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Executive summary

Scope of the report

This report provides insights into the current tax treatment of group head-
quarter (HQ) services in the Netherlands, Ireland, the United Kingdom and
Switzerland®. The study focuses on the taxation of holding companies, financ-
ing and treasury companies, research and development activities and the ex-
ploitation of intellectual property.

Countries not only take a great interest in attracting company headquarters as
this usually comes along with an increase in corporation tax revenue. The relo-
cation of company headquarters also has positive employment effects espe-
cially in the field of highly qualified manpower (Deschryvere, 2009). In the case
of research and development activities, jurisdictions moreover expect positive
spill over effects for domestic companies and research institutions.

In the past years, special tax regimes designed to attract foreign multinationals
have appeared to be outdated, whereas new standards are being developed
that are compliant within the framework of EU soft law and OECD policy
guidelines. For instance, tax provisions that comprise the partial exemption of
income derived from intellectual property such as the Dutch Innovation Box
are currently on the rise.

The aim of this report is to provide insights into the effective tax burdens on
group headquarter services in the Netherlands, Ireland, the United Kingdom
and Switzerland. For this purpose we calculate effective tax burdens for differ-
ent headquarter services by applying the renowned methodology of Devereux
& Griffith which has already been employed extensively for cross-border tax
burden comparison. In doing so, we focus on the taxation of holding compa-
nies, financing and treasury companies, research and development activities
and the exploitation of intellectual property. To the extent that this is relevant

1
In case of Switzerland we focus on the Canton of Zug in general but also on the Canton of Nidwal-
den as far as the taxation of intellectual property is concerned.
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we address special tax regimes that aim at other kinds of group services such
as auxiliary services.

In the report we calculate effective tax burdens for hypothetical investment
projects. To provide a benchmark for the results with regard to these specific
headquarter functions, we calculate effective tax rates for a “standard“ manu-
facturing affiliate whose function is to produce manufacturing products. The
results of the calculations are first analysed country by country pointing out
the main tax drivers. In a second step, we focus on the different headquarter
functions one by one and point out differences in the tax systems. Moreover,
we explicitly point out the main advantages and disadvantages of the Nether-
lands as a location for HQ services.

A description of the four countries’ tax systems is provided in the appendix of
this report (appendices A and B). The appendix furthermore provides an over-
view of the model (appendix C) and a worked example for the case of the
Netherlands (appendix D).

Results: Effective tax burdens of headquarter services

The effective tax burdens are expressed either as the costs of capital, the ef-
fective marginal tax rate (EMTR) or the effective average tax rate (EATR). For
each location the analysis of effective tax burdens starts with a pre-defined
benchmark case. This benchmark is a corporate investment in the manufactur-
ing sector where we consider five assets with equal weights (i.e. each assets
counts for 20% in the total investment mix): industrial buildings, an acquired
patent, machinery, inventory and an interest bearing financial asset. The in-
vestment mix might be financed either by equity or debt. Afterwards, for each
country the different headquarter functions are considered as different types
of individual investments. The headquarter functions cover the holding and
management of participations, group financing and treasury services, research
and development (R&D), and the exploitation and management of intellectual
property (IP). For reasons of simplicity, these functions are referred to as hold-
ing function, financing function, R&D function, and IP function.

In general, in all countries under consideration headquarter functions are
taxed less heavily than ordinary investments considered as the benchmark
case. From the headquarter functions, the R&D function receives the strongest
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tax relief. Available relief is tied both to the input side of the innovation proc-
ess and to its output and exploitation. While R&D super deductions in the
Netherlands and the UK substantially reduce the effective investment costs,
tax credits (Ireland) or reduced tax rates (so called Patent or Innovation Boxes
in the Netherlands and the UK) provide for reduced taxation of the returns
from innovation (in the case of the UK only from 2013 onwards). Innovation
Box regimes exert a particularly favourable effect on the effective tax rates of
highly profitable innovation projects because they reduce the tax levied on the
economic rents earned from R&D. They should thus play an important role in
the decision of firms on where to locate such investments. So far, tax incen-
tives for research and development activities and the exploitation of intellec-
tual property are generally of little importance in Switzerland. Yet, the intro-
duction of a License box in the Canton of Nidwalden in 2010 has triggered a
discussion on whether such a regime should be introduced in other cantons or
even on the federal level.

Table 1 reveals that the effective tax burden on HQ functions is not always at
the full discretion of the respective countries of residence. In contrast, source
country taxation plays an essential role. This is particularly the case if holding
functions receive tax exempt dividends or are in an excess credit position (Ire-
land). Here, local tax parameters of the holding country may however play a
role when it comes to the value of the tax shield from interest expenses relat-
ing to the potential debt-financing of investments. The latter can be influ-
enced by interest deduction restrictions and also the tax rate against which
the interest expenses can effectively be deducted.

Moreover, financing functions are taxed equally across countries, if the in-
vestment is financed by debt. After all, Ireland is the country which displays
the lowest tax burden for most headquarter functions (i.e. the financing func-
tion and the R&D function). Given the very low lIrish statutory tax rate, debt-
financing in Ireland however comes with a comparably low interest tax shield.

LEW
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Table1l: Summary table of effective tax burdens, 2012
(1) (2) (3) (4) (5)
Switzerland (Zug)
The United General Special tax
Netherlands Ireland Kingdom system regime1
Benchmark case: Manufacturing affiliate
- a0 CoC 6.9 6.2 7.7 5.9 -
'E_ § EMTR 27.6 19.4 354 15.2 -
= &  EATR 25.9 16.2 29.1 15.1 -
. a0 CoC 4.6 4.9 54 4.6 -
2 2 EMTR -9.0 -1.2 7.8 9.1 -
2 E EATR 17.2 11.0 20.3 9.6 -
Specific headquarter function I: Holding function
.- CoC 6.5 6.5 6.5 6.6 6.5
§ % EMTR 23.2 23.2 232 24.2 232
£  EATR 23.2 23.2 23.2 23.5 23.2
. a0 CoC 4.2 54 4.3 6.5 6.5
2 2 EMTR -17.8 7.0 -15.3 23.2 23.2
2 E EATR 14.5 18.8 14.8 23.2 23.2
Specific headquarter function Il: Group financing and treasury function
. CoC 6.7 5.5 6.6 5.9 54
§ % EMTR 25.1 9.8 24.0 14.7 7.1
£  EATR - - - - -
L F CoC 4.4 4.4 4.4 4.4 4.4
© ¢ EMTR -13.4 -13.4 -13.4 -13.4 -13.4
e g EATR - - - - -
Specific headquarter function Ill: R&D function (self-developed IP) g
- a0 CoC 2.8 -0.8 3.1 5.0 5.0
§ % EMTR -77.0 n/a -62.8 0.0 0.0
£  EATR -6.6 -16.1 10.7 11.3 7.3
- a0 CoC 2.6 -1.4 1.6 3.9 4.3
< % EMTR -96.1 n/a -220.6 -26.6 -15.7
° &  EATR -7.9 -18.8 4.9 6.9 4.3
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(1) (2) (3) (4) (5)

Switzerland (Zug)

The United General Special tax
Netherlands Ireland Kingdom system regimel

Specific headquarter function IV: IP function (acquired IP)

) CoC 7.0 5.9 6.9 5.6 53
> <
'g_ § EMTR 29.0 149 27.9 11.1 6.5
£ EATR 26.4 13.2 25.3 14.0 8.9

o CoC 4.7 49 4.7 4.3 4.6
< % EMTR -5.9 -2.5 -5.6 -16.1 -9.2
o

S EATR 17.7 8.9 17.0 8.4 5.4
Notes: ' In the case of the holding function the cantonal holding company regime is

taken into account. With respect to the financing function, the R&D function
and the IP function, the mixed company regime is applied assuming that the
number of Swiss-based employees exceeds 30 which implies that 25% of for-
eign source income is included in the cantonal income tax base.

The following tax incentives are taken into account in the case of the R&D
function: for the Netherlands the Innovation Box and the super deduction of
40%, for Ireland the 25% tax credit and for the United Kingdom only the 30%
super deduction as the Patent Box regime will only be introduced in 2013 and
will not fully become effective until 2017. Wage tax incentives for the em-
ployment of R&D personnel are not included in the calculations, such as the
Dutch "WBSO". Accordingly the positive impact of these type of incentives is
not measured in the report.

Abbr.: CoC - Cost of capital, EMTR - Effective marginal tax rate, EATR - Effective av-

erage tax rate.
Source: ZEW.

Switzerland is an attractive place also for the benchmark investment (manu-
facturing affiliate) and acquired IP (IP function) because it shows highly attrac-
tive general tax parameters (low statutory tax rates and attractive tax depre-
ciation schemes). This is even more the case if the special cantonal tax regimes
apply which are characterised by reduced cantonal income tax rates for for-
eign source income (other than income from qualifying participations). With
respect to the financing function and the IP function Switzerland (Zug) even
surpasses Ireland in case the mixed company regime is available. This, how-
ever, requires that the share of Swiss-source income does not exceed 20%.
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The possible allocation of the activities of Swiss finance companies to a
(deemed) foreign permanent establishment (so called “Swiss Finance
Branch”), resulting in a corresponding low effective tax burden in Switzerland,
is not included in the report, as the scope of the report is limited to domestic
activities in each of the jurisdictions under consideration.

The Netherlands, the UK (as of 2013) and also the Swiss canton of Nidwalden
clearly put a focus on the generous tax treatment of innovative activity by
means of their Patent/Innovation Boxes. In the case of the Netherlands and
the UK the comparably high ordinary tax rates furthermore provide for a high
value of tax deductible interest, which is reflected in low costs of capital for
debt-financing HQ functions.’

Comparative Analyses

Figure | depicts the ranking of the four countries with regard to their tax at-
tractiveness as locations for the HQ functions considered. Each country is
marked by a coloured square, with the Netherlands in red, Ireland in light
grey, the UK in dark grey and Switzerland (Canton of Zug) in black. There are
four distinct graphs in Figure |, each referring to either the effective tax rate
on investment just covering its costs of capital (EMTR) or to profitable invest-
ment earning excess profits (EATR). For both types of investment, financing
with either equity or debt is considered. So, Figure l.a shows the rankings for
the EMTRs of equity-financed investment. Figure I.b shows the rankings for
the EATRs of equity-financed investment. Correspondingly, Figures l.c and I.d,
respectively, refer to the EMTRs and EATRs of debt-financed investment. The
y-axis of each graph shows the ranks numbered from 1 to 4, where 1 is the top
rank with the lowest effective tax rate and 4 is the last rank with the highest
tax level.

? Please note that for the United Kingdom and Switzerland the figures in

Table 1 do reflect the effects of the Patent Box and the License Box whereas the Patent
Box will only be introduced in 2013 and the License Box is only in place in the Canton of
Nidwalden.



Figure I: Country ranking
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a. EMTR (equity financing) b. EATR (equity financing)
! & — n | : : n
2 B |
3 | | i | L u L
4 | L n | L | |
Manufacturing Holding Financing  R&D function IP function Manufacturing  Holding function R&D function IP function
function function function function
B The Netherlands ™ Ireland M United Kingdom M Switzerland (Zug) B The Netherlands " Ireland M United Kingdom B Switzerland (Zug)
c. EMTR (debt financing) d. EATR (debt financing)
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Looking at Figure |, it becomes clear that among the four countries considered,
the Netherlands rarely hold a top position in terms of tax attractiveness. Con-
sidering equity-financed investments, the relative advantage for the Nether-
lands is most pronounced for profitable R&D activity which results in self-
developed intellectual property generating returns which by far exceed the
costs of the invested capital (see Figure I.b, “R&D function”). In this particular
case, the very low profit tax rate on proceeds from innovation under the
Dutch Innovation Box regime takes full effect. Only Ireland, with its R&D tax
credit regime, ranks top of the Netherlands for this type of profitable invest-
ment. Among the peer group considered, the Netherlands rank mostly third or
fourth with respect to the other HQ functions under consideration. These
lower ranks are due to a relatively high corporate income tax rate of 25% and
a tax base definition which is somewhat broader than the ones found in other
countries of the peer group. As a result, the Netherlands stays behind for
those scenarios where either the tax base or the ordinary profit tax rate is
particularly important, e.g. the financing function whose interest income is
taxed at the ordinary profit tax rate.

Turning to debt-financed investment, the Netherlands show up more often
among the top ranks of the four countries. The reason for this is that the
Netherlands feature the highest statutory tax rate of all these countries. As a
consequence, debt deductibility provides for a particularly valuable interest
tax shield. So, if the HQ functions are supposed to be financed with debt, the
Netherlands are a particularly attractive location. However, it should be borne
in mind that interest expense is often not tax deductible in the Netherlands,
and even further limitations, in particular for holding companies, have been
announced taking effect from 2013. The interest tax shield has a heavy weight
as determinant of the overall effective tax burden if the investment consid-
ered is of low profitability (see Figure l.c). If investment is highly profitable, it
is again the taxation of the excess profits which is most decisive. Therefore,
the Netherlands lose one rank, for example, in the ranking of the tax attrac-
tiveness for manufacturing functions when turning from economically mar-
ginal investment (Figure l.c) to profitable investment (Figure I.d). They can
instead improve one rank from the 3" to the 2™ rank in the ranking of effec-
tive tax levels on the R&D function (Figure I.c and 1.d, respectively) because
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under the Innovation Box excess profits are taxed at rates far below the ordi-
nary Dutch corporate income tax rate.

Overall conclusion and policy statements for the Netherlands

As an overall conclusion, it becomes clear that the Netherlands no longer has a
competitive advantage as a holding company location, given similarly attrac-
tive regimes in the other jurisdictions under consideration. The Netherlands
still seems to be relatively attractive in case of debt funded holding activities,
but only to the extent that the related interest expense is tax deductible,
which is not always the case and which will be subject to further limitations as
of 2013. The impact of dividend withholding tax on dividends distributed by
holding companies has not been taken into account in the model, which may
be relevant when interpreting the outcome of the calculations, if we compare
the Netherlands (15% WHT rate) for instance with the UK, which does not levy
a WHT on outbound dividends. On the other hand, Controlled Foreign Com-
pany regimes, such as the regime in place in the UK, have not been included in
the model either, which could also influence the outcome of decision makers
upon choosing an appropriate jurisdiction for establishing holding company
functions.

As for group finance and treasury functions, the EU code of conduct for busi-
ness taxation and EU state aid rules seem to have resulted in a level playing
field for both equity and debt funded group finance activities. It will be diffi-
cult for the Netherlands to distinguish itself from the other jurisdictions in this
respect, other than by means of maintaining its vast network of tax treaties
and maintaining its professional and easily accessible administrative practice
of obtaining certainty in advance from the Dutch tax administration.

For the R&D and IP functions, the Netherlands seems to be on the right track
in terms of attractiveness. The very positive outcome for the Netherlands due
to the Innovation Box and super deduction (RDA), should be interpreted in
light of the assumption that all the income from technical know-how can be
taxed under the beneficial 5% effective tax rate of the Innovation Box. It
should be borne in mind however that dependent on the facts and circum-
stances, not always the entire income can be allocated to the Innovation Box.
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1 Introduction

Multinational companies increasingly decentralize group functions to different
jurisdictions (Desai, 2009; Deschryvere, 2009). Decisions to relocate certain
group functions are driven by tax as well as non-tax reasons. Group financing
and treasury functions are often located close to important financial centres.
In turn, research and development activities require highly qualified man-
power and proximity to other public or private research institutes. With re-
spect to the exploitation of intellectual property legal protection of property
rights is decisive. Especially with respect to the location of financing and
treasury functions as well as the location of intellectual property, tax consid-
erations are of great importance as such activities may be used to shift profits
from high tax to low tax jurisdictions (Desai, 2009).

Countries take great interest in attracting company headquarters. First, these
specialised service functions of multinational firms promise to bring about
additional tax revenue. Second, they are supposed to induce positive em-
ployment effects especially in the sector of highly qualified manpower
(Deschryvere, 2009). In the case of research and development activity jurisdic-
tions moreover expect positive spill over effects for domestic companies and
research institutions.

In the past years, special tax regimes designed to attract foreign multinationals
appeared to be outdated, whereas new standards are being developed that
are compliant within the framework of EU soft law and OECD policy guidelines.
For instance, tax provisions that, among other things, comprise the partial
exemption of income derived from intellectual property (e.g. the Dutch “Inno-
vation Box“) are currently on the rise.

The aim of this report is to provide insights into the taxation of group head-
guarter services in the Netherlands as well as three other countries, namely
Ireland, the United Kingdom and Switzerland. For this purpose we calculate
effective tax burdens for different headquarter services by applying the re-
nowned methodology of Devereux & Griffith which has already been em-
ployed extensively for cross-border tax burden comparison. In doing so, we
focus on the taxation of holding companies, financing and treasury companies,
research and development activities and the exploitation of intellectual prop-
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erty. To the extent that this is relevant we address special tax regimes that aim
at other kinds of group services such as auxiliary services.

Stating the obvious, many elements that are very relevant to establish and
maintain an attractive establishment climate cannot be measured, such as the
positive role of a stable political climate. These elements, however, should be
borne in mind as well when interpreting the results of this study

The report is structured as follows. In chapter two we calculate effective tax
burdens for hypothetical investment projects. To provide a benchmark for the
results with regard to these specific headquarter functions, we at a priori cal-
culate effective tax rates for a “standard”“ manufacturing affiliate whose func-
tion is to produce manufacturing products. The results of the calculations are
first analysed country by country pointing out the main tax drivers. In a second
step, we focus on the different headquarter functions one by one and point
out differences in the tax systems. Moreover, we explicitly point out the main
advantages and disadvantages of the Netherlands as a location for HQ ser-
vices. The report concludes with a summary of the main results of the cross-
border comparison.

A description of the four countries’ tax systems is provided in the appendix of
this report (appendices A and B). The appendix furthermore provides an over-
view of the model (appendix C) and a worked example for the case of the
Netherlands (appendix D).
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2 Effective tax burdens of headquarter services

2.1. Introduction

The aim of this module is to analyse the effective tax burden of HQ services
located in the Netherlands as well as three further European countries that
constitute comparably popular European headquarter locations of multina-
tionals. These are Ireland, the United Kingdom and Switzerland. The central-
ised functions analysed comprise the holding and management of participa-
tions, group financing and treasury services, research and development (R&D)
activities, and the exploitation and management of intellectual property (IP).

For the purpose of this study we differentiate between R&D activities resulting
in the creation of a self-developed intangible asset (a patent) generating roy-
alty income and the exploitation of an acquired intangible asset (a patent) also
generating royalty income.

In addition, specific tax regimes for group services are addressed as far as
relevant. Such group services may comprise auxiliary services such as govern-
ance of group companies, reporting, organisational support, leasing, group
captives, factoring and re-invoicing, human resources, procurement, distribu-
tion and sales, marketing, marketing research for the purpose of the whole
group, IT services, and tax and legal advice.

2.1.1 Methodology

To measure the effective tax burdens on these functions, we apply a method-
ology which follows the approach put forward by Devereux and Griffith.? This
approach assumes a forward-looking perspective in the sense that it models
the effective tax burden as perceived by firms facing a hypothetical invest-
ment decision. It provides a possibility for modelling the most relevant provi-
sions of tax regimes in a systematic way. Using this approach, the costs of

® See Devereux and Griffith (1999, 2003). The Devereux/Griffith approach is based on

the commonly accepted framework developed by King and Fullerton (1984). For more
detailed explanations we refer the interested reader to these papers. ZEW runs this model
in numerous studies on behalf of the European Commission (Devereux et al. (2009, 2010,
2011)) and other institutions (Dressler et al. (2011)).
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capital, the effective marginal tax rate (EMTR) and also the effective average
tax rate (EATR) on a hypothetical investment can be computed.”

The model framework is based on the neoclassical investment theory. It starts
out from the observation that, for a shareholder investing in a company, the
respective rate of return earned must compete with the shareholder’s alterna-
tive to corporate investment. This alternative is supposed to be a financial
investment on the capital market. Consequently, when making investment
decisions, the managers of a large multinational company, acting in the inves-
tor’s interest and aiming to maximize shareholder value, are supposed to
compare the attainable rates of return with the return the investor can earn
on the capital market.” They will invest up to the point where an incremental
investment, after all corporate taxes have been paid, yields just the real capital
market interest rate and shows a net present value of zero. The pre-tax rate of

|"

return on this “marginal” investment which exactly meets the shareholder’s
minimum after-tax return requirements is called the cost of capital (Jorgenson
1963; Hall and Jorgensen 1967). Any investment which does not at least earn
its cost of capital will not be undertaken. Via its effect on the cost of capital,
taxation is thus supposed to exert an influence on the scale of investment ac-
tivity. The higher the cost of capital, the larger is the disincentive to corporate
investment. Furthermore, the cost of capital is an indicator for the competi-

tiveness of a company.

At the company level, profit and capital taxes increase the cost of capital of
equity-financed investments. If investments are instead financed with debt,
the marginal return is shielded from profit taxation because interest payments
are tax-deductible. Moreover, generous depreciation allowances and other
types of tax base deductions have a decreasing effect on the cost of capital.

See Devereux and Griffith (1999, 2003) and Schreiber, Spengel and Lammersen (2002)
for a more detailed explanation of the tax measures.

> Arguing from the perspective of large multinational companies, it seems plausible to
assume that the management of the firm has no idea about where their relevant investors
reside and where they pay (personal) taxes. Thus, from their point of view, the capital
market interest rate without further adjustment for personal taxes is the relevant bench-
mark to decide whether an investment project adds value to the firm.
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Beside the cost of capital, the effective marginal tax rate (EMTR) is as another
measure of the effective tax burden on marginal investments. Considering
taxes at the company level only, the EMTR is a simple monotonous transfor-
mation of the cost of capital. More specifically, it is defined as the difference in
per cent between the cost of capital, denoted by p and the real market inter-
est rate, denoted by r.

EMTR = P—r

In less technical terms, the EMTR is an indicator for the tax-related share of
the cost of capital. It thus conveys information on the tax wedge introduced in
the costs of capital and the degree to which corporate investment is distorted
by taxation. Moreover, expressing effective tax burdens in terms of the EMTR
facilitates the comparison with other concepts of tax rates like statutory profit
tax rates or average tax rates.

Both of the above indicators, the cost of capital and the EMTR, refer to an
investment which is marginal in an economic sense, i.e. which earns the mini-
mum required rate of return and generates a net present value of zero. The
effective average tax rate (EATR) instead reflects the effective tax rate on a

III

profitable “infra-marginal” investment which yields a pre-tax rate of return
exceeding the costs of capital and thus has a positive net present value. More
specifically, the EATR indicates the percentage reduction of the investment’s

net present value that is caused by taxation.

When choosing between two or more mutually exclusive profitable invest-
ments, a company will favour the alternative with the highest post-tax net
present value, implying the highest increase in firm value. Given an equal pre-
tax net present value, management will thus opt for the investment project
with the lowest EATR because its net present value is least cut by taxes. Loca-
tion decisions for subsidiaries of international corporations are the most rele-
vant examples of this kind of decision. In this regard, the EATR is an important
indicator for the attractiveness of a location.

LEW
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The following equation describes a particular relationship between the cost of
capital, the EMTR and the EATR:

EATR=§-EMTR+p_p-

T

This relationship illustrates the properties of the EATR and helps to identify
the impact of the different tax drivers on the effective tax burden. The EATR
equals the weighted average of the EMTR and the combined statutory corpo-
rate income tax rate, denoted by 7. The weights are determined by the share
of the pre-tax return p just covering the cost of capital p (for the EMTR), and
the excess return beyond the cost of capital.

With regard to the main drivers of the effective tax rates, the definition of the
tax base has a greater influence on the costs of capital and EMTR than on
EATR results. In contrast, for the EATR the statutory profit tax rates play an
essential role. The more the rate of return exceeds the cost of capital, the
more the EATR converges against the statutory corporate income tax rate.
This becomes intuitively clear if we consider a profitable investment with the
same level of initial expenses, but accompanied by an increasing level of re-
turn. The additional income is regularly taxed at the statutory tax rate without
triggering additional allowances. Thus, the tax base definition, i.e. available tax
deductions, becomes less relevant whereas the statutory income tax rate be-
comes the ever more dominant factor. Any applicable non-income taxes in the
four countries considered can also be captured by the methodology outlined
above. Non-income taxes have a particularly strong effect on the costs of capi-
tal and the EMTR, which assume that the underlying investment generates
only small returns.

Please note that the taxation of personal shareholders is not part of this study.
Throughout this whole study, we argue from the perspective of multinational
companies. These firms normally tab the international capital market for fi-
nancing purposes. For this reason, they do not know a priori where their
shareholders and lenders reside and where they pay taxes. The relevant per-
sons might reside anywhere in the world. As the decision-makers of the multi-
national firm therefore have no information on the personal tax parameters of
their shareholders, they are plausibly assumed to ignore them altogether. As a
consequence, the multinationals only take the taxation at the corporate level
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into account when making decisions on where and on which scale to invest.
Therefore, the personal shareholder taxation is plausibly assumed not to af-
fect investment decisions of these large firms.

2.1.2 Economic assumptions

Several assumptions need to be made in order to define the hypothetical in-
vestment project analysed in this study and the economic conditions under
which it is assumed to take place.

Given the analytical focus of the study, the kinds of income under considera-
tion are dividend income, interest income, royalties, and, as far as relevant,
service fees. The functions considered (re-)finance their activities with either
equity or debt. In addition, we presume that the dividends, interest, royalties
or service fees are paid by an associated company residing in a Member State
of the European Union. Once we focus on the effective tax burden levied on
holding functions, we assume that all its participations are held at 100%. Table
2 summarises the economic assumptions of our model.

Table 2: Economic assumptions (in %)

True economic depreciation rate 1)

- intangibles 15.35
- industrial buildings 3.1
- machinery 17.5
real interest rate T 5
inflation rate s 2
pre-tax rate of return for EATR p 20
Nominal interest rate i 7.1

2.1.3 Tax parameters under consideration

This exercise is limited to parameters of the various tax regimes which can be
captured in the context of the analysis of a hypothetical investment project. A
full list of the tax parameters used in the report is given in Annex B.

LEW
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The types of parameters incorporated into the model are as follows:

— statutory corporation tax rates, including surcharges and tax rates
of typical local profit taxes, as well as various special rates which
apply to specific forms of income or expenditure

— tax credits associated with dividend payments made from domestic
and foreign source income

— corporate real estate taxes, net wealth taxes and other non-profit
taxes on assets

— treatment of foreign source dividends and interest received by par-
ent companies from EU subsidiaries

— capital allowances for industrial buildings, machinery, intangibles
(the purchase of a patent)

— the tax treatment of financial assets and inventories

— restrictions to the deduction of financing expenses especially with
respect to exempt income

— tax incentives for research & development (R&D allowances, super
deductions, tax credits)

We do not take into account withholding taxes on dividends, interest or royal-
ties paid by the associated companies which are resident in the European Un-
ion, as we assume that the prerequisites of the Parent-Subsidiary Directive
and the Interest & Royalty Directive are fulfilled. For the case of Switzerland,
we assume that Art. 15 of the Swiss-EU Savings Agreement is applied which is
comparable to the respective provisions of the Parent-Subsidiary Directive and
the Interest & Royalty Directive.

Our analysis starts for each country with a so-called benchmark case. This
takes into account corporate investments in the manufacturing sector where
we consider five assets with equal weights (i.e. each assets counts for 20% in
the total investment mix): industrial buildings, an acquired patent, machinery,
inventory and an interest bearing financial asset. The investment mix might be
financed either by equity or debt.

Afterwards, for each country the different headquarter functions covered by
this study are considered as different types of individual investments. The
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headquarter function covers the holding and management of participations
resulting in dividend income. The group financing and treasury function re-
ceives interest income from a financial asset, namely an intra-group loan. The
research and development activity (R&D) is characterised by the creation of a
patent which results in royalty income. In contrast to this, the exploitation and
management of intellectual property (IP) comprises the generation of royalty
income by exploiting an acquired patent. For reasons of simplifications, these
functions are referred to as holding function, financing function, R&D function,
and IP function in the following.

2.2. Analysis of effective tax burdens of Headquarter Services

2.2.1 The Netherlands

Table 3 shows the effective tax burdens on the headquarter functions under
consideration in case they are located in the Netherlands, namely the holding
function, the financing function, the R&D function, and the IP function. To pro-
vide a benchmark for the results with regard to these specific headquarter
functions, we also calculate effective tax rates on a “standard” manufacturing
affiliate whose function is to produce manufacturing products (manufacturing
function).

The benchmark results for the manufacturing affiliate are displayed in Column
(1) of table 3. Results for the holding function and the group financing function
are, respectively, shown in columns (2) and (3). The results for the R&D func-
tion (self-developed patent) are presented in column (4). Column (5) of table 3
displays the effective tax levels for an IP holding company (acquired patent).

For each type of investment considered, i.e. for each combination of function
and supposed source of funds used to (re-)finance that specific function’s ac-
tivity, we calculate the three different measures for the effective tax level dis-
cussed in the previous section. For each source of finance, equity and debt,
respectively, the first row presents the costs of capital, the second row shows
the corresponding EMTR values, and the third row displays the EATR.

LEW
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Table 3: Effective tax burden on centralised headquarter functions in the
Netherlands (in %), 2012
(1) (a) (b 3 (4) (5)
Benchmark
Case:
Manufacturing Holding Financing R&D IP
function Function® Function  Function’®  Function
aw  CoC 6.9 6.5 6.7 2.8 7.0
> £
5 ¢ EMR 27.6 23.2 25.1 -77.0 29.0
©
“ £ EAR 25.9 23.2 - -6.6 26.4
o CoC 4.6 4.2 6.5 4.4 2.6 4.7
% S EMTR -9.0 -17.8  23.2 -13.4 -96.1 -5.9
A ®©
&= EATR 17.2 145 232 - -7.9 17.7
Notes: ' Column (2b) shows the effective tax burden if the holding re-finances with
debt but is subject to binding interest deduction restrictions, i.e. the Dutch
thin capitalisation rules.
> Effective tax burdens on the R&D function assume that both the Dutch Inno-
vation Box regime and the R&D deduction are taken advantage of. We do,
however, not include the (positive) impact of the Dutch wage tax incentive
that is available for R&D employees (“WBSO”). For a detailed analysis of other
scenarios with regard to the tax treatment of innovative activity, see table 4.
Abbr.: CoC - Cost of capital, EMTR - Effective marginal tax rate, EATR - Effective av-
erage tax rate.
Source: ZEW.

Benchmark case: Manufacturing affiliate

We start the discussion of the results for the Netherlands with an explanation
of the benchmark findings calculated for the Dutch manufacturing affiliate.
The effective tax levels shown in table 3, Column (1), are calculated assuming
that, for production purposes, the Dutch manufacturing entity resorts, in
equal proportions, to a bundle of five different assets. These assets are an
industrial building, an acquired patent, machinery, inventory, and an interest-
bearing financial asset.® Assuming that investment into the production affili-

6 Describing investment in the manufacturing industry by this 5-asset bundle is a standard
convention in the international comparison of effective tax burdens (see, e.g., the reports

10
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ate, as represented by this 5-asset bundle, is financed with equity, the costs of
capital amount to 6.9%. The costs of capital thus exceed the real market inter-
est rate, representing the minimum post-tax rate of return required for the
investment to be undertaken. In economic terms, the Dutch tax system pro-
vides a disincentive for corporate investment in the manufacturing sector and
instead favours financial investment on the capital market.

The EMTR levied on equity-financed investment in the Dutch manufacturing
affiliate amounts to 27.6%. In other words, 27.6% of the investment’s costs of
capital are related to tax. Assuming that the multinational group is not consid-
ering to extend an existing Dutch manufacturing facility but to invest in a prof-
itable new production plant (so called greenfield investment), the EATR be-
comes the relevant indicator for the effective tax burden. The EATR value
amounts to 25.9% which is close to the Dutch statutory tax rate of 25%. As
discussed in the methodological part of this report, the EATR approaches the
statutory tax rate with increasing levels of profitability. The economic rent
earned on an investment is directly hit by the statutory tax rate because the
income earned is no longer shielded from tax by available allowances or de-
ductions (e.g. depreciations allowances, interest deductions).

If the investment in the production affiliate is financed with debt instead of
equity, the effective tax levels are reduced.” Due to the tax deductibility of
interest expenses, the marginal return on investment is shielded from taxa-
tion. Moreover, Dutch tax depreciation patterns for machinery allow for faster
tax depreciation (5 years, straight-line basis) than economic depreciation,8
implying favourable interest and liquidity effects for the company. As a result,
the costs of capital fall even below the market interest rate of 5%. Corre-

on behalf of the European Commission put forward by Devereux et al. (2009, 2010,
2011)).

7 If in turn the Dutch thin capitalisation rules apply, interest expenses are not deductible.
Broadly speaking, this is the case if the related party of the borrowing company debt ex-
ceeds three times the company’s equity. Yet, due to the assumption that debt is only pro-
vided by third parties, the Dutch thin capitalisation rules which are limited to intra-group
constellations do not apply. For further information see section A.2.5.

® The model assumes economic depreciation of machinery to follow a declining-balance
pattern at a rate of 17.5%. See Table 25 in the appendix for details.
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spondingly, the EMTR turns negative for the case of debt-financing the in-
vestment. With marginal returns left untaxed due to the tax deductibility of
interest and generous depreciation patterns, the Dutch tax system is effec-
tively subsidising debt-financed corporate investment, pushing required pre-
tax returns below the real market interest rate. Furthermore, the Dutch tax
system clearly favours debt-financing over equity-financing due to the differ-
ential treatment of interest expenses and equity payouts. This also becomes
apparent when considering discrete investment in a profitable production
plant. The EATR for the case of a debt-financed investment in the manufactur-
ing function amounts to 17.2%. This is considerably lower than the rate of
25.9% computed for the case of equity-financing.

Specific headquarter function I: Holding function

The Dutch tax system eliminates double taxation of inter-company dividends
by way of a participation exemption. Dividends (and capital gains) received
from a (domestic or foreign) subsidiary are not included in the corporate in-
come tax base if they relate to a qualifying participation.” Accordingly, profits
generated from qualified shareholdings in foreign companies are taxed in the
respective source countries but the associated dividend payouts are exempt
from tax in the Netherlands. Opposite to this exemption on dividends re-
ceived, the Netherlands levies a tax on dividends paid by means of a dividend
withholding tax at a statutory rate of 15% (this rate is often reduced under
applicable tax treaties). The impact of the Dutch dividend withholding tax is
not taken into account in this report, because the analysis focuses on the hold-
ing function. Hence, the tax consequences at the level of the (foreign) share-
holder of the holding company re not taken into account in the model.

The most relevant asset category held and managed by a holding company are
shareholdings in affiliated companies. As the dividends received by the Dutch
holding are tax-exempt in the Netherlands, foreign corporate income taxes
levied in the source countries become the main drivers of the wedge between

? See section A.2.2. for the prerequisites of the Dutch participation exemption.

12
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the costs of capital and the market interest rate.” For the purpose of this re-
port, we use the statutory profit tax rate averaged across the EU-27 which
amounts to 23.2%"" in 2012 as a proxy for the foreign income taxes levied on
the Dutch holding’s subsidiaries. As we assume that the fully owned subsidiar-
ies of the holding company are resident in a Member State of the European
Union, the application of the Parent-Subsidiary Directive ensures that no
withholding tax is levied upon the dividend distributions of the subsidiaries.

Table 3, column (2) shows the results. Again, as has been discussed above with
respect to the benchmark investment, the source of finance employed plays
an important role for the effective tax burden. Assuming that the Dutch hold-
ing re-finances with equity rather than debt, the costs of capital amount to
6.5%. Given the underlying real market interest rate of 5%, as assumed in our
model computations, the tax driven share of the costs of capital, i.e. the
EMTR, is 23.2% and thus equals the statutory profit tax rate averaged across
the EU-27.

By contrast, if the Dutch holding resorts to debt in order to re-finance invest-
ment in its shareholdings, the associated interest tax shield brings the costs of
capital down to 4.2% (see column (2a) in table 3). It must be recognised, how-
ever, that the interest tax shield is effective only if the holding has sufficient
positive taxable income to set off the interest against. This is for example the
case if the Dutch holding company received service fees for auxiliary services
in addition to dividend income. With this precondition fulfilled, the interest
shields income against a Dutch tax rate of 25% whereas associated foreign

% We assume that investments at the subsidiary level are financed with retained earnings
or equity injections from the holding. Moreover, we refrain from making any assumptions
with regard to the asset structure of investments and the associated depreciation allow-
ances. Basically, this is equivalent to assuming that any available tax depreciation would
match with the true economic depreciation of assets and therefore be generally neutral
with respect to the effective tax burden.

" The statutory profit tax rate is determined for each EU Member State by taking into
account the corporate income tax rate, surcharges or surtaxes levied on top of the corpo-
ration tax as well as local profit taxes. Furthermore, the deductibility of a certain tax from
its own tax base is taken into account. The EU-27 average comprises the Member States
tax rates in equal weights. Table 20 summarises the statutory tax rates of the EU-27
Member States.
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profits are, on average, taxed at 23.2%. As a consequence, the costs of capital
fall below the capital market interest rate of 5% and investments are, thus,
effectively subsidised by the tax system. Accordingly, the EMTR shows a nega-
tive value of -17.8%.

If, however, the interest expenses are not deductible, the cost of capital and
the effective marginal tax rate is equal to the case of equity-financing and
amounts to 6.5% (see column (2b) in table 3). This may for example be the
case if the Dutch thin capitalisation rule applies which denies the deduction of
interest paid to related parties to the extent that the overall debt of the com-
pany exceeds three times the equity. For further details on the Dutch thin
capitalisation rule and other anti-avoidance provisions limiting the deduction
of interest expenses in the Netherlands see section A.2.5 in the appendix.

Finally, the effective tax burden on profitable investments which increase
shareholder value is 23.2% if the Dutch holding re-finances with equity (which
again equals the statutory profit tax rate averaged across the EU-27) and
14.5% if it takes up debt in order to finance its subsidiary (and interest is fully
deductible).

Specific headquarter function Il: Group financing and treasury function

An ordinary holding company is generally supposed to collect dividends paid
from equity investments. By contrast, a group financing function receives or
takes up funds to extend loans to other affiliates of the multinational group.
Again, we start with considering the case where the investment financed by
the group financing function is marginal in an economic sense. In this case, the
return on investment is shielded from foreign corporate income tax because
the foreign affiliate deducts the interest expenses paid to the Dutch financing
company from its corporate tax base.'” As a consequence, the Dutch corpo-

2 As in the analysis with regard to the holding company, we again refrain from making
assumptions on the asset structure of the investment at the level of the foreign affiliate.
Tax depreciation of the assets is therefore not modelled or, equivalently, assumed to be
neutral in economic terms. As a consequence, the analysis is valid no matter in which
country the affiliate receiving the internal loan resides.

14
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rate income tax rate plays the primary role for the size of the tax-induced
wedge between the capital market interest rate and the costs of capital.

However, in how far the marginal return on investment, received as interest
payments from the foreign affiliate, is indeed hit by the Dutch corporate in-
come tax of 25% depends on the type of funds the financing function uses to
re-finance the loans passed on to the affiliates of the multinational group. If
the financing company receives equity injections, any interest received from
the corresponding investment is fully subject to Dutch corporate income tax.
Given the 25% tax rate and the further economic assumptions of a real market
interest rate of 5% with inflation amounting to 2%, the costs of capital are
6.7%. Expressed in terms of the effective marginal tax rate, the effective tax
burden is 25.1%. In contrast, if the financing functions re-finances with debt,
the interest income is effectively shielded from tax in the function’s country of
residence. Given that tax legislation generally provides for the deduction of
nominal interest expense, the costs of capital even fall below the real market
interest rate of 5% and effective marginal tax rates are negative (EMTR:
-13.4%). Still, with the financing function re-financed with debt and with the
related interest being fully deductible from the income tax base, further local
tax parameters of the potential countries of residence become almost irrele-
vant.

The deduction of interest expenses may, however, be limited by the Dutch
thin capitalisation rule as well as several other anti-avoidance provisions. For
further details on these rules see section A.2.5 in the appendix.

Given that a group financing function primarily extends intra-group loans (no
equity) to affiliated companies, any returns on investment will be received in
the form of interest payments. As these interest payments are subject to the
arm’s length principle, they are closely tied to the market interest rate. As a
consequence, only the so-called marginal or ordinary return can be shielded
from foreign income tax in the source country of profits. If the investment
projects funded by the loans are, however, highly profitable, the excess re-
turn, i.e. the return exceeding the ordinary market interest rate, will be fully
hit by the foreign income tax. Obviously, the effective tax burden on such
highly profitable investment additionally depends on the tax parameters of
the source country where profits are generated, and also on the tax regime of
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the country in which the recipient of the dividends resides. The tax treatment
of dividends received by Dutch entities of a multinational firm has, however,
been separately discussed above. As the taxation of potential excess returns is
not linked to the Dutch tax treatment of group financing functions, we do not
calculate EATR results for this headquarter function, but refer the reader to
the above discussion on the taxation of the holding function.

Specific headquarter function Ill: R&D function (self-developed IP)

Intellectual property is evermore perceived as an important value driver of a
company. Moreover, intangibles, e.g. intellectual property rights, are consid-
ered as highly mobile assets which can be transferred internationally between
the affiliates of a group at low costs. By means of, for example, contract R&D,
the holding and exploitation of intangibles can be geographically separated
from the affiliates where they have been created. For these reasons, multina-
tional firms are supposed to carefully consider the geographical location of
intangibles also from a tax perspective. Locating a group’s intangible assets in
a low-tax jurisdiction is a potential way to lower the overall tax burden of the
firm. First, the return on innovation is generally taxed at favourable rates. Sec-
ond, licensing the intellectual property rights out to other affiliates may give
leeway for the determination of tax-optimal transfer prices and thus offers
profit shifting opportunities.

Against this background, many countries have decided to put in place special
tax regimes that target the innovative activity of firms. Incentives may relate
to the input side of the innovation process, e.g. investment in R&D capacities
and development activity, and also to the output side of R&D, in particular
intellectual property rights, by taxing income from IP at reduced tax rates.

In the Netherlands, the so-called “Innovation Box” (prior to 2010: “Patent
Box”) provides an effective tax rate of 5% on the royalties derived from self-
developed and patented intellectual property.13 The decision on whether to
opt into this special tax regime is made individually for each qualifying intellec-
tual property right. If the Innovation Box is opted for, all research develop-

2 The Innovation Box also applies to non-patented intangible assets created from R&D
activities for which an R&D certificate was received.
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ment costs previously deducted from the corporate tax base have to be recap-
tured first. Hence, only the income associated with the intellectual property
exceeding the research and development costs is then subject to the reduced
effective rate of 5%. In contrast to this, the share of IP income equalling the
research and development costs is taxed at the ordinary corporate income tax
rate.

In addition to royalty income, the Innovation Box also applies to other kinds of
income from intellectual property such as proceeds from the sale of finished
goods produced based on intangible assets secured by a patent and/or developed
with an R&D certificate. In this respect it should be noted that, dependent on
the facts and circumstances, not the entire income related to IP is eligible for
the 5% effective tax rate, due to the fact that income generated by routine
functions such as sales and marketing falls outside the scope of the Innovation
Box. This leaves a smaller portion of income subject to the 5% effective tax
rate. In practice this generally results in an effective tax rate of 15% to 18%
which is still considerably lower than the general corporate income tax rate of
25%. This should, however, be taken into account when interpreting the out-
come of this study which assumes that the entire income generated by the
R&D function can benefit from the Innovation Box.

In addition to the Innovation Box which relates primarily to the output of cor-
porate innovation in the form of intellectual property, the Netherlands also
provide a tax incentive particularly designed to stimulate R&D activity. More
specifically, the so-called “R&D deduction” facilitates investment in R&D
equipment by providing for an additional 40% tax deduction of qualifying R&D
investment expenses."*

The Innovation Box, on the output side of the innovation process, can be com-
bined with the R&D deduction, relating to the input side of innovative activity.
Under the Innovation Box regime, the initial development costs must be re-

' The R&D deduction is also available for current R&D expenditure with the exception of
financing expenses, labour expenses and depreciation allowances. Within the scope of this
study, which focuses on the taxation of companies, we do not consider the reduction of
wage withholding tax for salaries of employees carrying out research and development
activities. For further details see A.2.4.1.
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captured at the general income tax rate. In contrast, the additional 40% tax
deduction for investment expenses related to R&D is not clawed back and thus
effectively deductible against the standard corporate income tax rate of 25%.

Any Dutch R&D company investing in the creation of intellectual property is
thus faced with altogether four conceivable tax treatments. It might opt for
neither of the incentive regimes. Consequently, its investment in self-created
intangibles will be subject to ordinary tax treatment. Contrarily, it might opt
for only one of the regimes, either on the input side (“R&D deduction”) or on
the output side (“Innovation Box”) of the R&D process. If, for example, the
function acts exclusively as an IP holding and contracts out all R&D activity, it
will not be eligible for the additional tax deduction. Finally, the R&D function
might, if eligible, take advantage of both regimes.

Table 4: Effective tax burdens on innovative activity in the Netherlands (in

%), 2012
(1) (2) (3) (4)
No tax
incentives for R&D Innovation R&D Deduction
R&D Deduction Box & Innovation Box
Qo CoC 5.0 2.3 5.0 2.8
= <
g_ 2 EMTR 0.0 -118.7 -0.7 -77.0
©
Y E  EATR 18.8 8.6 3.6 -6.6
o CoC 3.3 0.8 4.7 2.6
55 gvR -53.4 -542.3 6.6 96.1
a ®©
&£  EATR 12.2 2.9 2.3 -7.9

>
O
O
=

CoC - Cost of capital, EMTR - Effective marginal tax rate, EATR - Effective
average tax rate.

Source: ZEW.

Table 4 shows the effective tax burdens for each of these four scenarios. Re-
sults are again categorized according to whether they refer to equity or debt-
financed investment. All main indicators for the effective tax burden, i.e. the
cost of capital, the EMTR, and the EATR, are shown for each incentive regime
and source of finance considered. Looking at table 4, the available special tax
treatments of R&D activity and/or the associated proceeds (columns (2) to (4)
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of table 4) come along with substantially reduced effective tax levels as com-
pared to the case with no incentives claimed (column (1) of table 4). Without
special incentives, the initial investment costs are immediately deducted from
the corporate income tax base and the returns on investment, e.g. royalties
received, are subject to the ordinary corporate income tax rate of 25%. As
shown in column (1) of table 4, the corresponding costs of capital amount to
5% for the case of equity-financing the development. The tax savings associ-
ated with the immediate write-off of the intangible assets exactly compensate
for the tax burden levied on the ordinary return of the R&D investment. The
EMTR is thus 0%. Moreover, costs of capital amount to 3.3% and the EMTR to
-53.4% if the R&D function finances with debt. EATR values amount to 18.8%
and 12.2% respectively.

We now turn to the two available incentive regimes, analysed separately in
columns (2) and (3) of table 4. The R&D deduction (see column (2)) substan-
tially increases the present value of depreciation allowances and the associ-
ated tax savings. It thus has a particularly pronounced effect on the effective
tax burden measures which relate to a marginal investment where the earn-
ings exceed the expenses only slightly. Its impact is less visible in the EATR
which supposes a highly profitable investment and is therefore much more
driven by the statutory tax rate. After it all, the costs of capital amount to 2.3%
and 0.8% respectively for the case of equity and debt-financing. It becomes
very much apparent, especially for the case of debt-financing, that the Dutch
tax system subsidises investment in R&D activity compared to financial in-
vestments. The EMTR show corresponding values of -118.7% and -542.3%. As
said before, EATR values are less affected by the deduction and drop to 8.6%
(equity-financing) and 2.9% (debt-financing).

Contrarily, the Innovation Box is particularly designed to reduce the tax rate
on royalty income and other proceeds from innovation. As such, its effect is
particularly pronounced for highly profitable innovation projects where earn-
ings exceed the development costs by far and are thus immediately hit by the
statutory tax rate. Correspondingly, the EATR drops to 3.6% in the case of eq-
uity-financing and to 2.3% in the case of debt-financing the R&D investment.

Both incentive regimes in combination (see column (4) of table 4) evidently
lead to the most substantial reduction in the average effective tax rate. Profit-
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able investments effectively receive a tax subsidy. This fact is again reflected
by the EATR values, which show a negative sign no matter which source of
financing is used. A negative EATR value implies that the after-tax net present
value of the investment project even exceeds the before-tax net present
value. In other words, the minimum required rate of return before taxes of an
R&D investment project undertaken by the Dutch IP company undercuts the
minimum rate of return after taxes, i.e. the market interest rate. As a conse-
quence, there may be R&D investment projects which would never be under-
taken unless they received the favourable tax treatment. Analogously, the net
present values before corporate taxes are higher than the ones after taxation
is taken into account.

Specific headquarter function IV: IP function (acquired IP)

Acquired intangible assets are capitalised and may be written off in line with
the accounting treatment. Within the scope of our model this results in
straight-line depreciation at a rate of 10%. Royalties earned from licensing out
acquired intangibles, e.g. patents, are subject to the ordinary corporate in-
come tax rate of 25% as the Innovation Box is generally not available for ac-
quired IP. Under these conditions, i.e. with no specific tax incentives applica-
ble, the costs of capital amount to 7.0% if the acquisition of the patent was
financed with equity. The EMTR corresponds to 29.0% and the EATR is slightly
lower with a value of 26.4%. In the case of debt-financing the costs of capital
are 4.7% (EMTR: -5.9%). The EATR on the total return of a profitable invest-
ment is 17.7%. These results are also found in column (5) of table 3.

2.2.2 Ireland

Besides the Netherlands, Ireland is a frequently chosen alternative for the
location of HQ services in Europe. The location attractiveness of Ireland, from
a pure tax perspective, will be illustrated and discussed in the following. The
effective tax levels reflecting the most important features of the Irish tax sys-
tem are presented by following the same pattern as the analysis of the Dutch
tax regime (see table 5). First, we will explain the results for the benchmark
investment in a manufacturing affiliate (column (1) of table 5). Furthermore,
effective tax burdens on the holding function (column (2)), the financing func-
tion (column (3)), the R&D function (column (4)) and the IP function (column
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5)) are investigated. There will again be a comparison of results according to
the supposed source of financing. The tax burdens are immediately compara-
ble to the results of the Netherlands because the economic parameters used
for the computations are the same.” This means in particular that again a real
capital market interest rate of 5% and an inflation rate of 2% are assumed in
the model calculations. Moreover, the rates of economic depreciation for the
fixed assets are independent of the investment location.

Benchmark case: Manufacturing affiliate

Column (1) of table 5 shows the results for the Irish benchmark investment in
a manufacturing affiliate. The assumption again is that the investment com-
prises, in equal proportions, industrial buildings, acquired patents, machinery,
inventory and an interest-bearing financial asset. As for the Dutch results pre-
sented in the previous section, the table shows the values of the three main
indicators for the effective tax burdens imposed on the investment. The costs
of capital, which in a tax-free world would correspond to the real market in-
terest rate, are raised above this level primarily by the Irish profit tax rate. The
Irish tax rate levied on trading income amounts to 12.5%, whereas the rate for
non-trading income is 25%.

In an international comparison, the Irish tax base definition, depreciation al-
lowances in particular, is not overly generous. Nonetheless, depreciation still
decreases the effective tax burden of Irish companies because Ireland, as most
countries, still allows for faster than economic depreciation, effectively leading
to a deferral of tax payments into the future. The deferral effectively reduces
the present value of the tax burden levied on companies, an effect immedi-
ately captured by the effective tax burden indicators used for the purpose of
this study.'® In addition, it must be recognised that the asset bundle consid-
ered for the benchmark investment in a manufacturing affiliate also includes a

> A detailed comparison of country-specific findings will be separately presented in ap-
pendix A of this report.

1 Intangible assets are depreciated on straight-line basis over 10 years, whereas machin-
ery is depreciated according to the straight-line method over 8 years, i.e. at a rate of
12.5%. Respective economic depreciation instead is modelled to follow declining-balance
patterns at rate and 15.35% and 17.5%, respectively for intangibles and machinery.
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financial assets which yields non-trading income taxed at 25%. After all, given
an assumed real interest rate of 5%, the rate of return which is supposed to be
paid out to an equity investor must at least amount to 6.2% before taxes in
order to see any investment into the production affiliate being undertaken.
Correspondingly, the EMTR is 19.4%. This is higher than the effective tax rate
on profitable investment, the EATR, which amounts to 16.2%.

Table 5: Effective tax burden on centralised headquarter functions in
Ireland (in %), 2012

(1) (a) (b @3 (4) (5)
Benchmark
Case:
Manufacturing Holding Financing R&D IP
function Function® Function  Function®  Function
o CoC 6.2 6.5 5.5 -0.8 5.9
> <
g_;“:’ EMTR 19.4 23.2 9.8 n/a 14.9
[4°]
= E EATR 16.2 23.2 - -16.1 13.2
a0 CoC 4.9 5.4 6.5 4.4 -1.4 4.9
2% MR 1.2 70 232  -134 n/a 2.5
O @©
& EATR 11.0 188 232 - -18.8 8.9

=2
(e}
—
(0]
7

Column (2b) shows the effective tax burden if the holding re-finances with
debt but is subject to binding interest deduction restrictions, i.e. the British
thin capitalisation rules.

Effective tax burdens on the R&D function assume that only the R&D
tion is taken advantage of as the Patent Box only comes effective from 2013.
For a detailed analysis of other scenarios with regard to the tax treatment of
innovative activity, see Table 8Table 8.

Abbr.: CoC - Cost of capital, EMTR - Effective marginal tax rate, EATR - Effective
average tax rate.

Source: ZEW.

The figures discussed so far all refer to an investment which is financed with
equity rather than debt. If the investing firm resorts to debt-financing, the
differential tax treatment of debt versus equity again comes into effect. Inter-
est expenses reduce the taxable base whereas dividends are paid out of taxed
profits. As a result, the effective tax burden on debt-financed investments is
considerably lower than in the case of equity-financing. For the Irish bench-
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mark investment in a manufacturing affiliate, the costs of capital amount to
4.9%, the EMTR is -1.2% and the EATR is 11.0%.

In the following, the analysis will deal with the tax burden levied on specific
HQ services located in Ireland. All results are shown in table 5, columns (2) to

(5).

Specific headquarter function I: Holding function

Ireland taxes income on a worldwide basis. Thus, foreign dividends received by
Irish companies are fully taxable. If the foreign dividends have been (directly
or indirectly) paid out of so-called trading profits*’, the corporate tax rate of
12.5% is applicable. However, a tax credit is granted for foreign withholding
taxes and foreign profit taxes charged on the profits out of which the divi-
dends are paid. An "onshore pooling” system allows companies to pool their
tax credits and offset them against the Irish tax liability on their aggregate
foreign dividend income. Taking the average combined statutory profit tax
rate in the EU-27 of 23.2%® and assuming that the Irish holding function con-
sidered receives dividends from subsidiaries in all EU Member States in equal
proportions, it would find itself in an excess credit position with no further
Irish taxes effectively levied on the aggregate of the foreign dividends.

Given an excess credit position, the economic implications of the credit system
are comparable to those of an exemption system. Consequently, only the
taxation in the source country of profits, i.e. foreign profit tax and for non-EU
subsidiaries potentially also dividend withholding tax, drives the effective tax
burden of the Irish holding company. Just like for the Dutch case, the wedge
introduced between the market interest rate and the minimum required pre-
tax rate of return on investment is, in this case, independent of the holding’s
local tax regime. As shown in column (2) of table 5, the costs of capital of the
Irish holding, if re-financed with equity, are identical to those of its Dutch
equivalent and amount to 6.5%. The costs of capital of debt-financed invest-
ment in foreign shareholdings is 5.4% and thus slightly higher than the result

Y The prerequisites for the application of the trading income tax rate to foreign dividend
income are described in section A.3.2.

'8 See footnote 11.
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for the Netherlands. Please note that the interest is assumed to be deductible
against the 12.5% tax rate which is the tax rate at which the relating income is
taxed. Therefore, the interest tax shield resulting from debt-financing is less
valuable for the Irish holdings as compared to that of the Dutch holding which
deducts interest against a 25% tax rate. This is reflected in the Irish holding’s
higher costs of capital of a debt re-financed investment in foreign sharehold-
ings. Yet, in contrast to the Netherlands, interest expenses relating to trading
income are generally deductible under the “interest-as-a-charge” provision™
and are not restricted by thin capitalisation rules.”® Nevertheless, the loan
agreement must be in line with the arm’s length principle.

Accordingly, with the assumed real market interest rate to be 5% the Irish
holding’s EMTR on shareholdings amounts to 23.2% and 7%, respectively, for
equity (column (2) in table 5) and debt-financing (column (2a) in table 5) of the
holding. As explained above, the EMTR indicates which share of the pre-tax
return of an economically marginal investment is taxed away by the govern-
ment. The higher this relative wedge between pre-tax rates of return and the
required after-tax return, equivalent to the capital market interest rate, the
smaller the theoretically optimal scale of investment. If the requirements of
the “interest-as-a-charge” provision are, however, not met, the effective tax
rates equal the rates in case of equity-financing (see column (2b) in table 5).

The EATR instead represents the share of the net present value of a profitable
investment which is taxed away. From a theoretical point of view, it should be
relevant for the decision where to geographically locate profitable investment,
here: the holding activity. The pre-tax rate of return for the computation of
the EATR, in the model applied here, is set to 20%. Given this pre-tax return,
the EATR is 23.2% (equity-financing) or, respectively 18.8% (debt-financing).
Also with regard to the effective tax burden on such profitable holding activity
only the foreign taxes are relevant as long as the holding finds itself in an ex-

¥ Interest expenses relating to non-trading income such as foreign dividend income are
generally non-deductible. As an exception they may nevertheless deductible under the
“interest-as-a-charge” provision. For the prerequisites of the “interest-as-a-charge” provi-
sion see section A.3.5.

% Interest expenses may, however, not be deductible in the case of intra-group transfers
or assets.
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cess credit position. This, however, is quite likely given the low Irish tax rate on
trading income and the Irish pooling system for tax credits. The Irish profit tax
rate against which the associated interest expense is deducted only plays a
role if the holding is financed with debt. To conclude, in case of excess credits
the difference in effective tax levels observed for an Irish versus a Dutch hold-
ing company are rather small. Slightly higher effective tax burdens only result
in the case of debt-refinancing because the value of the interest tax shield
from financing with debt is lower in Ireland as compared to the Netherlands,
where interest is deducted against a tax rate of 25% instead of the Irish 12.5%
rate.

For sake of completeness, it should be noted that, in contrast to the Nether-
lands, Ireland does not levy a withholding tax on dividends in case the parent
company is either resident in an EU Member State or a country with which
Ireland has concluded a tax treaty and this company is not controlled by Irish
residents.

In view of the EU average profit tax rate of 23.2%, we deem an Irish holding
company less likely to have excess credits if it receives dividends paid out of
non-trading income.”! In this case, the Irish tax rate amounts to 25%. If foreign
taxes paid represent a smaller percentage of the underlying foreign profits,
taxes will be levelled up to 25% in Ireland. So, if foreign dividends received by
the holding function are paid out of non-trading income, the underlying eco-
nomic non-trading activity is effectively taxed at 25%. This is immediately re-
flected in the effective tax burden indicators calculated for this case. The costs
of capital amount to 6.7% in the case of equity-financing investments in the
shareholdings, and to 4.3% if the holding re-finances with debt.

Please note that as in the case discussed above (dividends paid out of trading
profits and subject to 12.5%) we assume the associated interest expense to be
offset against non-trading income under the “interest-as-a-charge” provi-
sion.”” Thus, the interest expenses shield income which would otherwise be
taxed at a rate of 25%. As a result, ordinary returns earned from the share-

*! please note that the results for this special case are not shown in Table 5.

*? For details of the “interest-as-a-charge” provision please refer to section A.3.5.
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holdings effectively remain untaxed in the case of debt-financing the Irish
holding. The corresponding EMTR is -15% for debt-financing and 25% for eq-
uity-financing. The effective tax burden on profitable investment amounts to
25% (equity-financing) and 16.3% (debt-financing). If the interest payments
relating to the dividend income may not be deducted under the “interest-as-a-
charge” provision, the effective tax rates equal the ones in case of equity-
financing.

Specific headquarter function Il: Group financing and treasury function

Turning to the financing function, it is again assumed that funds are passed on
to affiliates in the form of intra-group loans. Assuming that interest is fully
deductible from the profit tax base on the level of the debtor and that no
withholding tax is levied, e.g. due to the application of the Interest & Royalty
Directive, interest income is only subject to tax in the country of residence of
the creditor. More specifically, foreign interest income received by Irish group
financing and treasury companies may be considered to be trading income
and consequentially taxed at the 12.5% tax rate. This requires that the Irish
group financing company is actively and strategically managing business. In
other words, it must be responsible for negotiating, monitoring, and securing
the finance for the intra-group loans.” With these conditions fulfilled, the
costs of capital of investment projects financed by the loans passed on to the
affiliates are 5.5%. The effective marginal tax rate on investments funded by
Irish financing companies correspondingly amounts to 9.8%.

Interest expenses paid at the level of the financing company for debt which
has been forwarded to affiliates is fully deductible at the rate of 12.5%. Ac-
cordingly, the interest remains untaxed at the level of the financing function
and was already deducted in the source country. The EMTR is -13.4% if the
financing function takes up debt to channel these funds as loans to its affili-
ates. Again we do not consider EATR values for the financing function because
the return on profitable investments cannot be fully repatriated in the form of
interest, but the residual profit must take the form of dividends or capital

2 According to recent Irish case law, the Ireland based employees must in addition have
the relevant skills, expertise, experience and authority to carry out the
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gains upon the disposal of the shareholding. Depending on where these pay-
outs are taxed, the EATR on the investments co-financed by the financing
company would differ.

If, in contrast, the Irish group financing company is not actively managing the
intra-group financing and treasury function, the foreign interest income re-
ceived constitutes non-trading income and is accordingly taxed at a rate of
25%.%* Taxation in the source country remains irrelevant. As a consequence,
the costs of capital of investments generating non-trading income amount to
6.7%. The EMTR is 25.1%. Turning to the case of the financing company taking
up debt instead of receiving equity injections, the tax treatment of interest
expenses again becomes relevant. According to Irish tax law, interest expense

4

relating to non-trading income is only deductible under the “interest-as-a-
charge” provision.25 In case the requirements of the provision are met, and
assuming that the company only generates income subject to the 25% rate
against which the interest is deducted, the costs of capital of investments fi-
nanced by the debt re-financed loans from the finance company amount to
4.4%. Again, the full return is shielded from taxation both at the level of the
investing affiliate and the financing company. Interest income is just passed
through the financing company. Accordingly, the effective tax rate charged on
an economically marginal investment is again -13.4%. If the requirements of
the “interest-as-a-charge” provision are not met, interest is not deductible and
the effective tax rates for debt-financed investment are equal to the tax rates

for equity-financed investment.

Specific headquarter function Ill: R&D function (self-developed IP)

An R&D company self-creates intellectual property by engaging in R&D activ-
ity. The created intellectual property is assumed to be legally protected as a
patent. Foreign royalty income earned from licensing out the patents can be

** please note that the results for this special case are not shown in Table 5.

% For further details see section A.3.5 .
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considered to be trading income and accordingly subject to the 12.5% tax
26
rate.

In Ireland, the expenditure incurred for the development of innovation can be
immediately deducted for tax purposes. The immediate write-off of all devel-
opment costs brings about immediate tax savings given that the costs can ef-
fectively be offset against other taxable trading income. These immediate tax
savings during the production phase of the patent imply that, in economic
terms, the R&D company receives a no-interest loan from the government.27
The interest saved on that implicit loan effectively lowers the costs of capital.
As the implicit loan corresponds exactly to the immediate tax savings from the
non-capitalisation of development costs, the interest implicitly saved fully
compensates the tax due on the ordinary market return on investment. The
effective tax burdens on the creation of intangible assets are shown in column
(1) of table 6. The costs of capital equal exactly the real market interest rate
of, in our model, 5%, and the effective tax rate on a marginal investment
(EMTR) is 0%. If a profitable investment is assumed, the effective tax level
goes up to a value of 9.4% because the economic rent earned, i.e. the part of
the return exceeding the costs of capital, is directly hit by the statutory profit
tax rate of 12.5%.

If the R&D company finances the development of new patents with debt, it
additionally benefits from the interest tax shield resulting from the tax de-
ductibility of interest against income. The costs of capital now amount to
4.1%. The Irish tax system thus implicitly promotes investment in R&D by
pushing the minimum required pre-tax rate of return on investment below the
market interest rate.”®

%% We assume that royalties are fully deductible from the profit tax base of the licensee.

%’ The firm’s taxable profit in that early period clearly falls short of the true economic
profit account for the fact that, economically, the development expenses are capitalised
and depreciated over the economic life of the self-created patent. The implicit loan is paid
back in later years of useful life when economic depreciation exceeds remaining available
tax depreciation allowances.

*® please note that interest expenses are only deductible up to 80% of the total royalty
income. However, with respect to the marginal investment no general conclusions can be
drawn on the effects of this provision.
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Table 6: Effective tax burdens on innovative activity in Ireland (in %), 2012

(1) (2)
No tax R&D
incentives for R&D Tax Credit
oo CoC 5.0 -0.8
> £
5 & EMTR 0.0 n/a
g
= EATR 9.4 -16.1
o CoC 4.1 -1.7
55 gvR 211 n/a
A ©
= EATR 5.6 -18.8
Abbr.: CoC - Cost of capital, EMTR - Effective marginal tax rate,

EATR - Effective average tax rate.
Source: ZEW.

Finally, in case of debt-financing the EMTR turns negative (-21.1%) and thus
reflects this type of subsidy. The EATR exceeds the EMTR because the income
not absorbed by financing costs and depreciation is fully hit by the statutory
tax rate. Still, with a value of 5.6% the effective tax rate even on profitable
investment remains very low in the case of debt-financing the R&D activity.

Similar to the Netherlands, the Irish tax system provides for important incen-
tives to engage in R&D activity, i.e. the self-creation of intellectual property.
Companies undertaking in-house R&D are granted a tax credit equal to 25% of
qualifying R&D expenditure.”® More specifically, for the first EUR 100,000 of
R&D expenditure, the tax credit is granted on a volume basis. Thereafter, it is
granted on an incremental basis and amounts to 25% of the incremental R&D
expenditure, i.e. the difference between current levels of R&D expenditure
and baseline expenditure. The baseline figure is set by reference to expendi-
ture incurred in the year 2003. If the R&D activity has been outsourced the tax
credit amounts to 5% in case of outsourcing to third-level academic institu-
tions and 10% in case of outsourcing to other non-related parties.

% please refer to section A.3.4.1 for the scope of expenditure qualifying for the Irish R&D
tax credit.
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The tax credit is generally deducted from the company’s corporation tax liabil-
ity in the year in which the expenditure is incurred. Any excess tax credit may
be carried back to the previous period or refunded in future periods on a stag-
gered basis.*

The resulting effective tax levels are shown in column (2) of table 6. If the R&D
company is eligible for these incentives and makes use of them for its invest-
ments in innovative activity, the associated costs of capital do not only fall
below the real market interest rate, but they even become negative (-0.8% for
equity-financed R&D and -1.4 for debt-financed R&D). In other words, the Irish
tax system, taking account of the special incentives it provides, does not only
promote investment in R&D by pushing the minimum required pre-tax rate of
return on investment below the market interest rate. It even provides for such
a strong subsidy that the R&D investment may earn a negative pre-tax rate of
return and would still be undertaken. Note that for this type of situation, the
corresponding EMTRs are no longer interpretable in a meaningful way. There-
fore, we do not show the EMTR for R&D activity benefitting from the tax credit
regime in Ireland. By contrast, the EATR still yields intuitively interpretable
insights. As profitable investments in R&D earn a higher return than required
to cover the costs of financing and depreciation, their effective tax burden is
particularly driven by the statutory tax rate. However, due to the considerable
subsidy on innovative activity in Ireland, EATR on both equity (-16.1%) and
debt-financed investments (-18.8%) are negative.

Specific headquarter function IV: IP function (acquired IP)

Royalty payments are generally tax deductible at the level of the licensee. Fur-
thermore, within the European context it is plausible to suppose that the In-
terest and Royalty Directive applies and, thus, no withholding taxes are
charged on royalty payments. As a consequence, royalty income is only sub-
ject to tax in the country of residence of the licensor. Similar to interest in-
come received by a financing company, foreign royalty income may be quali-

%0 Yet, the payment is capped by reference to either the sum of payroll taxes arising in the
accounting period in which the qualifying expenditure was incurred as well as in the previ-
ous accounting period, or the corporation tax paid in the 10 preceding accounting periods.
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fied as trading income for Irish tax purposes if certain conditions are met. Ac-
cording to recent case law, for royalty income to qualify as trading income, the
Irish IP company which holds and manages the intellectual property to be li-
censed out must be responsible for the exploitation of the intellectual prop-
erty. Moreover, the income of a group IP company is considered as trading
income if the company is indeed responsible for the worldwide marketing,
sale, operation and support of the intellectual property. The Ireland based
employees must have the relevant skills to operate these functions.

After it all, the IP company considered here acquires patents and licenses
them out with the associated returns taxed at a rate of 12.5%. For tax pur-
poses, patents are depreciated according to the straight-line method over a
useful life of 10 years. Resulting effective tax burdens are shown in column (5)
of table 5. The IP holding functions investments in patents must earn a mini-
mum pre-tax rate of return of 5.9%. The cost of capital is again lower and
amounts to only 4.9% if the acquisition of patents is financed with tax de-
ductible debt. Corresponding EMTR values amount, respectively, to 14.9% and
-2.5%. The 14.9% EMTR for the case of equity-financed patent acquisition well
reflects the fact that straight-line tax depreciation of the patent over a 10-year
period implies a slower depreciation than the model’s assumed economic de-
preciation pattern of intangibles (15.35% declining balance). If tax deprecia-
tion was neutral, i.e. matched with the assumed economic depreciation
scheme, the EMTR would equal exactly the statutory profit tax rate of 12.5%.
The effective tax level on profitable investment amounts to 13.2% in the case
of equity-financed acquisitions and goes down to 8.9% in case that tax de-
ductible interest expenses provide for a tax shield.

Abandoning the assumption that the IP function considered meets all re-
quirements for its royalty income to be qualified as trading income, the appli-
cable tax rate is 25%.>! On the one hand, the higher tax rate increases the pre-
sent value of tax savings from the depreciation of the acquired patent.>* On
the other hand, a larger share of the royalties received is taxed away. In par-

*! please note that the results for this special case are not shown in Table 5.

> We assume that depreciation allowances are generally deducted against the 25% tax
rate.

31

LEW



VU

VRIJE
UNIVERSITEIT
AMSTERDAM

//Corporate Taxation of Headquarter Services in Europe

ticular, interest expenses relating to foreign royalty income not qualifying as
trading income are generally not deductible for tax purposes. The “interest-as-
a-charge” provision which is relevant particularly for holding and financing
companies does not apply to borrowings used to invest in intangible assets.
Accordingly, the tax treatment of equity and debt-financed investment is iden-
tical with general non-deductibility of financing expenses. The costs of capital
in both cases amount to 7%. The corresponding EMTR value is 29%. The EATR
(26.4%) is slightly lower than this EMTR value because the income above what
is needed for covering financing costs and depreciation is taxed at a statutory
rate of 25%. The relatively slow tax depreciation of patents has less impact on
the effective tax burden if returns are supposed to be high, but instead the
25% tax rate becomes the main driver.

2.23 United Kingdom

The United Kingdom is clearly the largest among the four economies consid-
ered in this study. Despite being one of the largest European economies, in
international tax burden comparisons (see e.g. Dressler et al.,, 2011) the
United Kingdom is traditionally ranked top of similarly sized countries, i.e.
France, Germany, and ltaly. These comparisons generally focus on the taxation
of profitable investment in the manufacturing industry.

The effective tax rate on manufacturing activities is also the benchmark re-
ferred to in this study. Investment in manufacturing capacities is again speci-
fied as investment in a 5-asset bundle which, in equal proportions, consists of
industrial buildings, machinery, acquired patents, inventory and an interest-
bearing financial asset. The results for the benchmark investment, and also for
all other functions considered are displayed in table 7.

Benchmark case: Manufacturing affiliate

Column (1) of table 7 shows the effective tax burden levied on manufacturing
firms in the United Kingdom. We first consider the effective tax burden for
equity-financed investment. In this case, the costs of capital amount to 7.7%.
Correspondingly, the EMTR is 35.4%. The main factors which drive the EMTR
above the UK statutory tax rate of 24% are related to the taxation of buildings.
Since 2011, buildings are no longer depreciated for tax purposes. Further-
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more, a real estate tax (so called business rates) at the rather substantial ef-
fective rate of 1.6% is levied.*® Tax treatment of intangible assets and, in par-
ticular, machineries all but reflects the economic returns earned on these as-
sets with, e.g. for the case of machinery, allowable depreciation at declining-
balance rates of 18%.>*

Table 7: Effective tax burden on centralised headquarter functions in the
United Kingdom (in %), 2012

(1) (a) (@b @3 (4) (5)
Benchmark
Case:
Manufacturing Holding Financing R&D IP
function Function® Function  Function’  Function
00 CoC 7.7 6.5 6.6 3.1 6.9
> <
g_“c’ EMTR 35.4 23.2 24.0 -62.8 27.9
[4°]
“E  EATR 29.1 23.2 - 10.7 25.3
a0 CoC 5.4 4.3 6.5 4.4 1.6 4.7
%E’ EMTR 7.8 -15.3  23.2 -13.4 -220.6 -5.6
o ©
£ EATR 20.3 14.8 23.2 - 49 17.0

! Column (2b) shows the effective tax burden if the holding re-finances with
debt but is subject to binding interest deduction restrictions, i.e. the British
thin capitalisation rules.

Effective tax burdens on the R&D function assume that only the R&D
tion is taken advantage of as the Patent Box only comes effective from 2013.
For a detailed analysis of other scenarios with regard to the tax treatment of
innovative activity, see Table 8Table 8.

Abbr.: CoC - Cost of capital, EMTR - Effective marginal tax rate, EATR - Effective
average tax rate.

Source: ZEW.

=2
(e}
—
(0]
7

Considering the case of debt-financing the investment, the statutory tax rate is
no longer an adequate benchmark to be compared with the effective tax lev-
els. The tax deductible interest expense shields the returns on investment

* For further details see table 22 in the appendix.
** Economic depreciation is assumed to be 17.5% declining-balance.
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from taxation, lowering the effective tax burden on the proceeds from mar-
ginal investment to a level of 7.8%, corresponding to a cost of capital of 5.4%.
However, relative to effective tax rates on debt-financed investments found
e.g. for the Netherlands, these levels are not low. Again, the main underlying
reason for the high UK tax levels on marginal investment is that especially tax
depreciation of buildings falls far short of economic depreciation. Profitable
investment, no matter how it is financed, benefits considerably from the
statutory tax rate of 24% because the economic rent earned is taxed exactly at
the statutory tax rates and available allowances are less of a concern. This
results in an EATR of 29.1% for equity-financed investment and a correspond-
ing value of 20.3% for debt-financed investment.

Specific headquarter function I: Holding function

Most profit distributions, including distributions from controlled companies,
are exempt from corporation tax in the United Kingdom. Moreover, the Par-
ent-Subsidiary Directive prevents the application of withholding taxes on divi-
dends paid in relation to qualifying EU-shareholdings. Still, profits underlying
the dividends paid have been subject to profit tax in the country of source.
Accordingly, the cost of capital is predominantly determined by the source
country’s profit tax burden. In case of dividends received from all 27 EU Mem-
ber States, the 2012 average statutory profit tax rate®® amounts to 23.2%.

The effective tax burden on holding functions located in the UK is shown in
column (2) of table 7. Just as in the case of the Dutch and Irish holding com-
pany, the costs of capital amount to 6.5% if the holding re-finances with eg-
uity. The EMTR is thus equal to the statutory rate of 23.2% and, correspond-
ingly, the EATR also amounts to 23.2%. These values are all identical to the
results found for the holding companies in the Netherlands and Ireland.?® This

3 See footnote 11.

% Please recall that the results for Ireland assume that the Irish holding is in an excess
credit position because it receives dividends paid out of profits which, on average, have
been subject to a higher tax rate than the 12.5% Irish tax rate on trading income. Fur-
thermore, we totally abstract from the tax base definition in the EU source countries of
profits earned. Implicitly, the tax base is assumed to be neutral, i.e. to closely reflect true
economic profits of the investment projects. This assumption has no impact on the order-
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is plausible as the dividends received remain effectively untaxed at the level of
the holding also in these countries, either immediately by way of a participa-
tion exemption (the Netherlands, UK) or, under certain assumptions, within a
credit system in which the holding is likely to find itself in an excess credit po-
sition (Ireland).

Results deviate between the three countries if the holding is considered to use
debt-financing as a source of funds for equity investment in its shareholdings.
This is due to the interest tax shield showing different values according to the
tax rate against which interest is deductible. In the United Kingdom, interest is
deductible against a tax rate of 24%. The tax rate against which additional in-
terest expense can be deducted is thus higher than the average statutory tax
rates on an additional unit of equity income in the source country. The source
tax of 23.2%, on average, is thus more than compensated at holding level if
debt is used as the marginal source of funds. Consequently, a debt-financed
investment has costs of capital of 4.3% (see column (2a) in table 7), ranging
below the real market interest rate. The advantage from tax deductible inter-
est expense paid on debt passed on to finance equity investment in the share-
holdings is less relevant if the total returns exceed ordinary returns on invest-
ment by far. With increasing profitability, the effective tax rate, e.g. the EATR,
approaches the statutory tax rate of 23.2% levied, on average across all Euro-
pean source countries, on the profits earned from investment in the share-
holdings. For a pre-tax rate of return of 20%, the EATR is 14.8%.

As in the case of the Netherlands, the deduction of interest expenses may be
restricted. According to the British “Worldwide Debt Cap” rule, the deduction
of aggregate net financing expenses which is available for companies resident
in the UK is restricted to the consolidated gross financing expenses of the
group.37 In case the restriction applies the costs of capital and the effective tax
rates are equal to the case of equity-financing (see column (2b) in table 7). In
contrast to the Dutch thin capitalisation provision, the Worldwide Debt Cap

ing of effective tax levels computed for the four holding locations considered (the Nether-
lands, Ireland, UK, and Switzerland), as the source countries are assumed to be the same.

% For further details on the “Worldwide Debt Cap” provisions see section A.4.5 in the
appendix.
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rule is not limited to interest on loans provided by related parties but also re-
stricts the deduction of interest paid to third parties including financial institu-
tions. For further details on the Worldwide Debt Cap rule see section A.4.5 in
the Appendix.

Finally, it should be highlighted that the United Kingdom does no levy a with-
holding tax on dividends paid to foreign companies. In contrast to the Nether-
lands and lIreland this applies irrespective of the residence country of the
shareholder receiving the dividend.

Specific headquarter function Il: Group financing and treasury function

The effective tax burden on financing functions located in the UK is shown in
column (3) of table 7. Similar to the analysis of group financing companies in
the Netherlands and Ireland, we assume that the interest paid by the foreign
affiliates on the loans passed on to them is fully deductible from their taxable
income. Furthermore, no withholding taxes are charged due to the application
of the Interest & Royalty Directive. Consequently, the proceeds resulting from
the investment financed by the debt claim are only subject to tax in the coun-
try of residence of the debtor, i.e. the financing company. The statutory profit
tax rates which will apply to the interest income received by a financing com-
pany located in the United Kingdom amounts to 24%. Accordingly, the foreign
investments funded by the loans from the financing company must at least
earn their costs of capital of 6.6% in order to be worthwhile. Expressed in
terms of the EMTR, the effective tax level is 24%.

Considering the case that the UK financing company itself takes up loans, in-
stead of receiving equity injections, in order to pass them on to other affili-
ates, the interest expenses are deductible at the rate of 24%. Accordingly the
costs of capital are again 4.4%, just as for all other countries. On the one hand,
the interest effectively remains untaxed at the level of the financing company
because interest received on the loan and the interest paid to re-finance it
cancel out. At the same time, the nominal interest is deductible in the source
country and thus shields the ordinary investment returns from tax. The EMTR
is thus -13.4% if the financing company taps the capital market to channel
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these funds as loans to its affiliates.?® It should be noted that the deduction of
interest expenses incurred by a Financing and Treasury company is not limited
by the “Worldwide Debt Cap” rule as such companies are explicitly excluded

from the scope of the provision.39

Specific headquarter function Ill: R&D function (self-developed IP)

Again similar to the analysis of R&D companies in the Netherlands and Ireland,
the considered R&D function is supposed to engage in research and develop-
ment activity in order to create patentable intellectual property. The effective
tax burden on innovative activity located in the UK is shown in table 8.

Table 8:  Effective tax burdens on innovative activity in the UK (in %), 2012

(1) (2) (3) (4)
No tax R&D

incentives R&D Patent Deduction

for R&D Deduction Box' & Patent Box'

- CoC 5.0 3.1 5.0 3.3
§ % EMTR 0.0 -62.8 0.0 -51.2
= & EATR 18.0 10.7 10.1 -2.8
N o CoC 33 1.6 33 1.8
< g EMTR -50.2 -220.6 -50.2 -181.8
° é EATR 11.7 4.9 2.9 -3.8

Notes: ' Please note that the Patent Box will be effective (phased-in) from 2013
onwards. It will fully come into effect in 2017. Our calculations anticipate its
full impact on effective tax burdens based on 2012 tax parameters.

Abbr.: CoC - Cost of capital, EMTR - Effective marginal tax rate, EATR - Effective
average tax rate.

Source: ZEW.

38 Again we do not consider EATR values for the financing companies because the return
on profitable investments cannot be fully repatriated in the form of interest, but the re-
sidual profit must take the form of dividends or capital gains upon the disposal of the
shareholding. Depending on where these payouts are taxed, the EATR on the investments

co-financed by the financing company differs.
% See section A.4.5 in the appendix for further details.
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The proceeds generated from licensing out the patent to other affiliates of the
group will be subject to tax only in the country of residence of the licensor, i.e.
the R&D company, because royalty payments are deductible from the profit
tax base of the foreign licensee. Expenditure incurred for the development of
the patent can be deducted immediately. If besides this implicit incentive no
further advantageous tax regimes related to innovative activity are used, the
costs of capital amount to 5% (assuming equity-financing of R&D). The tax
savings associated with the immediate write-off of the intangible assets ex-
actly compensate the tax burden levied on the ordinary return of the R&D
investment (see column (1) of table 8). The EMTR is thus 0%. The EATR is again
above this level because effective tax levels increase and approach the statu-
tory profit tax rate with increasing rates of return. For a pre-tax rate of return
of 20%, the EATR on R&D investment amounts to 18%. If, in addition, the R&D
company takes up loans to finance its innovative activity, the interest tax
shield reduces the costs of capital further to the level of 3.3%. The respective
effective marginal tax rate thus amounts to -50.2%. The EATR for debt-
financed but highly profitable R&D activity, again without taking advantage of
specific tax incentives, is 11.7%.

In addition to an immediate one-time write-off for the development costs, the
UK tax system offers substantial incentive regimes aiming at fostering innova-
tive activity. These incentives relate both to the input side of the R&D process
and to its output in the form of intellectual property. We start the in-depth
analysis of these regimes by taking a look at the input side of innovation. In
2012, UK R&D companies may deduct an additional 30% of revenue expendi-
ture for qualifying R&D from their profit tax base (super deduction). Qualifying
revenue expenditure comprises employee costs, materials, utilities, and soft-
ware. Capital allowances, however, do not qualify for the 30% R&D deduction.
The effective tax burden on innovative activity benefitting from the super de-
duction is shown in column (2) of table 8. Assuming that the R&D costs in-
curred for the creation of the intangible asset consist of the eligible types of
expenditure mentioned above, the cost of capital drop to a value of 3.1%
(EMTR: -62.8%) for the case of equity-financing. This is because the tax savings
from the super deduction which, according to the assumptions of the meth-
odological framework adopted in this study, are immediately and fully de-
ductible against income otherwise subject to tax at a rate of 24%, effectively
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reduce the present value of the development costs. Accordingly, the pre-tax
returns which must be earned for the investment to break even decrease to
values below the real market interest rate. Even equity-financed innovation
activity is thus subsidised by the tax system. If the R&D firm used debt to fi-
nance the R&D activity, the additional interest deductions with their associ-
ated tax shield further decrease the costs of capital to 1.6% (EMTR: -220.6%).
The tax levels on profitable investment (i.e. EATR) amount to 10.7% and 4.9%,
respectively, for debt and equity-financing.

In 2013 a Patent Box regime is supposed to be introduced in the United King-
dom which provides for an effective corporate tax rate of 10% for so-called
qualifying residual profits derived from, inter alia, the licensing or sale of pat-
ent rights and the use of patented inventions in the company’s trade.”® Hence,
the scope of the proposed Patent Box is comparably wide. It is not limited to
royalty income but includes profits derived from the sale of qualifying pat-
ented invention or products incorporating qualifying invention as well as prof-
its derived from the use of the patented invention in the company’s trade.**

Yet, determining the share of the company’s profits which finally qualifies for
the Patent Box requires a three-step-procedure. Within the scope of the last
step a return to marketing assets is deducted. The determination of this figure
is at the discretion of the taxpayer. Yet, it must reflect the actual facts and
circumstances and must meet arm’s length requirements.42 Though, under the
small claims treatment the return to marketing assets correspond to 25% of
qualifying residual profit which is the result of the second step of the calcula-
tion.” Consequentially, for the purpose of this study we determine the effec-
tive tax rate under the Patent Box regime applying to royalty income as

Tpp = 0.75 % 10% + 0.25 * Trogyiar = 7.5% + 0.25 * 24% = 13.5%

“ For details see section A.4.4.1.

1 See HMRC, The Patent Box: Technical Note and Guide to the Finance Bill 2012 clauses,
2012, p. 8. Feedback from practitioners in the UK indicates that independent of the appli-
cability of the small claims treatment, a return to marketing assets of 25% of residual
profits would be a good first approximation.

2 see footnote 41, p. 50-57.
* See footnote 41, p. 48-50.

39

LEW



VU #— VRUE //Corporate Taxation of Headquarter Services in Europe
UNIVERSITEIT
% AMSTERDAM

The Patent Box will phase in over a period of four years during which qualify-
ing profits are only partially subject to the Patent Box tax rate (60% in 2013,
70% in 2014 and so on). The application of the Patent Box requires that the
company has undertaken “qualifying development by making a significant
contribution to the creation or development of the invention claimed in the
patent or a product incorporating this item.”** Hence, the Patent Box is gener-
ally not available for contract R&D. Nevertheless, the company can qualify for
the Patent Box with respect to a patent generated by an affiliate in case the
company takes a significant role in managing the research & development
activities and managing the qualifying rights created in the course of this activ-
ity.

While the Patent Box will apply no earlier than from 2013 onwards, we still
analyse its effect in the following. To capture its effect on the effective tax
burden on R&D activity, we hold all other tax parameters constant at 2012
levels. We compute the Patent Box effects assuming that it is fully phased in,

4445. It

must be highlighted, that financing expenses (and financing income) are not

i.e. that it applies to 100% of the “relevant intellectual property profits

taken into account when determining the profits that are taxed under the Pat-
ent Box.* Hence, interest expenses are deductible from income which is sub-
ject to the ordinary corporate tax rate of 24% unless other restrictions apply.

The effective tax burden on self-developed patents which fall under the Patent
Box is depicted in column (3) of table 8 assuming that the Patent Box already
fully becomes effective in 2012. Equity-financed production of intellectual
property shows costs of capital of 5% under this special regime (EMTR: 0%).
Taxation of the marginal return on self-created patents is thus fully avoided
under the Patent Box. Given that the Patent Box provides for a quite favour-
able tax treatment of proceeds from innovation, it might seem surprising at
first glance that the costs of capital do not fall below the real market interest

* Footnote 41, p. 9.

* The “relevant intellectual property profits” are the result of the three-step procedure to
determine the amount of profits which are taxed under the Patent Box. For further details
see section A.4.4.1 in the appendix.

*® A routine return equalling 10% of expenses is deducted in order to derive the qualifying
residual profit. This does, however, exclude R&D expenses.
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rate. It must be recognised, however, that the effect from low taxation of pat-
ent returns is, at the margin, offset by the reduced tax savings from the im-
mediate write-off which, under the Patent Box regime, is only deductible
against the reduced tax rate of effectively 13.5% (taking into account a lump-
sum deduction for the return to marketing assets). The generous tax treat-
ment of self-created intangibles under the Patent Box is much more unveiled if
highly profitable patents are considered. In this case, the low tax on patent
returns more than outweighs the decreased tax value of the immediate write-
off of development costs. The EATR thus falls from a value of 18% for the case
of no tax incentives used to 10.1% if the Patent Box is taken advantage of.
Considering the case of debt-financed development of intangible property,
effective tax burdens again decrease relative to the equity-financed pendant.
Given that interest expenses can be immediately deducted against the 24%
ordinary tax rate, the interest tax shield, in contrast to the non-debt tax shield
provided by the immediate write-off of development costs, maintains its full
value even under the Patent Box. It thus significantly drives down the costs of
capital to a level of 3.3% (EMTR: -50.2%). The EATR on the total return on in-
tellectual property which has been self-created, using debt as source of funds,
amounts to 2.9%. This low value reflects the combined effects from immediate
write-off, the full tax deductibility of interest, and the low profit tax rate under
the Patent Box.

So far, the UK R&D deduction and the Patent Box were analysed and discussed
separately. However, both incentives are complementary and can be com-
bined. Their joint effect on effective tax burdens thus has to be considered as
well. The resulting effective tax burden is shown in column (4) of table 8. As-
suming that the R&D company has sufficient profits to offset the super deduc-
tion and full development costs against, the costs of capital of equity-financed
creation of intellectual property in the UK amount to 3.3% (EMTR:
-51.2%). As the effects of the Patent Box are almost negligible for marginal
investments in intellectual property, there is no big difference between the
costs of capital or, respectively, the EMTR of intellectual property production
benefitting from the R&D deduction only or, in addition, also from the Patent
Box. This also holds true for the case of debt-financing where costs of capital
are 1.8% (EMTR: - 181.8%) if both incentives are used, relative to 1.6% if only
the R&D deduction is applied. As can be expected, the joint effect of the tax
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incentives is the more pronounced the higher the return on innovation. Given
that the beneficial tax treatment of the Patent Box adds to the favourable tax
base definition effect of the super deduction, the EATR drops to 2.8% and -
3.8%, respectively, for equity and debt-financing. A negative effective average
tax rate implies that the subsidies provided by the tax system more than out-
weigh the taxes collected on profits earned. Negative effective average tax
rates are much less frequently observed than negative effective tax rates on
marginal investment, given that the latter only earn minimum returns and
produce no economic rents which can be taxed away. After all, the UK tax sys-
tem provides for such strong incentives that the net present value of profit-
able investment in intellectual property is increased, not reduced, by the tax
system.

Specific headquarter function IV: IP function (acquired IP)

Acquired intangible assets are capitalised and may be written off in line with
the accounting treatment. Within the scope of our model this results in
straight-line depreciation at a rate of 10%. Royalties earned from licensing out
the acquired intangibles, e.g. patents, are subject to the statutory tax rate of
24% as the Patent Box is generally not available for acquired IP. Under these
conditions, i.e. with no specific tax incentives applicable, the costs of capital
amount to 6.9% if the acquisition of the patent was financed with equity. The
EMTR corresponds to 27.9% and the EATR is slightly lower with a value of
25.3%. In the case of debt-financing the acquisition of the IP, costs of capital
are 4.7% (EMTR: -5.6%). The EATR on the total return of a profitable invest-
ment is 17%. These results are also found in column (5) of table 7.

2.2.4 Switzerland

2241 Taxation of companies with commercial activity in Switzerland

Besides the Netherlands and Ireland, Switzerland is another particularly re-
nowned location for HQ functions to be executed within multinational firms.
In particular, favourable holding tax regimes have attracted numerous holding
companies to the many cantons offering low effective tax rates. In particular,
when discussing the Swiss tax system it must be recognised that the Swiss
cantons have considerable discretion in the design of their respective tax poli-
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cies. While federal income tax is levied at a rate of 8.5%, the Swiss cantons
have a certain leeway with respect to the taxes levied on the cantonal and
municipal level. While for income tax purposes, the tax base definition is
largely harmonised between the cantons and the Swiss federal profit tax, the
cantons can still set the tax rates for the cantonal and municipal income tax.
The cantons have the option to set a headline tax rate to which cantonal and
also municipal multipliers are applied. In these cases, the tax rates do not only
vary between cantons but also within cantons, i.e. between the municipalities
of the same canton. In an increasing number of cantons, however, a global tax
rate on profits has been introduced, constituting the total profit tax liability at
the cantonal and municipal level. Furthermore, it is in the cantons’ discretion
to set the net wealth tax rates. In any case, all income taxes as well as cantonal
net wealth tax are deductible as a business expense when determining the
income tax base.

As the assessment of the tax regime of all 26 Swiss cantons would clearly be
beyond the scope of this study, we will restrict the focus of the analysis to the
supposedly most established and, in terms of absolute numbers, most impor-
tant Swiss location for HQ functions: the Canton of Zug. Before we plunge into
the analysis of Zug’s tax regime for specific HQ functions, we again discuss the
effective tax burden levied on a rather standard manufacturing affiliate which
employs five different assets: industrial buildings, machinery, acquired pat-
ents, inventory and an interest-bearing financial asset in equal proportions.

Benchmark case: Manufacturing affiliate

Table 9 shows the results for the benchmark investment in a manufacturing
affiliate in the Canton of Zug. Given a combined statutory profit tax rate of
15.11%, including both the federal profit tax and the profit tax at cantonal and
even at municipal47 level, plus rather favourable Swiss depreciation rules for
fixed assets (see tables 24 and 25), and a non-profit tax levied on the compa-

* The municipality considered is the cantonal capital of the canton of Zug, which is Zug.
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nies’ equity at an effective rate of 0.06%,"® the costs of capital of an equity-
financed investment in a Zug manufacturing affiliate combining the five assets
listed above amount to 5.9%. As interest expense is fully tax deductible in
Switzerland at all levels, the minimum required pre-tax rate of return drops to
4.6% if the company financing its investment with debt rather than equity. The
EMTR values correspondingly amount to 15.2% and -9.1%. The effective tax
burden on profitable investments, the EATR, instead amounts to 15.1%
(equity-financed) and 9.6% (debt-financed).

Table 9: Effective tax burden on centralised headquarter functions in
Switzerland (Canton of Zug) (in %), 2012

(1) (2) (3) (4) (5)
Benchmark
Case:
Manufacturing  Holding  Financing R&D IP
function Function Function Function Function
Qo CoC 5.9 6.6 5.9 5.0 5.6
> £
) 2  EMTR 15.2 24.2 14.7 0.0 11.1
©
& EATR 15.1 235 - 11.3 14.0
a0 CoC 4.6 6.5 4.4 3.9 4.3
% g EMTR -9.1 23.2 -13.4 -26.6 -16.1
[a) ©
£  EATR 9.6 232 - 6.9 8.4
Abbr.: CoC - Cost of capital, EMTR - Effective marginal tax rate, EATR - Effective

average tax rate.

Source: ZEW

Specific headquarter function I: Holding function

In Switzerland, dividend income received from substantial participations is
indirectly exempt from federal income tax as well as income tax at the can-
tonal/municipal level by way of the so-called participation relief mechanism.
More specifically, the participation relief is deducted from the corporate in-

*® The statutory tax rate is 0.05%. However, with cantonal and municipal multipliers ap-
plied and also taking into account the deductibility of the capital tax payments from the
profit tax base, the effective rate is 0.06%. See footnote 88 in the appendix.
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come tax liability. It amounts to the profit tax burden applying to the propor-
tion of net participation income to total net income. As participation income is
defined on a net basis, a proportional amount of financing expenses, adminis-
trative expenses, and, potentially, non-refundable withholding taxes can be
deducted. The participation relief mechanism and all related regulations, e.g.
governing the apportionment of costs related to the participation income, are
supposed to apply equally in all cantons.”

As a consequence, assuming a Zug based holding company there will be no
taxation of dividends received from its foreign shareholdings at the level of the
holding itself. Nonetheless, the profits out of which the dividends have been
paid have previously been subject to corporate profit tax in the respective
country of source. The effective tax burden on holding functions located in the
Swiss canton of Zug is shown in column (2) of table 9.

Again assuming that dividends are received out of investment activity in all 27
EU Member States in equal proportions, the statutory tax burden levied, on
average, on the underlying profits amounts to 23.2%. The costs of capital
amount to 6.6% if the holding re-finances with equity. The EMTR is thus 24.2%
and the EATR amounts to 23.5%. These values are almost identical to the re-
sults found for the holding companies in the Netherlands, Ireland and the
United Kingdom.> This is plausible as the dividends received remain effec-
tively untaxed at the level of the holding also in these countries, either imme-
diately by way of a participation exemption (the Netherlands) or, under cer-
tain assumptions, within a credit system in which the holding is likely to find
itself in an excess credit position. The slightly higher values for the case of
Switzerland are due to imposition of a net wealth tax at a rate of 0.06% levied
on the net wealth which also comprises participations in other companies.

For sake of completeness, it has to be pointed out that in contrast to the
United Kingdom (and Ireland), Switzerland levies a withholding tax on divi-

* For the requirements of the participation relief mechanism on the federal level as well
as the cantonal level in the Canton of Zug see section A.5.2.

*® please recall that the results for Ireland assume that the Irish holding is in an excess
credit position because it receives dividends paid out of profits which, on average, have
been subject to a higher tax rate than the 12.5% Irish tax rate on trading income.
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dends distributed by the holding company to its ultimate parent company.
Moreover, compared to the Netherlands the withholding tax rates stipulated
in tax treaties are generally slightly higher. As the analysis focuses on the taxa-
tion at the level of the holding function, this is, however, not taken into ac-
count.

Furthermore, results deviate between the three countries if the holding is
considered to use debt-financing as a source of funds for investment in its
shareholdings. This is due to the interest tax shield showing different values
depending on the tax rate against which interest is deductible. In the Nether-
lands and the United Kingdom, interest is deductible against a rate of 25% or
24%, respectively, unless special anti-avoidance provisions apply, whereas in
Ireland it is generally deductible against 12.5% if relating to dividends paid out
of trading income. Given the same tax burden levied on the shareholdings at
source, the Dutch and British effective tax burdens fall below the Irish. In the
Swiss case, however, the situation is different. Here, the participation exemp-
tion only applies to net dividend income and associated interest expenses are
effectively non-deductible. As a result, the effective profit tax burden on a
Swiss holding is independent of its source of financing. Yet, debt is deductible
when determining the tax base of the wealth tax levied in the Canton of Zug.
Hence, in case of debt-financing the costs of capital amount to 6.5% in con-
trast to 6.6% if the investment is financed with equity. Accordingly, debt-
financing also results in lower EMTR and EATR than equity-financing.

Finally, as in the case of the Netherlands and the United Kingdom, Switzerland
limits the deduction of interest payments in the case of excessive debt-
financing. The maximum allowable debt from related parties varies for differ-
ent kinds of assets. In case of substantial participations debt-financing may not
exceed 70% of the market value of the participation. For further details see
section A.5.5 in the appendix.

If the Dutch, British and Swiss anti avoidance provisions indeed deny the de-
duction of interest expenses, the costs of capital and the effective tax rates are
equal in all three countries. In this case, only Ireland stands out as it does pro-
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vide an interest deduction restriction aimed at limiting excessive debt-
financing.>*

Specific headquarter function Il: Group financing and treasury function

The effective tax burden on financing functions located in the Swiss Canton of
Zug is shown in column (3) of table 9. According to plausible assumptions, i.e.
full tax deductibility of interest in all source countries and non-applicability of
withholding taxes due to the Interest & Royalty Directive, the proceeds result-
ing from the debt claims against foreign subsidiaries are only subject to tax in
the country of residence of the financing company. As explained above, the
combined statutory profit tax rates which will apply to the interest income
received by a financing company located in the Canton of Zug amounts to
15.11%. Accordingly, the foreign investments funded by the loans provided by
the financing centre must at least earn their costs of capital of 5.9% in order to
be worthwhile. Expressed in terms of the EMTR, the effective tax level is
14.7%. As for the cases of the Netherlands, Ireland and the United Kingdom,
respective values for the case of debt-financing the funds extended to affili-
ates are 4.4% (costs of capital) and -13.4% (EMTR).

Group financing and treasury services may be subject to special cantonal tax
regimes, namely the holding company regime and the domiciliary/ mixed
company regime, which are characterised by a reduction of the can-
tonal/municipal income tax rates applying to foreign source income. These
regimes are addressed in section 2.2.4.2.

Specific headquarter function Ill: R&D function (self-developed IP)

The effective tax burden on R&D functions located in the Swiss Canton of Zug
is shown in column (4) of table 9. Again similar to the analysis of R&D compa-
nies in the Netherlands, Ireland, and the UK, the considered R&D function is
supposed to engage in research and development activity in order to create
patentable intellectual property. The proceeds generated from licensing out

> Loan agreements must, however, be in line with the arm’s length principle. Moreover,
interest relating to intra-group transfers of assets may not be deductible.

47

LEW



VU #— VRUE //Corporate Taxation of Headquarter Services in Europe
UNIVERSITEIT
% AMSTERDAM

the patent to other affiliates of the group will be subject to tax only in the
country of residence of the licensor, i.e. the R&D company, because royalty
payments are deductible from the profit tax base of the foreign licensee. Ex-
penditure incurred for the development of the patent can be immediately
deducted. Just like in the case of the Irish and the British R&D company, the
costs of capital amount to 5%, i.e. the real market interest rate. The tax sav-
ings associated with the immediate write-off of the intangible assets exactly
compensate the tax burden levied on the ordinary return of the R&D invest-
ment.”?

If, in addition, the R&D company takes up loans to finance its innovative activ-
ity, the created interest tax shield reduces the costs of capital further to the
level of 3.9%. The respective effective marginal tax rate thus amounts to 0%
for the case of equity-financing and it even turns negative for debt-financing (-
26.6%). If the returns from innovation exceed the costs of capital and the R&D
investment thus is profitable, effective tax levels approach but remain below
the combined statutory tax rate of 15.11%. The effective average tax levels do
not reach statutory tax burdens due to the favourable effects from the imme-
diate write-off, and, in case of debt-financing, also the interest tax shield. They
amount to 11.3% and 6.9%, respectively for equity and debt-financed R&D
activity.

Specific headquarter function IV: IP function (acquired IP)

In analogy to the analysis of IP functions located in the Netherlands, Ireland
and the United Kingdom, the IP company considered is supposed to acquire
patents to hold and manage them. In particular, patents are licensed out to
other affiliates of the group. The effective tax burden on IP holding functions
located in the Swiss Canton of Zug is shown in column (5) of table 9. Again, the
royalty income earned from this activity is subject to tax only at the level of
the IP holding itself, i.e. the licensor. This is due to the fact that withholding
taxes are assumed to be non-existent, e.g. due to application of the Interest &

>? Besides this implicit tax incentive for R&D activities, Switzerland only offers a provision
for future R&D expenditure. This measure is, however, not taken into account in the calcu-
lations.
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Royalty directive and that royalties are usually tax deductible at the level of
the licensee. The combined statutory tax rate levied on the royalty income
received by the Zug based IP company is 15.11%. Depreciation of intangible
assets in Switzerland follows a declining balance scheme at a generous rate of
40%. Again, the acquired patents have to generate at least an after-tax return
equal to the capital market interest rate. The pre-tax rate of return which
must at least be earned if the investment is supposed to take place thus
amounts to 5.6% (EMTR: 11.1%) in the case of equity-financed patent acquisi-
tions. The costs of capital are 4.3% (EMTR: -16.1%) in the case of debt-
financing. In particular, the very generous depreciation pattern drives the ef-
fective tax rate on marginal investments in intangibles down to comparably
low levels. The depreciation schemes in the Netherlands and Ireland are con-
siderably less generous, whereas the Swiss tax law allows for a rate of tax de-
preciation which is much higher than what is supposed to be the rate of eco-
nomic depreciation of the patent. The resulting positive interest effects are
reflected in low effective marginal tax burdens. Moreover, the effective tax
burden on profitable patent investment remains comparably low due to the
very moderate combined statutory tax rate applicable in the Canton of Zug.
The EATR is 14.0% if the patent investment is equity-financed. It is 8.4% if the
IP function resorts to debt-financing of the patent acquisitions.

The exploitation and management of intellectual property may be subject to
special cantonal tax regimes, namely the holding company regime and the
domiciliary/ mixed company regime. These regimes are addressed in the fol-
lowing.

2.2.4.2 Cantonal tax regimes

The Swiss cantons provide for several tax regimes aimed at attracting head-
quarter services, namely the holding company regime, the domiciliary com-
pany regime, and the mixed company regime. These tax regimes comprise
reduced income and net wealth taxes on foreign income and mainly do not
require any substance in Switzerland. On the contrary, especially the applica-
tion of the holding company and the domiciliary company regimes even pre-
cludes commercial activity in Switzerland whereas under the mixed company
regime companies may carry on commercial activity in Switzerland to a limited
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extent. Hence, the cantonal tax regimes mainly aim at attracting paper profits.
The basic features of these regimes are equal in all Swiss cantons.

Cantonal holding company regime

Holding companies may benefit from the holding company regime available at
the cantonal level. In order to qualify for the holding company regime the
company’s main purpose must be — according to statutory charter of incorpo-
ration — the long-term management of participations which involves that the
company holds at least one substantial participation.>

The application of the holding company regime precludes any commercial
activity in Switzerland. Yet, in addition to the holding of participations certain
other activities are permissible as secondary aims of the company if they are
of minor importance compared to the holding of participations. These com-
prisei.a.:

— management and administration activities related to the participa-
tions,

— group auxiliary services,
— the governance of group companies,

— and the mere holding of intellectual property.

In case the requirements for the holding company regime are met, the com-
pany is fully exempt from income tax at the cantonal and municipal level. The
tax exemption covers all foreign income earned by the holding company quali-
fying for the holding company regime.54 Consequentially, in addition to divi-
dend income which already benefits from the participation relief mechanism
addressed above service fees for management, administration and auxiliary
services which constitute relevant kinds of income generated by holding com-
panies are of importance. Assuming that such fees are fully deductible from
the base of corporate income tax levied in the country of source and further-

>3 For detailed information on the requirements of the holding company regime see sec-
tion A.5.2.

>* With the exception of income for which treaty relief is effectively obtained meaning that
the tax treaty relief is not waived.
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more not subject to withholding tax at source only the federal income tax is
decisive. Besides this, companies qualifying for the holding company regime
are subject to a reduced effective net wealth tax rate of 0.0025% instead of
0.06%.>

Table 10 shows the results for the headquarter functions under the applica-
tion of the holding company regime. Only genuine research and development
activities do not qualify for the holding company regime. The exploitation of IP
only qualifies if this does not require commercial activity in Switzerland.>® For
the holding function the lower effective wealth tax burden under the holding
company regime results in a small decrease of the costs of capital from 6.6%
(column (2), table 9) to 6.5% (column (1) table 10). However, this only holds
true in the case of equity-financing.

Table 10: Effective tax burden under the holding company regime in
Switzerland (Canton of Zug) (in %), 2012

(1) (2) (3) (4) (5)
Holding Financing R&D IP Auxiliary
Function Function Function Function services
) CoC 6.5 5.2 - 5.3 5.4
> £
5 ¢ EMTR 23.2 3.9 - 5.0 7.8
g 2
= EATR 23.2 - - 7.1 7.8
o0 CoC 6.5 4.4 - 4.7 4.7
2%  Evm 232 -13.4 - 7.1 7.1
A ©
£  EATR 23.2 - - 4.2 4.4
Abbr.: CoC - Cost of capital, EMTR - Effective marginal tax rate, EATR - Effective

average tax rate.
Source: ZEW.

> In order to determine the effective net wealth tax rate the deductibility of the net
wealth tax from the corporate income tax base is taken into account. See footnote 88 in
the appendix.

*® See section A.5.2.
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Whereas the effect of the holding company regime on the holding function is
limited to the lower net wealth tax burden, the costs of capital of the financing
function, the IP function as well as auxiliary services is significantly lower than
under the general tax provision. This is mainly due to the fact that the effec-
tive federal income tax amounting to 7.8% under the holding company regime
is considerably lower than the combined income tax of 15.1%. Consequen-
tially, for the financing company the effective marginal tax rates are 3.9% (col-
umn (2) in table 10) instead of 14.7% (column (3) in table 9). Accordingly, the
effective marginal tax rates of the IP function are reduced from 11.1% to 5%
(column (4)). Moreover, the favourable taxation under the holding company
regime is also available with respect to income from auxiliary services (column
(5)). Hence, a considerably lower combined effective income tax rate of 7.8%
applies instead of the general rate of 15.1%. In line with this, the effective av-
erage tax rates are reduced significantly for the financing function, the IP func-
tion and the rendering of auxiliary services compared to the general tax re-
gime (see table 9) rendering Switzerland an even more attractive location for
these headquarter services. The holding company regime is, however, only
available to financing functions and the exploitation of IP if these activities are
of minor importance compared to the long-term management of participa-
tions.

Finally it should be noted that in case of debt-financing, the application of the
holding company regime even results in an increase of the effective tax rates
applicable to the IP function from -16.6% (EMTR) and 8.4% (EATR) (see column
(4), table 9) to -7.1% (EMTR) and 4.4% (EATR) (column (4) in table 10). The
reason for this is the lower value of the interest shield due to the exemption
from cantonal income tax under the holding company regime.

Cantonal domiciliary/mixed company regime

Although the holding company regime extends to financing and treasury ser-
vices, the exploitation of IP, and auxiliary group services, it first and foremost
applies to holding companies due to the requirement that the company’s main
purpose must be the holding and management of participations and any other
activities including the previously mentioned ones must be of minor impor-
tance. Yet, the domiciliary and the mixed company regime are available at the
cantonal level irrespective of the nature of the activity.
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Both tax regimes comprise that net-income from qualifying participations®’ is
fully exempt from income tax levied in the canton whereas other foreign-
source (net) income such as fees for group services are taxed at the general
cantonal income tax rates but only to the extent that the income can be at-
tributed to the management activities of the company.>® If the company does
not have any activity in Switzerland, namely no employees and no offices, for-
eign-source income such as service fees for management, administrative and
auxiliary services as well as interest and royalty income is fully exempt from
cantonal and municipal income tax. In all other cases the foreign-source in-
come is partly taxed at the cantonal level depending on the extent of the busi-
ness activity performed in Switzerland.

The differentiation between the domiciliary company status and the mixed
company status results from the fact that a “domiciliary company” may not
perform any commercial activity in Switzerland whereas a “mixed company” is
allowed to derive up to 20% of its total income from Swiss sources.> Within
the scope of this report we focus on companies with a certain extent of activ-
ity in Switzerland comprising employees and offices in contrast to pure letter-
box companies. Nevertheless, we discuss the tax consequences of the domi-
ciliary company regime as it constitutes one extreme at the scale to which
extent to which foreign source income is subject to tax in Switzerland: at 0%
under the domiciliary company regime and at 10%, 15%, 20% or 25% (depend-
ing on the extent of business activity in Switzerland) under the mixed company
regime.

>’ The definition of a qualifying participation is analogous to the participation exemption
relief.

*% For the purpose of this provision the scope of the management activity in Switzerland is
mainly determined based on the number of employees. Accordingly, only 10% of the for-
eign income (other than income from qualifying participations) is subject to income tax on
the cantonal level in case of less than 6 employees, 15% in case of 6 to 10 employees, 20%
in case of 11 to 30 employees and 25% in case of more than 30 employees. In case per-
sons with seat or domicile in Switzerland hold a qualifying participation in the company,
the proportion is increased by 10 percentage points but only up to 25%. With respect to
foreign income exceeding CHF 200 million the allocation is generally 10%. Foreign income
up to CHF 200 million is included according to the above mentioned proportions.

>° Some cantons furthermore require that only up to 20% of the overall expenses are of
Swiss origin. As pointed out in A.5.2 the canton of Zug does not strictly require this.
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In case of debt-financing both tax regimes require that interest is apportioned
to the different kinds of income which are subject to differing tax treatment
(income from substantial participations, other Swiss-source income and other
foreign-source income). This may be done based on the book value of the re-
spective assets. Consequentially, interest expenses relating to foreign source
income which is only partially subject to the cantonal income tax are only de-
ductible at the same proportions.

Finally, both tax regimes also comprise a reduction of the net wealth tax.
Hence, in the Canton of Zug the effective net wealth tax rate®® is 0.0095% un-
der the domiciliary company regime whereas the mixed company regime is
characterised by a slightly higher effective tax rate of 0.0126%.

Table 11: Effective tax burden under the domiciliary company regime in
Switzerland (Canton of Zug) (in %), 2012

(1) (2) (3) (4) (5)
Holding Financing R&D IP Auxiliary
Function Function Function Function services
Qo CoC 6.5 5.2 - 5.3 5.4
> E
5 2 EMTR 23.4 3.9 - 5.2 7.8
g 8
&= EATR 23.2 - - 7.1 7.8
a0 CoC 6.5 4.4 - 4.7 4.8
2 S gMTR| 232 13.4 - 71 3.4
A ©
£  EATR 23.2 - - 4.4 5.1
Abbr.: CoC - Cost of capital, EMTR - Effective marginal tax rate, EATR - Effective

average tax rate.
Source: ZEW.

Table 11 shows the results for the domiciliary company tax regime which re-
quires that the company neither has employees nor offices in Switzerland.
Accordingly, foreign income is not taxed at the cantonal/municipal level but

®See A5.2.
® For the determination of the net wealth tax see footnote 88 in the appendix.
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only subject to federal income tax. The only difference compared to the hold-
ing company regime is the slightly higher net wealth tax burden due to a
higher effective net wealth tax of 0.0095% (Canton of Zug) under the domicili-
ary company regime compared to 0.0025% (Canton of Zug) for companies
qualifying for the holding company regime. Consequentially, as shown in table
11 the domiciliary company regime results in only slightly higher tax burdens
for equity-financed investments than the holding company regime. As the net
wealth tax burden is zero in case of investment financed with debt, the results
are even equal for debt-financing.

In contrast to this, the mixed company regime is available if the company has
employees and offices in Switzerland. Yet, the share of Swiss-source income
(and expenses) may not exceed 20% of the overall income.®” The maximum
share of foreign-source income other than dividends included in the cantonal
income tax base is 25% in case of more than 30 employees. In combination
with the federal income tax rate this results in an effective income tax rate of
9.8% in the Canton of Zug instead of 7.8% under the domiciliary company re-
gime (and the holding company regime). Furthermore, the effective net
wealth tax is 0.0126% and thereby slightly higher than under the domiciliary
company regime.

Yet, this affects the costs of capital as demonstrated by table 12 only to a lim-
ited extend. Hence, the mixed company regime is hardly inferior to the domi-
ciliary company regime in terms of the effective tax burden but much more
flexible as it allows for a limited extent of business activity in Switzerland. Con-
sequentially, the mixed company regime significantly further increases Swit-
zerland’s attractiveness as a location for genuine business activity as well as
profits. This especially holds true for the financing function and the IP func-
tion. Assuming the case of equity-financing, the effective marginal tax rates of
the financing function are reduced from 14.7% (column (3) in table 9) to 7.1%
(column (2) table 12). In turn, for the IP company the mixed company regime
is associated with effective tax rates of 6.5% (EMTR) and 8.9% (EATR) (column
(4) in table 12), whereas the tax rates amount to 11.1% and 14.0% (column (5)
in table 9) under the general tax system.

®2 See section A.5.2 on the requirements of the mixed company regime.
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Table 12: Effective tax burden under the mixed company regime in Switzerland
(Canton of Zug) (in %), 2012

(1) (2) (3) (4) (5)
Holding Financing R&D IP Auxiliary
Function Function Function Function services
- CoC 6.5 5.4 5.0 5.3 5.5
S 2 EMTR| 234 7.1 0.0 6.5 9.8
“ &  EATR 23.2 . 7.3 8.9 9.8
N o CoC 6.5 4.4 4.3 4.6 4.8
2 & EMTR 23.2 -13.4 -15.7 9.2 -4.4
° E EATR 23.2 - 43 5.4 6.4
Abbr.: CoC - Cost of capital, EMTR - Effective marginal tax rate, EATR - Effective

average tax rate.
Source: ZEW.

In the case of the R&D company the mixed company regime only affects the
tax burden of profitable investment resulting in a reduction of the effective
average tax rate from 11.3% (see column (4) in table 9) to 7.3% (see column
(3) in table 12). In contrast to this, equity-financed marginal R&D investments
are generally unaffected by taxation due to the immediate deduction of the
research and development costs. Finally, due to the application of the partici-
pation relief mechanism under the general tax regime the holding function
only benefits from the lower net wealth tax rate available under the mixed
company regime. Hence, the effective tax rates are only slightly reduced from
24.2% (EMTR) to 23.4% and 23.5% (EATR) to 23.2%.

Under debt-financing, the application of the domiciliary and the mixed com-
pany regime even results in an increase of the effective tax rates applicable to
the R&D function and the IP function. Analogous to the holding company re-
gime this is due to the lower value of the interest shield resulting from the fact
that interest expenses may only be deducted in the same proportions as for-
eign source income to which it relates is included in the income tax base.

For the purpose of the cross-border comparison carried out in section 2.2.5 we
take into account the mixed company regime in addition to the general Swiss
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tax system since in the case of the financing function, the R&D function and
the IP function with offices and employees in Switzerland mixed company re-
gime is the only available special tax regime at the cantonal level. In turn, the
holding company regime is decisive for the holding function.

Excursus: Innovation Box available in the Canton of Nidwalden

In 2010 the Canton of Nidwalden has introduced an Innovation Box which pro-
vides for a reduced income tax rate of 20% of the ordinary cantonal income
tax rate. As the effective cantonal income tax rate in Nidwalden amounts to
5.66% this results in a combined effective statutory tax rate of 8.8% including
the federal income tax.

The Innovation Box is available for domestic and foreign net licence or royalty
income derived from self-developed as well as acquired IP irrespective of
whether it has been acquired from third parties or other group companies.
Furthermore, capital gains on the sale of IP also qualify for the Innovation Box.
The net licence or royalty income is determined by deducting proportionate
financing expenses, proportionate administration expenses (allocated in pro-
portion to the income) and proportionate taxes. The License Box may not be
applied simultaneous to the other special cantonal tax regimes (holding com-
pany regime and domiciliary/ mixed company regime).

Table 13 contrasts the costs of capital and the effective tax rates for R&D func-
tions and IP functions in the Swiss Canton of Nidwalden in case of the general
tax provisions on one hand and under the License Box on the other. In the
case of R&D activities the effect of the License Box is most pronounced for
profitable investment projects. This is reflected by the decrease of the effec-
tive average tax rate from 9.5% (see column (1) in table 13) to 6.6% (see col-
umn (2) in table 13) whereas the effective tax rate is not affected. The reason
for this is the immediate deduction of the research and development cost
which leaves the effective marginal tax rate unaffected from taxation irrespec-
tive of the application of the License Box.
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Table 13: Effective tax burdens on innovative activity in Switzerland, Canton
of Nidwalden (in %), 2012

(1) (2) (3) (4)
R&D function IP function
No tax License No tax License

incentive Box incentive Box

Qo CoC 5.0 5.0 5.5 53
> £

5 2 EMTR 0.0 0.0 8.3 5.8
g 8

= EATR 9.5 6.6 11.5 8.0

) CoC 4.2 4.4 4.4 4.7

55 gvR -19.2 -14.0 127 6.5
[a) 42

£ EATR 6.0 3.8 7.0 5.2

Abbr.: CoC - Cost of capital, EMTR - Effective marginal tax rate, EATR - Effective

average tax rate.
Source: ZEW.

The IP function benefits more from the License Box than the R&D function in
terms of changes in the tax burden. As the expenditures for the acquisition of
the patent have to be capitalised, the statutory tax rate is the most important
tax driver for the effective marginal and effective average tax rates of the IP
function. Hence, the effective tax rates are decreased from 8.3% (EMTR) and
11.5% (EATR) (see column (3) in table 13) to 5.8% (EMTR) and 8.0% (EATR)
(see column (4) in table 13).

2.25 Cross-country comparison

In this section, the country-specific analyses and the insights derived are reca-
pitulated and arranged according to the different types of HQ functions con-
sidered. This allows for a direct between-country comparison of the effective
tax burdens on a certain headquarter function. The tax legislation underlying
the identified effective tax levels, both on marginal and profitable investment,
will not be discussed again in detail. For the in-depth analysis of the main driv-
ing factors behind the respective tax burdens, the reader is referred to the
country-specific sections 2.2.1 to 2.2.4. As in these previous analyses, the dis-
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cussion will focus on the distinct HQ functions one by one, starting with the
benchmark of a typical manufacturing affiliate investing in asset bundles which
comprise, in equal proportions, industrial buildings, machinery, acquired pat-
ents, inventory and an interest-bearing financial asset.

Benchmark case: Manufacturing affiliate

Table 14 presents an overview of the results for the benchmark case of in-
vestment in a manufacturing affiliate. The costs of capital, effective marginal
tax rates, and average tax rates are presented for the four countries consid-
ered in this study, for equity and debt-financed investments, respectively.

It becomes apparent that Switzerland is an attractive location for manufactur-
ing activity. Independent of the source of finance used, Switzerland features
the lowest effective tax rates both on marginal investment (EMTR: 15.2% if
equity-financed, -9.1% if debt-financed) and on profitable investment (EATR:
15.1% if equity-financed, 9.6% if debt-financed). The main reason is that Swit-
zerland, more specifically the Swiss Canton of Zug, does not only set compara-
bly low tax rates for all types of income but, in addition, provides for generous
depreciation allowances on tangible and intangible assets. As a consequence,
it ranks above countries such as the Netherlands, Ireland or the UK which fea-
ture much less generous depreciation rules for machinery, industrial buildings
and intangible assets.

Table 14: Effective tax burden of a manufacturing affiliate (in %), 2012

(1) (2) (3) (4)
The United Switzerland
Netherlands Ireland Kingdom (Zug)
20 CoC 6.9 6.2 7.7 5.9
> £
3 £ EMTR 27.6 19.4 35.4 15.2
“ £  EATR 25.9 16.2 29.1 15.1
a0 CoC 4.6 4.9 5.4 4.6
S 2  EMIR -9.0 1.2 7.8 9.1
() ©
= EATR 17.2 11.0 20.3 9.6
Abbr CoC - Cost of capital, EMTR - Effective marginal tax rate, EATR - Effective aver-
age tax rate.
Source: ZEW.
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Specific headquarter function I: Holding function

The most relevant asset category held and managed by a holding company are
shareholdings in affiliated companies. For the purpose of this study, it was
assumed that participations are held at 100%. Furthermore, we assume that
investments at the subsidiary level are financed with retained earnings or eg-
uity injections from the holding. Moreover, we refrain from making any as-
sumptions with regard to the asset structure of investments and the associ-
ated depreciation allowances. Basically, this is equivalent to assuming that any
available tax depreciation would match the true economic depreciation of
assets and therefore be generally neutral with respect to the effective tax
burden.

The dividends received from the holdings located in the Netherlands, the
United Kingdom, and Switzerland are generally exempt from tax. Ireland ap-
plies the credit system to provide for relief from economic double taxation of
inter-company dividends. Given the very low Irish statutory tax rate on trading
income of 12.5% which also applies to dividends paid out of trading income, it
seems, however, plausible to assume that Irish holding companies with share-
holdings across the EU-27 (average statutory profit tax rate of 23.2%) find
themselves in an excess credit position. Consequently, the economic implica-
tions of the Irish credit system are comparable to those of the exemption
method because no additional tax burden would be charged on dividends re-
ceived by the Irish holding. Furthermore, assuming that the holding function
considered holds qualified participations meeting the requirements of the EU
Parent-Subsidiary Directive, no withholding taxes are levied on dividends paid
to the holding either. Under these conditions, the effective tax burden on the
holding’s equity investments in its European subsidiaries is predominantly
determined by the tax regimes of the respective source countries where the
economic activity takes place and profits are generated. We take a simple un-
weighted average of EU-27 statutory profit tax rates (including surcharges and
local profit tax rates) to reflect the diversity of source country tax regimes
holding functions are confronted with. Table 15 presents an overview of the
effective tax burdens levied on holding functions in the four countries consid-
ered in this report.
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Table 15: Effective tax burden of the holding function (in %), 2012

(1) (2) (3) (4) (5)
Switzerland (Zug)
Holding
The United General company
Netherlands® Ireland Kingdom1 system regime
0 CoC 6.5 6.5 6.5 6.6 6.5
> £
'g_ e EMTR 23.2 23.2 23.2 24.2 23.2
©
*E EATR 23.2 23.2 23.2 23.5 23.2
a0 CoC 4.2 5.4 4.3 6.5 6.5
2 EvR -17.8 7.0 -15.3 232 23.2
o
& EATR 14.5 18.8 14.8 23.2 23.2
Abbr.: CoC - Cost of capital, EMTR - Effective marginal tax rate, EATR - Effective av-

erage tax rate.
Source: ZEW.

If the holding company re-finances investments in its shareholdings with eg-
uity, effective tax burdens both on marginal and profitable investment are
indeed largely identical across the four locations considered in this report. For
Dutch, Irish and British holdings, the costs of capital amount to 6.5%, the
EMTR is 23.2% and the EATR is also 23.2%, thus reflecting, under the assump-
tions outlined above, the statutory tax rates in the source countries of the
profits which are distributed as dividends. One particularity is the Swiss capital
tax which is effectively a non-income tax levied on the holding’s equity. It is
particularly relevant for the effective tax burden on marginal investments and
less relevant for profitable investments where the returns on investment are
very high and the statutory tax rates strongly determine the amount of taxes
paid. As a consequence, the Swiss EMTR exceeds the respective values for the
three other considered countries by one percentage point (EMTR: 24.2%)
whereas the EATR takes on a value almost identical to the tax level born by
Dutch, Irish and British holding: 23.5%. The effect of the net wealth tax is fur-
ther mitigated in case the holding company regime applies which is character-
ised by a reduced net wealth tax rate. Hence, the effective tax rates equal the
tax rates applicable to holding companies in the Netherlands, Ireland and the
United Kingdom.
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However, as soon as debt becomes the preferred source of funds for the hold-
ing company to re-finance equity investments in its subsidiaries, the statutory
tax rates at the holding location becomes an additional primary tax parameter
which has an influence on the effective tax levels charged on these invest-
ments. The tax rates against which the debt-related interest expenses are de-
ducted determine the value of the associated interest tax shield. The higher
the tax rate, the more valuable is an additional unit of tax-deductible interest
expense. As a result, the effective tax burden falls particularly sharply in those
countries where the local profit tax rate is higher than the average tax rate in
the EU-27 source countries (23.2%). This is the case in the Netherlands (25%)
and the UK (24%). Accordingly, the costs of capital of holding participations in
these two countries are the lowest with values of, respectively, 4.2% in the
Netherlands (EMTR: -17.8%) and 4.3% in the UK (EMTR -15.3%). It must be
recognised, however, that in Switzerland relief is granted for the participation
income net of financing expenses. This implies that interest expense is de
facto non-deductible. Accordingly, Switzerland displays the highest effective
tax burdens for debt re-financed investments undertaken by the considered
holding function. The unfavourable effect of the net wealth tax levied in Swit-
zerland is, however, eliminated in case of debt-financing as the wealth tax
levied by the Swiss cantons constitutes a net wealth tax.

Specific headquarter function Il: Group financing and treasury function

Table 16 presents an overview of the effective tax burdens levied on financing
functions in the four countries considered in this report. According to plausible
assumptions, i.e. full tax deductibility of interest in all source countries and
non-applicability of withholding taxes due to the Interest & Royalty Directive,
the proceeds resulting from the debt claims of financing functions against the
foreign affiliates are only subject to tax in the country of residence of the fi-
nancing company. Thus, the statutory profit tax rates which will apply to the
interest income received by a financing company becomes, in principle, the
decisive driver of effective tax burdens on investments funded by the financ-
ing function. In line with this, the costs of capital and the effective marginal tax
rates are highest in the Netherlands and the United Kingdom which levy cor-
porate income tax at rates of 25% and 24%, respectively, compared to only
12.5% and 15.1% in Ireland and Switzerland.
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Table 16: Effective tax burden of the financing function (in %), 2012

(1) (2) (3) (4) (5)
Switzerland (Zug)
Mixed
The United General company
Netherlands Ireland Kingdom system regime’
0 CoC 6.7 5.5 6.6 5.9 5.4
> £
3 2  EMTR 25.1 9.8 24.0 14.7 7.1
©
“ £ EATR - - - - -
a0 CoC 4.4 4.4 4.4 4.4 4.4
2 2 EmMTR -13.4 -13.4 13.4 13.4 -13.4
[a) ©
£  EATR - - - - -
Notes For the Swiss mixed company regime the figures are based on the assumption

that the number of Swiss-based employees exceeds 30. Hence, 25% of foreign
source income is subject to cantonal income tax.

Abbr.: CoC - Cost of capital, EMTR - Effective marginal tax rate, EATR - Effective av-
erage tax rate.

Source: ZEW.

Moreover, the Swiss effective tax rates are even lower under the mixed com-
pany regime which comprises a combined effective income tax rate of 9.8%
(see column (5) table 16). Consequentially, the effective marginal tax rates are
lowest in case the mixed company regime is available (7.1% in Switzerland
under mixed company regime compared to 9.8% in Ireland). This is the case if
at least 80% of the overall income generated by the company is of foreign
origin.®® The figures displayed in column (5) of table 16 are based on the as-
sumption that the company employs more than 30 people in Switzerland. Ac-
cordingly, 25% of foreign source income is taxed at the cantonal level. In case
the number of employees falls below this threshold, the effective marginal tax
rate under the Swiss mixed company regime is even lower.

® Some cantons, but not the Canton of Zug, furthermore require that at least 80% of the
overall expenses are incurred abroad. See A.5.2.
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If the financing functions re-finances with debt, the interest income is effec-
tively shielded from tax in the function’s country of residence. Given that tax
legislation generally provides for the deduction of nominal interest expense,
the costs of capital even fall below the real market interest rate of 5% and
effective marginal tax rates are negative.® Still, with the financing function re-
financed with debt and with the related interest being fully deductible from
the income tax base, further local tax parameters of the potential countries of
residence become irrelevant and the effective rate rates are equal in all four
jurisdictions.

Specific headquarter function Ill: R&D function (self-developed IP)

The considered R&D function is supposed to engage in research and develop-
ment activity in order to create patentable intellectual property. The proceeds
generated from licensing out the patent to other affiliates of the group will be
subject to tax only in the country of residence of the licensor, i.e. the R&D
company because royalty payments are generally deductible from the profit
tax base of the foreign licensee. In all four countries, expenditure incurred for
the development of the patent can immediately be deducted. However, most
of the four countries considered in this study go beyond this implicit tax incen-
tive for R&D activity and provide for more explicit incentive regimes targeted
at the input side of the innovation process, the output side or even both.
These regimes were described in the previous country-specific analyses and
their implications for effective tax burdens on R&D functions were assessed in-
depth.

Table 17 provides an overview of the most generous regimes or combination
of regimes available in the respective countries. In the Netherlands we assume
that the R&D function opts for the Innovation Box regime and, at the same,
time takes advantage of the available 40% super deduction on R&D expenses.
In Ireland, the R&D function benefits from a tax credit which amounts to 25%
of incremental R&D expenses. In the United Kingdom, we assume that the
R&D function can only benefit from the 30% R&D super deduction as the Pat-

® The value of the interest tax shield in the source countries of profits has been calculated
on the basis of the EU-27 average statutory profit tax rate of 23.2%.
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ent Box is phased in starting from 2013 and only fully becomes effective in
2017. Finally, Switzerland is the location which does least foster R&D activity
by means of specially designed tax incentives.®® No incentive beyond the mere
immediate write-off of development expense is available there.®®

Table 17: Effective tax burden of the R&D function (in %), 2012

(1) (2) (3) (4) (5)
Switzerland (Zug)
Mixed
The United General company
Netherlands'  Ireland®  Kingdom®  system regime”
Qo CoC 2.8 -0.8 3.1 5.0 5.0
> £
'g§ EMTR -77.0 n/a -62.8 0.0 0.0
“ £ EATR -6.6 -16.1 10.7 11.3 7.3
oo CoC 2.6 -1.4 1.6 3.9 4.3
o g EMTR -96.1 n/a -220.6 -26.6 -15.7
a
&  EATR -7.9 -18.8 4.9 6.9 43

Notes: ' Effective tax burdens on the R&D function assume that both the Dutch Innova-
tion Box regime and the R&D deduction are taken advantage of.

? Effective tax burdens on the R&D function assume that a tax credit amounting to
25% of qualifying R&D expenditure is taken advantage of.

* Effective tax burdens on the R&D function assume that only the R&D deduction is
taken advantage of.

* For the Swiss mixed company regime the figures are based on the assumption
that the number of Swiss-based employees exceeds 30. Hence, 25% of foreign
source income is subject to cantonal income tax.

Abbr.:  CoC - Cost of capital, EMTR - Effective marginal tax rate, EATR - Effective average
tax rate.

Source: ZEW.

After it all, the results shown in table 17 make clear that the considered tax
regimes, with the exception of Switzerland, tend to provide substantial tax

% The only exception to this is a tax provision for future R&D expenses which is not taken
into account.

® please not that we do not consider the License Box available in the Canton of Nidwalden
here.
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subsidies for innovative activity. These favourable regimes relate both to the
creation of intellectual property and also to its exploitation. Considering mar-
ginal investments, the costs of capital range above zero but below the real
market interest rate for R&D related investments in the Netherlands and in
the United Kingdom. In these countries, the R&D projects may generate rates
of returns falling below the market interest rate and would still be worthwhile.
In Ireland, pre-tax rates of return may even be negative. This means that R&D
projects are so heavily subsidised by the tax regime that the firm even engages
in projects that would generate losses if there were no subsidies. The incen-
tive regimes put in place in the Netherlands and Ireland (as well as the UK as
of 2013) all come along either with reduced tax rates on the returns from in-
novation or with tax credits. Accordingly, they particularly favour highly profit-
able investment. The difference in effective tax burdens on R&D projects be-
tween these countries and Switzerland are thus most pronounced when con-
sidering the effective tax level on highly profitable investment, i.e. the EATR.
Taking equity-financed R&D investments, the EATR in the Swiss Canton of Zug
under the general tax system amounts to 11.3% compared to 10.7% in the UK
(only taking into account the super deduction) whereas it is even negative in
the Netherlands (-6.6%) and Ireland (-16.1%). In these countries, the available
tax subsidies are so voluminous that even the tax burden levied on created
economic rents does not compensate the incentives provided

In the case of Switzerland the effect of the mixed company regime on equity-
financed R&D activities is limited to the effective average tax rates, as equity-
financed marginal R&D investments are unaffected by taxation due to the
immediate deduction of the research and development costs. In the case of
debt-financing, the attractiveness of the mixed company regime compared to
the general Swiss tax system depends on the profitability of the investment
project. Whereas the effective marginal tax rate under the mixed company
regime is higher (less negative) than in case the general tax provisions apply
(-15.7% under the mixed company regime compared to -26.6% under the gen-
eral tax regime (see columns (5) and (4) in table 17)), the effective average tax
rate is lower under the mixed company regime than under the general tax
regime (4.3% (column (5) in table 17) compared to 6.9% (column (4) in table
17). The reason for this is that the mixed company regime requires that inter-
est expenses are taken into account in the same proportion as foreign source
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income to which they relate. Hence, the value of the interest shield is reduced
when the mixed company regime applies instead of the general tax regime. In
case of profitable investment projects, the interest deduction is, however, less
decisive.

Finally, if one takes the British Patent Box into account assuming that it al-
ready fully applies in 2012 (see column (4) in table 8) one major difference
between the Dutch Innovation Box and the Patent Box relating to debt-
financing becomes apparent. In the Netherlands, interest expenses on borrow-
ings used to fund expenditure for R&D must be allocated to income from intel-
lectual property to determine the profits taxed at the beneficial Innovation
Box tax rate. The British Patent Box does not require such an apportionment.
Hence, interest expenses may be deducted against the general corporation tax
rate of 24% irrespective of whether they relate to income qualifying for the
Patent Box. In line with this, the costs of capital of debt-financed R&D activity
carried out in the Netherlands are 2.6% (see column (1) table 17) and thereby
only slightly lower than under equity-financing (2.8%). In contrast to this, if the
British Patent Box applies in addition to the super deduction for R&D expendi-
ture debt-financing reduces the costs of capital from 3.3% to 1.8% (see column
(4) in table 8).

Specific headquarter function IV: IP function (acquired IP)

Table 18 provides an overview of the tax treatment of acquired intellectual
property rights. Generally, the tax treatment does not differ too much be-
tween the countries considered. Tax incentives are much more focused on the
self-creation of intellectual property than on its acquisition. No immediate
write-off of acquisition costs is available. In contrast, purchased intangibles
must be activated and periodically depreciated for tax purposes.

The observed differences in the effective tax burdens are thus mainly due to
differences in the applicable statutory profit tax rates and available tax depre-
ciation allowances. While acquired patents are depreciated under the declin-
ing balance method at a rate of 40% in Switzerland, the Netherlands, Ireland,
and the UK offer straight-line depreciation over the useful life of the intangible
asset (10% within the scope of the model). The generous depreciation rules in
Switzerland drive down the effective tax levels on marginal investment (EMTR:
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11.1% if equity-financed) relative to all other countries considered. Focusing
on the general tax systems, the lowest EATR on acquired patents financed
with equity, however, is levied in Ireland (13.2%). Here, the very low tax rate
on royalty income constituting trading income®’” of 12.5% is the main underly-
ing factor. Yet, if the Swiss mixed company regime is available on the cantonal
level Switzerland becomes even more attractive as a location for IP holding
companies than Ireland in terms of effective tax burdens (8.9% compared to
13.2% in Ireland; see columns ((2) and (5) in table 18). This result also holds
true in the case of debt-financing.

Table 18: Effective tax burden of the IP function (in %), 2012

(1) (2) (3) (4) (5)

Switzerland (Zug)

Mixed

The United General company

Netherlands Ireland Kingdom system regime’
> %0 CoC 7.0 5.9 6.9 5.6 53
g_ § EMTR 29.0 14.9 27.9 11.1 6.5
= £ EATR 26.4 13.2 25.3 14.0 8.9
oo CoC 4.7 4.9 4.7 4.3 4.6

3 2 EMTR 5.9 2.5 5.6 -16.1 9.2

A ©

£ EATR 17.7 8.9 17.0 8.4 5.4

Notes: ' For the Swiss mixed company regime the figures are based on the assumption
that the number of Swiss-based employees exceeds 30. Hence, 25% of foreign
source income is subject to cantonal income tax.

Abbr.: CoC - Cost of capital, EMTR - Effective marginal tax rate, EATR - Effective av-
erage tax rate.

Source: ZEW.

* This requires a certain extent of genuine business activity of the IP holding company. For
further details see section A.3.4.2.
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3 Conclusion

To sum up, the comparison of effective tax burdens computed in this study
reveals considerable diversity between the countries considered, between the
various types of investments in general and the different types of headquarter
services in particular. Table 19 displays the results in aggregate form.

Table 19: Summary table of effective tax burdens, 2012

(1) (2) (3) (4) (5)
Switzerland (Zug)
The United General Special tax
Netherlands Ireland Kingdom system regime1
Benchmark case: Manufacturing affiliate
ap CoC 6.9 6.2 7.7 5.9 -
> £
g_ e EMTR 27.6 194 35.4 15.2 -
©
“ E  EATR 25.9 16.2 29.1 15.1 -
a0 CoC 4.6 4.9 5.4 4.6 -
2 % EMTR -9.0 -1.2 7.8 9.1 -
o
&  EATR 17.2 11.0 20.3 9.6 -
Specific headquarter function I: Holding function
00 CoC 6.5 6.5 6.5 6.6 6.5
> £
g % EMTR 23.2 23.2 23.2 24.2 23.2
£  EATR 23.2 23.2 23.2 235 23.2
o CoC 4.2 5.4 4.3 6.5 6.5
2 % EMTR -17.8 7.0 -15.3 23.2 23.2
o
= EATR 14.5 18.8 14.8 23.2 23.2
Specific headquarter function Il: Group financing and treasury function
0o CoC 6.7 5.5 6.6 5.9 5.4
> £
g % EMTR 25.1 9.8 24.0 14.7 7.1
£  EATR - - - - -
w  CoC 4.4 4.4 4.4 4.4 4.4
2 2  EMTR -13.4 -13.4 -13.4 -13.4 -13.4
Qo ©
=  EATR - - - - -

69



VU

VRIJE
UNIVERSITEIT
AMSTERDAM

//Corporate Taxation of Headquarter Services in Europe

(1) (2) (3) (4) (5)
Switzerland (Zug)
The United General Special tax
Netherlands Ireland Kingdom system regime1
Specific headquarter function Ill: R&D function (self-developed IP) 2
- CoC 2.8 -0.8 3.1 5.0 5.0
E’ g EMR -77.0 n/a -62.8 0.0 0.0
=&  EATR -6.6 -16.1 10.7 11.3 7.3
0 CoC 2.6 -14 1.6 3.9 4.3
5 2 Emm -96.1 n/a -220.6 -26.6 -15.7
° &  EATR -7.9 -18.8 4.9 6.9 4.3
Specific headquarter function IV: IP function (acquired IP)
- CoC 7.0 5.9 6.9 5.6 53
§ g EMR 29.0 14.9 27.9 11.1 6.5
= &  EATR 26.4 13.2 25.3 14.0 8.9
0 CoC 4.7 4.9 4.7 4.3 4.6
:53; % EMTR -5.9 -2.5 -5.6 -16.1 -9.2
e = EATR 17.7 8.9 17.0 8.4 5.4
Notes In the case of the holding function the cantonal holding company regime is
taken into account. With respect to the financing function, the R&D function
and the IP function, the mixed company regime is applied assuming that the
number of Swiss-based employees exceeds 30 which implies that 25% of for-
eign source income is included in the cantonal income tax base.
The following tax incentives are taken into account in the case of the R&D
function: for the Netherlands the Innovation Box and the super deduction of
40%, for Ireland the 25% tax credit and for the United Kingdom only the 30%
super deduction as the Patent Box regime will only be introduced in 2013 and
will not fully become effective until 2017. Wage tax incentives for the em-
ployment of R&D personnel are not included in the calculations, such as the
Dutch "WBSQ". Accordingly the positive impact of these type of incentives is
not measured in the report.
Abbr.: CoC - Cost of capital, EMTR - Effective marginal tax rate, EATR - Effective av-
erage tax rate.
Source: ZEW.
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In general, in all countries under consideration headquarter functions are
taxed less heavily than ordinary investments considered as the benchmark
case. From the headquarter functions, the R&D function receives the strongest
tax relief. Available relief is tied both to the input side of the innovation proc-
ess and to its output and exploitation. While R&D super deductions in the
Netherlands and the UK substantially reduce the effective investment costs,
tax credits (Ireland) or reduced tax rates (so called Patent or Innovation Boxes
in the Netherlands and the UK) provide for reduced taxation of the returns
from innovation (in the case of the UK only from 2013 onwards). Innovation
Box regimes exert a particularly favourable effect on the effective tax rates of
highly profitable innovation projects because they reduce the tax levied on the
economic rents earned from R&D. They should thus play an important role in
the decision of firms on where to locate such investments. So far, tax incen-
tives for research and development activities and the exploitation of intellec-
tual property are generally of little importance in Switzerland. Yet, the intro-
duction of a License box in the Canton of Nidwalden in 2010 has triggered a
discussion on whether such a regime should be introduced in other cantons or
even on the federal level.

Table 1 reveals that the effective tax burden on HQ functions is not always at
the full discretion of the respective countries of residence. In contrast, source
country taxation plays an essential role. This is particularly the case if holding
functions receive tax exempt dividends or are in an excess credit position (Ire-
land). Here, local tax parameters of the holding country may however play a
role when it comes to the value of the tax shield from interest expenses relat-
ing to the potential debt-financing of investments. The latter can be influ-
enced by interest deduction restrictions and also the tax rate against which
the interest expenses can effectively be deducted.

Moreover, financing functions are taxed equally across countries, if the in-
vestment is financed by debt. After all, Ireland is the country which displays
the lowest tax burden for most headquarter functions (i.e. the financing func-
tion and the R&D function). Given the very low lIrish statutory tax rate, debt-
financing in Ireland however comes with a comparably low interest tax shield.

Switzerland is an attractive place also for the benchmark investment (manu-
facturing affiliate) and acquired IP (IP function) because it shows highly attrac-
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tive general tax parameters (low statutory tax rates and attractive tax depre-
ciation schemes). This is even more the case if the special cantonal tax regimes
apply which are characterised by reduced cantonal income tax rates for for-
eign source income (other than income from qualifying participations). With
respect to the financing function and the IP function Switzerland (Zug) even
surpasses Ireland in case the mixed company regime is available. This, how-
ever, requires that the share of Swiss-source income does not exceed 20%.
The possible allocation of the activities of Swiss finance companies to a
(deemed) foreign permanent establishment (so called “Swiss Finance
Branch”), resulting in a corresponding low effective tax burden in Switzerland,
is not included in the report, as the scope of the report is limited to domestic
activities in each of the jurisdictions under consideration.

The Netherlands, the UK (as of 2013) and also the Swiss canton of Nidwalden
clearly put a focus on the generous tax treatment of innovative activity by
means of their Patent/Innovation Boxes. In the case of the Netherlands and
the UK the comparably high ordinary tax rates furthermore provide for a high
value of tax deductible interest, which is reflected in low costs of capital for
debt-financing HQ functions.®®

Comparative Analyses

Figure 1 depicts the ranking of the four countries with regard to their tax at-
tractiveness as locations for the HQ functions considered. Each country is
marked by a coloured square, with the Netherlands in red, Ireland in light
grey, the UK in dark grey and Switzerland (Canton of Zug) in black. There are
four distinct graphs in Figure 1, each referring to either the effective tax rate
on investment just covering its costs of capital (EMTR) or to profitable invest-
ment earning excess profits (EATR). For both types of investment, financing
with either equity or debt is considered. So, Figure 1.a shows the rankings for

® please note that for the United Kingdom and Switzerland the figures in

Table 1 do reflect the effects of the Patent Box and the License Box whereas the Patent
Box will only be introduced in 2013 and the License Box is only in place in the Canton of
Nidwalden.
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the EMTRs of equity-financed investment. Figure 1.b shows the rankings for
the EATRs of equity-financed investment. Correspondingly, Figures 1.c and 1.d,
respectively, refer to the EMTRs and EATRs of debt-financed investment. The
y-axis of each graph shows the ranks numbered from 1 to 4, where 1 is the top
rank with the lowest effective tax rate and 4 is the last rank with the highest
tax level.

Looking at Figure 1, it becomes clear that among the four countries consid-
ered, the Netherlands rarely hold a top position in terms of tax attractiveness.
Considering equity-financed investments, the relative advantage for the Neth-
erlands is most pronounced for profitable R&D activity which results in self-
developed intellectual property generating returns which by far exceed the
costs of the invested capital (see Figure 1.b, “R&D function”). In this particular
case, the very low profit tax rate on proceeds from innovation under the
Dutch Innovation Box regime takes full effect. Only Ireland, with its R&D tax
credit regime, ranks top of the Netherlands for this type of profitable invest-
ment. Among the peer group considered, the Netherlands rank mostly third or
fourth with respect to the other HQ functions under consideration. These
lower ranks are due to a relatively high corporate income tax rate of 25% and
a tax base definition which is somewhat broader than the ones found in other
countries of the peer group. As a result, the Netherlands stays behind for
those scenarios where either the tax base or the ordinary profit tax rate is
particularly important, e.g. the financing function whose interest income is
taxed at the ordinary profit tax rate.
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Figure 1: Country ranking
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Turning to debt-financed investment, the Netherlands show up more often
among the top ranks of the four countries. The reason for this is that the
Netherlands feature the highest statutory tax rate of all these countries. As a
consequence, debt deductibility provides for a particularly valuable interest
tax shield. So, if the HQ functions are supposed to be financed with debt, the
Netherlands are a particularly attractive location. However, it should be borne
in mind that interest expense is often not tax deductible in the Netherlands,
and even further limitations, in particular for holding companies, have been
announced taking effect from 2013. The interest tax shield has a heavy weight
as determinant of the overall effective tax burden if the investment consid-
ered is of low profitability (see Figure 1.c). If investment is highly profitable, it
is again the taxation of the excess profits which is most decisive. Therefore,
the Netherlands lose one rank, for example, in the ranking of the tax attrac-
tiveness for manufacturing functions when turning from economically mar-
ginal investment (Figure l.c) to profitable investment (Figure I.d). They can
instead improve one rank from the 3™ to the 2" rank in the ranking of effec-
tive tax levels on the R&D function (Figure l.c and 1.d, respectively) because
under the Innovation Box excess profits are taxed at rates far below the ordi-
nary Dutch corporate income tax rate.

Overall conclusion and policy statements for the Netherlands

As an overall conclusion, it becomes clear that the Netherlands no longer has a
competitive advantage as a holding company location, given similarly attrac-
tive regimes in the other jurisdictions under consideration. The Netherlands
still seems to be relatively attractive in case of debt funded holding activities,
but only to the extent that the related interest expense is tax deductible,
which is not always the case and which will be subject to further limitations as
of 2013. The impact of dividend withholding tax on dividends distributed by
holding companies has not been taken into account in the model, which may
be relevant when interpreting the outcome of the calculations, if we compare
the Netherlands (15% WHT rate) for instance with the UK, which does not levy
a WHT on outbound dividends. On the other hand, Controlled Foreign Com-
pany regimes, such as the regime in place in the UK, have not been included in
the model either, which could also influence the outcome of decision makers
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upon choosing an appropriate jurisdiction for establishing holding company
functions.

As for group finance and treasury functions, the EU code of conduct for busi-
ness taxation and EU state aid rules seem to have resulted in a level playing
field for both equity and debt funded group finance activities. It will be diffi-
cult for the Netherlands to distinguish itself from the other jurisdictions in this
respect, other than by means of maintaining its vast network of tax treaties
and maintaining its professional and easily accessible administrative practice
of obtaining certainty in advance from the Dutch tax administration.

For the R&D and IP functions, the Netherlands seems to be on the right track
in terms of attractiveness. The very positive outcome for the Netherlands due
to the Innovation Box and super deduction (RDA), should be interpreted in
light of the assumption that all the income from technical know-how can be
taxed under the beneficial 5% effective tax rate of the Innovation Box. It
should be borne in mind however that dependent on the facts and circum-
stances, not always the entire income can be allocated to the Innovation Box.
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A Appendix: Description of the tax systems under
consideration
A.l Overview

In the following, we give an overview of the tax system of the Netherlands,
Ireland, the United Kingdom, and Switzerland in relation to the taxation of
headquarter services.” In this respect, the focus is on the holding of participa-
tions, group financing and treasury services, research & development (R&D),
and the exploitation of intellectual property (IP).

In doing so we address the following aspects:

— The taxation of domestic and foreign dividend income (dividend ex-
emption versus foreign tax credit), foreign interest income and for-
eign royalty income focussing on the applicable statutory tax rate

— The deduction of financing costs related to (foreign) dividend in-
come, interest and royalty income including thin capitalisation pro-
visions and the like

— The treatment of costs relating to self-developed intangible assets

— Tax incentives for research & development activities such as capital
allowance, super deductions and tax credits

— Special tax regimes for the holding of participations, financing and
treasury services, and the exploiting of intellectual property

— Capital taxes

In addition, specific tax provision implemented in the jurisdictions under con-
siderations which are aimed at administrative and auxiliary services are ad-
dressed as far as applicable.

Yet, beforehand we summarise the main tax provisions for the taxation of
manufacturing activities which constitutes the benchmark case of our quanti-

® The information presented on the applicable tax provisions has mainly been derived
from the IBFD Taxation Platform as well as from local KPMG tax practitioners.
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tative analysis. In doing so we consider the following issues in addition to the
aspects mentioned above

— The effective statutory profit tax rate applying to trading profits

— Tax depreciation for machinery, industrial buildings, and intangible
assets, namely patents

— The tax treatment of inventories and financial assets
— Capital taxes including net wealth taxes and real estate taxes

Within the scope of this study we only consider intra-group dividend, interest,
royalty, and services fee payments between companies resident in the Euro-
pean Union. We assume that the payments are derived from associated com-
panies in the meaning of the Parent-Subsidiary Directive and the Interest &
Royalty Directive. Hence, no withholding taxes on dividends, interest and roy-
alties are taken into account.

A.2 The Netherlands

A.2.1 Taxation of manufacturing activities

The general Dutch corporate income tax rate amounts to 25%. Income up to
EUR 200.000 is taxed at a reduced rate of 20%. No surcharge or surtax is levied
in addition to corporate income tax. Industrial buildings, patents, and machin-
ery are eligible to depreciation allowances on a straight line basis over the
useful life of the asset. Yet, the maximum rate for machinery is 20%. Industrial
buildings may be depreciated at a rate of 2% to 5% per year. Inventories are
valued applying the last-in-last-out-method (lifo) whereas for financial assets
the first-in-first-out method (fifo) is decisive.

A.2.2 Taxation of holding activities

Participation exemption

Dividends received from qualifying participations are exempt from Dutch cor-
porate income tax under the participation exemption. This requires that an
ownership test (mandatory) and in addition either a motive test, an asset test
or a “subject-to-tax” test are satisfied. In case of domestic shareholdings (oth-
er than in investment funds) de facto only the ownership test is decisive.
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According to the ownership test the participation exemption applies to a par-
ticipation of at least 5% in the nominal paid-up share capital of an active sub-
sidiary. In case of subsidiaries resident in a Member State of the European
Union, the ownership of at least 5% of the voting rights is also sufficient for
the participation exemption to apply. This, however, requires that the applica-
ble tax treaty allows for a reduction of the dividend withholding tax rate on
the basis of voting rights. The ownership test does not call for a minimum
holding period.

To satisfy the motive test, the participation must be held for business reasons
and not as a mere portfolio investment. Yet, if the directly held subsidiary to-
gether with its lower-tier subsidiaries mainly carry out group financing, group
licensing or leasing activities, the subsidiary is deemed to be a passive portfo-
lio subsidiary and the motive test is not met. The same is true if more than
50% of the assets consist of portfolio shareholdings (5% or less). The level of
tax of the subsidiary and its lower-tier subsidiaries is not relevant for this test.

The asset test stipulates that the participation exemption regime does not
apply in case of low-taxed investment participations. A subsidiary is consi-
dered to be a low-taxed investment participation if its assets (including those
of lower-tier subsidiaries) are composed of more than 50% low-taxed portfolio
investments having no business function such as excess cash, liquid invest-
ments, portfolio shareholdings of less than 5%. Furthermore, low-taxed sub-
sidiaries that (alone or together with lower-tier subsidiaries) mainly render
passive group financing, leasing or licensing services to related companies are
also considered to be investment participations unless these services meet
specific substance criteria in line with which these activities are classified as
active. Under an de minimis exception, however, low-taxed passive assets
owned by a subsidiary or a lower-tier subsidiary which do not exceed 30% of
the balance sheet total of this company can either be considered as active
assets or may be ignored (dependent on various circumstances).

Finally, the subject to tax test requires that the directly owned subsidiary is
taxed at a statutory rate of at least 10% in its country of residence. The tax
base must, however, not deviate too much from the Dutch tax base. Other-

85

LEW



VU #— VRUE //Corporate Taxation of Headquarter Services in Europe
UNIVERSITEIT
K% AMSTERDAM

wise, the effective tax rate is decisive. In certain cases, a lower statutory rate
of 10% (levied at a similar tax base) is accepted.70

Withholding tax levied on out flowing dividends and interest

As the dividends received by the holding company may be further distributed
to the ultimate parent company, withholding taxes levied on dividends paid to
the ultimate parent company are of importance as they may increase the
overall tax burden of the multinational group and thereby have an impact on
the establishment climate for holding companies in the Netherlands.

In the case of dividends relating to qualifying participations paid to EU/EEA
Member States, no withholding tax is levied in line with the Parent Subsidiary
Directive. The same holds true in the case of Swiss parent companies under
art. 15 of the Swiss-EU Savings Agreement. In all other cases, double taxation
agreements concluded by the Netherlands stipulate withholding tax rates
which vary between 0% and 15% depending on the percentage of the partici-
pation. The treaty concluded with the United States for example reduces the
withholding tax rate to 0% in case of a participation of at least 80% which has
been held over a period of at least one year at the point of time when the
dividends are declared.

Finally, it should be noted that the Netherlands do not levy any withholding
taxes on interest paid to non-resident corporate creditors. This is especially of
importance if acquisitions are financed by way of debt provided by related
parties e.g. group financing companies.

A.2.3 Taxation of financing and treasury activities

Foreign interest income is fully taxable at the general corporate income tax
rate. Currently, no specific tax regimes or tax incentives are available for fi-
nancing and treasury activities carried out in the Netherlands.

" This i.a. comprises the case of the lower rate being part of a progressive tax schedule

with a standard rate exceeding 10% or which has a standard in excess of 10%. Further-
more, a rate below 10% is accepted if it does not fall below of the applicable effective
Dutch tax rate (e.g. within the scope of the Dutch Innovation Box).
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A tax credit is granted for foreign withholding tax levied at source. The foreign
tax credits are calculated on an item-per-item and country-per-country basis
and are limited to the Dutch corporate income tax liability relating to the for-
eign interest income. This may result in excess tax credit positions. Under cer-
tain conditions the taxpayer can, however, apply for the so-called “overall
method” for calculating the available foreign tax credit.

A.2.4 Taxation of research & development activities and the
exploitation of intangible assets

A.24.1 Tax treatment of research and development costs and
depreciation rules for intangible assets

Research and development (R&D) costs are fully deductible as normal busi-
ness expenses. Self-developed intangible assets such as patents do not have to
be capitalised.

Capitalised intangible assets such as trademarks and patents are eligible to
depreciation allowances on a straight line basis over the useful life of the as-
set. Tax depreciation may follow the accounting treatment.

The super deduction for R&D expenditure

A super deduction amounting to 40% of the cost and expenditure for R&D
other than wage costs is available in addition to the general deduction of R&D
expenses. Revenue expenses as well as capital expenditure qualify for the R&D
deduction. In detail, qualifying expenditure are for instance but are not limited
to consumables for tests and trial batches, raw materials and parts for proto-
types, commission of prototypes by third parties, licenses for project specific
software, expenses for testing of prototypes, equipment used for testing, and
rental expenses for equipment and facilities. Capital allowances for assets
used for R&D do not qualify for the R&D deduction.

In case of a capital expenditure exceeding EUR 1 million only 20% of that ex-
penditure may be included per annum when determining the R&D deduction
over a period of 5 years. Furthermore the R&D deduction is not available if the
expenses are not incurred for the risk and account of the respective taxpayer
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(the party for which risk and account the expenses are made may nevertheless
apply for the R&D deduction).

Wage withholding tax reduction

The Netherlands furthermore provide a wage withholding tax reduction for
salaries of employees carrying out research and development. The reduction
amounts to 50% (as of 2011) of the total wages relating to research and de-
velopment activities. 50%. The total deduction is, however, capped at EUR 14
million per year and per employer or fiscal unity. As this study focuses on the
taxation of companies, we do not take the wage withholding tax deduction
into account when determining the effective tax burden of R&D activities.

A.2.4.2 Taxation of foreign royalty income

Income in relation to intangible assets such as foreign royalty income is gener-
ally fully taxable at the general corporate income tax rate of 25%. A tax credit
is granted for foreign withholding tax levied at source. According to Dutch
treaty practise, foreign tax credits are calculated on an item-per-item and
country-per-country basis. However, under certain conditions the taxpayer
can apply for the so-called ,overall method” for calculating the available for-
eign tax credit. The tax credits are generally limited to the Dutch corporate
income tax liability relating to the foreign royalty income.

The Dutch Innovation Box

Under the Dutch Innovation Box’* only 20% of income derived from qualifying
self-developed intangible assets is included in the corporate income tax base
resulting in an effective tax rate of 5% (instead of 25%). On the basis of the
relevant legislation the innovation box can be applied per intangible asset, but
in practice agreements are often made on basis of a portfolio approach. In
case R&D activities are outsourced, the company is still eligible for the Innova-
tion Box provided that the R&D activities are carried out for the risk and ac-
count of the company.

" In addition to the IBFD Taxation Platform and information provided by local KPMG prac-
titioners the details presented in the following are drawn from Nijhof and Kloes, 2010.
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Qualifying assets

The Innovation Box is also applicable in case of intangible assets for which only
an R&D certificate — but no patent - is granted. This comprises software devel-
opment, the development of more production processes or other corporate
processes, and the development of all types of sustainable (resource) tech-
nologies. In contrast to this, logos and trademarks do not qualify for the Inno-
vation Box. Furthermore, the Innovation Box regime generally does not apply
to acquired patents and other kinds of intangible assets, unless these are suffi-
ciently further developed.

Qualifying income

The Innovation Box is not limited to royalty income, provided that the income
sufficiently relates to intangible assets and technical know-how as stipulated
above. For instance the sale of finished goods, which are produced based on
intangible assets secured by a patent and/or developed with an R&D certifi-
cate. In order to determine the portion of income that is attributed to a quali-
fying intangible asset, in practice a residual profit method is often applied.
When applying such a method, profit is first allocated to standard routine
functions, such as marketing, sales, distribution, and the residual part is allo-
cated to the non-routine functions such as the R&D activities. The portion of
income allocated to the qualifying intellectual assets is then taxed against an
effective tax rate of 5% and the remainder against an effective tax rate of 25%.
Typically, the application of the Innovation Box and the allocation of income to
the Innovation Box is agreed with the Dutch tax authorities in an Advance Tax
Ruling.

In case of contract R&D, the residual income generated by the contractor who
has carried out R&D activities for the risk and account of a Dutch tax resident
company can also be taxed under the Innovation Box.

Determining the profits which are subject to the Innovation Box

As the reduced effective tax rate of 5% only applies to qualifying profits that
exceed the intangible asset’s development costs, the development costs for
self-developed intangible have to recaptured first. Hence, upon election of the
Innovation Box the accumulated research & development costs have to be
recaptured at the ordinary corporate income tax rate. In practice, practical
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arrangements can be agreed on with the Dutch tax authorities to spread-out
the recapture over multiple years as a result of which the low Innovation Box
tax rate becomes effective sooner.

Interest expenses relating to qualifying income is deductible when determin-
ing the amount of profits taxed under the Innovation Box. Interest expenses
are attributed to qualifying income by way of tracking and tracing. However, in
practice the taxpayer and the tax authorities often negotiate about the practi-
cal details of the application of the Innovation Box and the result usually is
that for a number of years a fraction of the taxpayer's EBIT can be allocated to
the Innovation Box. In this case, interest expenses remain deductible against
the general corporate income tax rate (unless other kinds of interest deduc-
tion restrictions apply).

A.25 Deduction of interest expenses incurred for the financing of
investment

In general, interest payments on loans, bonds, debentures and other debts of
the company are fully deductible as normal business expenses. This also ap-
plies to interest expenses incurred in respect to qualifying participations which
are subject to the participation exemption.

Yet, the Dutch tax system comprises numerous provisions which restrict the
deduction of interest expenses in certain constellations. These provisions are
summarised below.

The Thin Capitalisation Rule (art. 10d Vpb)

Article 10d Corporate Income Tax Act 1969 prevents interest paid on excessive
loans from being deductible. In the first place, article 10d Corporate Income
Tax Act 1969 applies only if the lending company is part of a group as defined
in article 2:24 of the Civil Code. Furthermore the interest must be paid to a
related company as defined in article 10a Corporate Income Tax Act 1969
which will be addressed below.

Definition of excessive debt

The Dutch thin capitalisation rule is based on a debt-to-equity ratio. In this
respect the excessive debt is the part of the annual average debt exceeding
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three times the annual average equity of the company and furthermore ex-
ceeding EUR 500,000. Hence, even if the debt-to-equity ratio of 3:1 is not met,
interest relating to debt which does not exceed the threshold amount of EUR
500,000 remains deductible.

The annual average is the arithmetic mean of the values at the beginning and
at the end of the financial year. For the purpose of determining the debt-to-
equity ratio “equity” includes profit reserves and the annual profit but ex-
cludes special reserves which have been established for tax purposes. In case
the equity is negative or zero the equity is deemed to be EUR 1, so in that case
the interest paid will be deductible to the extent that the intercompany debt
does not exceed EUR 500.000. “Debt” comprises the balance of loans payable
and loans receivable and is not limited to related party debt.

Exemptions

Net interest income paid to related parties: Interest paid to related parties
remains deductible up to interest received by related parties.

Group debt-to-equity ratio test: Instead of drawing on the individual debt-to-
equity ratio, the tax payer may — upon request - determine the non deductible
interest paid to related parties based on the group’s debt-to-equity ratio as
derived from the group’s consolidated financial accounts. Yet, the aforemen-
tioned EUR 500,000 threshold and the netting of interest payable to and inter-
est receivable from related parties are not available in this case.

The Dutch thin capitalisation provision does not provide for the possibility to
demonstrate that the excess debt is still at arm’s length, and/or has been
caused by business reasons.

Further interest deductibility restrictions

Article 10a Corporate Income Tax Act (CITA) 1969 is a limitation rule on inter-
est specifically meant to prevent erosion of the Dutch tax base by ‘converting’
Dutch equity into debt. Based on this provision, interest on borrowings that
are legally, or in fact, directly or indirectly owed to a related entity is (in prin-
ciple) not deductible to the extent that the borrowing relates (legally or in fact
(in)directly) to one of the following transactions:
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— Adistribution of profit or a repayment of paid-up share capital to a
related entity or a related individual by the borrower; or a related
entity (that is subject to Dutch corporate income tax).

— A capital contribution to a related entity by the borrower; or a re-
lated entity (that is subject to Dutch corporate income tax) or re-
lated individual (who is a Dutch tax resident); or

— The acquisition or increase of an interest in an entity, which after
the acquisition or increase will qualify as a related entity, by the
borrower; or a related entity (that is subject to Dutch corporate in-
come tax) or related individual (who is a Dutch tax resident).

A related entity is an entity that satisfies one of the following conditions:

— The borrower owns at least a one-third interest in the entity (inter-
est refers both to paid-in and issued capital, and includes both di-
rect and indirect relations), or

- The entity owns at least a one-third interest in the borrower, or

- Athird party owns at least one-third interest in both the borrower
and the entity.

A related individual is an individual who owns at least a one-third interest in
either:

- The borrower, or
- An entity related to the borrower (see above).

However the interest is deductible after all if the debt and the related transac-
tions are primarily engaged in for valid business reasons. For example an ex-
ternal acquisition is a businesslike transaction. Still the debt has to be engaged
in for valid business reasons as well, which could be problematic if the loan is
routed via a low taxed lending entity. In principle, the taxpayer has to prove
that there are valid business reasons, but the tax inspector has the burden of
proof if the following conditions are satisfied:

— the interest on the loan is subject to a tax on profit that is “suffi-
cient” according to Dutch standards (this means that it results in a
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levy of at least 10% on a tax basis determined according to Dutch
rules)

— the recipient is not entitled to a loss carry-forward or other entitle-
ment from years preceding the year in which the debt was issued
(e.g. excess foreign tax credits) if this has the effect that no suffi-
cient tax is due.

Furthermore, with respect to acquisitions an interest deduction limitation rule
(article 15ad Corporate Income Tax Act 1969) applies as of January 1, 2012 if
the acquisition has been debt-financed and the acquiring party and the target
have entered into a fiscal unity for corporate income tax purposes on or after
November 15, 2011. This rule was introduced to prevent that the interest paid
on the debt (engaged by the holding company) could be set off against the
profits of the subsidiary (by entering into the fiscal unity) resulting in a very
small (or no) taxable base. This interest deduction limitation rule is applicable
to interest paid to third (non-related) parties as well.

Based on article 15ad Corporate Income Tax Act 1969 the "acquisition inter-
est" is (only) deductible up to the amount of the “own profit”, i.e. the fiscal
unity’s profit minus the part of the profit (before the deduction of acquisition
interest) attributable to the acquired company/companies that have been
included in the fiscal unity. However, if the acquisition interest exceeds the
own profit, but the excess amount is less than EUR 1 million (threshold) or in
case there’s no “excessive amount of debt”, the interest will still be deductible
in full. There’s an excessive debt if the acquisition debt exceeds 60% of the
acquisition price in the year of acquisition, which percentage subsequently
declines by 5% over a 7-year period to 25%. If there are several acquisition
debts, the debts relating to an acquisition in the same year are added to calcu-
late the percentage of the (total) acquisition price.

In case the excess amount of the acquisition interest exceeds EUR 1 million
and there is an excessive amount of debt, the interest deduction limitation
rule is only applicable to the lowest of the following amounts:

— The excess amount minus EUR 1 million; or

— The amount of interest paid on the excess amount of debt.
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If a certain amount of paid interest is not deductible in one year, this amount
of interest can still be deducted up to the amount of the ‘own profit’ in the
following years.

Furthermore, if the interest paid on acquisition debt is already limited by arti-
cle 10a Corporate Income Tax Act 1969, article 15ad Corporate Income Tax Act
1969 is not applicable. On the other hand, it is possible that a certain amount
of the interest paid on a loan is limited by article 10d Corporate Income Tax
Act and article 15ad Corporate Income Tax Act 1969 applies as well.

Finally, article 10b CITA denies the deduction of interest on loans to related
entities (whether an entity is related is subject to a much broader definition
than the definition that applies to article 10a and 10d), if

— the loan has no maturity date or a maturity of more than 10 years,
and

— interest paid is more than 30% below the at arm's length interest
rate.

A.3 Ireland

A.3.1 Taxation of manufacturing activities

Industrial buildings, machinery, and intangible assets receive allowances on a
straight line basis. For industrial buildings and machinery the depreciation
rates are 4%, and 12.5% per year, respectively. Patents may be depreciated
over a period of 15 years at a rate of 7% per year (2% in the final year), or al-
ternatively according to accounting treatment over the expected useful life.
Depreciation allowances for intangible assets (plus relating interest expenses)
are nevertheless limited to 80% of income derived from the use of the IP.

The Irish corporate income tax rate for trading profits amounts to 12.5%. Non-
trading income such as interest income not arising in the course of a trade is
subject to tax at a rate of 25%.”% No surcharge or surtax is levied in addition to
that (except in case of certain income of closely held companies). Industrial

72 please see section A.3.3 concerning the cases in which interest income does not qualify
as trading income.
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buildings, machinery, and intangible assets are eligible for depreciation allow-
ances on a straight line basis at 4%, 10% and 12.5% per year, respectively. In-
ventories are valued according the accounting treatment. Yet, the last-in-first-
out method is not accepted for tax purposes. The first-in-first-out method and
the weighted-average-cost method are in turn accepted. For financial assets
the first-in-first-out method is decisive.

A.3.2 Taxation of holding activities

Foreign dividends are fully taxable. Under certain conditions, a taxpayer can
make a claim to tax dividend income paid by a subsidiary resident in the Euro-
pean Union or a country with which Ireland has signed a double taxation
treaty or a convention on mutual administrative assistance and sourced out of
trading profits at the corporate tax rate of 12.5% which generally applies only
to trading income.”®. On the one hand, a claim to apply the 12.5% rate applies
to the extent the dividends are paid out of the trading profits of the dividend
paying company and the provisions allow the tracing of the source of a divi-
dend ultimately paid from trading profits of a subsidiary through multiple tiers
of intermediary subsidiary companies including holding companies. On the
other hand, eligibility for the 12.5% rate can also arise where at least 75% of
the profits of the period of the company paying the dividend comprise trading
profits and the Irish recipient of the dividends and its subsidiaries meet an
asset based test which broadly requires at least 75% of the value of the assets
used by the sub group (excluding intra group shareholdings and loans) at the
end of the accounting period to be used for trading purposes. If the conditions
are not fulfilled so as to permit a claim to tax the dividend at a rate of 12.5%,
foreign dividends not arising in the course of the trade of the recipient com-
pany are subject to the tax rate that applies to non-trading income amounting
to 25%.

> Dividends paid in relation to portfolio shareholding, not held as trading assets, where

the company holds not more than 5% of the share capital or the voting rights in a com-
pany resident in a Member State of the European Union or a country with which Ireland
has signed a tax treaty also qualify for the 12.5% rate. Yet, this does not apply to portfolio
dividends forming part of trading income which dividends are exempt from tax. The 12.5%
tax rate also applies to dividends paid by subsidiaries resident elsewhere if quoted group
conditions are met.
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A tax credit is granted for foreign withholding taxes on dividends as well as
foreign profit taxes which have been levied on the profits out of which the
dividends are paid. The latter includes surcharges levied on top of corporate
income tax and local profit taxes where the surcharge is itself a tax on profits.
The first step is to calculate the credit on an item-per-item basis. The amount
of the tax credit is limited to the Irish tax liability on the dividend income
which is subject to double taxation. Under the Irish “onshore pooling system”
companies are permitted to pool their double tax credits within a 12.5% and
25% taxed pool and offset them against their corporation tax liability on the
aggregate amount of their foreign dividend income within that pool. Excess
pooling credits may be carried forward.

Tax credits granted for dividend income which is subject to the trading income
tax rate of 12.5% may not be offset against dividends which are considered to
arise from non-trading income subject to the higher corporate tax rate of 25%.

In case the dividends received by the holding company are further distributed
to the ultimate parent company resident abroad no withholding tax is levied.
This, however, requires that the recipient company is not resident in Ireland
and is controlled by persons who are resident in an EU Member States or a tax
treaty country. In case the holding company finances the acquisitions with
debt provided by foreign corporate creditors, no withholding tax is levied on
interest paid to a company resident in another EU Member State or in a tax
treaty state in the ordinary course of the payer’s business where interest from
foreign sources is generally taxed in that state.

A.3.3 Taxation of financing and treasury activities

Foreign interest income is fully subject to the corporation tax. Currently, no
specific tax regimes or tax incentives are available for financing and treasury
activities carried out in Ireland.

Foreign interest income received by group financing and treasury companies
may be considered to be trading income and consequentially be subject to the
lower 12.5% tax rate. This, however, requires that the Irish group financing
and treasury company is actively managing the financing and treasury services
which means that the company is responsible for negotiating, monitoring and
securing the finance for the intra-group loans. Hence, the company must be
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making the strategic decisions in relation to the financing and treasury activi-
ties. According to case law the Irish based employees must additionally have
the relevant skills, expertise, experience and authority to carry out the pro-
posed activities of the company.

If in contrast to this, the Irish company does not actively manage the financing
and treasury services but merely executes the business decisions of other
group companies the financing and treasury company is not considered to be
a trading company and is taxed at the 25% corporate tax rate.

The same holds true for comparable activities such as intra-group leasing, fac-
toring and insurance services (captives). Consequentially, upon meeting cer-
tain activity requirements such companies may qualify as trading companies
which are taxed at the lower tax rate of 12.5%.

On a unilateral basis a tax credit is granted for foreign withholding tax on in-
terest on an item-by-item and source-by-source basis where the interest in-
come arises in the course of the conduct of a trade. Where the income of the
company arises in the course of a trade, the lender may pool creditable with-
holding taxes arising on interest income from associated companies (requiring
a 25% common relationship) resident in tax treaty countries.

A.3.4 Taxation of research & development activities and the
exploitation of intangible assets

A.3.4.1 Tax treatment of research and development costs and
depreciation rules for intangible assets

In some instances accounting standards may require that self developed in-
tangibles are capitalised. This accounting treatment does not prevent the tax-
payer from including the relevant costs in the R&D expenditure eligible for
current year deduction and (the R&D tax credit addressed in the following).

Patents may be depreciated over a period of 15 years at a rate of 7% per year
(2% in the final year), or alternatively according to accounting treatment. This
also applies to other forms of intellectual property including brands, brand
names, trademarks, service marks, copyrights, design rights as well as know-
how related to manufacturing, processing or commercial activities.
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The R&D tax credit

Companies undertaking in-house R&D undertaken within the European Eco-
nomic Area (EEA) are granted a tax credit equal to 25% of qualifying expendi-
ture on research and development (R&D).”* For the first EUR 100,000 the tax
credit is available on a volume-basis. Thereafter, the tax credit is granted on
an incremental basis at 25% of the amount of expenditure incurred in the pe-
riod in excess of baseline expenditure. The baseline figure is set by reference
to expenditure incurred in the year 2003. Qualifying expenses include both
revenue and capital expenditure incurred for on plant and machinery used for
research and development activities. The tax credit is not available for the
acquisition of patents.

In the case of self-developed intangible assets the immediate deduction avail-
able for R&D costs and the tax credit may be combined.

In case the R&D activities are outsourced to a non-related party a tax credit
equal to the greater of 10% of the total R&D expenses or EUR 100,000 is avail-
able. In turn, if this unrelated party is a third-level academic institution resi-
dent in the EEA such as an university the tax credit only amounts to the
greater of 5% or EUR 100,000.

In all cases the tax credit is deducted from the company’s corporation tax li-
ability in the year in which the expenditure is incurred. In case the tax credit
exceeds the tax liability the corporate tax paid in the preceding accounting
period is refunded and any unused amounts are carried forward to future pe-
riods. Alternatively, the tax credit is paid out on a staggered basis. Yet, the
payment is capped by reference to either the sum of payroll taxes arising in
the accounting period in which the qualifying expenditure was incurred as well
as in the previous accounting period, or the corporation tax paid in the 10 pre-
ceding accounting periods.

" In addition to the IBFD Taxation Platform and information provided by local KPMG prac-
titioners the details presented in the following are drawn from Irish Revenue, Revenue
Guidelines for Research and Development Tax Credit, February 2011.
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A.3.4.2 Taxation of foreign royalty income

Foreign royalty income is fully subject to corporation tax. The exemption of
royalty income received by Irish residents with respect to patents developed
in Ireland or a Member State of the European Economic Area has been abol-
ished in 2010.

Foreign royalty income received by group companies exploiting intellectual
property (IP) may qualify as trading income and consequentially be subject to
the lower corporate tax rate of 12.5%. According to case law principles this
requires that the company is responsible for seeking out potential opportuni-
ties for the exploitation of the IP product licensing and development opportu-
nities globally. The income of a group company exploiting IP may be consid-
ered to be trading income in case the company is responsible for the world-
wide marketing, sales, operation and support of the IP. Moreover, the Irish
based employees should have the relevant skills and expertise to manage the
relevant intellectual property.

If the IP company does not actively manage the IP the royalty income is not
considered to be trading income and is consequentially taxed at the higher
corporate income tax rate of 25%.

On a unilateral basis a tax credit is granted for foreign withholding tax levied
on royalty payments arising in the context of the conduct of a trade on an
item-by-item and source-by-source basis.

Yet, a measure of pooling relief is available in addition which allows for a de-
duction to be taken for creditable withholding tax in excess of the Irish corpo-
ration tax payable on the foreign royalty income to be used to reduce the Irish
tax payable income from other foreign royalty income of the trade which is
subject to foreign withholding tax.

A.3.5 Deduction of interest expenses incurred for the financing of
investment

Interest expenses incurred for trading purposes are generally deductible. This
also applies in case of interest paid to related parties. The Irish tax system
does not comprise thin capitalization rules or the like.
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Yet, interest expenses relating to non-trading income such as foreign dividend
income’® are generally non-deductible.

The Interest-as-a-charge provision

As an exception interest expenses relating to non-trading income may never-
theless be deductible under the “interest-as-a-charge” provision. This, how-
ever, requires that the interest expenses have already been paid and i.a. relate
to loans which are used to acquire a trading company, a holding company of
such companies or used to on-lend funds to such companies. Moreover, in all
three constellations the “interest-as-a-charge” provision requires that

— the investing company controls more than 5% of the target com-
pany,

— the investing company and the target company have a common di-
rector, and

— the capital is not recovered (actual or deemed) by the borrower
company during the period that interest is payable on the borrow-
ing.

In contrast to this no interest deduction is available for interest relating to
funds used to acquire intellectual property which are not used in the course of
a trade. Hence, companies exploiting intellectual property in the course of an
activity which is not regarded as a trade (due to a lack of active business char-
acter of the activity as pointed out in section A.3.4.2) may not deduct financ-
ing expenses.

Under the “interest-as-a-charge” provision the interest expenses are deducti-
ble in the course of determining the overall profits. Hence, it is at the tax-
payer’s discretion whether to deduct the interest expenses from income
which is taxed at the 12.5% rate, income which is subject to the higher tax rate
of 25% or chargeable gains.

7> Although the foreign dividends are taxed at the corporate tax rate for trading income —
under the conditions laid out above — they do not constitute trading income.
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Financing expenses relating to income arising from the exploitation of IP

Interest on borrowings in relation to expenditure on qualifying intellectual
property (plus capital allowances for IP) may not exceed 80% of the income
arising from the exploitation of IP such as royalty income in the course of the
trade. Hence, royalty income and other income arising from IP may not fully
be stripped by way of deducting interest expenses due to excessive debt-
financing of the acquisition or creation of IP.

A4 United Kingdom

A4.1 Taxation of manufacturing activities

Corporate income tax rate is currently levied at a rate of 24%. No surcharge or
surtax is levied in addition. The British tax system provides for capital allow-
ance for machinery under the declining balance method at a rate of 18%. For
the purpose of the capital allowance assets must be pooled together. Indus-
trial buildings do not receive capital allowances. Patents acquired from 2002
onwards may be depreciated on a straight-line basis at a rate of 4% or alterna-
tively according to the accounting treatment. Inventories are valued applying
the last-in-last-out-method (lifo) whereas for financial assets the first-in-first-
out method (fifo) is decisive.

A.4.2 Taxation of holding activities

Most profit distributions received by medium or large companies from their
subsidiaries including distributions from controlled companies are exempt
from tax in the United Kingdom irrespective of source. In order for the exemp-
tion to apply, the dividends received must fall into one of the numerous “ex-
empt classes”. The exempt classes i.a. comprise

distributions from controlled companies,

distributions in respect to non-redeemable ordinary shares,

distributions in respect to portfolio shareholdings,

— dividends derived from transactions not designed to reduce UK tax,
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— dividends in respect to shares accounted for as liabilities. Broadly,
this comprises shares in an unconnected company which are
treated as debt in the issuer for accounting purposes.

In addition, numerous anti-avoidance provisions must be considered.

In case the participation is re-financed with debt, interest expenses relating to
exempt dividends are nevertheless deductible from the corporate income tax
base unless specific interest deductibility restrictions apply. These will be ad-
dressed in section A.5.5.

Due to the exemption of foreign dividends, no tax credit is granted for foreign
withholding taxes levied by the source country.

In case the holding company distributes the dividend income received from its
subsidiaries to the ultimate parent company, no withholding tax is imposed in
the United Kingdom. In contrast to this, in case of debt-financing interest
payments to foreign corporate creditors are generally subject to a 20% with-
holding tax rate unless the Interest & Royalty Directive or Swiss-EU Savings
Agreement apply. Moreover, double taxation treaties generally reduce the
withholding tax rate to 0% to 15%.

A.4.3 Taxation of financing and treasury activities

Interest income is fully subject to corporation tax irrespective of its source. A
tax credit is granted for foreign withholding taxes levied on the interest pay-
ments. The tax credit is determined on a strict source-by-source and item-by-
item basis and limited to the British corporation tax liability relating to the
foreign interest income. This may result in excess tax credit positions.

The British tax system does not comprise any special tax regimes for treasury
and financing companies (although certain financing and treasury companies
can elect to be excluded from the “Worldwide Debt Cap” rule — see section
A.4.5).
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A44 Taxation of research & development activities and the
exploitation of intangible assets

A.4.4.1 Tax treatment of research and development costs and
depreciation rules for intangible assets

Expenditure incurred for self-developed assets can be deducted immediately.
It is not required to capitalise research and development costs for self-
developed intangible assets such as patents upon meeting the conditions for
qualifying as an asset.

Patents acquired from 2002 onwards may be depreciated at a straight-line
basis at a rate of 4% or alternatively according the accounting treatment.

The super deduction for R&D expenditure

A super deduction is available at a rate of 30% (in 2012) of revenue expendi-
ture incurred for qualifying R&D.’”® This comprises employee costs, cost for
staff providers, Payments to clinical trials volunteers, materials, utilities, soft-
ware as well as subcontracted R&D expenditure. Capital allowances, however,
do not qualify for the 30% R&D deduction.

Furthermore, a research and development allowance (RDA) is available for
qualifying capital expenditure at a rate of 100%. Qualifying expenditure com-
prise expenditure incurred for carrying out research and development, and
expenditure incurred for providing facilities for carrying out research and de-
velopment. Yet, the RDA is not available for rights derived from R&D such as
patents.

A.4.4.2 Taxation of foreign royalty income

Foreign royalty income is currently fully subject to corporation tax at the gen-
eral rate of 24%. A tax credit is granted for foreign withholding tax levied on
the royalty payments. The tax credit is limited to the UK corporation tax at-

’® In addition to the IBFD Taxation Platform and information provided by local KPMG prac-
titioners the details presented in the following are drawn from HMRC,
http://www.hmrc.gov.uk/ct/forms-rates/claims/randd.htm.
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tributable to the foreign income and calculated on a source-by-source and
item-by-item basis.

The Patent Box

In 2013 a Patent Box regime’’ is supposed to be introduced in the United
Kingdom which provides for an effective corporate tax rate of 10% for so-
called qualifying profits derived from, inter alia, the licensing or sale of patent
rights and the use of patented inventions in the company’s trade.”® Hence, the
scope of the proposed Patent Box is comparably wide. It is not limited to roy-
alty income but includes profits derived from the sale of qualifying patented
invention or products incorporating qualifying invention as well as profits de-
rived from the use of the patented invention in the company’s trade.”

Qualifying assets

In order to qualify for the Patent Box profits must relate to patents which have
been granted by the UK Intellectual Property Office, the European Patent Of-
fice or the national patent office of selected Member States of the European
Economic Area.?® The Patent Box also applies in case of patents generated by
way of contract research in case the contractor is a group company. Contract
research carried out by third parties only qualifies for the Patent Box if the
company — the commissioning party — has managed the R&D activities and the
contractor only constitutes the performing agent. Furthermore, profits gener-
ated from exclusive licenses also qualify.

7 In addition to the IBFD Taxation Platform and information provided by local KPMG prac-
titioners the details presented in the following are drawn from HMRC, 2012; Sullivan,
2012, .

78 For details see A.4.4.2.

” see HMRC, The Patent Box: Technical Note and Guide to the Finance Bill 2012 clauses,
2012, p. 8. Feedback from practitioners in the UK indicates that independent of the appli-

cability of the small claims treatment, a return to marketing assets of 25% of residual
profits would be a good first approximation.

8 These comprise Austria, Bulgaria, The Czech Republic, Denmark, Estonia, Finland, Ger-
many, Hungary, Poland, Portugal, Romania, the Slovak Republic, and Sweden. See foot-
note 79, p. 5.
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Determining the profits benefiting from the Patent Box

Although the scope of the Patent Box is planned to be comparably wide, only a
share of the profits which to some extent related to a patented invention is
finally subject to the Patent Box tax rate.

Determining the share of the company’s profits which finally qualifies for the
Patent Box requires a three-step-procedure within the scope of which the
profits benefitting from the Patent Box are calculated as a fraction of the
overall profits of the trade.

First, the share of the overall profits constituting “relevant intellectual prop-
erty income”, namely income which is derived from the qualifying patent, is
determined. This may be done by apportioning the total profits according to
the ratio of “relevant intellectual property income” to total gross income.®*

“Relevant intellectual property income” first and foremost includes the in-
come from the sale of a patent right, the sale of a patented items or items
incorporating a patented item, as well as license fees and royalties.82

Financing income and expenses are fully beyond the scope of the Patent Box.
This means that interest expenses on loans used to finance the creation of
intellectual property remain deductible against the general corporation tax
rate of 24% even in case income relating to intellectual property is taxed at a
lower tax rate of 10% under the Patent Box.

Second, a routine return has to be removed. This is based on the perception
that companies earn a routine return even if they do not apply any unique
intellectual property or other intangible assets. Hence, the routine return is
deducted from the profits attributed to the “relevant intellectual property
income” under step one. The result of this second step is the “qualifying resid-
ual profit”.

81 Alternatively, profits derived from qualifying income can be determined by way of allo-
cating expenses to ‘relevant intellectual property income’ on the one hand and non-
qualifying income on the other.

¥ For additional information see footnote 79, pp. 10, 32-40.
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The return is set at 10% of relevant expenses comprising tax deductions made
with respect to personnel, premises, plant and machinery including capital
allowances as well as different kinds of services within the context of deter-
mining the corporation tax base.® Research and development expenses are
not included reflecting the fact that the routine return is only supposed to
cover the return from ordinary — not innovative - business activity. Hence, the
application of the Patent Box does not mitigate the effect of the research and
development deduction. Both tax incentives may be applied simultaneously.

The third step finally requires deducting the return to marketing assets as the
Patent Box does not apply to profits relating to marketing assets such as logos,
trademarks and brands. Removing the marketing asset return from the “quali-
fying residual profit” is either done by deducting a “notional marketing roy-
alty” for the use of marketing assets or under the small claims treatment - by
simply deducting 25% of the “qualifying residual profit”, the result of the sec-
ond step of the calculation.

The notional marketing royalty is the proportion of the “relevant intellectual
property income” that a company would pay an unrelated party for the exclu-
sive right to exploit the relevant marketing assets. Hence, the “notional mar-
keting royalty” must be determined drawing on the arm’s length principle tak-
ing into account the specific facts and circumstances of the respective case as
well as certain prescribed assumptions.84 Consequentially, the determination
of the “notional marketing royalty” is to some extent at the discretion of the
taxpayer but will require some effort. In case the taxpayer has incurred actual
marketing royalties these are deducted from the “notional marketing royalty”
in order to determine the return to marketing assets.

In contrast to this, the small claims treatment is much more straight-forward.
But it is only available in case either of the following two conditions is fulfilled.
On the one hand, the small claims treatment is available if the sum of the
“qualifying residual profit” of all the company’s trades does not exceed GPB 1
million. On the other hand it may be applied if the sum of the “qualifying re-

8 For further details see footnote 79, p .47.
# See footnote 79, pp. 51-57.
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sidual profit” of all the company’s trades does not exceed the amount of GPB
3 million divided by the number of associated companies which have effec-
tively elected for the Patent Box to apply increased by one and if it has fur-
thermore not determined the marketing asset return based on the “notional
marketing royalty” in the previous four years.*

The Patent Box will phase in over a period of four years during which qualify-
ing profits are only partially subject to the Patent Box tax rate (60% in 2013,
70% in 2014 up to 100% in 2017). The application of the Patent Box requires
that the company has undertaken “qualifying development by making a sig-
nificant contribution to the creation or development of the invention claimed

in the patent or a product incorporating this item.” %

Hence, the Patent Box is
generally not available for a company that performs outsourced contract R&D.
Nevertheless, a company can qualify for the Patent Box with respect to a pat-
ent generated by an affiliate if the company takes a significant role in manag-
ing the research & development activities and managing the qualifying rights

created in the course of this activity.

A.45 Deduction of interest expenses incurred for the financing of
investment

Interest is generally deductible even if relating to exempt dividend income.
Since, 2009 deduction of interest expenses is restricted by way of the “world-
wide debt cap”.

The Worldwide Debt Cap provision

The “Worldwide Debt Cap“ provision®” stipulates that the deduction of aggre-
gate net financing expenses of UK companies (“tested expense amount”) is
restricted to the consolidated gross financing expenses of the group (“avail-

% For more details on the small claims treatment see footnote 79, pp. 48-50.
% Footnote 79, p. 9.

¥ In addition to the IBFD Taxation Platform and information provided by local KPMG prac-
titioners the details presented in the following are drawn from HMRC,
http://www.hmrc.gov.uk/manuals/cfmmanual/cfm90160.htm; Webber, 2010, p. 696.
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able amount”). Small and medium sized companies are excluded from the
scope of the “Worldwide Debt Cap” provision.

Furthermore, Financing expense and financing income amounts are excluded
from all debt cap calculations if such amounts arise to a group treasury com-
pany in the sense of section 316 of the Taxation (International and Other Pro-
visions) Act 2010 and such company makes the relevant election. In order for a
company to qualify as a group treasury company at least 90% of its income
must be derived from treasury activities undertaken for the group i.e. manag-
ing surplus cash or overdrafts, lending cash, investing in debt securities and
hedging assets, liabilities, income or expenses.

Determining non-deductible interest under the “Worldwide Debt Cap”

The “tested expense amount” comprises the total net financing expenses pay-
able by the UK group companies on intra-group as well as external borrowings.
Hence, the “tested expense amount” is the aggregate of each relevant group
company that has a net financing deduction as far as the respective amount
exceeds GBP 500,000 (the current Finance Bill includes a provision which
should allow companies to elect that this de minimis limit is not to apply).

The “available amount” is the worldwide group’s gross external finance ex-
pense from consolidated accounts. This figure neither includes financing in-
come nor intra-group payments.

Prior to this, a “gateway test” applies a quick, accounts based test. If this test
is passed, the “Worldwide Debt Cap“ rules do not apply. The gateway test
requires that the amount of net debt owed by each relevant group company
(excluding those companies with net debt of less than GBP 3 million) is added
together to produce a total figure of UK net debt. A relevant group company
that has net cash assets is ignored. If the total of UK net debt is less than 75%
of the worldwide group’s consolidated gross external debt the test is passed
and the actual “Worldwide Debt Cap“ provision is not applicable.

To avoid double taxation of interest due to the application of the “Worldwide
Debt Cap“ rules, financing income (either external or intra-group) received by
UK group companies is exempt from corporation tax where there has been a
disallowance of interest expense. The calculation of net finance income is
made analogous to the calculation of net finance expenses. Yet, the disre-
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garded amount of financing income may not exceed the total amount disal-
lowed or the “tested income amount” (which is the sum of the net financng
income amounts, but excluding such amounts from relevant group companies
where the net finance income is less than GBP 500,000). (The current Finance
Bill includes a provision which should allow companies to elect that this de
minimis limit is not to apply).

A.5 Switzerland (Zug)

Within the scope of the Swiss tax system two levels of taxation are of impor-
tance: taxation at the federal level and taxation on the cantonal/ municipal
level. The Swiss cantons have considerable discretion in the design of their tax
policies. While the federal income tax rate is levied at a rate of 8.5%, the Swiss
cantons set the tax rates for the cantonal income tax themselves which results
in differing income tax rates across Switzerland. The tax rates for the cantonal
net wealth taxes also vary among the cantons. In contrast to this, the tax base
definition is largely harmonised between the cantons and the Swiss federal
income tax.

A.5.1 Taxation of manufacturing activities

Federal income tax is levied at a rate of 8.5%. Cantonal income tax rate of the
canton of Zug is 3% for income below CHF 100,000) and otherwise 6.25%. The
multipliers which are applied to this rate are 82% for the canton, 60% for the
municipality (Zug) and 6.82% for the parish.

Industrial buildings, machinery and intangible assets (patents) are eligible to
depreciation on a declining balance basis over the useful life at rates of 8%,
30% and 40%, respectively. Alternatively, straight-line depreciation is available
at half the declining balance rates. Inventories are valued by applying the last-
in-last-out-method (lifo) whereas for financial assets the first-in-first-out
method (fifo) is decisive.

No capital taxes are levied on the federal level. The Canton of Zug levies a net
wealth tax but no real estate tax. The nominal net wealth tax rate is 0.05%.
The same multipliers as under the cantonal income tax apply resulting in a
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nominal tax rate of 0.07%. As net wealth tax is deductible from the corporate
income tax, the combined effective net wealth tax rate amounts to 0.06%.

A.5.2 Taxation of holding activities
Participation relief

Dividend income received from substantial participations is indirectly exempt
from federal income tax as well as cantonal/ municipal income tax by way of
the participation relief mechanism.%’ The participation relief which is de-
ducted from the corporate income tax liability is equal to the corporate in-
come tax burden which applies to the proportion of net participation income
in the total taxable income.

The net participation income is calculated by deducting a proportional amount
of financing expenses administrative expenses, and non-refundable foreign
withholding taxes. The financing expense may be allocated to dividend income
based on the ratio of the book value of the dividend paying participation(s) to
total assets. For the administration expenses a lump sum equal to 5% of the
dividend and capital gains income is granted unless the taxpayer proves the
actual lower costs. In order for the participation relief mechanism to apply, a
minimum participation of 10% in the corporation’s share capital or profit and
reserves is required. Alternatively, the relief applies if the investment has a
market value of at least CHF 1 million. Due to the Federal Tax Harmonization
Law these conditions should apply equally in all cantons.

Holding company regime

In addition to this, holding companies may benefit from the holding company
regime90 available at the cantonal and municipal level. In order to qualify for

% The effective rate accounts for the deductibility of the net wealth tax (tywr) from the
corporate income tax base (Tr). It is determined by Ty * (1 — T¢p) Where Tyy 7 is the
nominal net wealth tax rate taking into account the various multipliers.

% In addition to the IBFD Taxation Platform and information provided by local KPMG prac-
titioners the details presented in the following are drawn from Finanzdirektion Steuerver-
waltung Kanton Zug, participation exemption 2011.

% |n addition to the IBFD Taxation Platform and information provided by local KPMG prac-
titioners the details presented in the following are drawn from Finanzdirektion Steuerver-
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the holding company regime the company’s main purpose must be — accord-
ing to statutory charter of incorporation — the long-term management of par-
ticipations which involves the company holding at least one substantial par-
ticipation.

A substantial participation is characterised by a participation of at least 10% of
the share capital or a market value of CHF 2 million. Furthermore, a minimum
holding period of 1 year is required.

In addition to the holding of participations, certain other activities are permis-
sible as secondary aims of the company if they are of minor importance com-
pared to the holding of participations. These comprise i.a.:

— management and administrative activities related to the participa-
tions,

— group auxiliary services such as governance, reporting, organizational
support, marketing research for the purpose of the whole group, tax
and legal advice, human resource support relating to the managerial
staff, and finally group financing services by way of taking on funds at
the capital market and forwarding them to other group companies,

— the governance of group companies,
— and the mere holding of intellectual property.

In case the requirements for the holding company regime are met the com-
pany is fully exempt from income tax at the cantonal and municipal level.
Hence, the income is only subject to the effective federal income tax of 7.8%.
The cantonal tax exemption covers all income derived by a qualifying holding
company except income from immovable property located in Switzerland and
income for which treaty relief is effectively obtained (meaning not waived).
Consequentially in addition to dividend income which already benefits from
the participation relief mechanism addressed above interest, royalties, man-
agement fees and any other service fees can be collected tax free. For holding

waltung Kanton Zug, holding companies 2009; Finanzdirektion Steuerverwaltung Kanton
Zug, holding companies 2011.
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companies service fees for management, administrative and auxiliary services
are of importance. Assuming that such fees are fully deductible from the tax
base of corporate income tax levied in the country of source and are further-
more not subject to source country withholding tax only the federal income
tax is decisive.

The holding company regime furthermore comprises a reduced net wealth tax
of 0.002%. This results in an effective net wealth tax rate of 0.0025% when
applying the multipliers to the basic rate and taking into account that the net
wealth tax is deductible from the income tax base.”

Domiciliary/mixed company regime

Furthermore, holding companies may benefit from the cantonal/municipal
domiciliary company regime and the mixed company regime.92 Both tax re-
gimes comprise that net-income from qualifying participations® is fully ex-
empt from income tax levied in the canton. Other foreign-source income such
as fees for group services is taxed at normal rates of cantonal income tax but
only to the extent that it can be attributed to the company’s management
activities. Under both regimes the extent of the management activity in Swit-
zerland is mainly based on the number of employees.94 Yet with respect to
foreign income exceeding CHF 200 million the allocation portion is generally
10%.

°! See footnote 88 on the determination of the effective net wealth tax rate.

%2 In addition to the IBFD Taxation Platform and information provided by local KPMG prac-
titioners the details presented in the following are drawn from Finanzdirektion Steuerver-
waltung Kanton Zug, domicliary companies 2009; Finanzdirektion Steuerverwaltung Kan-
ton Zug, mixed companies 2009; Finanzdirektion Steuerverwaltung Kanton Zug, manage-
ment companies 2011.

* The definition of a qualifying participation is analogous to the participation exemption
relief.

*In case of less than 6 employees only 10% are subject to income tax on the cantonal
level, 15% in case of 6 to 10 employees, 20% in case of 11 to 30 employees and 25% in
case of more than 30 employees. In case persons with seat or domicile in Switzerland hold
a qualifying participation in the company, the proportion is increased by 10 percentage
points but only up to 25%. With respect to foreign income exceeding CHF 200 million the
allocation is generally 10%. Foreign income up to CHF 200 million is included according to
the above mentioned proportions.
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If the company does not have any activity in Switzerland, namely no employ-
ees and no offices, foreign-source income other than income from qualifying
participations such as fees for management, administration and auxiliary ser-
vices is fully exempt from cantonal income tax and only the federal income tax
is levied (“domiciliary company”). In this case, the cost of capital is equal to
the case of the holding company regime discussed above. In all other cases,
the foreign-source income is partly taxed at the cantonal level (“mixed com-
pany”). The differentiation between the domiciliary company status and the
mixed company status results from the fact that the domiciliary company may
not perform any commercial activity in Switzerland whereas the mixed com-
pany is allowed to derive up to 20% of its total income from Swiss sources and
up to 20% of its overall expenses may be of Swiss origin. Some cantons includ-
ing the Canton of Zug do not strictly require 80% of the expenses to originate
abroad.

Although the mixed company regime is associated with some extent of tax
levied at the cantonal level, it still significantly reduces the tax burden. In the
most advantageous case (less than 6 employees) only 10% of foreign source
income other than income from qualifying participations is taxed on the can-
tonal level resulting in an effective cantonal income tax rate of 2.1% and a
combined effective tax rate of 8.6%. In the least advantageous situation,
namely when the number of employees in Switzerland exceeds 30, 25% of the
foreign income is taxed at the cantonal level and the combined effective tax
rate is 9.8% which is still significantly below the combined effective rate of
15.1% under the general tax system.

Interest and administration expenses have to be allocated to foreign source
income which is exempt (income from qualifying participations and other for-
eign income under the holding company regime and the domiciliary company
regime) or only partly subject to cantonal income tax (other foreign income
under the mixed company regime). This is usually done proportionally to the
ration between the book value of the respective asset and total assets. Hence,
the value of the interest deduction is determined by the effective combined
tax rate applying under the respective regime. Interest expenses relating to
favourably taxed income may not be deducted against the full cantonal tax
rate.
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Finally, the effective net wealth tax rate is 0.0095% (basic rate 0.0075%) and
0.0126% (basic rate 0.01%) respectively under the domiciliary company re-
gime and the mixed company tax regime when taking into account that the
net wealth tax is deductible from the income tax base.”

Summing up, neither the holding company regime nor the domiciliary/mixed
company regime require any substance in Switzerland. Yet, for companies
with a certain amount of activity in Switzerland, namely offices and employ-
ees, only the mixed company regime is of relevance.

Since the EU commission’s state aid decision with respect to the holding and
domiciliary/mixed company regimes Switzerland has been under some pres-
sure by the EU commission and single EU Member States to abolish or restrict
these beneficial tax regimes. By now the Swiss authorities have not decided to
modify or abolish the cantonal tax regimes, but this could happen in the near
future.

Withholding tax on dividends and interest paid to foreign companies

In case the dividend income received by holding companies located in Switzer-
land is distributed to the ultimate parent company Switzerland imposes at
35% withholding tax which is reduced to 0% to 20% by way of tax treaties. In
the case of a parent company resident in the United States the withholding tax
amounts to 5% in case of a participation of at least 10% in the capital or voting
power in the Swiss company. Furthermore, no withholding tax applies to divi-
dends paid to companies resident in the EU Member States in case of qualify-
ing participations due to the Swiss-EU Savings Agreement. If in turn the acqui-
sitions are financed with debt provided in the form of ordinary loans no with-
holding tax is imposed on interest paid to foreign corporate creditors.

A.5.3 Taxation of financing and treasury activities

Interest income is fully subject to federal as well as cantonal income tax irre-
spective of its source. Yet, on the cantonal level, several special tax regimes
are available which result in a reduction of the effective cantonal income tax
burden up to zero.

%> See footnote 88.
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Under domestic tax law foreign withholding taxes levied at source may be
deducted from the income tax base in order to mitigate double taxation. Ac-
cording to double taxation treaties a tax credit is usually granted for foreign
withholding tax. A taxpayer may credit the lower of the two amounts:

- the tax withheld (and not reclaimable) in countries with which Switzer-
land has a double tax treaty

- the Swiss income taxes paid on the income for which withholding tax
was withheld and for which the taxpayer asks for a credit

The calculation is made by taking into account all relevant income parts that
are subject to withholding tax and for which a credit is asked for together
(overall limitation).

The maximum credit calculated above is reduced:

- by two thirds if the foreign income in question is only subject to in-
come tax on the federal level (e.g. in case of a holding status)

- by one third if the foreign income in question is only subject to income
tax on the cantonal/communal level

The cantonal holding company regime is available for foreign interest income
in case the group financing services are of minor importance compared to the
holding of participations and do not qualify as commercial activity. Hence,
pure group finance and treasury companies do not qualify for the holding
company regime. In contrast to this, the financing and treasury activities can
be pursued as a main business objective. Consequentially, the domicili-
ary/mixed company regime discussed in section A.4.2 is of more relevance for
financing and treasury companies located in Switzerland. The requirements
and the functioning of the domiciliary/mixed company regime do not depend
on the kind of activity. Hence, the information given with respect to holding
companies also apply to financing and treasury companies.
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A5.4 Taxation of research & development activities and the
exploitation of intangible assets

A.5.4.1 Tax treatment of research and development costs and
depreciation rules for intangible assets

Research and development (R&D) costs are fully deductible as normal busi-
ness expenses. Self-developed intangible assets such as patents do not have to
be capitalised. Acquired intangible assets such as patents may be depreciated
according to the declining balance method at a rate of 40% over the assets’
useful life.

Accelerated depreciation, super deductions or tax credits for research and
development expenses are neither available at the federal nor at the cantonal
level.

A.5.4.2 Taxation of foreign royalty income

Foreign royalty income is generally taxable at the general income tax rate (ef-
fectively 15.1% in the Canton of Zug). Yet, on the cantonal level, several spe-
cial tax regimes are available which result in a reduction of the effective can-
tonal income tax burden up to zero.

The cantonal company tax regimes

The application of the holding company regime is limited to royalty income
derived from the mere holding of intellectual property as an auxiliary activity
(of minor importance) to the holding of participations. Companies that first
and foremost exploit IP do not qualify for the holding company regime. Fur-
thermore, any advancing of IP is precluded from the holding company regime.

IP holding companies may qualify for the domiciliary/mixed company regime
depending on the number of employees in Switzerland and the share of Swiss-
source income in the overall income. Certain cantons furthermore strictly re-
quire that no more than 20% of the expenses may be incurred in Switzerland.
Notwithstanding, in case of a company creating intellectual property the ap-
plication of the mixed company regime can be ensured by outsourcing re-
search and development activities to a foreign party carrying out the R&D ac-
tivities in order to meet this requirement. Yet, the Canton of Zug mainly fo-
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cuses on the requirement that no more than 20% of the overall income is gen-
erated in Switzerland.

The domiciliary/mixed company regime is especially attractive for IP compa-
nies as it does not require any substance in Switzerland. This also comprises
that the intellectual property located in Switzerland must not be developed
further, neither in Switzerland nor abroad.

Excursus: License Box in the Canton of Nidwalden

So far, a special tax regime for royalty income is only available in the Canton of
Nidwalden, namely a License Box’® which comprises a reduced income tax
rate of 20% of the ordinary cantonal income tax rate. As the effective cantonal
income tax rate in Nidwalden amounts to 5.66% this results in a combined
effective statutory tax rate of 8.8% including the federal income tax.

The License Box is available for domestic and foreign net licence/ royalty in-
come derived from “old IP” (held prior to the introduction of the Innovation
Box on 1 January 2011) as well as “new IP”. Moreover it equally applies to self-
developed and acquired IP irrespective of whether it has been acquired from
third parties or other group companies. In this respect; the License Box differs
substantially from comparable regimes in place/ proposed in the Netherlands
and the United Kingdom which do not apply to profits derived through ac-
quired intellectual property.

The scope of income qualifying for the License box is in line with article 12 (2)
of the OECD model convention. It comprises payments of any kind (also from
related parties) for the use of or the right to use patents, trademarks, designs
and models, plans, secret formulas or processes, information on industrial,
commercial or scientific experiences as well as copyrights of literary, artistic or
scientific work. Furthermore capital gains on the sale of the kinds of intellec-
tual property named above also qualify for the Innovation Box.

% |n addition to the IBFD Taxation Platform and information provided by local KPMG prac-
titioners the details presented in the following are drawn from Can, 2012; Hausmacher et.
al., 2012; Schauble and Giger, 2010.
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The net licence/royalty income is determined by deducting proportionate fi-
nancing expenses, administration expenses and taxes. Financing expenses
comprise interest as well as expenses which are interest in nature. The law
does not stipulate how financing expenses should be allocated. One reason-
able possibility would be to allocate financing expenses (and taxes) in propor-
tion to the share of license income to overall income seems. Administration
expenses are allocated in proportion to the share of license income to overall
income unless the effective administration expenses are lower. Finally, depre-
ciation allowances relating to license income have to be deducted as well as
license payments for sub-licenses.

A.5.5 Deduction of interest expenses incurred for the financing of
investment

Interest expenses incurred for the purpose of the business are generally de-
ductible. This also applies to interest expenses in relation to dividends that are
subject to the participation relief. However, a proportional amount of financ-
ing and administrative expenses is deducted from dividend income when de-
termining the amount of relief.

With respect to interest on loans provided by related parties the following
restriction applies. The total debt provided by shareholders or affiliated par-
ties should not exceed the aggregate market value of the following assets of
the company at the end of the year reduced by the total interest-bearing debt
capital from independent third parties at the end of the tax year:”’

— 100% of cash

— 85% of receivables on goods and services
— 85% of other receivables

— 85% of inventory

— 85% of other current assets

— 90% of domestic or foreign bonds in CHF

— 80% of foreign bonds in foreign currency

7 See ESTV, 1997; Untersander, 2008, pp. 720 et seq.
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— 60% of shares quoted on a stock exchange
— 50% of non-quoted shares

—  70% of participations’®

— 85% of loans

— 50% of machinery and equipment

— 70% of operating real estate, holiday homes, villas, condos and land
for construction

— 80% of other immovable property

— 0% of costs for foundation, costs for capital increase or organizational
costs

— 70% of other intangibles

For finance companies, the maximum portion of debt-financing relevant under
the Swiss thin capitalization legislation amounts to 6/7 of total assets.

Step-wise approach in order to determine the re-characterised interest:

1. The TCR only apply to related party loans. Guarantees for third party
debt provided by related parties may be regarded as intercompany
debt as well as for thin capitalisation purposes.

2. The maximum debt-financing is calculated in relation to the assets
owned by the corporation (hypothetical debt)

3. In order to determine the deemed equity the hypothetical debt dimin-
ished by the third party debt is deducted from the related party debt.
If third party debt exceeds hypothetical debt, all related party debt
constitutes deemed equity.

4. The amount of interest attributable to the deemed equity is finally cal-
culated by deduction the product of multiplying the hypothetical debt

% According to article 665a (2) of the Swiss Code of Obligations participations (Beteiligun-
gen) are capital shares which are held for the purpose of a long-term investment. Voting
stock of at least 20% is considered to be a participation.
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with the applicable safe harbour interest rates® from the incurred in-
terest expenses.

Interest payments on hidden equity are regarded as constructive dividends. In
addition, they are subject to withholding tax of 35%.

If interest on related party debt is paid at rates below the safe haven rates, it
may also be that payments on hidden equity are acceptable. However, the
overall amount of interest payments to related parties must not exceed the
maximum permissible related party debt multiplied by the applicable safe
haven rate.

If the financing is not in line with the safe haven rules, the assumption of
deemed equity and the non-deductibility of interest payments can be avoided
if the company proves that the financing is at arm’s length.

*° For 2012 the following safe harbor interest rates apply for loans denominated in CHF
which are paid to related parties. For loans received within the scope of the company’s
business the maximum rate is 3.75% in case of trading or production companies and
3.25% in case of holding or administration companies. In case of real estate loans the
maximum rate varies from 1.5% to 2.75% depending on type of the loan and level of debt
financing. See Swiss Federal Tax Administration, Circular of 21 February 2012.
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B Appendix: Tax Parameters (2012)

Table 20: Corporation tax rates and statutory tax rates (%), 2012

Nominal Local profit
corporate income tax rates  Effective statutory
tax rate Surcharge  (nominal) profit tax rates
Austria 25.00 - - 25.00
Belgium 33.00 3.00 - 33.99
Bulgaria 10.00 - - 10.0
Cyprus 10.00 - - 10.00
Czech Republic 19.00 - - 19.00
Denmark 25.00 - - 25.00
Estonia 21.00 - - 21.00
Finland 24.50 - - 24.50
France 33.30 3.33 1.50 35.42
Germany 15.00 5.50 15.30 31.16
Greece 20.00 - - 20.00
Hungary 19.00 - 2.30 20.86
Ireland 12.50 - - 12.50
Italy 27.50 - 3.90 31.12
Latvia 15.00 - - 15.00
Lithuania 15.00 - - 15.00
Luxemburg 21.00 5.00 6.75 28.80
Malta 35.00 - - 35.00
Netherlands 25.00 - - 25.00
Poland 19.00 - - 19.00
Portugal 25.00 2.50 - 27.50
Romania 16.00 - - 16.00
Slovak Republic 19.00 - - 19.00
Slovenia 20.00 - - 20.00
Spain 30.00 - 7.50 35.25
Sweden 26.30 - - 26.30
United Kingdom 25.00 - - 25.00
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Nominal Local profit
corporate income taxrates  Effective statutory
tax rate Surcharge  (nominal) profit tax rates
EU-27 average 21.71 23.20
Switzerland (Zug) 8.5 - 9.3 15.11

Remarks:

For details on the determination of the effective statutory profit tax rates see
Devereux et al. (2010, 2011).

Table 21: Alternative nominal statutory corporation tax rates (%), 2012

Tax rate Types of income

Ireland 25 Non-trading income
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Table 22: Real estate and net wealth tax for corporations (%), 2012

Real estate tax Net wealth tax

)

Nominal'¥  Effective® Nominal Effective

Ireland 0.49 0.42 - -
Netherlands 0.36 0.25 - -
United Kingdom 2.17 1.60 - -
Switzerland (Zug) 0.0700 0.0632
- general rate - - 0.0700 0.0632
- holding company regime 0.0020 0.0025
- domiciliary company regime 0.0075 0.0095
- mixed company regime 0.0100 0.0126

(1) The nominal tax rate already accounts for possible valuation effects.

(2) The effective rate accounts for the deductibility of real estate tax (tre) from corporate
income tax (tcor). It is determined by tre * (1 - tcor). E.g. in the Netherlands, the effective
rate amounts to 0.36% * (1 — 25%) = 0.25%. The same holds true for the case of the net
wealth tax in Switzerland.

Remarks:

Investments in industrial buildings trigger liability to real estate tax in most coun-
tries. The tax base of real estate tax often is the book value or market value of the
industrial building. In several countries however, the tax base is a value deter-
mined by the tax offices which is not directly connected to the book value of the
building but to the building’s location. Some of these values relate to the loca-
tion’s market values in the past and do not have any link to recent market values.
In these cases, we have to make assumptions concerning the country-specific
relation between the acquisition cost we use in the model and the tax value de-
termined by the tax offices. These assumptions are confirmed by tax practitioners
from PwC and have been applied in numerous previous studies on behalf of the
European Commission (Devereux et al., 2009, 2010, 2011).
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Table 23: Tax treatment of inventories, 2012

Inventory valuation

Ireland Weighted average
Netherlands LIFO
United Kingdom FIFO
Switzerland (Zug) LIFO
Remarks:

Valuation of inventories represents the most tax-efficient possibility; other possi-
bilities are ignored.
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Table 24: Capital allowances for industrial buildings (%), 2012

Length of period

Kind of allowance Allowance rate (years)
Ireland SL 4 25
Netherlands SL 25 40
United Kingdom - - -
Switzerland (Zug) DB 8 ufd

DB: Declining- balance
SL: Straight line
ufd: Until fully depreciated

Remarks:

Kind of allowance represents the most tax-efficient possibility; other possibilities
are ignored.

Table 25: Capital allowances for machinery (%), 2012

Length of period

Kind of allowance Allowance rate (years)
Ireland SL 12.5 8
Netherlands SL 20 5
United Kingdom DB 18 ufd
Switzerland DB 30 ufd

DB: Declining- balance
SL: Straight line
ufd: Until fully depreciated

Remarks:

Kind of allowance represents the most tax-efficient possibility; other possibilities
are ignored.

If the depreciation period depends on the useful life of the asset, we assume a
period of 7 years for the calculation of the allowance rate.
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Table 26: Capital allowances for intangibles — specifically the purchase of a

patent (%), 2012
Length of period
Kind of allowance Allowance rate (years)
Ireland SL 7 15
Netherlands SL 10 10
United Kingdom SL 10 10
Switzerland DB 40 ufd

DB: Declining- balance
SL: Straight line
ufd: Until fully depreciated

Remarks:

Kind of allowance represents the most tax-efficient possibility; other possibilities
are ignored. If the depreciation period depends on the useful life of an intangible
asset and no period is specific in the national tax codes or tax depreciation may
follow the accounting treatment, a period of 10 years was assumed for the calcu-
lation of the allowance rate.

Table 27: Treatment of foreign source dividends received by parent
companies from EU subsidiaries (qualified participation), 2012

Elimination of Amount of tax-  Deductibility of costs
double taxation of exempt dividends related to tax-exempt
dividends (%) foreign dividends
Ireland C_re?“t V_Vith
limitation yes
Netherlands Exemption 100 no
United Kingdom Exemption 100 yes
Switzerland Exemption 100 yes
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Table 28: Taxation of patent income, 2012

Specific tax regime Tax base Tax rate (%)
Ireland None (net royalty income) (12.5)
Netherlands Innovation Box net royalty income, 5

profits derived from

the sale of finished
goods produced
based on a patent

United Kingdom Patent Box “relevant IP profits” 10
Switzerland (Nid- Patent Box net royalty and 8.8
walden) license income,

capital gains from
the sale of IP

Remarks:

Ireland: No specific tax regime applies in Ireland for royalty income. Yet, royalty
income may qualify as trading income (12.5%) (see section A.3.2 for more details
on this).

United Kingdom:

The tax base for the Patent Box is determined as follows:

Adjusted taxable trading profit (adjusted EBIT)

* qualifying income/ total trading income

= “Relevant IP income”

./.Trading expenses * 0.15 (mark-up)

= “Qualifying residual profit“ (QRP)

./.marketing asset return (=25%*QRP under the small claims treatment)

= “Relevant IP profits”

Qualifying income comprises license fees and royalties, income from the sale of a
patent right, patented items or items incorporating a patented item.
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Table 29: R&D tax incentives, 2012

Kind of tax

incentive Rate Base
Ireland tax credit 25
Netherlands R&D deduction 40
United Kingdom  R&D deduction 30

Switzerland - -
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C Appendix: Formulas

Table 30: Economic Parameters

True economic depreciation rate (%) o)

- intangibles 15.35
- industrial buildings 3.1
- machinery 17.5
real interest rate (%) T 5
inflation rate (%) T 2
pre-tax rate of return for EATR (%) D 20
Nominal interest rate i 7.1
Table 31: Tax Parameters

Corporate tax rate (%) T
Interest deduction B
Periodical capital allowances (%) Q
Capital allowances upon acquisition Do
NPV of capital allowances A
Treatment of inventories and financial assets v

Tax rate of capital taxes (real estate tax and net e
worth tax)

The Cost of Capital is defined as

. (A-Ap+6(0+nm)—m)+vtmr++(1+p)e 5 F(1+p)
P= I+md-1) T TYa+ma-o

where for the case of investment financed with retained earnings

FE=0
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Finally, for the case of investment financed with debt and in the absence of
personal taxes

p_ A—109)(p—i(1 —BD))(1 —¢)
1+p)
Add effect of net wealth tax!

F

Hence,

L (A =9)(p—i(1-R))(1 +e)
Pp = Pe 1+m1-1)

The term vt reflects both the case of taxation of financial assets and invento-
ries valued on a FIFO basis. In both cases, v = 1 (in case of LIFO, v = 0; in case
of weighted average cost method, v = 0.5). This reflects, for example, the
taxation of nominal interest payments.

The term (1 + p)e reflects real estate tax and -if applicable - net wealth tax at
rate e payable in the period in which the investment is undertaken. This also
affects the amount of finance which must be raised and hence e also appears
in both the finance terms, F¥? and FP.

The parameter ¢, reflects any immediate deductions or tax credits available
upon investment and also affects the funds which have to be raised. In addi-
tion, the deductibility of interest expenses from the profit tax base is consid-
ered by way of the parameter 3, where 13 = 1 in case interest is fully deducti-
ble.

Based on this, in the absence of personal taxes the effective marginal tax rate
(EMTR) is defined as,
p—-r)

EMTR =

Finally, the effective average tax rate is defined as (in the absence of personal
taxes),

*

EATR =

p

1+r

where R* is the economic rent of the project in the absence of taxes
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p—r 02-0.05

* = = =~ . 0
R 1+7r 1.05 14.29%
Hence,

EATR = 0.1429 — R
~0.1905

In turn, R is the economic rent of the project in the presence of taxes and is
defined as

= Gy @+ O +mMA-1) —vm—[p+ 81 +m) —m](1 - 4) -

(1 + p)e}+F

131



VU #— VRUE //Corporate Taxation of Headquarter Services in Europe
UNIVERSITEIT
K% AMSTERDAM

D Appendix: Worked examples Netherlands

Table 32: Tax Parameters Netherlands, 2012

Corporation tax rate (%) T 25
Interest deduction R 1
Capital allowances for standard depreciation Ay

- intangibles (%) 10l
- industrial buildings (%) 2.55sl
- machinery (%) 14.29 sl
R&D deduction (%) Ay 40
Treatment of inventories (LIFO) Y 0
Taxation of financial assets (FIFO) v

Effective real estate tax rate (%) e 0.2
Effective tax rate Innovation Box (%) Tip 5
EU-27 average effective statutory profit tax rate (%) TEy—27 23.2
D.1 Net Present Value of capital allowances

Industrial buildings, intangibles, and machinery receive allowances on a
straight line basis at 2.5%, 10% and 14.29% per year, respectively.

- | 2 1 4o
A — o —_—
BUILD go*r*{1+p +1+p+ +1+P )
L e 1 40
_ o ——— = 8.249
Asuii 0.025*0.25*{1.071 +1o71 Tt Tom } 8.24%
1 1 2

1 10
e — bx17.480
1071 TTo7t T T Tom } 17.48%

AINTANG = 0.1 * 0.25 * {

1 1 2

1 7
o } ~ 19.18%

Apacn = 01429 % 0.2
macn = 01429+0 5*{1.071 T To7 1.071
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D.2 Cost of Capital — only corporate taxes

D.2.1 Taxation of holding activities

Due to the Dutch participation exemption relief in place, the source country
profit taxes are decisive for the costs of capital of investments in participa-
tions. Assuming that the holding company has participations in all Member
States of the EU (including the Netherlands) which pay the same amont of
dividends the effective source country tax rate is the EU-27 average statutory
profit tax rate of 23.2% taking into account surcharges levied on top of corpo-
ration tax as well as local profit taxes. Furthermore, the deductibility of any of
these taxes from their own tax base or the tax base of any of the other profit
taxes is taken into account.

~F . = (p _ T[)
PHotding 1+ m)(A—tey—37)

. (0.071 — 0.02)

o =~ 6.59

Interest expenses relating to exempt foreign dividends are nevertheless de-
ductible from the corporate income tax base (3 = 1).

’ . p—i(1—1Bty)
Prolding = PHolding — 1+ m)(1 = tey—z7)

0.071 —0.071 = (1 — 1 * 0.25)

ﬁI[-)Iolding = ﬁflolding - (1 + 0.02) * (1 — 0.232) = 0.065 — 0.023
ﬁI[-)Iolding ~ 4.2%
D.2.2 Taxation of financing and treasury activities

Assuming that interest is fully deductible from the tax base of the profit tax
base of the payer/ debtor and that no withholding tax is levied due to the ap-
plication of the Interest & Royalty Directive, the proceeds resulting from the
debt claim are only subject to tax in the country of residence of the creditor.
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- o __pTT— iTgy—27
PFinancing (1 + 71')(1 — TEU—27)

0.071 — 0.02) + 0.071 = (0.25 — 0.232
g ( ) ( ) e 6.7%

pFinancing = (1 + 002) * (1 - 0232)

In case the investment in the debt claim is refinanced with debt, the interest
expenses remain effectively untaxed in the country of residence of the credi-
tor.

b PmM—i*Thy gy
Prinancing (1 + 7-[)(1 — TEU—27)

. _0071-002-0071-0232
Prinancing = ""(137002) = (1 — 0.232)

D.2.3 Taxation of R&D activities

Expenditure incurred for self-developed assets do not need to be capitalised
but can be deducted immediately instead. Hence, the NPV of depreciation
allowances is A = ¢,t = 1 * 0.25 and the cost of capital amount to

. _(1—A)(p+6(1+ﬂ)—n)_

Prep = 1+m(1-1) J

where A = p,1=1*1=25%

(12025 (0071401535 +(1+0.02)=002) .. _
Prep = (14 0.02) = (1 —0.25) ' o

In case of debt-financing, the immediate deduction of the capital expenditure
affects the amount of funds. Hence, the cost of capital is

o (A=) (p—i(1—R7))

~D —_

Pr&p = Pr&p 1+m)(1-1)

o _sp 1202500710071+ (1-1+025)
Pr&p = PRr&D (1+4+0.02) = (1 —0.25) S
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R&D Deduction

Companies may deduct an additional 40% (in 2012) of the expenditure — in-
cluding investment spending - for qualifying in-house R&D. Wage costs, financ-
ing costs and cost relating to contract R&D do not qualify for the deduction.

Taking into account the R&D deduction, the NPV of capital allowances for self-
developed intangible assets amounts to

A = ARD Deduction + (poT = 0-4 * 0.25 + 1 * 0.25 ~ 35%

Consequentially, the Cost of Capital decrease to

_ (1-0.35) * (0.071 + 0.1535 * (1 + 0.02))

~E _
pR&D,Deduction - (1 + 0.02) % (1 — 0.25) 0.1535

~F ~ )
pR&D,Deduction ~ 2.3%

. L, - (A —190)(p —i(1 - RD)
pR&D,DeductLon pR&D,Deductlon (1 + 7-[)(1 + 1—)

> . (1 - 0.35) * (0.071 — 0.071 * 0.75)
pR&D,Deduction = pR&D,Deduction - (1 + 0_02) « (1 _ 0.25)

~D ~ 0
pR&D,Deduction ~ 0.8%
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Innovation Box

Under the Innovation Box royalties derived from self-developed intangible
assets may be taxed at an effective corporate tax rate of 5% instead of the
general tax rate of 25% by taking into account only 5/25 of the net profits. The
Innovation Box furthermore requires that the R&D expenses which have been
deducted in the past have to be recaptured first. Consequentially, only net
profits from qualifying intangible assets are taxed at an effective tax rate of 5%
instead of the general corporate income tax rate of 25%.

Applying the Innovation Box results affects the Cost of Capital as follows

~RE _(1_AIB)(P+5(1+7T)—7T)_

Prapiz = (1 +m)(1—1) d

where the NPV of capital allowances comprises the NPV of the immediate
deduction of R&D expenses as well as the recapture of these expenses upon
election of the Innovation Box regime.

p 00T N { 11 ot 10}
R&D,IB = PoT - PUpiyT— - T T
immedia?;;eduction 1+ P 1+ p 1+ P
Recapture Periodical depreciation
1%0.25 1 1 1 10
Argpys =1+0.25— 170071 0.1+0.05 « {1.071 Tt o )

AR&D,IB = 25% - 23-3% + 3.5% = 5.15%

y _ (1-0.0515) * (0.071 +0.1535 * 1.02 — 0.02) 0.1535 ~ 5%
Pre&pn,iB = 1.02 * (1 — 0.05) . P

Interest expenses relating to intangibles that are taxed under the Innovation
Box have to be apportioned to the income which is taxed under the Innovation
Box regime.

o e (17100)(p — i1~ Bup))
R&D,IB R&D,IB 1+m(1—-1.)
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PO (1-0.25) * (0.071 — 0.071 * (1 — 1 = 0.05)
Pr&p,iB = PR&D,IB (1 +0.02) = (1 —0.05)

) = 4.7%

R&D Deduction and Innovation Box applying simultaneously

The R&D deduction and the Innovation Box may be applied simultaneously.
Consequentially, the NPV of capital allowances mounts to

AIntangible = AIB + ARD Deduction ~ 0.0515+ 0.1 = 15.2%

Consequentially, the Cost of Capital amount to

_» _ (1—0.1515) % (0.071 + 0.1535 * 1.02 — 0.02) 0.1535 ~ 2.8%
Prap = 1.02 = (1 — 0.05) | o

As interest expenses are nevertheless deductible at the regular corporate tax
rate of 25%, the cost of capital of a debt-financed investment in a self-
developed intangible asset that qualifies for the R&D deduction as well as the
Innovation Box amount to

~F (1 —790)(p — i(1 — B7;5))

~D — —
Prep = Prep (1+m1 1)
(1 —0.25) * (0.071 — 0.071 * (1 — 1 = 0.05))
~D — ~F _ ~ 260
Pre&p = Prep (1 +0.02) * (1 — 0.05) &

D.2.4 Taxation of IP activities

In case of an acquired intangible asset, the cost of capital amount to

:(1—A)(p+5(1+ﬂ)—n)_

~F

Pip (1+m(1-1) °

o _ (1-01748) (0071 +0.1535 (1+0.02) =002) .o
Pip = (1+0.02) (1 —0.25) I

o _op 0071-0071-(1-1%025)
Pip = Pip (1+0.02)*(1-025 "7
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D.3 Effective marginal tax rates (EMTR) — only corporate taxes

D.3.1 Holding activities — taxation of dividend income

0.0651 — 0.05

olding = 0-0651 ~ 23'2%

EMTRE

5 0.0424 — 0.05
EMTRHolding = W = —178%

D.3.2 Group financing and treasury services — taxation of interest
income

E 0.0667 — 0.05
EMTRFinancing = W ~ 25.1%

; 0.0441 — 0.05
EMTRFinancing = W = —13.4%

D.3.3 Research and development activities (self-developed intangibles)
0.05 —0.05

EMTRg&D = T == 0%

b 0.0326 — 0.05
EMTRR&D = W =~ —534%

R&D Deduction

In case the R&D Deduction applies in isolation

5 0.0229 — 0.05

EMTRR&D = W = —1187%
D 0.0078 — 0.05

EMTRR&D = W = —5423%
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Innovation Box

In case the Innovation Box applies in isolation

. 0.0497 —0.05
EMTRR&D = OOT = —0.7%

. 0.0544—0.05
EMTRR&D’ = W =~ —66%

R&D Deduction and Innovation Box applying simultaneously

0.0357 — 0.05

E = o~ — 0,
EMTREgp 0.0357 77%
EMTRD. - — 0.033 — 0.05 96.1%
R& =033 7
D.3.4 Exploitation of intellectual property (acquired intangibles)
EMTRE. — 0.0704 — 0.05 299
P~ ""0.0704 77
EMTRD. — 0.0472 — 0.05 5 90t
PT"0.0a72 0 77
D.4 Effective average tax rates (EATR) — only corporate taxes
D.4.1 Holding activities — taxation of dividend income

1
Rflolding = m{P(l + m)(1 — Tgy—z7) — VTgy—z7T — p + 1}

1
———{0.2%1.02%0.768 — 0 * 0.232 * 0.02 — 0.071 + 0.02}

Rflolding = 1071

E ~
RHolding ~ 9.9%

D — PRE D
RHolding - RHolding + FHolding
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where,
oo (b= i(1 = BTreguiar))  (0.071 — 0.0071 + (1 — 1 % 0.25))
Holding = (1+p) B (1+40.071)
FI?olding ~ 0.0166
Rgolding = 0.0987 + 0.0166 =~ 11.5%
Resulting in
0.1429 — 0.0987

RE/NE _ _ N
EATRyg14ing == 01905 ~ 23.2%

D 0.1429 — 0.1152
EATRyo1aing = 01905 ~ 14.5%
D.4.2 Group financing and treasury services — taxation of interest

income

N.a.
D.4.3 Research and development activities (self-developed intangibles)

1
Risp = 7577 (0.2 +0.1535) » 1.02 075

— (0.071 + 0.1535 * 1.02 — 0.02) * (1 — 0.25)}
REep =~ 10.71%

D _ E D
Rgep = Rggp + Frep

where
D _ (1 - <P0T) (P - i(l - fg‘L-Regu.lar))
R&D (1+p)
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(1—-0.25) % (0.071 — 0.071 = (1 — 1 % 0.25))

~ 0.0124
(1+0.071)

D —
FR&D -

R2ep = 0.1071 4 0.0124 ~ 12%

. 0.1429-0.1071
EATRfu» = 51905 ~ 18:8%

, 01429 -0.1196
EATRRu» = 51508 ~ 12.2%

R&D Deduction

The application of the R&D Deduction results in a higher NPV of capital allow-
ances of
A = Agrp peduction ¥ PoT = 0.4 % 0.254+1%0.25 = 35%

Consequentially,

1
— (0.071 + 0.1535 * 1.02 — 0.02) * (1 — 0.35)}

RE., ~ 12.7%

b (1=9,7) (P —i(1- féTRegulaT))
fren = (1+p)

(1-0.35) * (0.071 — 0.071 % (1 — 1 % 0.25))

~ 0.0108
(14+0.071)

D —
FR&D -

RDy, = 0.1265 + 0.0108 ~ 13.7%

,  0.1429-0.1265
EATRRw» = 1508 ~ 8.6%
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, 01429 -0.1373
EATRRup = —5 1505 ~ 29%

Innovation Box

Rpep,is = (1%10){(29 +0)A+m)(A—1)—[p+6(1+m) —m](1—Ap)}+F

where Aggp g & 5.2%

1
Rigpis = 1_(W{(o.z +0.1535) * 1.02 * 0.95
—(0.071 4 0.1535 * 1.02 — 0.02) * (1 — 0.0515}

RRep, s ~ 13.6%

1—0@,1 —i(1 -7
FRD&D,IB = ( L )El; n p() IB)) = 0.25%

e (1-0.25) % (0.071 — 0.071 * (1 — 1 % 0.05))
R&D,IB (14 0.071)

~ 0.25%

RBens = 0.1360 + 0.0025 ~ 13.8%

0.1429 — 0.1360

, 0.1429 — 0.1385

R&D Deduction and Innovation Box applying simultaneously
In case the R&D Deduction and the Innovation Box are applied simultaneously,

the NPV of capital allowances rises to approx. 15.15 %. Consequentially,

1
Rk = 7577 ((0.2 +0.1535) + 1.02 % 0.95

—(0.071 + 0.1535 * 1.02 — 0.02) * (1 — 0.1515)}
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Riep ~ 15.5%

1- ‘PoT)(P —i(1- fgTIB))

Fb —— =0.25%
R&D (1+p)
RBep = 0.1554 + 0.0025 ~ 15.8%
EATRE. . — 0.1429 — 0.1554 ~ —6.6%
R&D = T91905 0 07
EATRD. — — 0.1429 — 0.1579 ~ —7.90
R&D 0.1905 T
D.4.4 Exploitation of intellectual property (acquired intangibles)
1
RE = {p+6)A+m)(A—-1)—[p+6(1 +m)—n](1—A)}

P A+p)

1
RE = m{(o.z + 0.1535) * 1.02 * 0.75 — (0.071 + 0.1535 * 1.02 — 0.02)

% (1—0.1748)} ~ 9.3%

Rip = Rip + Fip

(b= i(1 — BTreguiar))  (0.071 — 0,071+ (1 — 1+ 0.25))
(1+p) B (1+0.071)

FR = ~ 0.0166

R =0.0926 + 0.0166 ~ 10.9%

0.1429 — 0.0926

EATRRE = EATRNE = ~ 26.49
Ip 1P 0.1905 6-4%
CATRE — 0.1429 — 0.1091 _ 17.7%

P = 0.1905 TR
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