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PART A 
 

Question 1 
 
Part 1: Analysis of Daniel’s tax residency position 
 
Daniel is not a Cyprus tax resident on the basis of the 183 days rule. 
 
Daniel may be Cyprus tax resident on the 60 day rule basis if he did not spend more than 183 
days in any other country or he is not treated as tax resident of another country. 
 
As Daniel is treated as a UK tax resident, he will not be treated as a Cyprus tax resident based 
on Cyprus tax law provisions and the OECD MC. 
 
Although Daniel spent more days in Cyprus (100) than in the UK (95), and assuming no other 
country i.e. Germany, Hong-Kong (PRC) and Jamaica, can claim his tax residency, OECD MC 
Article 4 tie-breaker rule will cause UK’s tax residency claim to be superior to Cyprus’s tax 
residency claim as Daniel’s centre of vital interests (mostly family) are found in the UK. 
 
Part 2: Daniel’s Cyprus income tax liability  
 
As from analysis in 1) above, Daniel is not a Cyprus tax resident, he will be taxed in Cyprus on 
income from Cyprus sources only. 
 
Cyprus taxable income will therefore consist of: 
 
Salary     60,000 
Annual value of house BIK  4,822 (higher of 200K and 220K at 4% x 100/365) 
House bills BIK    5,820 (6,000 less 180 for exempt internet/TV) 
Summer school bills BIK   2,200 
Use of car BIK *    2,562 (55,000 x 17% x 100/365)) 
Repair and upkeep car BIK *  603 (55,000 x 4% x 100/365) 
Fuel car benefit BIK  *   754 (55,000 x 5% x 100/365) 
Total income taxable in Cyprus  76,761 Euros 
 
*as the travel from home to work and back is considered private use, all of calculated BIK values 
will be deemed private use. 
 
Part 3:  ESF Branch (the employer’s) obligations 
 
The employer will have an obligation to operate the PAYE system and account to the tax 
collection office for income tax deductions on a monthly basis. 
 
As Daniel is not ordinarily resident in Cyprus for social security purposes and he is a EU citizen, 
there will be no obligation for social security payments, although employer contributions to other 
SI funds (industrial training, social cohesion, etc.) will be due. 
 
Daniel and ESF will both be liable for GeSy contributions in Cyprus. 
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Question 2 
 
Part 1: Overseas Branch vs Overseas Subsidiary in Lowtaxland 
 
Overseas Branch profits are exempt from income tax in Cyprus under s.36(3) Law 118/2002. 
 
Overseas Branch losses however may be relieved against head-office profits in the tax year 
they arise.  However if in future years the overseas branch becomes profitable, its profits will 
be taxable in Cyprus to the extend of overseas branch losses if claimed in the past (recapture 
of overseas branch losses).  As the Lowtaxland operation is expected to be profitable in the 
long-term, full branch loss recapture will therefore arise. 
 
Overseas profits/losses do not affect the taxable profits of the Cyprus holding company 
(Leontios Ltd).   Leontios Ltd will only have income from Lowtaxland, if the overseas subsidiary 
pays dividends to Leontios Limited. 
 
Overseas dividend income is specifically exempt from corporate income tax.  It will also be 
exempt from SDC, as the equity holding Lowtaxland subsidiary is substantial and its operations 
are of an active nature, irrespective of the fact that Lowataxland effective taxation of profits is 
substantially lower to the Cyprus effective tax rates (less than 50% of 12.5% tax rate=6.25%), 
the tax of 5% paid in Lowtaxland is a ‘sunk’ cost as no tax relief can be claimed in Cyprus for 
such payment.  
 
If operations in early years are profitable, an overseas branch will in effect be able to remit its 
profits to the Cyprus head-office without any tax implications in Cyprus.  The same applies for 
payment of dividends (see above) by the Lowtaxland subsidiary due to income tax and SDC 
exemptions in Cyprus.  Therefore in this case the branch vs subsidiary decision is tax neutral. 
 
If operations in early years are loss-making, there is a preference to forming a branch.  However 
due to the future recapture of losses provisions, the only way that Leontios Ltd can avail itself 
of relevant overseas branch loss relief in early years, is by converting the branch into a 
subsidiary, in the year in which this becomes profitable. 
 
Part 2: Cypriot seconded employees’ tax treatment 
 
A Lowtaxland branch is an overseas permanent establishment of a Cyprus employer (Leontios 
Ltd).   
 
Employment income of a Cyprus tax resident individual from employment by a foreign 
permanent establishment of a Cyprus employer (as in this case) will be exempt from income 
tax in Cyprus, if the employment exceeds 90 days in any tax year.  Therefore, employees on 3 
month contracts (assuming 3 months count for 91 days) will be taxed in Lowtaxland at the flat 
rate of 10%, instead of the 0-35% tax rates in Cyprus (with effective tax rate of 10.4% for 
incomes up to 36.300 Euros*). Provided that their Lowtaxland income in the year well exceeds 
19,500 Euros which are taxed at 0%. 
 
Employees with 6 month contracts (provided they exceed 183 days in duration) may be deemed 
tax residents of Lowtaxland and taxed at the lower rate in that country. 
 
Cypriot employees employed by a subsidiary, assuming this subsidiary is deemed a non-
Cyprus tax resident company will be employed by a foreign employer with a permanent 
establishment abroad and the same considerations will apply to them as in the case of their 
employment by the overseas branch. 
 
*Effective Cyprus tax rate on taxable income of up to 36,300 is 3,775/36,300=10.4%, rising to 
up to 18.1% for taxable incomes of up to 60,000 Euros as the 35% top rate kicks in for incomes 
above 60,000 Euros 
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Part 3: Tax residency of Lowtaxland subsidiary 
 
According to Cyprus tax law, a company is treated as a tax resident of Cyprus if its 
‘management and control’ is exercised from Cyprus, irrespective of the company’s legal seat 
location. 
 
Although ‘management and control’ is not defined in legislation, it is taken to mean that all three 
pre-requisites i.e. majority of the board of directors are Cyprus residents, majority of board 
meetings take place in Cyprus and strategic decisions are taken from Cyprus. 
 
Therefore, if the Lowtaxland subsidiary satisfies the ‘management and control’ test which is 
wider than the ‘place of effective management’ test as stipulated in the tie-breaker rule of the 
OECD MC Article 4, although registered in Lowtaxland, the company may well be deemed as 
a Cyprus tax resident company and its profits will be effectively taxed at the higher 12.5% 
Cyprus tax rate than the lower 5% tax rate imposed in Lowtaxland. 
 
Care should therefore be taken to ensure that the ‘management and control’ test and the ‘place 
of effective management’ test will render Lowtaxland, as the taxing jurisdiction, this latter 
consideration being perhaps a point to be considered in the branch vs subsidiary question 
addressed in part 1). 
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PART B 
 

Question 3 
 

Part 1: s.33 provisions 
 
s.33 (and Article 9 OECD MC) provides that transactions between connected persons, should 
be priced at ‘arm’s length’, meaning that they should be priced at the market price at which two 
unconnected/uncontrolled parties would contract.   
 
In the case of loans, loan prices should therefore include variants relating to the various risks 
associated with lending. 
 
Connected parties are two companies which directly or indirectly are connected through a 50% 
equity holding connection or parties under common management control. 
 
Part 2: Analyses that need to be included in a transfer pricing study 
 
A transfer pricing study needs to include the following analyses: 
 

• Comparability analysis: 
 

- The definition of the commercial or financial relationship between the connected 
parties and determination of the conditions and economically substantial 
circumstances connected with such relationship, so that the ‘controlled’ 
transaction is exactly determined, and 

 
- A comparison of the exact terms and economically substantial circumstances of 

the ‘controlled’ transaction with comparable transactions between ‘unconnected’ 
parties, as to determine the ‘arm’s length price, it is vital to compare the exactly 
determined transaction with comparable transactions in the open free market. 

 
• Analysis of the contractual terms of the transaction:  the actual behavioral conduct of the 

connected contracting parties is what is important and not the actual contractual terms 
either written, oral, expressed or implied. 

 
• Functional analysis: which assists in determining the economically substantial 

operations, responsibilities and functions of each connected party to the transaction, the 
assets used in the transaction and the risks each connected party undertakes, comparing 
these to the functions which unconnected lending financial institutions duly licensed by 
the Central Bank and CySEC undertake. 

 
• Risk analysis: which included analysis of operational and financial performance through 

primarily financial statement analysis of the borrower; any available collateral and its 
value as means of secondary source of repayment; the purpose for which credit will be 
extended and the loan maturity; other factors affecting credit risk such as for example 
general macroeconomic and political environment in which the borrower operates; and 
whether the lender is involved in the actual strategic planning of the group in which it 
belongs. 

  



Module 2.03 – Cyprus option (December 2020) 

Page 6 of 12 

PART C 
 

Question 4 
 
LCT Holdings Ltd – 2019 Corporation Tax Computation 
 
Dividends from A Ltd – exempt      0 
Dividends from B Ltd  
(re-characterized as interest) 18,000/90%    20,000* 
Interest from C Ltd (14,000/70%)     20,000 
Branch 1 dividends/profits (exempt s.36 Law 118/2002)  0 
Branch 2 dividends/profits (exempt s.36 Law 118/2002)  0 
Tourist apartments – Spain (exempt s.36 Law 118/2002)  0 
Branch 3 losses (restricted)      (40.000) 
 
Taxable income        0 
 
Corporation Tax liability       0 
SDC liability         0 
 
* Application of s8(20) of Law 188/2002 
 
Assumptions 
 
The nature of the company’s activities relate to investments and therefore interest income is 
treated as active income. 
 
Notes 
 
Foreign branch profits are exempt from taxation. Reference to dividends from foreign branches 
is not applicable. 
 
Tourist apartments in Spain are deemed as a permanent establishment overseas (s.5(s) Law 
119/2002 definition) and exempt from taxation per s 36 Law 118/2002. 
 
Tax relief for foreign branch losses may be claimed under s13 Law 2002. The unutilized branch 
losses of 2016 (80,000-40,000), cannot be carried forward to year 2020. If in future years 
Branch 3 turns profitable, the amount of losses of €40.00 claimed in 2019 will be taxed in that 
future year or years (recapture of losses). 
 
If interest from B Ltd or C Ltd or both B Ltd and C Ltd are treated as passive interest income, 
they will be exempt from income tax. Hence more of the Branch 3 losses of €80,000 will remain 
unutilized. Such income will therefore be subject to SDC at a rate of 30% which is applicable to 
interest income. 
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Question 5 
 

Interest expense is restricted by s.11(15) Law 117/2002, when the credit obtained was for the 
purpose of acquiring: 
 

• Private motor vehicles, as determined by the Road Transport Department. 
 

• Other assets not used in the business, e.g. Acquisition of shares in public or private 
companies, land and buildings, yachts, artworks and other chattels. 

 
• Securities or titles or shares that generate interest income, such as bonds, do not  fall 

into this category and there is no restriction on interest according to section 11(15). If, 
however, the issuers of the securities or titles or shares are associated companies, the 
provisions of section 33 of the Income Tax Law shall apply for the purposes of taxing the 
interest receivable. 

 
• Acquisition of assets that are used by a foreign branch of a business (the income of which 

is exempt from tax), interest on loans and other debts that have directly or indirectly been 
employed in such branch activity, as well as a proportion of interest that has not been 
allocated directly or indirectly in any branch activity are restricted. Circular 2008/14, 
18.12.2008 (loss deduction) 

 
• Interest paid by a person not carrying on any business such as a dormant of a ceased 

business is not deductible (as not incurred wholly and exclusively for income production) 
 
Calculation of interest restriction 
 
Restriction of interest is made if a business paid interest attributable or deemed attributable to 
a particular asset, irrespective of whether the business has a loan or any other interest-bearing 
debt associated directly or indirectly with the acquisition of the asset. 
 
Allowable interest is limited to the amount borne which corresponds to the principal loan/credit 
obtained up to the acquisition cost of the related multiplied by the percentage of the ‘cost of 
borrowing’ of the business.  
 
‘Cost of borrowing’ 
 
If an interest-bearing loan or other interest-bearing debt has been specifically used for the 
acquisition of a business asset and the loan or debt completely covers the cost of the asset, 
the interest rate (plus the related costs) of the loan or debt are tax allowable. 
 
If the loan or part of the loan is repaid before the expiration of seven years, with respect to the 
part of the cost which corresponds to the part of the loan which has been paid off, unless 
replaced by a second loan, the weighted average of the interest rates charged on the company 
on all of its loans and other interest-bearing debts will be considered as the percentage of the 
‘cost of borrowing’.  
 
In calculating the weighted average, interest free loans can be included, if these were not taken 
into account for the purposes of any of the exceptions stipulated in s.11(15), and includes other 
miscellaneous fees charged by banks or other credit institutions unless of a capital nature. 
 
Further, as from 1 January 2019, any a business’ lending cost cannot exceed 30% of the 
taxable Income Before Interest, Taxes, Compensation and Depreciation (IBITCD), where the 
IBITCD is determined by adding back the ‘excess’ lending cost, the adjusted amounts for 
deductions, allowances and additions regarding fixed assets granted under s.10 Law 117/2002 
re: capital allowances, and adjusted amounts for deductions, allowances and additions relating 
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to intangible assets under paragraphs (d), (e), (k) and (l) of subsection (1) of s.9 Law 117/2002, 
tax losses brought forward under s.13 Law 117/2002, and after deducting any exempt income  
Furthermore, it is possible to carry forward ‘excess’ lending costs of the year in which incurred 
in the following five subsequent years of assessment. The excess borrowing cost shall be 
deducted up to the amount of €3,000,000 per year of assessment, per company or a Cyprus 
group. 
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Question 6 
 

Part 1  
 
Supplies of goods to other EU member state can be zero-rated provided the following conditions 
are satisfied: 
 

• The supply involves the removal of the goods from Cyprus.  
 

• The goods are acquired by a customer who is registered for VAT in another EU member 
state.  

 
• The supplier obtains his customer's VAT registration number and shows this on his VAT 

invoice and the supplier obtains and keeps valid commercial documentary evidence that 
the goods have been removed from Cyprus within three months of the time of supply.  

 
• The goods must not be second-hand goods or works of art, etc. which the supplier has 

opted to tax on the profit margin.  
 
Part 2  
 
The term ‘triangulation’ is the term used to describe a chain of supplies of goods involving three 
or more parties where, instead of the goods physically passing from one party to the next, they 
are delivered directly from the first party to the last party in the chain. 
 
This may occur, for example, when goods are moved directly from a supplier in an EU member 
state to the final customer in another EU member state on the instruction of an intermediate 
party located in another EU state. 
 
Under the normal VAT arrangements for movement of goods between EU member states, the 
intermediate supplier may have a potential liability to register for VAT in the country of 
destination of the goods to account for VAT on their acquisition and the onward supply of the 
goods there. 
 
To avoid imposing this additional burden, all EC countries have agreed to a simplified procedure 
which means that businesses registered for VAT in one EC country may no longer be required 
to register for VAT in another EC country purely as a result of these triangular transactions. 
 
Instead, the intermediary supplier can opt to have his customer in the country of destination of 
the goods, account for the VAT due there on his behalf provided the intermediary supplier is 
not registered or otherwise required to be registered in that country and the customer is VAT 
registered there. 
 
If the intermediary supplier opts for the simplified procedure, the customer must account for the 
VAT on the supply of goods made to him (i.e. the simplification procedure is compulsory if 
intermediary supplier so opts) and the acquisition of the goods by the intermediary supplier is 
disregarded both in his own country and the country of destination. The initial supplier must 
treat his transaction in the same way as any other intra community supply i.e. he may zero-rate 
the supply subject to the usual conditions and should record the supply on an EC sales list 
(recapitulative statement) in the normal way. 
 
Intermediate suppliers from outside the EC may also use the simplification procedure provided 
they are registered for VAT in one EC country (otherwise they will not be able to comply with 
the requirement to issue a VAT invoice to their customer and include the supply on a EC sales 
list (recapitulative statement). 
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Part 3  
 
Distance selling occurs when a supplier in one EU member state supplies goods, and is 
responsible for their delivery, to any person in another EU member state who is not registered 
for VAT. This may include not only private individuals but public bodies, charities and 
businesses too small to register or with activities that are entirely exempt. 
 
VAT on such distance sales to non-VAT registered customers in Cyprus from another EU 
member state are normally subject to VAT in that other member state. However, once the value 
of distance sales in Cyprus exceeds an annual threshold (€10,251.61), then: 
 

• the supplier is automatically liable to register for VAT in Cyprus;  
 

• Cyprus becomes the place of supply; and  
 

• VAT on any further sales is taxed in Cyprus. 
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Question 7 
 

A "merger" is an operation whereby: 
 

• one or more companies, on being dissolved without going into liquidation, transfer all of 
their assets and liabilities to another existing company in exchange for the issue to their 
shareholders, of shares representing the capital of that other company and if applicable, 
in exchange for a cash payment not exceeding 10% of the nominal value of the shares, 
or in the absence of a nominal value, of the accounting par value of those shares; 

 
• two or more companies on being dissolved without going into liquidation, transfer all of 

their assets and liabilities to a new company that they form, in exchange for the issue to 
their shareholders of shares representing the capital of that new company, and if 
applicable in exchange for a cash payment not exceeding ten per cent (10%) of the 
nominal value, or in the absence of a nominal value, of the accounting par value of those 
shares; or 

 
• a company on being dissolved without going into liquidation, transfers all of its assets 

and liabilities to the company holding all the shares representing its capital. 
 
"Division" means an operation whereby a company, on being dissolved without going into 
liquidation, transfers all of its assets and liabilities, to two or more existing or new companies, 
in exchange for the pro-rata issue to its shareholders, of shares representing the capital of the 
companies receiving the assets and liabilities, and if applicable, in exchange for a cash payment 
not exceeding ten per cent (10%) of the nominal value or, in the absence of a nominal value, 
of the accounting par value of those shares.    
 
"Partial division" means an operation whereby a company transfers, without being dissolved, 
one or more existing or new companies, maintaining at least one branch of its activity, in 
exchange for the pro-rata issue to its shareholders of securities representing the capital of the 
companies receiving the assets and liabilities, and if applicable, a cash payment not exceeding 
10% of the nominal value or, in the absence of a nominal value, of the accounting par value of 
those securities. 
 
Exemption of profits from taxation due to profits/gains from the transfer of assets by reason of 
an approved reorganization scheme 
 
Assets transferred within a scheme of reorganization do not give rise to any taxation to the 
transferring company (s.26(1). 
 
The transferring company is not required to submit a balancing statement and therefore no 
balancing charges can arise, with the receiving company continuing to claim capital allowances 
as if no change in ownership has been made (s.26(2)). 
 
Accumulated losses of the transferring company are transferred to the receiving company and 
the provisions of s.13 regarding set-off or carry forward of losses apply accordingly. 
 
Other tax exemptions 
 
Apart from income tax exemptions which apply to reorganizations, the following tax exemptions 
also apply: 
 

• Capital gains tax: no capital gains tax is payable arising from gains due to transfers of 
chargeable assets (immovable property or shares in private companies whose 
underlying assets include immovable property). This is however a deferral as on the 
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subsequent sale of the asset by the receiving company, the initial base cost of the 
transferring company will apply.  (Law 119/2002]. 

 
• Stamp duty: No Stamp duty is payable on transactions within an approved reorganization 

scheme. 
 

• Land transfer fees: No Land transfer fees are payable for transfers of immovable property 
under an approved reorganization scheme. (Land & Surveys Department (Charges and 
Fees) Law, Cap. 219). 

 
• Mortgage fees: No Mortgage fees are payable for mortgages transferred under an 

approved reorganization scheme [Land & Surveys Department (Charges and Fees) Law, 
Cap. 219]. 


