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Tax Reform in Cyprus


The Options Available to Existing 
Cyprus International Business Companies

By Christos Mavrellis

This is an introductory note dealing with the main features of the Tax reform  (the “New Tax Regime”) which will inevitably affect in one way or the other and either immediately or after 31st December 2005, Cyprus offshore Companies.  

The main points arising from the Tax Reform which are relevant to an existing  Cyprus offshore company are the following:

1.	A Cyprus Offshore Company shall be entitled, if it so opts, to continue in effect to be governed by the tax regime which was until now applicable (the “Previous Tax Regime”) until the 31st December 2005. After the said date the rules set out in paragraphs 2 or 3 hereunder will apply.
	
	In order for such company to be so entitled it must exercise its option and once such option is exercised the Previous Tax Regime will apply to such company for the entire period until 31st December 2005 and there will be no possibility to change in the meantime.

The Law does not provide whether the option will be exercised by default or whether a statement in this respect will be required. It is expected that Cyprus Tax Authorities will soon issue a circular setting out the terms under which the option may be exercised.

An existing Cyprus offshore company shall only be entitled to opt for the application of the Previous Tax Regime if it had income in the year 2001.  It follows that if the company was dormant and had no  income in 2001 or if it was incorporated after 1st January 2002 this option is not available.

2.	If a company does not exercise its option to be governed by the Previous Tax Regime or in case the company does not qualify for this option as explained above, then the New Tax Regime will apply to such company as from 1st January, 2003.

Under the New Tax Regime if the company is not managed and controlled in Cyprus or in case it ceases to be managed and controlled in Cyprus then no Cyprus Tax will be imposed on the company’s income from sources outside Cyprus and the company shall be regarded as non resident of Cyprus for Tax purposes.

	The Cyprus Company shall be regarded as not managed and controlled outside Cyprus if the majority of its Directors are non residents of Cyprus and if it doesn’t have any operational office in Cyprus, if the board of the Directors does not meet in Cyprus and generally there is no management of the day to date operations of the company in Cyprus.

	It must be pointed out that if the company is not or it ceases to be managed and controlled in Cyprus, and thus becomes not taxable in Cyprus, it shall not be able to avail of the benefits of the Double Tax Treaties which Cyprus has with various countries all over the world.

3.	If  a company does not exercise the option explained in paragraph 1 above and is and remains or becomes managed and controlled in Cyprus, and thus tax resident in Cyprus, then it shall be liable to tax in Cyprus under the New Tax Regime the provisions of which that are relevant are as follows:

	The profits of the company will be subject to corporation tax at the rate of 10% provided however that:


(i)  The profits which the company may have from a permanent establishment outside Cyprus shall be fully tax exempt  unless the income of such permanent establishment consists by more than 50% of investment income and the foreign permanent establishment is subject to tax at a tax rate which is substantially lower than 10%.

(ii)	Dividends which may be received by the company from a foreign company provided that the Cyprus company holds at least 1% of the share capital of that foreign company and the income of that foreign company is not by more than 50% investment income and the foreign company that pays the dividend is subject to tax in the foreign country at a rate which is not substantially lower than 10%, are fully exempt from any kind of tax in Cyprus.

	50% of any interest earned by the company shall be exempt from tax but on top of it there will a 10% special defense contribution on any interest received by the company.  Thus taking into account the 50% tax exemption on interest referred to above the total tax on any interest earn by the company will be 15% subject of course to any tax credits by virtue of Double Tax Treaties or by virtue of unilateral tax relief as explained hereunder.


	The company will not be obliged or pay any withholding or  other Cyprus tax on any dividends which it may distribute to its shareholders, individuals or corporations, who are not residents of Cyprus.  


	   The company will also be liable to pays special defense contribution at the rate of 3% on 80% of the amount of rents earned by it .


It is important to note that the company will be entitled to  tax credit under any relevant Double Tax Treaties as well as to unilateral tax credit in respect of any tax paid by the company in any foreign country with which Cyprus does not have a Double Tax Treaty.  Both the credit under the relevant Double Tax Treaties as well as the unilateral tax credit will equally apply in respect of corporation Tax and/or to special defense contribution.  It follows that if the company  receives any dividends which under the New Tax Regime might be taxable in Cyprus or it earns any interest from abroad or any rentals from outside Cyprus and on any such type of income it pays any tax outside Cyprus the amount of such tax paid shall be deducted from any Cyprus tax which would have otherwise been payable on such type of income.

4.	In view of all the above the options available to a Cyprus offshore company, on which you it will have to take a decision soon, are the following:

	To opt, provided it meets the conditions of having income in 2001, to continue to be subject to tax under the Previous Tax regime i.e. at 4.25% on its worldwide income (profit) and continue to avail of the provisions of the Double Tax Treaties which Cyprus has with a number of countries.  This arrangement will be applicable only until the 31st December 2005 and thereafter the New Tax Regime will apply.


	To opt to become not managed and controlled in Cyprus or to continue to be managed controlled outside in Cyprus if it is so managed and controlled. In such case the company will not be liable to any kind of tax in Cyprus except in case it has  income from within Cyprus and then only on that part of the income.  If this option is taken then the company will not qualify as tax resident in Cyprus and it will not be able to avail of any of the provisions of the Double Tax Treaties of Cyprus.  If  the company decides to take this option it may be necessary to effect certain changes in the structure of its Board of Directors. The Cyprus tax authorities will have to be notified and it is expected that soon the procedures and the time within which such changes and notification must be made will become known.


To opt to be taxed under the New Tax Regime in which case the provisions outlined above in paragraph 3 in respect of 10% corporation tax etc subject to all exemptions for foreign source income and all treaty and unilateral credits which may lead to a reduced or zero tax in Cyprus will apply. The benefits of theapplication of any Double Tax Treaties which may be relevant to the company’s operations will apply both in Cyprus as well as in the foreign countries concerned.

5.	For the year 2002 the Previous Tax Regime (4.25%) will continue to apply to the company. However well before the end of this year a decision must be taken. If option 4(a) or option 4(c) are taken there will be no possibility to change in the future. If however option 4(b)  is taken then the company shall be free at any time to change to option 4(c) by just changing the place of management and  control of the company to Cyprus or vise versa.  

6.	Although at first site the New Tax Regime may appear to be more burdensome for Cyprus offshore companies in the future we believe that a careful study could prove that there are very good possibilities for advantageous tax planning which may lead to reduced or no tax in Cyprus. 

