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A.INTRODUCTION

The Tax Department has announced in February 2017 its intention to terminate the
current tax practice in relation to the minimum acceptable margins on loans granted to
related parties.

The decision to abolish this long established practice was driven by the necessity of the
Cyprus tax system to be fully compliant with the current international tax developments
(OECD/G20 initiative - BEPS) as well as a review from an EU State Aid perspective.

Based on the announcement, the existing practice with the minimum acceptable margins
will apply up to 30*" June 2017, and from 1% July 2017 any loan transactions between
related parties should satisfy the arm’s length principle and be based on current market
conditions.

B.THE CURRENT PRACTICE

In an attempt to provide guidance and clear any ambiguities in relation to what was
considered by the Tax Department as the minimum acceptable interest rate margin

(i.e. the difference between the lending rate and the borrowing rate) on intra group back
to back loans, the Tax Department issued in 2011 a letter with which it laid down the
conditions which a financing arrangement had to meet in order to qualify as an intra group
back to back loan and concluded that for such loans the minimum acceptable net margins
for tax purposes were:

Amount of the Loan Margin
Less than Euro 50 million 0,35%
Between Euro 50-200 million 0,25%
More than Euro 200 million 0,125%

This letter provided a lot of comfort to investors who used Cyprus structures extensively
as vehicles to provide financing to their groups.
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C.THE NEW PRACTICE

Following the recent announcement, the above practice will be valid up until 30* June
2017. From the 1° of July 2017, all intra group loans should follow the arm’s length
principle and the interest rate used should be based on market conditions.

The Tax Department goes further and states that any such loan transaction should be
supported by a Transfer Pricing Study prepared by independent experts based on the
relevant OECD standards.This Study should provide justifications as to the correctness of
the interest rate used in the specific financing transaction.

In addition, any Tax Rulings relevant to the minimum acceptable margins on intra group
loans previously issued, or those that will be issued up to 30™ June 2017 will cease to be
applicable.

D. OUR COMMENTS

It worth mentioning, that currently the Tax Laws of Cyprus do not include any detailed
Transfer Pricing provisions and therefore further guidance is expected on the matter
either in the form of a circular or though the introduction of detailed transfer pricing
provisions in the current Tax legislation.

Further, given that the new practice will be applicable in the middle of the tax year ending
31 December 2017, means that companies will need to calculate the relevant taxable
profits for 2017 once based on the old provisions from 1 January up to 30% of June, and
once based on the new set of rules from 1% July until 31 December 2017.

E. CONCLUSION

The new procedure introduced is expected to affect a significant number of companies
operating in Cyprus, as Cyprus entities were widely used as back to back financing
vehicles. Nevertheless, with the recent tax reform and the introduction of the Notional
Interest Deduction on new capital introduced, the negative taxation effects of this change
may be, to an acceptable degree, controlled.

It is therefore imperative for all companies affected by the change, to thoroughly review
their existing financing structures, evaluate the impact on their taxable profits and take
whatever suitable corrective actions accepted by the law in order to be in line with the
new requirements.
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F. HOW KINANIS LLC CAN ASSIST
Kinanis LLC is in a position to assist you with the provision of the following services:

* Reviewing your existing financing structures and report with suggestions on the
implication of the new procedure.

* Provide assistance in the preparation of the Transfer Pricing Studies required by the
new procedure.

G. DISCLAIMER

This publication has been prepared as a general guide and for information purposes only.
It is not a substitution for professional advice. One must not rely on it without receiving
independent advice based on the particular facts of his/her own case. No responsibility
can be accepted by the authors or the publishers for any loss occasioned by acting or
refraining from acting on the basis of this publication.

February 2017
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Our Firm

Kinanis LLC, a law and consulting firm, is one of the leading and largest business law firms
in Cyprus and advises for over 33 years the international investor and private clients on all
aspects of law, tax and accounting.

Kinanis LLC absorbed the business of its shareholders which are in the legal and consulting
profession since 1983, with local and international dimensions.

Experience and practice over the years brought forward the need for transformation from
a traditional law firm to a more innovative multidisciplinary firm providing a full range of
services combining law and accounting with the extensive expertise in corporate and tax
advice to ensure that our clients will obtain the best possible spherical advice adopting the
principle as to the services offered “All in one place”, so that the client will find a quick,
correct and efficient solution to its daily legal, accounting and tax issues in a trustworthy
environment.

This combination of legal, accounting and tax services through our well qualified personnel
and our involvement and participation in international transactions over the years, have
established our firm as one of the key players in the field. Our involvement in international
financial transactions has also provided us with the extensive expertise in representing
groups, corporations, funds as well as the private client.

The firm is staffed with around 80 young, energetic and ambitious professionals, including
lawyers, accountants and administrators who provide prompt, efficient and high quality
services and who are capable of meeting the current demanding challenges of the local and
international business environment.

We always look to give solutions in a simple and as possible quick way focusing on the needs
of each client trying to anticipate the issues before becoming a problem.

Kinanis LLC

Lawyers' Limited Company

12 Egypt Street, 1097, Nicosia

P.O. Box 22303, 1520 Nicosia, Cyprus

Tel: + 357 22 55 88 88 | Fax: + 357 22 66 25 00

E-mail: KinanisLLC@kinanis.com | Web site: www.kinanis.com

Corporate Division Accounting Division Litigation Division

Christos P. Kinanis Charalambos Meivatzis Andrianna Solomonides

Fax: +357 22 76 28 08 Fax: +357 22 75 14 74 Fax: +357 22 45 81 95
corporate@kinanis.com  accounting@kinanis.com litigation@kinanis.com

Banking Department Tax Department Accounting & VAT Department
Myroulla Kyriacou Marios Palesis Demetra Constantinou

Fax: +357 22 75 39 15 Fax: +357 2275 14 74 Fax: +357 22 75 14 74
banking@kinanis.com tax@kinanis.com accounting@kinanis.com

KINANIS is the service mark through which Kinanis LLC of Cyprus, Kinanis Fiduciaries Limited of Malta and
their dffiliated companies are conducting business each of which is a separate legal entity.
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