INTERNATIONAL

Switzerland

Making the most of new
thin capitalisation rules

Swiss tax expert Dr Thomas Graf of Niederer Kraft & Frey explains the new tax
measures and says that they leave scope for interpretation and negotiation.

common way to optimise the
oneru“ tax position of a group is

to finance high-tax entities with
intra-group loans granted by low-tax
entities since interest paid on such loans
can usually be deducted from taxable
income.

Under various jurisdictions, this tax-
planning technique is limited by so-
called thin capitalisation rules declaring
maximum debt levels for companies.
The Swiss federal tax administration has
recently issued new guidelines regard-
ing maximum debt levels for Swiss com-
panies. The new guidelines are applied
for direct federal tax as well as for Swiss
withholding tax purposes. For cantonal
and communal tax purposes, and for
treaty shopping purposes, different rules
may be applicable.

Overview on Swiss thin
capitalisation rules

Direct federal foxes - new safe
haven rules

Article 75 of the direct federal tax law
(DFTL) states that excessive debt of cor-
porations has to be treated as equity.
The DFTL imposes an economic justifi-
cation test in order fo determine whether
debt financing is excessive or not in a
legal sense. The DFTL neither includes
further details on the economic justifica-
tion test nor declares a specific debt:eq-
uity ratio,

On 6 June 1997, the federal tax ad-
ministration issued the circular letter
No 6 on hidden equity of corporations
and cooperatives. This included safe
haven rules on debt financing and has
replaced the old safe haven rule
(debt:equity ratio of 6:1).

The letter has no legislative power
but represents — in a strict interpreta-
tion — the internal guidelines of the
federal tax administration only. As yet,
there has been no court case accept-
ing the guidelines as a generally ap-
plicable standard. However, since the
assessment practice of the federal tax
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administration usually strictly follows
the guidelines, it is advisable to comply
with the principles or fo negofiate any
deviation in advance.

Swiss withholding taxes

The federal tax administration has an-
nounced that the rules of the circular let-
ter No 6 are also applicable for Swiss
withholding tax purposes.

According to Swiss unilateral law,
intra-group interest is usually not subject
to Swiss withholding tax. However, inter-
est on loans which are considered. as
hidden equity is reclassified as construc-
tive dividend payments and therefore
subject to a 35% Swiss withholding tax.
For the determination of the hidden eq-
uity for withholding tax purposes, the
circular letter No 6 will now be applied
as well.

Swiss anti-abuse decree of 1962
(anti-treaty-shopping provisions)

On 14 December, 1962, the Swiss fed-
eral government enacted a decree intro-
ducing unilateral measures against the
abuse of double taxation treaties con-
cluded by Switzerland (Swiss anti-abuse
decree of 1962). The decree represents
the basis of the Swiss anti-treaty shop-
ping legislation. lts provisions are also
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explicitly included in the double taxation
treaties which Switzerland haus con-
cluded with Germany, France, ltaly and
Belgium.

The provisions of the anti-abuse de-
cree apply to all Swiss companies which
claim relief from foreign withholding
taxes on dividend, interest and royalty
payments based on a Swiss double tax-
ation treaty. The treaty benefits are de-
nied to those companies which do not
comply with the rules of the anti-abuse
decree. Inter alia, the decree does not
accept an ‘unusual’ financing of a com-
pany and provides, therefore, for a
debt:equity ratio of 6:1.

This ratio, as set forth by the Swiss
anti-abuse decree, must not be under-
stood as a safe haven, but as a require-
ment fo be strictly met. For treaty protec-
tion purposes, the application of the 6:1
ratio is not waived even if the company
meets o test of ‘dealing at arm’s length’.
The 6:1 debt:equity ratio also applies in
the case of foreign-controlled Swiss
companies claiming refund of Swiss
withholding tax on dividend and inferes1.

payments.

Swiss cantonal and communal
taxes

The thin capitalisation rules relating to
direct federal tax do not apply to can-
tonal and communal taxes.

There is still a wide variety of debt:eq-
ity rules in the swiss cantons, despite
the establishment of the federal law on
harmonisation of the direct taxes of the
cantons and communes of 14 Decem-
ber 1990.

Most Swiss cantons do not have strict
debt:equity rules but decide on a case-
by-case basis whether the debt level of a
company meets the ‘dealing at arm'’s
length’ principle. A minority of the can-
tonal tax laws includes concrete debt:
equity provisions (the Zug tax law pro-
vides for a 4:1 ratio for real estate com-
panies and for a 6:1 ratio for other
companies).
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