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INDONESIA

The Netherlands Finance Structure in Practice
Hans H. Drijer and Wendy M.C.P. Houben

The new decrees are to a large extent a “codification” ¢

Hans H. Drijer and Wendy M.C.P. Houben are Dutch the Advance Pricing Agreement (APA) practice that ha:
attorneys-at-law and international tax counsels at the firm of developed since March 2001. The Q&A Decree shed
NautaDutilh, the Netherlands and can be reached at e ; ‘ ;

<hans.drijer@nautadutilh.com or hansdrijer@hotmail.com> ad?'}logal.t“ghtton a Inumb_er of openblssu]?s, but ungf?m{
and <wendy.houben@_nautadutllh_.com or nately py ItS nature also ralses a numper or new question:
houbenwendy@hotmail.com=. This paper Is a follow-up to This article will summarize the main impact of these

eir article “Indonesia: The New Income Tax Treaty with the : :

Netherlands in Practice” that was published in the August decrees, in particular the Q&A Decree.' on the use of
2004 issue (Vol. 10, No. 8) of the Asia-Pacific Tax Bulletin. Dutch finance company for an Indonesian group, and th

relevant tax treaty provisions. Although it updates oul
August article, it is written to be read on a stand-alon

basis?
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1. APA Decree of the SSF, dated 30 March 2001, No. IFZ 2001/292, the ATF

Decree of the SSF, dated 30 March 2001, No. IFZ 2001/293, the Service Pr

viding Companies Decree of the SSF, dated 30 March 2001, No. IFZ 2001/29

the Transfer Pricing Decree of the SSF, dated 30 March 2001, No. IF

1. GENERAL BACKGROUND 2001/295, and, the decrees No. RTB 2001/1195, No. RTB 2001/1379, No. BO
2001/698 and No. RTB 2001/1365.

In our article titled “Indonesia: The New Income Tax2 Arts. 8b and 8c of the Dutch Corporate Income Tax Act 1969 (CITA).

. - . . 3. Except for the Decree on Hybrid Loans of the SSF, dated 30 March 200:
Treaty with the Netherlands in Practice”, which appearey, rte2001/1379.

in the August issue of thasia-Pacific Tax Bulletinwe 4. APA Decree of the SSF, dated 11 August 2004, No. IFZ2004/124, the ATF
discussed the Dutch finance structure in some detail. VDecree of the SSF, dated 11 August 2004, No. IFZ2004/125, the Service Pr
mentioned that new decrees relating to intermediayviding Companies Decree of the SSF, dated 11 August 2004, No. IFZ2004/12

- e ; and Decrees No. DGB2004/1337, No. DGB2004/1338, No. DGB2004/1339 an
finance activities were about to be issued by the Dutc " \=>5004/680.

Stat_e Secretary of Finance (SSF)- The_se decrees we_re5. Transfer Pricing Decree of the SSF dated 21 August, No. IFZ 2004/68(
factissued on 11 and 21 August 2004, just after our articwhich replaced the new Transfer Pricing Decree of the SSF dated 16 Augu
went to press. The effect of these decrees is to ensure 12004, No. IFZ 2004/653 in order to correct various typographical errors, whicl

' i ; i in its turn replaced the old Transfer Pricing Decree of the SSF, dated 30 Marc
th’?h Ngtherlandsutagx regElrLrJle cogtlgues to ct:_ompfly |r|1EfuI2001’ No. IR7 2001/295
wi uropean Union (EU) an rganisation 10r ECOg  oga Decree of the SSF dated 11 August 2004, No. IFZ 2004/127.

nomic Co-operation and Development (OECD) taxatior7. As we are applying for APAs for Dutch finance companies on behalf of ou
standards, while the benefits of using a Dutch financclients on an almost continual basis, these questions will be addressed duri

company have been retained. further APA negotiations. . . o

. _ 8. We could not avoid simply incorporating parts of our previous article in
For the past several years, the Dutch tax regime for intethis article. However, we did not include all the footnotes. As the publishing
mediary finance activities was embodied in severgdeadline for this article was in September 2004, and the eight new decrees we

; f i Issued on 11 and 21 August 2004, little practical experience as to their interpre
decrees issued by the SSF on 30 March 280d in vari ation could be obtained. However, we have already sent a preliminary set

ous provisions of the Dutch Corporate Tax Income Acquestions about the new decrees to the competent inspectorate of the Dutch
19692 Those decrees have now been replaced alauthority on 18 August 2004 and we had some pre-filing meetings (see note
updatea by the decrees of 1And 21 August 2004nNnd a  as to the contents of these meetings). The inspectorate informed us that a gen
new Question & Answer Decree (Q&A Decree) also dateseminar would be held in the course of this year to provide some backgrour

- fps : information on the Q&A Decree. Our questions should, at least, be answered
11 AUQUSt 200%has prowded further clarification of the this seminar. We hope to include the newly gathered information (from, among:

rules as amended. other sources, this seminar) in a more general article we are writing entitled “Th
Netherlands Finance Structure In Practice”, which will be published in the BNA
International Tax Planning Review.
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double taxation agreement (DTA) on 29 January 2002Zhey are more likely to question whether an intermediary
The ratification procedures were completed in Decembdinance company qualifies as a “beneficial owner” within
2003 and the new DTA became effective on 1 Januatiie meaning of Art. 11 of the OECD Model tax tréaiyd
2004. Art. 11 of the UN Model tax treaty 2001. Consequently, it

The most important difference between the old and nei% possible that the Indonesian tax authority may adopt this

DTA is the introduction under the latter of aremption cus with respect to Art. 11(4) of the new DTA for
from withholding taxfor certain categories of interést. Indon%islan tax rJiurposes. hGengralIy, such a finance com-
This exemption isinique for Indonesian DTAS pany does not have much substance, runs no economic

Pursuant to Art. 11(4) of the new DTA, an exemption from
interest withholding tax applies if (i) the recipient is the

beneficial owner of the interest, (”) this recipient is a res'ciple, 20% (see International Bureau of Fiscal Documentation (IBF&)es

dent of the other State and (”') the interest is pald (a) ONand Investment in Asia and the Pagific 23, Suppl. No. 214 (June 2002)).

loan made for a period of more than two yeargb) in 10. Such as Dutch banks, financial institutions and special purpose companies.

connection with the sale on credit of any industrial, com11. To avoid Dutch dividend withholding tax being levied on interest pay-

mercial or scientific equipment. ments made by a Dutch company, it is important that the notes/loan issued by the
Dutch company are not characterized as a hybrid loan. Basically, this means that

If only the first two conditions are met, a reduced intereghe interest should not be profit-dependent or the maturity of the loan should not
withholding tax rate of 10% is applicable. A 10% rate Waexceed ten years (Art. 10(1)(d) of the Dutch Corporate Income Tax Act 1969

! - (CITA)).
also the general rule under the interest provision of the o12. However, in three different cases, district courts in Indonesia were not

DTA. charmed by a Dutch intermediary finance structure (see (i) decision dated 12

. . . . . _May 2004 of the Indonesian Serang District Court, (ii) decision dated 16
The above exemptlon, in combination with the fact thcSeptember 2004 of the District Court of Kuala Tungal and (iii) decision dated 29

Fhe Netherlands generally does not_levy interest withhol(september 2004 of the District Court of Bengkalis). In each case, the court
ing tax pursuant to Dutch domestic law, enables Dutcdeclared an issuing of bonds by an Indonesian company via its Dutch subsidiary

companieé’ to finance Indonesian companies withoutto be void, as it Waic, undertaken only f(i)ir tax rgiasons ar;(ijhgot f(()ir corgﬂr;ergial rea-
; ; ; 12 sons. See press releases in, among other publicatioAssheiated Prestate
interest WItthIdmg tak costs: 12 May 2004 Het Financieele Dagbla¢Dutch financial newspaper) dated 22
May 2004 and 30 September 20@R Newswiralated 17 September 2004 at
<www.prnewswire.com/news/index_mail.shtml?ACCT=104&STORY =/www/
3. INTERMEDIARY FINANCE COMPANY story/09-17-2004/0002252319&EDATE=Xinancial Timesdated 24 May
2004 and 30 September 2004 and IBF&x News ServigeNo. 106 (2004). It

- - : should be noted that, at least, the decision of 16 September 2004 is under appeal.
If an Indonesian group intends to attract debt Capltal fro'Pending the appeal process under the Indonesian law, the decision is not effect-

the international capital markets, it would normally struCive or enforceable. With regard to similar issues related to the investment cli-
ture the issued debt via a foreign special purpose compamate in Indonesia, we refer to the petition dated 29 March 2004 filed by the US
The reasons for interposing a foreign finance company aSecurities Industry Association and the US-ASEAN Business Council, Inc. at

The Indonesian interest withholding tax rate for non-residents is, in prin-

generally the foIIowing' <www.sia.com/international/pdf/BoyceTriPolyta32904.pdf>.

. 2 . . . 13. By using a Mauritian finance structure, for instance, the Indonesian with-
— easler access '[0_ international Capltal markets; holding tax is reduced to 10% under the DTA between Mauritius and Indonesia
— currency regulatlonS; and very little or no Mauritian corporate income tax is due on the remuneration.
- po||t|ca| factors; and 14. Under the old Dutch intermediary finance regime (see model tax rulings

— reduction of the domestic Indonesian withholdincpublished by the tax authority/large enterprises of Rotterdam in September
taxes ~1993), the Dutch tax authority allowed a standard net spread of at most 12.5

basis points, provided the finance company did not run any currency risk or
The intermediary finance company is often located in thdebtor risk. Pursuant to “grandfathering” provisions as set out below in 10. of

Netherlands. Until recently Mauritian companies Wel‘(this article, Dutch finance companies that were active prior to 1 April 2001 may
; g continue to apply the old ruling provisions until 31 December 2005.

also pOPUIar for th'$ purpoééin prlr]C|pIe, however’ the 15. Part Il (16), in conjunction with Table of Conclusions of the “OECD’s Pro-
Indonesian DTA with Mauritius will cease to apply tOject on Harmful Tax Practices: The 2004 Progress Report’ dated 4 February
Indonesia as of 1 January 2005. Consequently, it would 2004, explicitly states that the current tax regime for Dutch finance companies,
prudent for Indonesian companies that are currently usirunlike the old regime (see (i) OECD Report 1998, Harmful Tax Competition. An

e : ; ; Emerging Global Issue, and (ii) Sec. Ill (A) OECD Report 2000, Towards
a Mauritian finance structure to start reconS|der|ng theGlobal Tax Co-operation), is not considered potentially harmful.

position. 16. The old Dutch intermediary finance company tax regime (see model tax

it i rulings published by the tax authority/large enterprises of Rotterdam in Septem-
iI'hef_NetherIands has Fra‘.dli;[il.on.a”y beden’ a%d ?1“” I?’ a popber 1993) was considered potentially harmful (see Sec. (j)(i) financial services,
a_-r man(_:e ComPany jurs |9t|0n an CO_U theretore progroup financing and royalty payments and measure A010 to the Report of the
vide an interesting alternative. The main reasons for thcode of Conduct Group on Business Taxation (a group set up in response to the
opularity are the extensive Dutc network wi OWECOFIN conclusions of 1 December 1997 on the so-called “tax-package”) as
popularity are the extensive Dutch DTA network with | ; _
or zero Withholding tax rates on incoming interest paySmeItted to the ECOFIN Council on 29 November 1999).

: ; ; 17. See also Paras. 8-17 of the OECD Commentary on Art. 11 and the report
ments and the absence of a domestic WItthIdmg tax (from the Committee on Fiscal Affairs entitled “Double Taxation Conventions

OUtgomg intereSt_ Payments or_1 non-hybrid I9"7“’15/“0'[_eand the Use of Conduit Companies” dated November 1997, reproduced in Vol.
Although the traditional tax regime for Dutch intermedi-ii at page R(6)-1. Para. 8 of the OECD Commentary on Art. 11 states that, “The
ary finance companies can no |onger be Utk current term ‘beneficial owner' is not used in a narrow technical sense, rather, it should
tax regime for Dutch finance companies (as set out belo\be understood in its context and in light of the object and purposes of the Con-
; ; ; o . JVention, including avoiding double taxation and the prevention of fiscal evasion

IS gOOd or even better in meeting tOday s international ta’and avoidance”. The Committee report concludes “that a conduit company can-

ation standards as advocated by the OE@Bd EU® not normally be regarded as the beneficial owner if, though the formal owner, it

i . . : . has, as a practical matter, very narrow powers which render it, in relation to the
As tax authorities mcreasmgly focus on the pOtentlaI mlsincome concerned, a mere fiduciary or administrator acting on account of the

use of intermediary finance companies for tax purpoSe€interested parties”.
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risks, and pays little or no corporate income tax on the the company’s main bank account must be kept in th
remuneration received from its finance activities. These Netherlands;

characteristics could endanger a finance company’s ability the books and records must be kept in the Netherlanc
to meet the “beneficial owner” test. — the company must fulfil all its filing obligations (tax

: - : turns, etc.);
The Netherlands radically changed its domestic tax rules re y ’, ; ;
for intermediary finance companies in 2001 in order t0 the company's business address must be in the Neth:

make these rules comply with relevant OECD taxation Iand?i and the ci)mpany must not a(IjSO be resident |
standard® and to dispel the criticism of other EU mem-  another country for tax purposes; an

ber state’$ which characterized the old regime as a poten-

tially harmful tax practice. Due to the changes, there is

good reason to assume that a Dutch finance compal
which qualifies under the new tax regime for such conris8. See note 15.

panizgs’ will be deemed- to meet the _“beneficial owner_%g: ?ﬁies ri1smuelti1(wiz.ately an Indonesian tax issue to be decided by the compete
teSt.‘ Under the new regime, a Dutch finance Compa“Y_ indonesian tax authority. Indonesia is not a member of the OECD or the EL
basically required to have substance, to run €conomic riSHowever, it cooperates with the OECD in the field of international taxation or
and to report an arm’s length remuneratiam its finance  topics such as transfer pricing and advanced pricing arrangements via the OEC

activities in Conformity with the OECD Transfer pricing Centre for Co-operation with Non-Members (see, among other publications, th
Guidelines taxation reports of the Centre for Co-operation with Non-Members entitlec
' “Emerging Asian Economics Programme 2001” and “Asian and China Pro.
gramme Report 2003").
21. Indonesia also applies the arm’s length principle. (See IBBKes and
4. ADVANCE PRICING AGREEMENT Investment in Asia and the Pacjfimdonesia, p. 81, Suppl. No. 214, (June
2002)).

P . 22. Q&A number 1. This Q&A clarifies that if the Dutch company could have
A Dutch company whose activities consist Iargely of borborrowed the funds without a group guarantee on a stand-alone basis, the Dui

rowing funds from (i) group companies and/or (ii) thirdpompany will not be qualified as a Dutch finance company within the meaning
parties (e.g. banks/financial institutions/note holdersbof the Service Providing Companies Decree of the SSF, dated 11 August 200
with a group guarantee, and |ending those funds on No.IFZ 2004/126. As a consequence, the substance and economic risk requi

H ; : ~ ments of this Decree would not need to be met for obtaining an APA.
group Compaméé (DUtCh finance Company) can obtain 23. Pursuant to Art. 11(1)(j) of the Dutch Value Added Tax (VAT) Act 1968,

advance C_ertamty on the arm’s Iength character of its OrGthe remuneration received for finance activities, such as the issuing of interes
remuneration for Dutch corporate tax purp8%bg con-  bearing loans, is exempt for VAT purposes. As a consequence, the VAT on cos
cluding an advance pricing agreement (APAJith the thatcan be attributed to such finance activities is, in principle, not recoverabl
Dutch tax authoritﬁ"? An APA confirms that the gross An exception to this rule applies where the finance activities are performed for

. : recipient established outside the EU (Art. 15(2) of the Dutch VAT Act 1968).
remuneration to be reported by the Dutch finance ConThe Dutch finance company is, therefore, entitled to deduct the VAT on the

pany in respect of its finance activities W_'” be considerecosts incurred, provided that these costs relate to the finance activity perform
at arm’s length by the Dutch tax authority and normallyor the Indonesian group. We note that certain costs paid by the Dutch financ
applies for four yeargel company, such as foreign commission, and legal and advisory fees, require sy
. . . cial attention as to the VAT aspects. Under the so-called reverse charge mech:
An APA can only be entered into if the Dutch financeism, which is laid down in Art. 12(3) of the Dutch VAT Act 1968, the VAT li-
company satisfies two COI’]di'[iOIz'I7S(i) it must have suffi- ability for such services is shifted to the recipient, i.e. the Dutch finance

; ; Gy company. As a consequence, the Dutch finance company must report the 1¢
cient substance in the Netherlands and (“) it must l"Du'[ch VAT to the Dutch tax authority by filing a VAT return. This VAT can be

_e_Xposed to economic risks in reSpeCt of its finance a-Ctl‘deducted as input VAT on the same VAT return, if these costs can be allocate

ities. to the finance activity performed for the Indonesian group company. As a resul
no VAT will be payable.

24. The 2004 Progress Report by the OECD, referred to in note 15, explicitl

states that it does consider the Dutch APA practice to be not potentially harmfu

5. SUBSTANCE REQUIREMENTS 25. It should normally take eight weeks to obtain an APA from the Dutch tax

) o authority. In practice, however, it can take much longer for these types of APA:«

For the Dutch finance company to have sufficisnb-  The timing will largely depend on the adequacy of the information contained ir

stancein the Netherlands, certain minimum requirement:the transfer pricing report. To avoid a lengthy procedure, the timing and conten

8 ini ; of the APA can be discussed, in a meeting with the Dutch tax authority prior t
must be met” The minimum substance requirements al’ethe actual filing of a draft APA (pre-filing meeting) pursuant to the APA Decree

— atleast half of the company’s management board Mo the SSF, dated 11 August 2004, No. IFZ2004/124 and a letter from the S
be resident in the Netherlands; dated 16 April 2003, No. IFZ 2003/526. Although preferable, it is not necessar
— the board members residing in the Netherlands muto obtain the APA before commencing the financing activities. Further negoti
have the professional expertise necessary to fulfil thegtions on the contents of the APA can take place even where the financing acti

. . . ities have already commenced.
duties. The duties of the board members CO||eC'[IV6|26 Pursuant to Para. 6 of the APA Decree of the SSF dated 11 August 20C

include, at a minimum, the making of decisionsno. iFz 2004/124, the Dutch finance company must submit certain informatior
within a context of normal group influence but forto the Dutch tax authority, such as information on the relevant transactions, tt
which the company itself is responsible, about a|_enterpriseiis invol(i/ed, ihe_ Worid\i/i/ide group gtructuie anq ihe uItimhaiie beneficial
; ; ies as well as a description of the proposed transfer pricing method.
transac_tlons entere_d Into by the Company and tr27. A Dutch finance (E)ompany mt?st SIso take into agcoun% the Dutch securitie
proper 'mplementatlon of such transactlor_ws. The CONgng banking laws and regulations. In short, this means that it must comply wit
pany must have personnel who are quallfled {0 carithe exemption regulations issued pursuant to the Securities Trade Supervisi
out and register the transactions entered into; Act 1995, as amended, and the Credit System Supervision Act 1992, ¢
— the key management decisions must be made in tamended, in order to be exempt from the prohibitions contained in both thes

. Acts.
Netherlands, 28. See the annex to the Service Providing Companies Decree of the SF

dated 11 August 2004, No. IFZ 2004/126.
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— the company’s equity must be appropriate in light oThe most important points in the Q&A Decree which clar-
its activities, taking into account both the assets uséfy the economic equity capital risk requirements are as
and the risks incurred. follows:

: PR : — the relevant test is an ongoing one. If, however, a cer-
The most important points in the Q&A Decree which clar- = gt i e
ify the substance requirements are as follows: tain risk has already materialized, no additional equity

— ‘the decision-making powers of the Dutch resident CaPital contribution is requireti;
members of the company’s management board must
be eduai to those of the non-Dutch resident ment®ers29. Q&A number 13. The question remains whether this also includes the

_ ; ; authority to represent the finance company towards third parties. In one of our
the duties of the Dutch resident members of the Ccmpreviously obtained APAs such equal authority to represent the company

pany’s management board must go b_eyond _attendi'towards third parties was not required. Our letter to the Dutch tax authority of 18
to the company'’s local, and often administrative, dayaugust 2004 with preliminary questions includes this particular question.

to-day concerns. Their duties must, for instance30. Q&A number 14.

include the settlement of transactions from a Iege31- Q&A number 16. The main questions are (i) from what point in time must
the Dutch resident management board member be involved in the (borrowing)

pomt of VIeWz the management of_Ioans, and the prop'procedure and (ii) in view of the internationalization of management boards,
|mp|em_entat|on of these transactions. Th_ey_ may, hOWwould conference calls not be sufficient. These questions are included in our let-
ever, hire personnel to perform these activities or outer to the Dutch tax authority of 18 August 2004. In representing one of our
source these activities to to third parties, provided th;clii((ants,hwe _havehalrea(iiy expherienced tihéat the_z competent Iﬁutch ta);tinspectfora(iie
; ; ; ; takes the view that at least the general decision to issue the notes/borrow funds
the pe_gt?onnel or third parties remain under their Supemust be made at a physical board meeting held in the Netherlands following the
vision; L. . Indonesian group treasury department’s main decision that new debt capital is
— the key management decisions must be made in trequired.

Netherlands. It is, therefore, not sufficient that the32. Q&A number 17. Itis likely that this has been included to avoid violating
decisions are onIy formalized in the Netherlandsthe rules on the free movement of capital within the EU (see Art. 56 of the EU

. . treaty). Obviously, from a “place of effective management” perspective as set
Board meetings must be held in the Netherlands ONoyt in note 71 below, a foreign bank account may not be recommendable.

regular basis. It is possible, however, that the undess. Qsa number 18.
lying preparatory activities take place outside tha4. Q&A number 21.

Netherlands provided that the management board is35- See (i) 1988 Basel Committee on Banking Supervision report “Inter-
! SitiH e national Convergence of Capital Measurement and Capital Standards”, (ii) draft

control of the§e pre_paratory aCtIVIt@S’ 2003 paper “Overview of the New Basel Capital Accord”, and (iii) Basel Com-
— the company's main bank account must be operat(yiiee on Banking Supervision June 2004 Report “International Convergence of
and controlled from the Netherlands, but may be helcapital Measurement and Capital Standards”, most of the provisions of which
with a bank abroaéf: will be effective as from 1 January 2007 according to a press release in, inter

— the company’s books and records must be kept phyalia, Het Financieel Dagbla@Dutch financial newspaper) dated 28 June 2004.

. . . - A detailed press release dated 26 June 2004 can also be found at
Ica"y in the Netherlands. It is not sufficient that the<wwv\/.bis.org/press/p040626.htm>. The amount required will depend mainly

records are administered abroad and turned over to ton the facts and circumstances of each specific case, including risk weightings,
Dutch finance company once a yé%ir; whether any guarantees have been issued, the solvency of the Indonesian group,
— the company’s eduity must be appropriate in view cthe availability of credit ratings, etc. The question naturally arises as to whether

; it ; ; ; the new Basel Capital Accord may already be used together with Dutch imple-
Its activities (SUbStance equity Capltal I’equIremem'mentation papers, such as the “Standaard-benadering Kredietrisico* consult-

This, requiremer_wt Supplements{ the_ economic equ“ation paper of the Dutch Central Bank, dated March 2004, nr. KO2A/NL, even
capital risk requirements described in 6. belbWhe  though most of its provisions have not yet come into effect. In response to a

Q&A Decree indicates that the Basel Capital Aceéord client-specific question in a pre-filing meeting, the Dutch tax inspectorate con-

could be the starting point for determining how muclfirmed that the new Basel Capital Accord together with the Dutch implementa-
tion papers could already be used, as they provide for up to date guidelines on

equity capital is deemed appropriate. Methods Otheinirim capital requirements.

than ones based on this Accord could also be used. Tse. This question is included in our letter to the Dutch tax authority of 18

question of which other methods are suitable, howAugust 2004.

ever, has not been answetéd. 37. Art. 8c of the Dutch CITA and the Service Providing Companies Decree
dated 11 August 2004, No. IFZ 2004/126.
38. In practice, the equity capital contribution can be met either by an up-front
equity contribution by the Indonesian company or as follows: the Dutch finance

6. ECONOMIC RISK REQUIREMENTS company attracts funds from the market or from a group company and lends the

funds on to the Indonesian company. The Indonesian company contributes part

The Dutch finance company must be exposed to cre("f the borrowed funds to the Dutch finance company as equity capital. This
. . . equity capital can, if desired, be lent on again to the Indonesian company. This
rlsks (de_btors and currency rls_ks), market rls_ks and OPE, ¢, follows from Q&A number 31.
ational risks. The extent to which the Dutch finance conag.  Q&A number 28 clarifies that the economic equity capital risk requirement
pany IS exposed to a part|cu|ar risk is considered to las setoutin Art. 8c of the Dutch CITA applies per taxpayer, while the economic
reflected in the extent to which its eduity capital can actiequity capital risk requirement as set out in Para. 6 of the Service Providing
; ; fali Companies Decree dated 11 August 2004, No. IFZ 2004/126 applies per loan.
a"y be affected if the risk materializ&s. One could argue that requiring a separate economic equity capital risk require-
The Dutch finance company will be deemed to bear suffment per loan under the Decree would be “contra legem”, as the equity capital

i i~ riclk if i ; ; risk requirement under Art. 8c of the Dutch CITA applies only per taxpayer.
cient economic risk if its eqUIty Capﬁéequals or exceeds However, it should be noted that the objectives of both requirements are differ-

th_e _Iesser of (') 1% Of its OUIStanding Ioa_ns, or (ii) EUR ‘ent. The Service Providing Companies Decree economic equity capital risk test
million, on the condition that the Dutch finance companis relevant for the Dutch tax authority’s policy in practice, while the Art. 8c of

can prove that its equity capital will actually be affected ithe Dutch CITA economic equity capital risk test is relevant for qualifying for

a risk materializes (economic equity capital risk requirethe tax credit for foreign withholding tax. As the APA practice is still develop-
ments)39 ing, we believe that ultimately only one equity capital requirement is necessary.

40. Q&A number 22 clarifies that this also applies to the substance equity cap-
ital requirement as mentioned in 5. of this article.
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7.

If the Dutch finance company meets the substance a

ARM'S LENGTH REMUNERATION

if all of a Dutch finance company’s borrowings are

guaranteed by a group company to the Dutch finance

company’s lenders, the Dutch finance company's
equity capital will be considered to be not at fisK,
however, this guarantee is invoked by a lender, result-
ing in subrogation rights of the corporate guarantor
towards the Dutch finance company for an amount
equal to the latter's equity capital, the Dutch tax
authority will consider the finance company’s eco-
nomic equity capital to be at rigk;

the economic equity capital risk requirement under the
Service Providing Companies Decree appljey
loan.”® This implies that if (i) a Dutch finance com-
pany has obtained two loans, (ii) it has an equity cap-
ital of EUR 2 million and (iii) a full guarantee has been-
given for one of the loans, the Dutch finance company
is not considered to meet the economic equity capital
risk requirement under the Service Providing Com-
panies Decree regarding the fully guaranteed tban.

between an arm’s length interest rate on these tw
types of loanst

the conceptual model which the Dutch tax authority
wants companies to apply in determining a handling
fee is based on a functional analysis of the services 1
be performed using third party comparalsfds.indi-
cates that other methods can also be used, provid
these methods are in line with the OECD Transfe
Pricing Guidelines, but also takes the view that the
cost-plus method is, in general, not a reliable
method®® We, however, note that the Court of Appeal
of Amsterdam approved the cost-plus method fol
intermediary group finance activities in its decision
dated 20 August 2003;

if the treasury department of a group company is als
involved in the finance activities, the handling fee car
be split between the Dutch finance company and th

As this economic equity capital risk requirement

41. Example 2 of Para. 6 of the Service Providing Companies Decree dated .

applies to each loan, the equity capital must also be 4, 2004, No. IFZ 2004/126.

risk under additional future loans. In such a case, hova2.” QgA number 27.

ever, on balance, tatal equity capital of EUR 2 mil- 43. The per loan economic equity capital risk requirement has been introduce
lion is sufficient to satisfy the economic equity capitai“ the new Service Providing Companies Decree dated 11 August 2004, No. IF

risk requirements under both the Service Providing
Companies Decree and Art. 8c of the Dutch CFTA
and

2004/126 and this has been clarified in Q&A number 28. However, this per loa
‘requirement is not required under Art. 8c of the Dutch CITA (see note 39).

44. This follows from Q&A number 29.

45. Q&A number 29.

the substance equity capital requirement referred 46. This follows from Q&A number 21 and number 28.
above in 5. is apparen“y not equivalent to the eccd’- An underlying transfer pricing report substantiating the amount of the

nomic equity capital risk requirements described it

remuneration is required under Art. 8b(3) of the Dutch CITA. The taxpayer is
obliged to keep records which adequately document, amongst other things, t

here in 6. The Dutch tax authority now distinguish€manner in which the transfer price was determined. If the taxpayer has clear
three equity capital requirements, unlike its practicailed to fulfil this obligation and a discussion arises on the use of a particula

under the old decreés.

transfer price (and if the matter comes before a court), the burden of proving th

transfer pricing took place on an arm’s length basis will rest on the taxpayer.
the obligation has been fulfilled, the burden of proof will be on the tax authority
to demonstrate that a different transfer price should have been used.

REQUIREMENTS

48. The rate of 34.5% will be reduced in three stages from 34.5% now to 30¢
in 2007 (2005: rate of 31.5%), and the rate of 29% will be reduced in three stag

to 25% in 2007, pursuant to an e-mail press release of the Dutch Ministry c

Finance dated 21 September 2004.
49. Q&A number 31. We note that the Q&A Decree does not address the isst

economic risk requirements, an appropriate arm’s lengof any fee for the guarantee issued by a group company to the lenders/noteho
gross remuneration for its activities must su bsequently lers on behalf of the Dutch finance company. We often see in practice that no se
determined’ This remuneration (minus deductible costs'arate fee is charged by the group company for benefiting from the guarante
will be subject to Dutch corporate income tax at a rate ¢ hird parties would, however, require a fee for issuing such a guarantes

) Although, requiring a fee would be in line with the arm’s length principle, we
34.596° (29% on the first EUR 221689)- note that it is not in the interest of the Dutch tax authority to require such a fe

The most important points in the Q&A Decree which Clarﬁﬁg;\ncingoaspgr]\i; would normally constitute a deductible cost for the Dutcl
ify the arm’s length remuneration are as follows: 50. Q&A number 31.

— the Dutch finance company’s togossarm’s length 51, Q&A number 31.

remuneration for its instance activities must consist ng ggﬁ numBer gé

two components: (i) a risk fee as consideration for th>>: numpoer 9. .

. / . - . 54. Court of Appeal of Amsterdam, decision dated 20 August 2003, No. ¢
ex.p‘?s“fe of its eqwty C.apltal ar_1d (”) a hand“ng fee f001/4083. The Dutch SSF explicitly withdrew its appeal to the Dutch Supreme
originating and managing the fm.ance aCtI\_/Iﬂ%S; Court on 6 May 2004, but continued to assert that a spread depending on t
— both components need to be included in the armprincipal amount outstanding is the only correct way for an arm’s length remu

|ength interest spread margin, i.e. the differencneration (see his explanatory decree of 9 April 2004, No. 4 DGB2004/1122)

; ; ; Based on this case law and the OECD Transfer Pricing Guidelines for Multi

between the I.nt.erESt received and pald' The m.argnational Enterprises and Tax Administrations 1995-1999, we feel, however, th:

should be sufflc!ent tO_C_OVef all costs and to realize good arguments can be made in support of the application of the cost-plt

reasonable profit. Additionally, a return on the DutClmethod as the basis for an arm'’s length calculation, provided that the compa

finance company’s equity Capital investment (fo[does not run any risk. Pursuant to Chapter 2 in conjunction with Paras. 1.68 al

examp|e interest income) may need to be reafized: 49 of these OECD Transfer Pricing Guidelines, an arm’s length remuneratio

. ' ¢_can be calculated in different ways. These guidelines also apply in the Nethe

— the DUt.Ch tax a.Uthorlty has develope_d .a f.ormu'a 1:Clands pursuant to the Transfer Pricing and Advance Pricing Agreement Decre

calculating the risk fee based on the similarity in funCdated 11 August 2004, No. IFZ 2004/124. The main question is, howeve

tion and risk between secured loans and subordinatwhether a simple cost-plus remuneration would be sufficient to pass the bene

loans. The risk fee must be based on the differencial owner test for Indonesian tax purposes (see also our comments regardi
“beneficial owner” in 3. of this article).
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other group company, for example, based on thBecember 200%. Dutch finance companies, which
amount of time spent on these activitieand became active after 1 April 2001 are not entitled to benefit
— a fee quote cannot be the basis for a third party corfrom the transitional period and are required to comply in
parison, as parties are not bound by such a quote. Thil with the new regim& from the outset of their activ-
fee quote can, however, serve as a starting point.  ities. The potential adverse consequences of not comply-
ing with the new tax regime are basically, (i) uncertainty as
to corporate income tax liabili§, (i) no tax credit for
8. FULL TAX CREDIT FOR INDONESIAN Indonesian withholding tax, if any, (i) spontaneous
WITHHOLDING TAX exchange of information with Indonesian tax authdfity,
and (iv) uncertainty as to DTA protectién.
If a loan is not made (i) for a period of more than two years
or (ii) in connection with the sale on credit of any indus-
trial, commercial or scientific equipment, the exemptiorss, gga number 31.
from interest withholding tax under the new DTA, as mens6. Q&A number 32. We do not see why a fee quote cannot be used for this
tioned above, is not app|icab|e and consequently a reducreason, but only signed contracts. We note that contractual obligations in on-

; ; H f ) going transactions can also be cancelled or changed by the contracting parties.
Indonesian interest withholding tax rate of 10% may applz> Q&A number 12.

under Art. 11(2) of the new DTA. 58. This credit can be denied if the economic equity risk requirement under
AArt. 8c of the Dutch CITA, as explained above, is not met. Pursuant to Art. 8c of

Contrary to past practice, the Q&A Decree confirms thcthe Dutch CITA, the interest paid and received by a Dutch finance company is

SUC_:h Indone5|an Wlthh0|(_jlng ta_X IS fu”y creditable, excluded from its tax base if this economic equity risk requirement is not met.
which implies that the withholding tax can be offéet where interest paid to the Dutch finance company does not form part of its tax
against the Dutch finance company'’s corporate income tibase, Art. 24(4) of the new DTA does not require the Netherlands to grant a tax
Iiability. 59 As a result, the ultimate corporate income taxcredit for Indonesian withholding tax (similar to Art. 22(3) of the old DTA).

T . - 59. In practice, the Dutch tax authority requires that a commercial profit be
Ilab”'ty of the Dutch finance company may, In fact, berealized after the deduction of foreign withholding taxes. This results in a higher

reduced to possibly nil. intercompany interest rate and, therefore, higher interest costs from a group per-
spective.
60. Para. 3 of the Service Providing Companies Decree dated 11 August 2004,
No. IFZ 2004/126.
9. EXCHANGE OF INFORMATION WITH THE 61. On the basis of such information, the Indonesian tax authority may decide
INDONESIAN TAX AUTHORITY that (i) the Dutch finance company’s place of effective management is located

not in the Netherlands but in Indonesia under Art. 4(3) of the new DTA (see fur-

If the Dutch finance company fails to meet the economither note 70 below), and/or (ii) the Dutch finance company conducts its activities

risk requirements but does meet the substance requivia its permanent establishment in Indonesia under Art. 7(1) in conjunction with
. o . Yy rt. 5 of the new DTA, which would basically mean that no DTA protection is

ments, It can still Obt.am an APA if it agrees toa Spoma’[};vailable and that Indonesia is entitled to tax the Dutch finance company’s activ-
eous exchange of information between the Dutch t&iies, and/or (i) the Dutch finance company is not the beneficial owner of the

authority and the Indonesian tax authoffts}. interest income relevant for qualifying under Art. 11(4) of the new DTA (see 3.
. . . of this article).
If neither the substance nor the economic risk requirt2. para. 3 of the Service Providing Companies Decree dated 11 August 2004,
ments are met, a Dutch finance company is nonetheleNo. IFZ 2004/126.
free to conduct its finance activities without an APA.gi- ?{f-‘Afnifmbe-rg',- {ty from Q&A number 101 nction with Art. 7 of
H H H H initi- . IS TOollows Implicitly rrom numper In conjunction wi . /70
However, the Dutch tax authorlty ma.‘y’ In prmmple’. Initi the Dutch Act for International Assistance in Levying Taxes 1986.
ate a spontaneous exchange of information with thgs “oga number s.

Indonesian tax authorify. 66. A decree of the Dutch SSF dated 21 December 2000, No. RTB 2000/3227.

. . . . 67. See note 1 for the relevant decrees.
The most |mportant pomts in the Q&A Decree which CIaI"68. Pursuant to the Service Providing Companies Decree dated 11 August

ify the rules on exchanging information are as follows: 2004, no APA can be obtained if the minimum substance requirements are not
— the information exchanged may relate to the followingmet.

i - (i ii69. Art. 8c of the Dutch CITA.
?spg[_cts of a D.l'ltlfh flnﬁn(_:e structure: t(-ghs,trucwre’ (”70. Para. 3 of the Service Providing Companies Decree dated 11 August 2004,
unc |<_)r]s, (”l) rnsks, an (IV) remunera 10M; No. IFZ 2004/126. For the potential adverse consequences of such an exchange
— adecision of the Dutch tax authority to spontaneousf information see note 61.

exchange information can normally be appealed by tt71. Pursuant to Art. 4(3) of the new DTA (similar to the old DTA), a Dutch
Dutch finance company and the exchange will. therefinance company’s place of residence is where the place of effective manage-
; ’ ment is situated. If both Indonesia and the Netherlands consider this to be in their
ffOI'eh, not T_)ecessar”y t()je eﬁeCt@d?'nd ital . . _state, they will settle this question (of fact) by mutual agreement (see Art. 27 of
- It e supstance and economic capital equity riSge new DTA). It is important that the Dutch finance company’s place of effect-
requirements are met, no spontaneous exchange ive management be situated in the Netherlands. Otherwise, the Dutch finance
information with the foreign tax authority of the Dutchcompany will be held to be resident in Indonesia by both Indonesia and the
finance company's debtor will take p|ace HoweverNetherIands. Consequently, the Dutch finance company will be unable to bene-
; o fit from the new DTA and, as a result, the Dutch finance structure will be unable
SUCh a spontaneous eXChan.ge of mform_atlon Couto benefit from the zero Indonesian withholding tax on interest payments and
still take place with other foreign tax authoritfés. will also be subject to Indonesian income tax. For further background informa-
tion on the underlying “place of effective management” concept, see (i) Para. 24
of the OECD Commentary on Art. 4(3), (ii) the OECD draft discussion paper
“The Impact of the Communications Revolution on the Application of ‘Place of
10. GRANDFATHERING Effective Management' as a Tie Breaker Rule” dated February 2001, and (jii)

. . . . OECD discussion draft paper “Place of Effective Management Concept: Sug-
Dutch finance companies that were active prior to 1 Aprgestions for Changes to the OECD Model Tax Convention” dated 27 May 2003.

2001 may continue to rely on the old tax regime until 3Additionally, the beneficial ownership test of Art. 11 of the new DTA may also
not be met (see 3. of this article).
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The Q&A Decree makes clear that the deadline of 3tb run economic risks, and to report an arm’s length remt
December 2005 will be strictly applied as it is based oneration for its finance activities in conformity with the
international agreements with other countfidsis there- OECD Transfer Pricing Guidelines. The EU and OECD
fore necessary to apply for an APA with the Dutch takave acknowledged that the Netherlands’ tax regime fc
authority or restructure finance activities based on the newtermediary finance companies is EU- and OECD-com
regime prior to 1 January 2006. pliant. These latest decrees are designed to clarify certa

aspects of this new Dutch tax regime, while maintaining

the full compliance of the Netherlands’ tax regime for
11. SUMMARY AND CONCLUSION Dutch finance companies with all applicable EU anc

OECD taxation standards. We note, however, that it is ul
As tax authorities become more sophisticated, they atinately the Indonesian tax authority’s opinion that mat-
more likely to question (i) whether an intermediaryters with respect to these tests.

finance company qualifies as a *beneficial owner”, and (i, 4 ether with its extensive DTA network, both as suct
whether its “place of effective management” is actually, 4% compination with non-tax factors (such as an eas
situated |rf1 thtﬁ jurisdiction %fg.rl]_i mtetrmtedlaré flnan(I:I ccess to the international capital markets, currency reg
Com.lofmy %r_ e fpurposes 0 %ro ec |ort\. h enerallyations and a stable political situation), this new Dutch ta
an Intermediary finance company does not have MuGdyime makes the Netherlands an attractive host count

substance, runs no economic risks, and pays little or : s : e -
: g : r Indonesian finance structures in today’s internationa
corporate income tax on the remuneration received froftl, on\ironment y

its activities. These characteristics could endanger its abll-
ity to meet the “beneficial ownership” and “effective place
of management” tests.

Under the decrees dated 11 and 21 August 2004, a Dui’2. Q&A number 39. See Part Il (4) of the “OECD’s Project on Harmful Tax
finance company is basically required to have Substan(l?'ractices: The 2004 Progress Report” dated 4 February 2004.
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