7 5 of the direct federa l tax law 

(DFTL) states that excessive debt of cor-

pora t ions has to be treated as equity. 

The DFTL imposes a n e c o n o m i c justifi-

ca t ion test in o rde r to determine whether 

debt f i nanc ing is excessive o r not in a 

legal sense. The DFTL neither inc ludes 

further detai is o n the e c o n o m i c iusti f ica-

t ion test nor dec la res a specif ic deb t :eq -

uity rat io. 

O n 6 June 1 9 9 7 , the fede ra l tax a d 

min is t ra t ion i ssued the c i rcu la r letter 

N o 6 o n h i d d e n equi ty of co rpo ra t i ons 

a n d c o o p e r a t i v e s . This i nc luded safe 

h a v e n rules o n deb t f i n a n c i n g a n d has 

r e p l a c e d the o l d safe haven rule 

(debf :equi ty rat io of 6 :1) . 

T h e letter has no leg is la t ive p o w e r 

but represents - in a strict in te rp re ta 

t ion - the in te rna l gu ide l i nes of the 

federal tax adm in i s t r a t i on on ly . As yet, 

there has b e e n no court c a s e accep t -

ing the g u i d e l i n e s os a g e n e r a l i y a p 

p l i c a b l e Standard. H o w e v e r , s ince the 

a s s e s s m e n t practice of the fede ra l tax 

adm in i s t r a t i on usual ly strictiy fo l lows 

the gu ide l ines , it is adv i sab le to comp l y 

with the pr inc ip les or to negot iate any 

dev ia t ion in a d v a n c e . 

Swiss w i t h h o l d i n g taxes 

The federa l tax admin is t ra t ion has a n -

n o u n c e d that the rules o f t h e c i rcular let

ter N o 6 are a lso a p p l i c a b l e for Swiss 

w i thho ld ing tax purposes . 

A c c o r d i n g to Swiss uni la tera l law, 

in t ra-group interest is usual ly not subject 

to Swiss w i thho ld ing tax. However , inter

est o n loans wh ich a re c o n s i d e r e d . as 

h idden equity is reclassi f ied as construc

tive d iv idend payments a n d therefore 

subject to o 3 5 % Swiss w i thho ld ing tax. 

For the determinat ion of the h idden e q 

uity for w i thho ld ing tax purposes , the 

ci rcu lar letter N o 6 wil l n o w be a p p l i e d 

as we l l . 

Swiss a n t i - a b u s e d e c r e e of 1962 

( a n t i - t r e a t y - s h o p p i n g provis ions) 

O n 14 D e c e m b e r , 1 9 6 2 , fhe Swiss f e d 

era l gove rnmen t enac ted a decree intro-

duc ing uni la tera l measures aga ins t the 

abuse of doub le taxat ion treaties c o n 

c luded by Swi tzer land (Swiss an t i -abuse 

decree of 1962 ) . The dec ree represents 

the bas is of the Swiss anf i- treaty Shop

p ing leg is la t ion. Its prov is ions are a lso 
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explicit ly inc luded in the doub le taxat ion 

treaties wh ich Swi tzer land has con

c luded with G e r m a n y , F rance , Italy ond 

Be lg ium. 

The prov is ions of the an t i -abuse de

cree app ly to al l Swiss c o m p a n i e s which 

c l a im relief f rom fo re ign w i t h h o l d i n g ^ * 

taxes on d i v idend , interest a n d royolty 

payments based on a Swiss d o u b l e tax

a t ion treaty. The treaty benefits a re de-

n ied to those c o m p a n i e s wh ich do not 

comp l y with the rules of the ant i -abuse 

decree. Infer alia, the decree d o e s not 

accept an ' u n u s u a l ' f i nanc ing of a Com

pany a n d prov ides, therefore, for o 

debt :equi ty ratio of 6 : 1 . 

This rat io, as set forth by the Swiss 

an t i -abuse decree , must not be under

s tood as a safe h a v e n , but as a require

ment to be strictiy met. For treaty protec

t ion purposes , the opp l i ca t ion o f t h e 6:1 

rat io is not wa ived even if the Company 

meets a fest of ' dea l i ng of a r m ' s length ' . 

The 6:1 debt:equi ty rat io a lso app l ies in 

the case of fo re ign-con t ro l ied Swiss 

c o m p a n i e s c la im ing refund of Swiss 

w i thho ld ing tax on d i v idend a n d i n t e r e s t ^ ^ 

payments . V 

Swiss c a n t o n a l a n d c o m m u n a l 

taxes 

The thin cap i fa l isa t ion rules re iat ing to 

direct federa l tax d o not app l y fo can

tona l a n d c o m m u n a l taxes. 

There is still a wide variety of deb t :eq-

uity rules in fhe swiss can tons , despite 

the establ ishment of the federa l l aw on 

ha rmon isa t i on of fhe direct taxes of the 

cantons a n d c o m m u n e s of 14 D e c e m 

ber 1 9 9 0 . 

Mos t Swiss cantons d o not have strict 

debt :equi ty rules but dec ide on a case-

by-case basis whether the debt level of a 

C o m p a n y meets the ' dea l i ng at a rm 's 

leng fh ' pr inc ip le . A minor i ty of fhe can 

tona l tax laws inc ludes concrete debt: 

equity prov is ions (the Z u g fax l aw pro

v ides for a 4:1 ratio for real estate c o m 

pan ies a n d for a 6:1 ratio fo r other 

compan ies ) . 

54 The T r e a s u r e r - J u l y / A u g u s t 1998 



By cont ras t with the direct f e d e r a l tax 

S i tuat ion, w h e r e a p r o p o r t i o n a l in 

c o m e tax rate of 8 . 5 % is a p p l i e d , c a n 

tona l a n d c o m m u n a l tax rates a re usu 

a l l y p rog ress i ve a n d d e p e n d o n the 

c o m p a n y ' s return o n equity (ratio be 

tween t a x a b l e prof i t a n d t a x a b l e e q 

uity). T h e h i ghe r fhe re tum o n equi ty , 

the h i ghe r fhe tax rate. fHidden equity 

as a result of a l o a n rec lass i f i ca t ion 

creates a d d i t i o n a l t axab le equi ty a n d 

m a y , t he re fo re , l e a d fo a d e c r e a s e in 

the c o m p a n y ' s c a n t o n a l a n d c o m m u 

na l fax ra te . B e c a u s e of th is , c a n t o n a l 

tax author i t ies a re s o m e t i m e s re lucfant 

fo a t tack a c o m p a n y ' s f i n a n c i n g 

a r r a n g e m e n t s . 

New safe ha^ren rules 

)for direct federal taxes 

and withholIdlSngj iT-oifos 
U n d e r the c i rcu lar letter N o 6 , fhe deter

m ina t ion of the m a x i m u m debt level is a 

three-step p rocedu re ; 

1 It must be de te rmined whether there 

is any qua l i fy ing debt. O n l y debt 

owed to sha reho lde rs or other related 

part ies m a y be reclassi f ied as (hid

den) equity. Debt owed to i ndepen 

dent th i rd part ies is not cons ide red as 

h idden equity as long as this debt is 

not g u a r a n t e e d in any w a y by related 

part ies. 

2 The a m o u n t of admiss ib le debt has to 

be b a s e d on the ca icu la t ion method 

of the c i rcu lar letter. For c o m p a n i e s 

other t han f i nance c o m p a n i e s , fhe 

m a x i m u m debt level is de te rmined as 

^ a percen tage of the fair market va lue 

" of fhe c o m p a n y ' s assets (see Figure 

3 If - as a result of steps o n e a n d two -

the f i nanc ing does not meet fhe safe 

haven rules, fhe C o m p a n y is still ent i

t ied to prove that, due to speci f ic cir

cums tances , the f inanc ing comp l ies 

with the ' d e a l i n g at a r m ' s length ' 

pr inc ip le a n d that a reclassi f icat ion is 

not app rop r i a te . 

As a s u m m a r y , the fo l l ow ing requ i re

ments must be cumula t i ve ly met in 

Order to qua l i f y as a C o m p a n y with thin 

cap i f a l i sa t i on : 

• the l oans a re g ran ted a n d / o r gua r 

an teed by shareho lders or other re

lated persons ; 

• fhe debt level exceeds fhe m a x i m u m 

debt a m o u n t as ca icu la ted o n the 

basis of fhe percenfages stated by the 

c i rcu lar letter N o 6 ; a n d 

FIGURE 1 

M a x u n u m debt level of company's 
assets 

M a x i m u m 
Assets debt f inanc ing 

(%) 

cash 1 0 0 

rece ivab les 8 5 

invenfor ies 8 5 

other current assets 8 5 

b o n d s 8 0 - 9 0 

securit ies 5 0 - 6 0 

par t ic ipat ions 70 

loans 8 5 

off ice equ ipmen t 5 0 

i m m o v a b l e property 7 0 - 8 0 

inco rpora f ion a n d Organ isa t ion 

expenses 0 

other in tang ib les 7 0 

For finance companies, fhe maximum 

debt level is caiculated based on the 

traditional debt:equity ratio of 6:1 

• the deb t level d o e s not c o m p l y with 

the ' dea l i ng at a rm ' s length ' pr inciple. 

F c s i r © f f e e i ? ®if IhSdIdleiiT} 

equity 

Direct f e d e r a l taxes 

A s a p r i m a r y c o n s e q u e n c e o f a rec las 

s i f ica t ion of loans as h i d d e n equi ty, the 

re la ted interest paymen ts a r e not tax-

deduc t ib le fo r i n c o m e tax pu rposes . 

Such interest paymen ts a r e c o n s i d e r e d 

OS construct ive d i v i dends . 

In the case of non- interest bear ing o r 

low-interest in t ra -g roup l oans , the 

a m o u n t of reclassi f ied interest is lower 

than the total interest a m o u n t effectively 

pa id on h idden equity. The rec lass i f ica

t ion of interest expenses is l imi ted to that 

port ion of total interest wh ich wou ld be 

reclassi f ied if the m a x i m u m interest rate 

Compared with 
the thin capitaUsation 

rules of other 
European countries, 

the Swiss rules 
seem to be 

reasonabie and 
rather liberal 

a i l owed by the federa l tax a d m i n i s t r a 

t ion (as f rom 1 January 1 9 9 8 , 6% for 

business loans in Swiss f rancs) were a p 

pl ied to the l oan port ion wh ich is not 

cons ide red as h idden equity. 

O n fhe direct federa l tax leve l , cap i ta l 

fax has been abo l i shed es f rom 1 

Janua ry 1 9 9 8 . 

C a n t o n a l a n d c o m m u n a l taxes 

O n the cantona l a n d c o m m u n a l tax 

level, fhe same bas ic consequences ar ise 

as on the direct federa l tax level . Interest 

on h idden equity is not tax-deduct ib le . 

However , because of the progressive 

character of can tona l a n d c o m m u n a l tax 

rates, h idden equity may lead fo a d e 

crease in the i ncome tax rate as wel l . 

Fur thermore, h idden equity increases 

the tax basis of the c a n t o n a l a n d c o m 

m u n a l capi ta l tax which is levied b a s e d 

on fhe c o m p a n y ' s share cap i ta l p lus re

serves plus h idden equity. 

W i t h h o l d i n g taxes 

Interest payments on l oans rec lass i f ied 

as h idden equity a re cons ide red as c o n 

structive d iv idends a n d a re subject to 

Swiss w i thho ld ing tax at the Standard 

rate o f 3 5 % . Swiss recipients of such 

constructive d iv idends a re usual ly ent i 

t ied to a füll re fund of the w i thho ld ing 

tax (which may not be lev ied at al l if the 

dec la ra t ion p rocedure is not a p p l i c a 

ble), whi le fo re ign recipients may pa r 

tially o r fully rec la im the w i thho ld ing tax 

on the basis o f t h e Swiss d o u b l e taxat ion 

treaty app l i cab le . 

Summary 

C o m p a r e d with the th in c a p i f a l i s a t i o n 

rules o f other E u r o p e a n coun t r i es , the 

Swiss rules s e e m to be r e a s o n a b i e a n d 

rather l i be ra l . T h e ' d e a l i n g at a r m ' s 

l eng th ' test as set forth by the c i r cu l a r 

letter N o 6, the c a n t o n a l a n d c o m m u 

nal leg is la t ion a n d the t r ad i t i ona l o n d 

extensive ru l ing p rac t i ce of the Swiss 

fax author i t ies leave c o n s i d e r a b l e 

s c o p e fo r in terpre ta t ion a n d n e g o t i a 

t ion in each c a s e . 

It is, therefore, a d v i s a b l e to invest i 

gate the cap i fa l i sa t ion of a Swiss Com

pany in detai l in order to op t im ise its tax 

pos i t ion . In diff icult c a s e s , an a d v a n c e 

ru l ing must be o b l a i n e d f rom the tax 

author i t ies. • 

Dr Thomas G r a f is o certified tax expert, 

and works for Niederer Kraft & Frey, at-

torneys at law, Zürich. H e is chairman of 

fhe legal and tax chapter of the British 

Swiss Chamber of commerce. 
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