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BELGIUM

A. GENERAL CONCEPT - Introductory remarks

Profits from a business enterprise are in principle, profits
arising from all activities carried out in or through the
establishments of the enterprise, whether within Belgium or abroad,
including any increase in the value of assets, used for the
business activities and any decrease of liabilities. Certain

items such as charges and expenses, exempt income and losses may

be deducted.

In practice, the taxable income of the enterprise represents the

difference between the opening balance sheet and the final bhalance
éheet, subject to certain statutory adjustments (1). The balance
sheets are those approved by the general meeting of sharcholders.
On the one hand, the enterprise is bound by the approved balance
sheets but on the other hand the tax authorities may substitute
reasonable estimates of taxable income if the balance sheets appear
to be incorrect. The corrections to be made for tax purposes may
relate to permissible instalments of depreciation, disallowed
expenses, exempt‘income, reserves, carry forward of losses, etc.

Depending upon the taxpayer, income from business enterprise will
be subject to either individual income tax, corporate income tax,
or non-resident income tax. Subject to certain exceptions, the
rules concerning the nature and the determination of taxab;e income
are the same for individual income tax and the corporate income
tax. Taxable income will also be determined for purposes of non-
resident income tax in a similar manner though this is limited to
Belgian source income. The many treaties for the avoidance of
double taxation, however, may affect the determination of taxable
income.

Foreign source business profits taxed abroad are subject to a
reduced rate : 25 % of the corporate tax rates or 50 % of the
normal individual tax rates, unless exempt by treaty.

(1) For enterprises carried on by physical persons and certain types
of corporations, a complete and regular bookkeeping is not
obliged if their turnover, exclusive of VAT, does not reach
BF 15.000.000 (BF 20.000.000 in some special cases).
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B. Depreciation of business assets

1. Introduction

Depreciation of business assets may be deducted from gross income
as business expenses if such depreciation is necessary and
corresponds to a real decrease 1in value during the relevant
taxable period. The depreciation corresponding to a real decrease
in value of the assets must be formed systematically and may not
depend upon the results of the accounting year. The burden of
proof is on the taxpayér. The Administration, faced with
considerable problems of valuation has accepted a system of fixed
annual rates to be agreed between the tax inspector and the tax-
payer. If necessary such rates may be modified. 1In general,
land may not be depreciated since it does not decrease in value.

2. Depreciable assets

All tangible and intangible assets used in the conduct of business

activities are depreciable. Tangible assets includé?ggg machinery,
furniture, cars and other vehicles etc. and business premises.
Dwelling houses are depreciable if they form part of the assets

of the enterprise. Examples of intangible assets are clientele,
goodwill, patents, trade-marks, concessions and licenses,

formation expenses, costs involved in the issue of bonds and
shares, sums paid by a company for outside professional expertise,
sums paid for the purchase of an insurance portfolio, consideration
paid for the taking over of a tenancy agreement, etc. No deprecia-
tion is allowed for assets in which the company only acquires the
right of enjoyment (use) and not the right of property.

Since only assets which are used for the conduct of the business

enterprise qualify as depreciable assets, raw materials,
manufactured products and merchandise, investment portfolios and
debt-claims are excluded. Land and buildings which are the subject
of business transactions of real property companies (''sociétés
immobiliéres") are considered as merchandise and are thus not
depreciable.
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Assets need not, however, be effectively used; for instance,
assets invested by a corporate business enterprise in a branch,
which has been completely closed down because of certain circum-
stances, are still depreciable. An asset can be invested in a
business without being used directly.

3. System of depreciation

3.1  Approved methods of depreciation

Two methods are generally permitted. The straight-line depreciation

method is the one normally used. The declining balance depreciation
is an optional method.

The straight-line method consists of depreciation by annual instal-

ments (a fixed percentage of the purchase price or investment value)
in proportion to the estimated useful life. The declining balance
depreciation consists of the application of a fixed percentage to
the book value of the asset (which gradually diminishes).

Besides these two methods of depreciation exists also an

accelerated depreciation method. This is a temporary depreciation
method in order to promote investments that, under certain
conditions, allows the taxpayers to depreciate entirely to their
wishes investment goods ordered between March 1, 77 and June 30,
1978 inclusive.

3.2. Change-over from one method to another

A change-over from straight-line depreciation to declining balance
depreciation is not permitted. The reverse is allowed when the
applicable amount of straight-line depreciation exceeds the amount
of the reducing depreciation.
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3.3 Basis of depreciation

3.3.1  Straight-line_and_declining balance_depreciation

The depreciation is based on the purchase or investment value
(salvage value need not be recognised). This is interpreted as
the price actually paid for the cost of production, if the asset
was manufactured by the taxpayer, together with related costs
(import duties, cost of transport, installation, assembly etc.)
and the costs of any subsequent addition or improvement.

The taxpayer may, however, elect to write off the related expenses
in the year in which they were incurred, or in the first year of
exploitation or in fixed annual instalments the number of which
he may himself determine. Charges connected with the financing
of the assets because of a delayed payment of the purchase price,
are not part of the depreciable base. It is not necessary for
assets to be acquired for valuable consideration.

If the taxpayer receives a tax free government premium under the
Law on Economic Expansion the amount of the premium will be
deducted from the depreciable base. Basically, V.A.T. may not be
included in the depreciable base, unless the V.A.T. may not be
credited.

In case of mergers and similar reorganisation under the Income
Tax Code, the depreciable base of the assets is determined as if
the operations had not taken place (carry over of book value).

3.3.2  Accelerated_depreciation

The investment goods ordered between March 1, 1977 and Jure 30, 1978
inclusive may be depreciated to the amount of their purchase or
cost price. Besides, these'goods may be depreciated up to the
amount of the purchase or cost price, increased by 10 %.of the
excess between that price and a certain part (1/6 for investments
realized in 1977 after the 1st March or 1/10 for investments
realized in 1978 before June 30, as the case may be) of the
depreciable value of the investments of the same kind realized in
Belgium during the years 1970 till 1974 (or the accounting periods
1970-1971 to 1974-1975).
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The accélerated depreciation is not allowed with respect to some
assets, i.e. employees' dwellings, investment portfolios or
investments used abroad, neither in the exercice of professional
services.

3.4 Percentages and duration

3.4.1 Straight-line_depreciation

PRt wipnii-wipauiputg o

Depreciation periods and corresponding rates are normally fixed by
agreement between the taxpayer and the tax administration. For

this purpose assets are divided into various categories, based on =~
the nature and the probable period of use of the assets. The rates
may also differ according to the intensity of the use. The tax
administration has required its inspectors to adopt a lenient
attitude in fixing the rates.

All circumstances must be taken into account, irrespective of the
cause of the decrease in value. The taxpayer should be allowed a
large safety margin to cover unforeseen circumstances such as: |
damage to machinery, necessity of replacement due to technical or
economic developments, etc. The rates may be adapted if economic
circumstances or changes in the conditions of the conduct of the
business activities can so justify. For certain assets the 7
administration issued some indications which can serve as a guide-
line or which may be used by the taxpayer without justification.
Examples of such rates are the following

- Commercial premises, office buildings ' 3%
- Industrial premises S %
- Office equipment 10 %
- Machinery and equipment ’ 10 to 33 %
- Rolling stock | ‘ 20 3

3.4.2 Declining balance degreciation

P . e . e

The maximum rate is twice the straight-line rate corresponding to
a normal depreciation period.
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3.4.3 Accelerated depreciation

CARtiuipmgadicpigpuiag TR Y iy

This depreciation can be applicated entirely to the wish of the
investor. However, the investments forming the base of the

accelerated depreciation up to 110 % (cf. supra sub 3.3.2) may not

exceed 40 % of the investments ordered between March 1, 1977 and
June 30, 1978. Furthermore, the depreciation up to 110 % is not
allowed if the said amount of 40 % does not exceed BF. 50.000.

3.5 Commencement of depreciation

Depreciation is first permitted at the normal annual rate in the
calendar year (or accounting year) in which the assets are
acquired or produced.

There is no prorata depreciation. Assets ordered but not yet in
the possession of the taxpayer, may be considered as acquired
during the year in question to the extent that they have actually
been paid for and entered in the books as assets.

3.6 Special arrangements

3.6.1  Ships

Ships may be depreciated over 8 years the normal rule being that
20 %, 15 % and 15 % may be deducted in the first three years and
10 % in the remaining 5 years. The deprecié&ion for the first
three years may be deferred to later years provided the total

annual deduction does not exceed 20 $%.

3.6.2 Development areas -_Small and medium-sized_enterprises

- e e o e 8 - . e v = e e e T e e En e e WS e @n = e G . S -  E Gh e e m e e e - -

A special depreciation (at double the straight-line rate for a
.maximum of three years) may be granted for investments in
buildings,, machinery and equipment, under the Laws on the Economic
Expansion of December 30, 1970 and August 4, 1978.

-
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3.6.3. Miscellaneous :

- - an -

!
For certain assets special rules have been made, which virtually
amount to accelerated depreciation.

a) Equipment used for ‘scientific research may be depreciated over
a three year period i.e. at a rate of 33 1/3 % per annum. Equip-
ment used for research in normal manufacturing processes is
excluded.

b) Buildings for banks

The purchase price of real property acquired to be demolished and
rebuilt may be fully written off.  The value of the land and
recoverable materials must be deducted from the purchase price.
"After completion of the building an initial depreciation allowance
of 33 1/3 % is available; the further annual depreciation amounts
to 3 % of the costs less 33 1/3 %.

c) Works of Art may be written off in one or more years, at the
taxpayers' discretion. By works of art here is meant those made
by residents of Belgium and which are to be incorporated in a newly

constructed building. The total depreciation may not exceed 2 %
of the value of the building. The excess is depreciable according
to the same rules as are applicable to the building.

d) Certain small items of expenditure (office supplies, tools, etc.)
may bé written off in the year in which they are incurred. The
same applies to ''related expenses' (cf. supra sub 3.3.1). Also,
formation expenses (i.e. notarial costs, travel expenses, costs

incurred in relation to special advice and assistance necessary
for the setting-up of the business, etc.) may be written off all
at once in the period in which they were incurred (or in the
period in which the actual exploitation starts) or in fixed
annuities without interruption, at the taxpayer's discretion.
The same applie to deductible expenses, other than formation

expenses incurred before the beginning of the actual commencement
of- the business enterprise.
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4. Depreciation on account of extraordinary wear and tear and

exceptional loss of value

The annual rate may be increased to take account of a real decrease
in value, the remaining useful life may be shortened or the extra-
ordinary decrease in value may be written off all at once or over
several years. Higher percentages are permissible in case of
intensive use during boom periods or in the case of the conversion
of an industry, etc.

The annual rate may also be decreased e.g. in periods of economic
crisis or in periods of stable development of inventions and
know-how.

5. Deferral and recovery

5.1 General

The taxpayer may not depreciate assets for tax purposes if such
depreciation has not been included in the annual accounts.

The Royal Decree of October 8, 1976, implementing the law of annual
account of July 17, 1975, requires certain companies (see reference
(1) page 2) to enter systematically and notwithstanding the results
of the current accounting year, the '"necessary'" depreciation in its
annual accounts. Special measures with respect to the extension of
the delay within which losses can be covered are contemplated.

For enterprises carried on by physical persons and companies, who
are not submitted to the said Royal Decree, there is no obligation
from the tax point of view to depreciate assets. A correction will
only take place 'if the depreciation is higher than is admissible
for tax purposes. Since the tax inspector cannot require assets

to be depreciated, the tax administration will assume that there is
no (or only a small) diminution of value if the taxpayer does not
(or does not sufficiently)_depreciate the assets.
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5.2 Recovery of depreciation which has not been fully utilised

Depreciation which corresponds to a diminution in value in preceding
years will, in principle, be disallowed. As a matter of practice,
the tax administration allows depreciation which has not been fully
utilised to be recovered in subsequent years : the amount so
recovered may not, however, exceed the normal annual (straight-1line)
instalment. Therefore, depreciation which has not been fully
utilised may be supplemented by depreciation disallowed in preceding
years.

‘Recovery may be deferred to the years following the expiry of the
agreed period of depreciation and will be at the same annual rate.
An exceptionyto the general rule concerns ships : depreciation,
permissible during the first three years may also be deferred to
later years of the period involved, the annual instalment being
limited, however, to 20 %.

These rules apply to the stréight—line method as well as to the
declining balance method. The declining balance depreciation instal-
ment must be computed on the basis of the book value even if the

assets in question were not depreciated in a previous year.

6. Commercial and fiscal depreciation

Fiscal depreciation can be seen as the apportionment of the costs of
an asset over its life-span (spreading of the decrease in value).
Commercial depreciation is often regarded as the creation, during
the 1ife of an asset, of sufficient funds to renew or replace the
asset when necessary (maintenance of the capital). Although the
administration recognizes that one of the purposes of depreciation
is to maintain capital, it accepts only the original cost or invest-
ment value as the capital to be maintained. Since the commercial
balance sheets (approved by the géneral meeting) are the starting
point for the computation of the taxable profits, it is obvious

that assets which are not commercially depreciated, cannot be
depreciated on the fiscal balance sheet. The taxpayer has a free
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hand as to how he shows the depreciation in his accbunts provided
he does not exceed the admitted percentage.

C. Taxation of capital gains and losses

1. Capital gains in general

1.1 Introduction

Generally, all capital gains are included in taxable income as
profits, and are, thus, taxed at ordinary rates.

1.2 Non-realised capital gains

Non-realised capital gains, not entered in the accounts (latent or
hidden capital gains) are not taxable.

Non-realised capital gains, entered in the accounts are also exempt.

However, corporate taxpayers must meet the condition (Art. 105 of
the Income Tax Code) that the capital gains are and remain debited

'in one or more separate accounts and that they are not used for the

creation or the increase of the legal reserve, nor for any kind of
reward or bonus. If these conditions are not fulfilled the capital
gains will be treated as taxable business profits to the extent that
they are used or distributed. This does not apply in the case of
liquidations or redemption of stock and distribution of capital

(see under 2.1, below). However, non-realised capital gains,
entered in the accounts from raw materials, manufactured products
and merchandise, and from certain immovable property deemed to be
”circulatiﬁg capital" of real property enterprises ('entreprises
immobiliéres') are taxable as business profits. '"Circulating.

capital" or "entreprises immobiliéres' means immovable property

acquired with a view to its sale, or not continually (10 years)
used for the business activities; such property must be in the
possession of a taxpayer whose activities consist of the purchase

“or building and selling or letting of immovables.
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Fixed capital of such enterprises includes immovables which are not

acquired with a view to their sale and which are continually in the
possession of the taxpayer.

1.3 Realised capital gains

Capital gains realised on immovable property, plant and machinery,
and securities, used for business purposes for less than 5 years,

follow the general rule, i.e. they are included in the taxable
profit. - '

If the above types of assets are used for more than 5 years the

"monetary'" capital gains will be conditionally exempt (for those

conditions, see 1.2, above). 'Monetary'" capital gains are defined
as gains not in excess of the purchase (investment) price,
multiplied by a coefficient, less depreciation or capital losses.

The above coefficient varies in accordance with the year in which
the asset was transferred to the company as follows

Year of purchase Coefficients
up to and including 1918 ‘ 16.33
1919 | 11.49
1920 6.15
1921 6.30
1922 6.43
1923 4.37
1924 5.89
1925 4.02
1926 : 2.72
from 1927 up to and including 1934 2.35
1935 ' 1.86
from 1936 up to and including 1943 1.70
from 1944 up to and including 1948 1.14
1949 1.10
1950 and after 1.-
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Capital gains exceeding "monetary" capital gains will be taxed at a
reduced rate (24 % for companies and 16,5 % for individuals).

The reduced rate applies only to gains realised by corporate tax-
payers on assets invested in Belgium. Gains realised outside
Belgium may be subject to the reduced tax rate on foreign source
business income (see Chapter A, above).

Capital gains on circulating capital of real property enterprises
(entreprises immobiliéres) (see 1.2, above) will be treated as
business profits.

With respect to unbuilt on land which has been in the possession of
the taxpayer for more than 5 years, the purchase price (for purposes
of computation of capital gains) may be increased annually by 5 §
from the sixth year'of possession up to a maximum of 50 %.

Capital gains realised on unbuilt on land by individual entre-
preneurs who are not engaged in immovable property business
activities, are completely and unconditionally exempt as business
income (earned income) but may be taxable under the provisions of
""Miscellaneous Income' (gains from speculation in real property).
In that case the gain will be subject to 33% tax if the goods have
been held for a period of five years or less (ten years or less if
the goods are situated in a house building zone according to a
regional plan) and at 16,5 % i1f they have been held for more than
five years and not more than eight years (more than ten years and
not more than 16 years if the goods are situated in a house building
zone according to a regional plan). With respect to capital gains
on shareholdings and other securities, the reduced rate is only
applicable to capital gains which exceed previous capital losses.
The amount corresponding to such previous capital losses will be
taxable as business profits.
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2. Special capital gains regimes

2.1 Mergers, etc.

Capital gains realised a) on the exchange of shares in connection
with the merger, division, transformation or dissolution of a
company upon the acquisition of all shares by a single shareholder,
or b) on the reEaXmént of capital or redemption of stock, will be
treated as follows

(1) With respect to foreign companies :

- shareholder owns shares for less than 5 years : the gain
will be taxed as ordinary income;

- more than 5 years : ''monetary capital" gains (see 1.2 and
1.3, above) will be conditionally exempt. The excess will
be subject to the reduced rate for capital,géins.

Exception

Taxation of capital gains on the exchange of shares in the

circumstances indicated under a) above with a company

established in anofher EEC country will be conditionally

(see 1.2, abovei exempt if the operation involved in the

other country takes place under an exemption system which

corresponds to the Belgian privileged tax treatment of
mergers (Art. 124 of the Income Tax Code).

(ii) With respect to Belgian companies :

- if the shareholder is a company, the gains are treated as
"definitively taxed income'", i.e., 90 % or 95 % of the
gain is exempt from tax. The reason for this treatment
is that a special corporation tax replaces the tax which
would normally be due by the shareholders on such
reorganisations. With respect to corporate shareholders,
however, this exemption applies only to the extent of 95 %
(in the case of industrial and commercial companies) or
90 % (in the case of finance companies);

- in the case of individual shareholders, the gains will be
unconditionally exempt.
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Exception

Gains realised on an exchange of 3hares in the circumstances
indicated at a), above are in accordance with the Belgian
privileged tax treatment of mergers under Art. 124 of the
Income Tax Code (see 1.2 and 1.3, above) conditionally
exempt. '

2.2. Transfer of a branch

Capital gains realised on the transfer to a company, established
in Belgium of one or more branches of the business in exchange for
stock is conditionally exempt (see 1.2 and 1.3,above). The same
applies to the transfer of all branches if both the Minister of

Finance and either the Minister of Economic Affairs, or the
Minister for the Middle Classes consider this transaction to be
productive, combatting unemployment, or rationalizing the economy.
It should be noted that capital gains realised on the contribution
of assets to a company follow the normal rules applicable to
realised capital gains (see 1.3, above).

2.3 Realised capital gains in the form of damages resulting

from expropriation or similar events

2.3.1 Gains_on_raw materials, merchandise, etc.

- e e e S e e " U - e e e e - e e e e - e me b e e e o e o e

Gains on raw materials, manufactured products and merchandise are

included in taxable profits.

2.3.2 Gains on other assets

Gains on all other assets are completely exempt to the extent that
they are reinvested within three years in business assets other

than raw materials products or merchandise. If they are not so

reinvested (or not completely) then the general rules as described
below (see Chapter C, under 1) apply. Exception : Reinvestment
is not required with respect to capital gains from unbuilt on land
~of taxpayers who are not engaged in immovable property business '
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activities, and on assets used in agriculture; the gains will be
exempt in the case of individuals and conditionally. (see 1.2,
above) exempt for corporations.

- - - o e e - —— -

2.3.3 Real property _enterprises

With respect to real property énterprises ("entreprises immobi-
liéres'"), gains on circulating capital (see 1.2, above) will
always be taxable as profits. The purchase price (for purposes of
computing the capital gain) of unbuilt on immovables which have
been in the possessicn of such enterprises for more than 5 years

NS

may be increased annually by 5 % from the sixth year of possession,
up to a maximum of 50 %.

2.4 Special provisions for development areas

The Law of December 30, 1970 on economic expansion exempts certain
realized capital gains, if they are reinvested in a development
area within a period begfnning 6 months before the taxable period
in which the capital gains were realised and ending 12 months
after the same taxable period.

3. - Cupital losses

3.1 Current assets

A reduction of value of raw materials, manufactured products,
merchandise, investment portfolios and debt-claims may be taken
into account as a capital loss and deducted from income. They
will not reduce the amount of capital gain subject to priyileged
treatment.

- Non-realised capital losses must be entered in the accounts of
the year in which they actually and finally arise.

- Capital losses on raw materials, manufactured products,

merchandise and investment portfolios must be proved by a
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regular inventory. The assets must be valued at cost price,
or at replacement cost, whichever is lower.

- A decrease in value.of debt-claims will be accepted if there is
decisive proof that it corresponds to an indisputable or almost
certain loss (Reserve for probable losses - see Chapter D, below).

3.2 Other assets

Occasional decreases in valﬁe and decreases which do not occur
regularly, are not treated as normal depreciation. Such losses
are deductible all at once or otherwise as indicated above (see
Chapter B, under 4, above) (depreciation on account of extra-
ordinary wear and tear and exceptional loss of value).

D. Reserves

1. General rule

Generally "true'" reserves (accumulated income) and so-called
reserves which constitute in fact amounts set aside to meet
accrued liabilities, estimated expenses or other contingencies
are not recognised in computing taxable profits, irrespective of
their designation. Any increases of such reserves during the
year are thus added back to taxable profits.

2. Allocation of business expenses to proper year

A reserve, the purpose of which is in fact to allocate business
charges and expenses to the year to which they relate, is allowed
for tax purposes. This is the case with reserves which correspond
to a decrease in value which has actually occurred or charges or
debts which are definite and determined. '
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3. Explicit provisions in the law

On the other hand, the Belgian tax law provides explicitly for the
creation of certain tax free reserves.

3.1 Reserves for probable losses

Allocations to such reserves are deductible in computing taxable
profits, subject to the following conditions

concerning the losses

- the losses must be deductible as business losses;

- the losses should relate to debt claims (not securities);
losses related to depreciable assets or losses on stock-in-trade
are excluded;

- the losses must be clearly described with respect to their
object (thus they are not acceptable if they concern general
risks); ‘

- the probability must appear from special circumstances arisihg
during the relevant taxable period and still existing at the
end of it.

concerning the reserves

- the reserves must be built up at the end of the relevant period.
Reserves built up during that period may be maintained if the
circumstances which make the losses probable, still exist;

- the reserves must be debited against one or more Separate

accounts.

limitations

- the total amount reserved from annual profits to-cover probable
losses may not exceed 5 % of the total annual profits;

- the total amount reserved may not exceed 7,5 % of the highest
profits made in any one of the five preceding years.

.
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If the losses occur they must be deducted first from the reserves

and only thereafter from other profits. 1If no such losses occur,

or not to the full extent of the reserves, the reserves (or any

unused amount thereof) must be included in taxable profits in the

year in which it is established that no such losses will be made.

3-2

Reserves for probable charges

Allocations to these reserves are deductible in computing taxable

profits if the following conditions are fulfilled :

(1)

(i1)

3.3

Probable charges must have the character of deductible business
charges or expenses and must be attributable to the year in
which the reserves are set up.  Such charges include those
resulting from that year's business activity or charges from
events occurring in that year. Charges not yet borne but
covered in advance by compensation for damages, expropriations,
etc. are also included. A pro rata share of the costs propor-
tionally related to the relevant taxable period in respect of
major repairs to buildings, plant, machinery or equipment (not
renewal) which are carried out at regular intervals {(maximum

10 years) will also be accepted.

With respect to the reserves themselves, the same conditions
as for reserves for probable losses apply tsee 3.1, above),
except that there is no limitation as to the percentage of the
profits. All reserves are exempt to the extent that they
correspond to a fair and reasonable estimate of the probable
charges. With respect to later use of reserves, the same
rules apply as described for the reserves for probable losses.

Reserves for social benefits

Allocations to reserves unconnected with any legal or contractual

obligation and set up with a view to the granting to personnel or

their dependents of benefits, on the occasion of events which are

not directly related to their professional activities are deductible

in computing taxable profits.
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Limitations

- together with the expenditure effectively incurred for the same
purpose, the annual allocation may not exceed 2,5 % of the total
gross payments paid to the personnel qualifying for the benefits.

- the total amount of reserves at the end of the taxable period
may. not exceed 5 % of the payments mentioned above.

3.4 Certain capital gains

The capital gains, which are conditionally exempt, i.e., which are

and remain on the debit side of one or more separate accounts and
which cannot be disposed of, can also be regarded as tax-free
reserves.

4. Hidden reserves

Hidden reserves are those reserves which do not appear as such on:
the balance-sheet. The general rule applies to such reserves.
Accordingly, such reservés will be included in taxable profits if
they are revealed.

The following are treated as taxable hidden reserves : disallowed
depreciation, underestimation of assets, debts which are not yet
definite and determined, etc., ~To a certain extent '"legal" hidden
reserves which are not taxable also exist. There is no obligation
to enter capital gains in the accounts and the declining balance
depreciation can exceed the actual decrease in value of assets.
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E. Other Investment Incentives

1. Introduction

A general investment allowance is not granted in Belgium, but
specific incentives and provisions which amount virtually to an
invastment allowance exist: these are described helnw,

2. Employees' Dwellings, Facilities and Financial Assistance

Up to 50 % of net profits is deductible if used within twelve months

after the end of the fiscal year for :

(1) the construction in Belgium of workmen's dwellings or in
providing émenities for employees (cafetarias, rest rooms,
recreation rooms for the use of company personnei, holiday
homes for employees' children, etc.)

(ii) loans to employees to assist them in building or buying houses
for their own use, provided such employees have obtained a
principal loan from a financial organization which benefits
from State guarantees under the Housing Code.

3. Exploitation of petroleum and natural gas

One half of the profits from the sale of products resulting from
layers of liquid or gaseous hydrocarbons in Belgium is exempt from
income tax, provided that it is reinvested in the Belgian business
of such companies or in shares in other Belgian companies within
the following five years.

4. Economic Expansion Laws (December 30, 1970 and August, 1978)

Apart from the incentives already mentioned above (accelerated
depreciation, reduced rate of capital gains tax) the capital grants
provided for under the law are not subject to income tax in the
year received. These grants are deducted, however, from the basis
of decpreciable assets as well as from the basis for computing
capital gains or losses relating to these assets.
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5. Anti-pollution incentives

At the taxpayer's request, a similar regime may be applied to the
subsides granted under the Anti-waterpollution legislation (Royal
Decree of April 9, 1975). The subsidies will be exempt from
individual or corporate income tax, on the condition that no
depreciation will be taken on the subsidies.

The subsidies amount to 45 % in 1975 and 1976, 30 % in 1977 and
1978 and 15 % in 1979 and 1980, of the investment cost incurred
for the installation of equipment to either diminish or eliminate
water pollution, or for the introduction of new production
processes which will have the same result.

6. Temporary Additional Investment Incentives

-

6.1 The laws of June 29, 1975 and March 30, 1976, provide a
temporary investment allowance for enterprises investing in Belgium
between July, 1975 and June 30, 1976. The investments to which
these laws apply are those made in depreciable, tangible assets,

other than workmen's dwellings and similar projects with a value
of‘more than 50.000 BFr. The investor-taxpayer may deduct from his
profits 15 % of the value of the "uaditional investments'", i.e.
those investments which exceed 10 percent of the total investments
of the same kind made during the years 1970-1974. Furthermore,

the value of additional investments in excess of 40 % of the value
of all .investments made between July 1, 1975 and June 30, 1976 may
not be taken into account. The deduction may be carried forward
for five years.

These rules are extended by the law of August 4, 1978 to tangible

or intangible assets invested during the calendar years 1979 and
1980 or during accounting periods ending in 1980 and 1981. However,
the value of complementary investments carried out during each one
of the considered periods, and of which 15 % 'may be deducted from
the profits, corresponds to the difference botween
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- on the one hand, the depreciable value of tangible or intangiblé
goods, as defined in Article 45, 4° of the Income Tax Code,
acquired or constituted during each one of these periods;

- on the other hand, the third of the depreciable value of goods
of the same kind, acquired or constituted between 1974 and 1976
or, for the taxpayers who do not keep their accounts per calendar
year, during the li:st three financial years ended before
December 31, 1977.

As far as these investments are used for scientific research, the
~corresponding value of complementary investments, obtained by
applying the proportional rule, is increased by 50 % for computing
the exempted amount. '

Certain taxpayers, among them, persons performing independent
personal services can not claim the application of the temporary
additional investment incentives.

6.2 - The Royal Decrees of March 16, December 27, 1977 and
September 25, 1978, provide that in certain cases capital gains
realized between March 1, 1977 and December 31, 1979, on real
property, equipment and on participations or securities in port-
folio, invested since more than five ycars, are exempted from tax.
This exemption depends on the condition that the enterprise does
the prescribed re-investment to the amount of the selling price of
the realized elements and such within a three-years delay after
the end of the period in course of which the capital gains have
been realized. This re-investment must be recognised to be done
in order to promote productivity, to fight unemployment or to
rationalize the economy.
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F. Valuation of Stock-in-Trade

1. Introductory remarks

The 1aQ of July 17, 1975, on business records and annual accounts
is implemented by the Royal Decrees of October 8, 1976 and
December 27, 1977. These Decrees prescribe, among others, the new
rTules relating to the valuation of assets and the contents of the
inventory.

2', Valuation of Stock-in-Trade

The Stock-in-Trade is in principle valuated at the acquisition
price. Besides, the evolution of prices can also be taken into
occount. On the one hand it is, for the determination of the
acquisition price, not necessary to use the First in, First out
(FIFO) inventory system; the Last in, First out (LIFO) me thod or
the method of the balanced medium price may also be used. On the
other hand, the Stock-in-Trade may be valuated to the‘replacement
price but in such a case the realised and in the accounts expressed

capital gains are in all cases immediately taxable.
The so called base stock is not a valid method of valuation.

It is. understood that the adapted rules with respect to valuation,
in principle, can not be changed from the one accounting year to
the other without important and dully justified reason.

Certain textile materiels and products benefit from a special
valuation treatment.

3. Relationship between the commercial and tax balance sheet

Under the new/Law on Annual Accounts, every enterprise must, at
least annually, carry out in good faith and with reasonable care
the valuation necessary for it to make up an exact inventory of all
its assets and liabilities. The values on the inventory are to be

determined without taking into account temporary fluctuations.

P
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Generally, there is no obligation to enter an increase in value in

the accounts. If increases in value of stock are entered in the

accounts, they will be included in the taxable profit.

"Decreases in value are only deductible during the taxable period in

which they became actual and final.

There is no provision concerning so-called tax balance sheets.

As already mentioned above (see chapter A, above) the taxpayer is

bound by the balance sheet approved by the geneml meeting of share-

holders and this is the starting point for the computation of the

taxable income, which is based on the difference in net worth of

the enterprise at the beginning and at the end of the taxable

period.

G. Set off of business losses

(i) A loss incurred in one taxable year is deductible from the
profits of the same year.

(ii) Losses may be set off against successive profits of the
following five years. Carry back is not permissible.

(ii1) Losses resulting from act of God or accidents incurred after
January 1, 1960, are deductible without any time limitation.

(iv) Companies, set up between January 1, 1967 and June 30, 1970

inclusive, or since the 1st January 1972, may carry over
losses incurred during the first five accounting years without

any time limitation.

x Losses are not deductible from profits made on abnormal benefits

obtained from a related enterprise.

T
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A. INTRODUCTION

‘In Denmark, a distinction is made between ordinary income and so-called
1

"special income".

income from employment, and income from property, such as rents, dividends,

interest and royalties.

&

Special income consists of certain capital gains, e.g., capital gains

regarding immovable property, shares, trade marks, copyrights, as well as
of certain kinds of income of a non-recurring nature, such as lump sum

payments received on the termination of contracts etc.

For individual taxpayers, the ordinary income is subject to national income
tax imposed at progressive rates,. and to usually two taxes imposed by local
authorities, at flat rates. An individual's épecial income, én the other
hand, is subject to the special income tak, imposed at a flat rate of 50%,

subjeét to certain exceptions.

However, for corporate taxpayers, both ordinary and special income are
subject to corporate income tax, imposed at a flat rate of 37%, although the
special income tax law is still relevant for the computation of the amount

of special income.

It should be emphasised that the distinction between ordinary income and

 special income is highly relevant also for taxpayers engaged in a trade

or business where the assets concerned are used for the purposes of the
trade. Unlike, for instance, in Germany and the Netherlands, where all
gains realised with respect to business assets constitute ordinary business
profits, subject to certain exceptions, the situation in Denmark is more
like the United Kingdom, where gains realised with respect to business
assets are, in principle, only included in business income when the taxpayer's
trade consists of, of includes, dealing .in the assets concermed. As a

matter of fact, different rules apply, again like in the United Kingdom, to
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many assets for which depreciation allowances have been claimed.

The main characteristics of the Danish tax system regarding the various

topics covered by this report are set out in the following chapters.

2s.
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B. DEPRECIATION OF BUSINESS ASSETS

1. INTRODUCTION

The deductibility of depreciation allowances is laid down, in general terms,
in sec. 6 of the National Tax Law of April 10, 1922 ("Lov nr. 149 af 10. April
1922 om indkomst- og formueskat til staten'), which states; "In computing

taxable income,‘the following deductions may be made:

a. business expenditure, i.e., expenses laid out during the year in order
to produce, secure or maintain the income including ordinary depreciation

allowances; etc.

Specific rules for the depréciation of the major types of business assets
are given in a special Law on Depreciation Allowances ("Lov nr. 199 af 6.
juli 1957 om skattemassige afskrivninger m.v."). This act is amended

from time to time, and the amended version is then normally re-~published

as a "Jovbekendtggrelse" (Law Publication).

With respect to some other assets, the methods and rates of depreciation are

based on other legal provisions or on case law.

In all cases, there ig no relationship between depreciation for tax purposes

and depreciation in the taxpayer's commercial accounts.

A special feature of the Danish system of depreciation allowances is that
depreciation is often based on the aggregate book value of assets of a
certain class, a system which is also used in Sweden, Finland and, recently,
also in the United Kingdom. Another aspect which the Darfish system has

in common with the United Kingdom system is that depreciation of buildings
is restricted to certain types of buildings only. In Denmark, the leading
principle is that no depreciation is allowed for tax purﬁoses with respé;t
to buildings which are deemed to retain their original value through proper

care and maintenance.
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Since the system of depreciation for tax purposes is completely different
for the various types of assets, the survey of actual legal provisions with
respect to normal depreciation and accelerated depreciation is given below

for each type of assets separately.

In reading the survey it should be noted that throughout the following
survey, the terms "purchase" and "sale" are used to denote several trans-
actions which are treated in the same manner. For instance, acquisition or
disposal by way of gift are deemed to constitute purchases or sales.at &
price equal to the value accepted for gift duty purposes.

Also, the transfer of machinery etc. used exclusively for business purposes
to exclusive private use, or to partly business, partly private use, and
vice versa, are treated as sales and purchases at the normal price which the

assets would fetch at ihe time of such transfer.

The receipt of insurance moneys for goods damaged or destroyed are normally
treated as proceeds of sale.

2. NORMAL DEPRECIATION

2.1. Machinery, equipment and similar assets (excluding ships)

2.1.1. Main system

Machinery, equipment and similar assets used exclusively for the purposes

of a business are depreciated on the basis of aggregate book value at the

beginning of the year, reduced by the proceeds of assets sold during the
year, and increased by the full cost of acquisition of assets acquired
during the first half of the year and half the cost of acquisition of
assets acquired during the second half of the year. (Law on Depreciation
Allowances, sec. 2). The remainder of the cost price of assets acquired
during the second half of the year is included in the depreciable basis
for the next year. |
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For the purpose of this provision, insurance moneys received for assets

damaged or destroyed are treated as proceeds of assets sold, and improve-

ments are treated as acquisitions.

The rate of depreciation for any year is at the taxpayer's option, subject

only to a maximum rate of 30%7. The rate applied, however, must be a full

number of percentage points, so that a depreciation of, e.g., 12.5% will not

be allowed. The taxpayer is completely free to vary the rate of depreciation

from year to year, between zero and 307 (There is some kind of limitation

which applies to individual taxpayers only, as of the year 1975.

If an

individual's taxable income is reduced by depreciation allowances, allocationsg

to the investment reserve or reductions in the value of his stock-in-trade

to an amount which is less than his estimated private expenses for the year,

then his taxable income may be increased to the amount of private expenses.)

Exﬁmgle:

depreciated book value at the beginning of the year

proceeds of assets sold during the year (deduct)

cost of machinery and equipment purchased in first
half (add)

machinery and equipment purchased in second half
for DKr. 500,000; add one-half
depreciable bagis for the year
depreciation at, say, 207
remaining book value

add: remaining one-half of assets purchased during
second half of the year

depreciated book value at the beginning of next year

DKr. 1,000,000
DKr. __ 100,000
DKr. 900,000
DKr. 200,000
DKr. 250,000
DKr. 1,350,000
DKr. 270,000
DKr. 1,080,000
DKr. 250,000

1,330,000

DKr.
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2.1.2. Special provisions

Although the above system of depreciation on the basis of agyreyate book

value supplies ample room for sufficient depreciation allowances, there {s
an additional provision according to which a further depreciation deduction

may be claimed {f the taxpayer upon dispnsal of any asset shows proof that

for that particular anset the proceeds of sale are less than cost of ac-

’ : ~ the basis of aggregate book value (sec. 4 of the Lav on Depreciation

[
r ;' quisition minus depreciation allowances taken under the normal rules on
! Allowances).

Another special rule applies to items of machinery and equipment whose

b estimated uscful life does not exceed three years, or whose cost of

acquisition does not exceed DKr. 1,800. In both these cases, the _taxpayer »

may either include the cost of these assets in the aggregate basis, or

1 é deduct tha full coet price in the year of acquieition, thus [(n fact taking

. depreciation at 1007 of cost. (sec. 3 of the Law on Depreciation Allowances)
From this rule it applies as an exception that in the first year of a new busi-
ne3s and in the following year the Lliable person only may deduct for deprecia-
tion purposes of this kind an aggregate asquisition amount up til 50,000 O.kr.

i 2.1.3. Gains realized at disposal of assets

One of the consequences of depreciation on the basis of aggregate book
value, as described above, is that the sale of an asset does not give rise
to any taxable gain, but merely reduces the depreciable basis. Only if
the aggregate book value becomes negative, i.e., if proceeds of sales in
any year exceced the aggrcgnie book value at the heginning of the year plus
acquisitions during the year, the noéntivc amount is included in taxable
{ncome, unless new investmcnts are made before the end of the next year.
This latter period of time may be extended by the Minister of Finance under
specigl circumstances, at the taxpayer's request. (sec. 5 of the Law on
- Depreciation Allowances) See chapteer for more details on this subject, as

well as for apecial rules on the liquidation of the business.

2,1.4. Machinery and equipment used partially for private purposes

In case of machinery and equipment used partially for business and partially
for private purposes, depreciation allowances are not based on aggregate
. book value, but each fitem is depreciated separately, at a maximum of 30X of

S e e ———— ——
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cost price in the first year (15% if acquisition takes place in the second
half of the year), and at a maximum of 307 of remaining book value in sub-
sequent yéars. No depreciation is allowed for the year in which the asset

is disposed of. Depreciation is limited to that part of the cost price which
corresponds to the business use of the asset, Also, no depreciqcion is
allowed at all with respect to that part of cost which exceeds DKr. 35,000
for each asset. The excess of the cost price of any item over DKr. 65,000
has to be included as a separate asset in the balance sheet of the businesg.

(sec. 8 of the Law on Depreciation Allowances)

2.1.5. Motor cars

Virtually the same rules as apply to assets used partially for private
purposes (see 2.1.4., above) apply to certain categories of motor vehicles
used solely for business purposes. This currently concerns ordinary |
(passenger) motor cars, cars used for ren&-a~car‘businesses or by driving
schools, as well as certain delivery vans and trucks not registered as
ordinary transport vehicles (with yellow licence plates). With respect to
these categories of motor vehicles, depreciation is éranted for each vehicle
separately at the same maximum rates as stated in 2.1.4., above, if their
cost price exceeds DKr. (£,000. The excess over DKr. 65:,000 is not depreciable.
(sec. 6A of the Law on Depreciation Allowances) However, the normal rules,
as outlined in 2.1.1., above, apply to these types of motor vehicles if they
are costing less than DKr. £5,000 and are used exclusively for business

purposes.

2.2.1. Ships: Main provisions SR

Ships used exclusively for business purposes, including machinery and
equipment used on board such ships, are depreciated on the basis of their
aggregate book value at the beginning of the year, increased by the cost

of ships acquired and reduced by the proceeds of ships sold during the year.,

-The system and rates of depreciation are thus the same as for other items

of machinery and equipment, as described im 2.1.1., above, except that the
aggregﬁte basis for ships is separated from the aggregate basis for other
items of machinery and equipment, and that there is no limitation in the

amount of depreciation in the year of acquisition with respect to ships



31.

DENMARK

purchased in the second half of the year. (sec. 12 of the Law on Depreciation

Allowances)

2.2.2.  Ships used partially for private purposes

There are no express provisions in the law with respect to ships used
partially for business and partially for private purposes. It is understood
that for these ships a partial depreciation will be allowed to reflect the
business use of the ships. No depreciation is allowed for pleasure boats,

yachts and other ships used for private purposes only.

2.3. Buildings and installations in buildings

As indicated in the introduction (see 1, above) depreciation with respect
to buildings is, in principle, only granted with respect to buildings

which do not retain their original value under proper care and maintenance.

Due to this general principle, depreciation is allowed for the following
types of buildings used for business purposes (sec. 18 of the Law on

Depreciation Allowances):

a) buildings used for agriculture, fur farming, poultry breeding, fish
farming, fishing, forestry, market gardening, industry, retail trade,

- handicraft, as sports halls, petrol stations, car washes, road hoalage

centres, storage buildings used in connection with the said activities,

and storage buildings used in the wholesale trade;

b) movie and other theatres, amusement buildings, community centres,
assembly rooms, hotels, restaurants, schools, certified old age and nursing
homes, garages, laboratories, as well as storage buildings used in connection

with the above activities;

c) buildings or rooms situated in, or attached to buildings as enumerated
under a) and b), above, which are used for the purpose of the business for
which these other buildings are used. Also depreciable are roads, parking

lots, fences etc. located in the vicinity of qualifying buildings;

d) other buildings which due to their construction or other special cir-
cumstances may be deemed to be subject to such deterioration that their

value will not be retained through normal maintenance. In practice, the
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reference to the construction of buildings under heading d) will enable

the taxpayer to depreciate buildings made of timber which would not qualify
otherwise,‘and the reference to "special circumstances" is frequently the
basis for allowing depreciation on buildings located abroad under unfavourable

climatic conditions.

Examples of buildings which do not normally qualify for depreciation allowances
are offices and dwelling houses. However, offices attached to or forming part:
of otherwise qualifying buildings are depreciable under heading c), above.
Also, dwelling houses situated in another country and used for business pur=
poses may be depreciated if they are subject to extraordinary wear and tear,

due, for instance, to existing climatic conditions.

If a building is only partially used for business purposes, depreciation
is also allowable only for that part, whereby the total cost .is divided
on the basis of floor space occupied for qualifying and non-qualifying
purposes. However, no depreciation is allowed at all if less than 30% of
total floor space is used for qualifying (business) purposes, unless the
floor sﬁace occupied for business purposes amounts to ét least 300 square

meters.

Depreciation allowances are granted separately for so-called "special"
installationsrin buildings, such as central heating, air conditioning and
lifts, Not only installations in buildings which themselves qualify for
depregiation allowances are depreciable, but also installations in buildings
which are not eligible for depreciation, with the exception of "special"
insta)lations in one or two family dwelling houses. It is a further pre-
requigite that the installations are located in buildings used for business
purposes. In case of dual use (for business and private purposes), the

ingtallation should primarily serve business purposes.

The rates of depreciation allowed are different for the various categories
of buildings and installations as follows (secs. 22 and 23 of the Law on

Depreciation Allowances):

~-for buildings listed under heading a), above, the maximum rate of depre-

ciation is 6% of cost for the year of acquisition and each of the next nine
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years, and 2% annually in subsequent years; thus, the entire cost of ac~-
quisition can be written off in 30 years; these rates may be increased

if the buildings are subject to such deterioration that their estimated life
{n less than 50 years from the year of construction which as a matter of
fact doea not neceamarily coincide with the year of acquisition by the
taxpayer; the same rates of depreciation apply to buildings listed under

heading b), above, which are attached to buildings listed under heading a);

--for buildings listed under heading b), except those attached to buildings
under heading a) (see above), for buildings listed under heading d), and
qualifying dwelling houses situated in another country, the maximum rate

of depreciation ias 4% of cost for the year of acquisition and each of the
next nine years, and 12 annually in subsequent years; thus, for these
buildings the entire cost can be written off in 70 years; the rates may be

increaned {f thelr estimated 1ife since the time of construction is less
than 100 years.

--for buildings, fences, ete, listed under heading c), depreciation is

allowed at the same rates as apply to the buildings to which they are
attached;

-~for "special” installations located in depreciable buildings, the max-
imum rate of depreciation is 8% of cost in the year of acquisition and in
each of the next 9 years, and 4% annually in subsequent years;

- ==finally, for "special” installation in non-depreciable buildings there is

a fixed rate of depreciation of 4% of cost per annum; as in ths case of

buildings, the annual rate of depreciation may be increased in case of an
estimated useful life of less than 25 years.

L]

In all cases, except the last (regarding installations in non-depreciable
buildings) the taxpayer may take depreciation in any year at a lower rate
and so extend the total period of depreciation as he thinks fit.

As to buildings, including annexes and improvements, where the construction
has started within the period 1 September 1977 to 31 December 1980 the rates
are increased from 6 to 10 per cent in the year of acquisition and following
years (compare Law n® 467 of 14th September 1977 (om midlertidig forhédjelse
af de skattemacssige afskrivninger p8 nyopférte erhvervsbygninger)).

2.4, Other assets

For a number of intangible assets the rules for depreciation are laid down
in sec. 15 of the “pecial Income Tax Law (Lov om saerlig indkomstskat m.v.),
Assets covered by this provision include the following:

~~goodwill obtained may be depreciated st a rate of 15X of cost annually;
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--patent rights, copyrights and trademarks and rights derived from profit-
sharing or leasing contracts, may be written off in equal annual install-
ments over the years of their existence, and, if the rights are not limited

in time, in a period of 10 years, i.e., at 107 per annum.

3. ACCELERATED DEPRECIATION
3.1. Permanent measures for machinery, equipment, buildings and in-
stallations

£y
Accelerated depreciation is allowed for certain investments in machinery,
equipment and similar assets used exclusively for the purposes of a business
and for buildings and installations for which normal depreciation is allowed

(secs. 29E et seq. of the Law on Depreciation Allowances).

This accelerated depreciation is subject to the following conditions:

a) the taxpayer must have concluded a binding contract for the delivery

of qualifying assets or he must have decided to manufacture them within

his own business;

b) the qualifying assets must be delivered or be ready for use not earlier
than in the year following the year the contract is concluded or the decision
to manufacture the assets is taken, nor later than in the fourth year
following that date;

c) the total contracted price or estimated cost must exceed DKr. 700,000.

The accelerated depreciation amounts to a maximum 30%Z of that part of
qualifying expenditure which exceeds DKr. 700,000, subject to a maximum
of 157 per annum. Qualifying expenditure includes the contracted price
and subsequent price increase8 are not taken into account. In the case of
buildings, the cost of the land on which the building will be erected is
excluded.

The accelerated depreciation taken is deducted from the cost of acquisition
of the relevant assets for purposes of normal depreciation. If the ac~
celerated depreciation allowance relates to more than one asset, the
aggregate accelerated depreciation allowance is expressed as a percentage
of total cost of the assets in question, and for purposes of normal de-

preciation, the cost of each separate asset is reduced by the same per-
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The accelerated depreciation may be spread by the taxpayer over the year
the contract is concluded or the decision to invest (in case of own
manufacture) is made and the three following years, except that it must
in any case be taken prior to the year the assets are delivered or put

into use, subject to the limitation of 157 per annum.

3.2, Permanent measures for ships

With respect to ships an accelerated depreciation is granted if the con-
tracted price amounts to at least DKr. 200,000. The accelerated depreciation
applies only to contracts for the construction of new ships and amounts to

307 of the contracted price.

The accelerated depreciation allowance may be spread over the year the

-contract is made and subsequent years, but it must be taken prior to the

year of delivery, and the annual allowance is subject to a maXimum of 15Z.
The accelerated depreciation allowance taken is deducted from the cost of

acquisition for purposes of normal depreciation.

3.3. Temporary accelerated depreciation allowance

As part of the taxation measures to stimulate the national economy, a
temporary accelerated depreciation allowance was granted by law of June
26, 1975 (Lov nr. 292 af 26. juni om en ekstraordinaer afskrivtiing og

om forhdjede ordinaere afskrivninger for 1975 og 1976).

Under this law, an accelerated (additional) depreciation allowance of not
more than 15% of cost is granted with respect to machinery and equipment
used exclusively for business purposes, purchased during 1975 and 1976.
However, this additional depreciation does not apply to certain categories
of motor vehicles (see. 2.1.5., above), nor to assets for which the

permanent accelerated depreciation allowance (see. 3.1., above) is granted.

The additional depreciation may be spread by the taxpayer over the years
1975 through 1978, for purchases in 1975 and over the years 1976 through
1978 for purchases in 1976. Both the normal depreciation and the temporary
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“additional depreciation are deducted in computing the aggregate book value

which is the depreciable basis for the next year.

C. TAXATION OF CAPITAL GAINS AND LOSSES

1. INTRODUCTION

Generally speaking, unrealised capital gains, i.e. gains originating from
revaluation of assets on the balance sheet, are not taxable in Denmark.

As a matter of fact, different rules apply if the owner is a dealer in the
agssets concerned, in which case tax liability will normally be governed by
the provisions regarding the valuation of stock-in-trade (see Chapter‘F,
below).

With respect to gains and losses occurring at the disposal of assets, not
being stock-infrade, the taxation consequences will depend on the nature

of the assets concerned, the period of time between acquisition or disposal,
and whether or not the assets are sold in the normal course of the taxpayer's

business.

With respect to the latter point, a distinction must be made between the

tax system of, e.g., the German Federal Republic and the Netherlands on

the one hand, and of, e.g., Denmark and the United Kingdom on the other. In
Germany and the Netherlands, the basic distinction with respect to capital
gains is between business property and private property, gains realized on
business property normally being taxed in the same way as ordinary business
profit, subject to certain exceptions, but irrespective of whether the seller
is or is deemed to be a dealer in the assets concerned. In Denmark, on the

other hand, like in the United Kingdom, the basic distinction is vwhether or

not the seller is (or is deemed to be) a dealer in the assets concerned. In

other words, a taxpayer engaged in business disposing of a factory building
and a private person selling a house are basically treated in the same
manner, and different taxation consequences emerge only if the seller is a
dealer in immovable property or if the transaction is deemed to be of a

speculative nature.
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The distinction in actual tax liability with respect to the various types
of business assets is closely related to the system of depreciation ap-

plicable to the assets concerned, as explained below.

A further interesting point in the Danish system of capital gains is the
computation of taxable gains with respect to immovable property. On the
one hand, the actual gain in money terms is reduced in order to take ac-
count of inflation, but, on the other hand, the resulting "real"” gain is,

in effect, taxed at a higher rate than other taxable capital gains.

The main provisions regarding the taxation of capital gains are laid down

in the special income tax law (Lov om saerlig indkomstskat m.v.), under

which capital gains and certain other types of so-called '"special income"
(mainly certain lump sum receipts) are subject to the special income tax
imposed at a flat rate. However, the "special income" of corporate taxpayers,
although computed in accordance with the rules laid down in the special income
tax law, is subject to the ordinary corporate income tax at the usual rate

of, currently, 377%.

2. MACHINERY AND EQUIPMENT (INCLUDING SHIPS) USED FOR BUSINESS PURPOSES

2.1.1. Main provisions

As indicated earlier (see Chapter B, 2.1.3., above), gains realised at the
sale of items of machinery and equipment used exclusively for business
purposes do not as such give rise to a taxable capital gain: the proceeds
are deducted in computing the aggregate depreciable basis and thus only
reduce the scope for depreciation allowances in the year of disposal and
subsequent years. In practice, this implies that taxable profits are in-
creased over a number of years by an amount equal to the actual gain.

The same applies if assets are donated without adequate consideration, if
they are taken out of the business by the taxpayer and appropriated. to
private use, in which cases the assets are deemed to have been sold for
their true value. Also, in case of expropriation or damage, the amounts

received as compensation are treated as proceeds of sale.

The proceeds of sale etc. of assets having a useful life of three years
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or less or a cost price not exceeding DKr. 1,800 (the cost of which has
been deducted in the year of purchase, see Chapter B, 2.1.2., above) are

added back to ordinary profits in the year of disposal.

In one instanqe, the deduction of the proceeds of sale etc. from the
aggregate book value may givé rise to the recognition of taxable income,
i.e., when the aggregate book value~5ecomes negative. In that case, the
negative balance is included in taxable income, either for the year of
sale or for the next year, at the taxpayer's option, unless the negative
balance is offset by acquisitions of assets during the year of sale or in

the next following year (sec. 5 of the Law on Depreciation Allowances).

2,1.2. Special rules for motor cars

For some types of motor cars the total depreciation allowable is restricted
to DKr. 65,000 (see Chapter B, 2.1.5., above), even if the motor car is

used exclusively for business purposes,

If such a motor car is sold at a gain, i.e., if proceeds of sale exceed
depreciated book value (including the non-depreciable part of the purchase
price), the gain is included in taxable profits. If, on the other hand, a
loss is incurred at the sale, i.e., if proceeds of sale are less than de-~
preciated book value, such loss is only deductible to the extent that it
exceeds the non-depreciable part of the purchase price (sec. 6A of the Law

on Depreciation Allowances).

Exaggle:'

A motor car with a purchase price of DKr. 65,000 is sold during the year
following the year of purchase for DKr. 35,000. Depreciation taken in the)
year of purchase amounts to DKr{ 19,500 (302 of DKr. 65,000; the maximum
depreciation allowed). No depreciation allowance may be taken for the next
year, the year of sale. Depreciated book value thus amounts to DKr. 45,500,
con;isting of depreciable part of purchase price (DKr. 65000), less de-
preciation taken (DKr. 19,500), plus non-depreciable part of purchase price (in
this case DKr.0).The actual loss incurred amounts to DKr. 10,500 (being the
difference between sales price of DKr. 35,000 and book value of DKr. & 5500). “
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higher

As this loss of DKr. 10 500 is than the non-depreciable part of

the purchase price (DKr. 0 ~ ), the loss is deductible.

If the motor car has been used partly for business and partly for private
purposes, any gain or loss computed as above (i.e., losses only to the
extent that they exceed the non-depreciable part of the purchase price),
is only partially taxable or deductible, respectively, viz. only to the
extent of the use for business purposes. In computing the gain or loss, -
also depreciation concerning private use although not allowed for tax
purposes, must be taken into account (see below for further details).

2.1.3. Special rules for assets used partially for private purposes

With respect to assets used partially for business and partially for
private purposes, the first DKr. 65,000 of cost is partially depreciable
for tax purposes, viz. to the extent that the asset is used for business
purposes, and the excess over DKr. 65,000 is not depreciable at all (see
Chapter B, 2.1.4., above).

If auch an asset is sold, any gain or loss is computed as the difference
between proceeds of sale and depreci;ted book value, depreciated book
value in this rontext meaning purchase price minus total depreciation
(including depreciation related to private use), at the rate used for
tax purposes with respect to the business use of the asset. If this
computation results in a gain, that part of the gain is included in
taxable income which bears the sdme ratio to the total gain as depre-
clation for tax purposes bears to total depreciation.

The same applies, mutatis mutandis, if a loss occurs at the sale, except

that such loss is only allowable insofar as it is related to business use
and to the extent that it exceeds the non-depreciable part of the purchase
price (i.e., the excess over DKr. 65,000) (sec. 9 of the Law on Depreciation

Allowances).

!xamglex

Au asset used for one-half for business purposes, and for the other half
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for private purposes is purchased for Dkr. 70,000. It is sold for DKr.

~10,000, and total depreciation taken amounted to DKr. 20,000, one-half

of which was allowable for tax purposes.

The total loss is computed as the difference between proceeds of sale

(DKr. 10,000) and purchase price minus total depreciation (DKr. 70,000
minus DKr. 20,000 or DKr. 50,000), and thus amounts to DKr. 40,000. Of
this loss, an amount of DKr. 30,000 (the excess of the purchase price ]

at DKr. 70,0d0 over the amount of DKr., 40,000) is disregarded completely.
The rémaining part of the loss (DKr. 10,000) is deductible to the extent
that it relates to business use, i.e. for one~half, so that only DKr. 5,000

is deductible for tax purposes.

2.2 Speculative sales and sales by dealers

As explained above (see 2.1.1.), sales of'machinery, equipment and ships

do not normally give rise to a taxable gain.

However, if the seller's business includes the sale of such assets, or if
the assets are acquired for purposes of speculation, any gain (or loss) is
included in the taxpayer's taxable income, the gain (or loss) being computed

as the difference between sales price and depreciated book value.

A transaction is normally deemed to be speculative, if the sale takes

place within two years from the date of acquisition, unless the taxpayer
shows proof to the contrary. If the period of ownership exceeds two years,
the burden of proof shifts to the tax authorities: in that case, the

revenue authorities have to show proof that the transaction was a speculative

one.

2.3. Sales at the liquidation or transfer of the business

If the sale of machinery and equipment used exclusively for business pur-
poses, and ships occurs on the occasion of the transfer or liquidation of
the taxpayer's business, the gain or loss realized (i.e., the difference
between amount received and aggregate depreciated book value) is classified

as "special income? (sec. 2 of the Special Income Tax Law) which implies
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that individual taxpayers will be subject to the special income tax at a
flat rate of 507, instead of the ordinary national income tax (imposed

at progressive rates) and the local income tax (imposed at a flat rate).
However, for corporate taxpayers, both ordinary income and special income
are subject to the corporate income tax, at a uniform rate of currently
37%.

However, also in this case, any gain or loss is included in ordinary income
if the sale took place in the course of a business or by way of speculation

(see 2.2., above).
Algso, any gain (or loss) realized on the sale of ships or participations
in ships is included in ordinary income if the ships are acquired less than

5 years prior to their sale (sec. 3 of the Special Income Tax Law).

3. IMMOVABLE PROPERTY

3.1. Main provisions

Generally speaking, gains on the sale of immovable property are classified

as special income, but losses are disregarded.

With respect to immovable property used for business purposes, a special
feature is that part of the total gain, viz. that part which is equal to
the depreciation allowances taken in the past, is included in special
income for its nominal amount,.whereas the remainder of the gaih, i.e. the
total gain on land and the excess of the sales price of the buildings

over their original purchase price is adjusted to account for inflation,
the adjusted gain then being multiplied, so that in effect, the adjusted
gain is subject to special income tax (or corporate income tax)‘at a higher

rate than other types of special income.
The latter (adjusted) part of the gain is defined as the difference between.
sales price and adjusted cost of acquisition (sec. 7A of the Special Income

Tax Law).

For this purpose, the cost of acquisition is adjusted as follows:
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If the entire property is acquired on or after January 1, 1966, the cost of
acquisition and of subsequent improvements (improvements costing DKr. 1,000

or less in any year are disregarded) are first increased by a fixed addition

of 30Z, and secondly by an annual addition for each year of ownership (excluding
the year of sale). This annual addition amounts to 8% for each of the first
three years, 97 for each of the next three years, and 107 annually for sub-

sequent years.

If the property is acquired prior to January 1, 1966, the adjusted cost of
acquisition may be computed in the same way, except that the annual addition

of 8, 9 or 10% is not given with respect to years prior to 1966.

Alternatively, if the entire property is acquired prior to January 1, 1966,
the taxpayer may take the value as at the 13th general property valuation
as a basis, increased by the value of improvements not taken into account
at’ aPer the 13th general valuation, and carried out before January 1,
1966. This alternative valuation is then also increased by the fixed
addition of 30%, and by an addition of 87 for the years 1966 through 1968,
97 for the years 1969 through 1971, and 107 thereafter.

The adjusted gains (equal to sales price less adjusted cost of acquisition
and improvements) realized in any year are then reduced by DKr. 40,000, in-
creased by a further deduction of DKr. 60,000 if. the alternativé calculation
for property acquired prior to January 1, 1966 is used. This deduction of

' DKr. 0,000 or DKr. 100,000, however, is granted only once in every four
years, The regulting net gain is finally increased by 50% for individual
taxpayers aﬁd by 1007 for corporate taxpayers, which implies an effective
rate of 757 for individuals (1507 of the gain taxed at 50%), and'of 742

for corporate taxpayers (2007 of the gain taxed at 377).

Example:

A factory building is purchased in 1968 for DKr. 500,000, and sold in 1976
for DKr. 2,000,000. According to the latest general valuation, DKr. 100,000
of the total purchase price was attributable to the land and Dkr. 400,000 to
the building itself. Of the total sales price, DKr. 500,000 is attributed
to the land and DKr. 1,500,000 to the building. Total depreciation taken
with respect to the building amounted to DKr. 160,000. The total actual
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gain in respect of the building amounts to DKr. 1,100,000 (being the
difference between DKr. 1,500,000 and DKr. 400,000), but only an amount -

of DKr. 160,000 (equal to depreciation allowances taken) is included -in’

special income for its nominal amount.

For the remaining gain (the excess of sales price of land and buxldxng
over their cost of acquxaxtxon), the adjusted taxable gain is computcd
as follows:

purchase price DKr, 500,000
add: fixed addition of 30X , DKr., 150,000
: Annual addition:
3 times 87 for 1968 through 1970
3 times 97 for 1971 through 1973
2 times 10% for 1974 and 1975

in all 71% : DKr. 355,000
adjusted purchase price A DKr. 1,005,000
sales price ' DKr. 2,000,000
adjusted gain DKr. 995,000
less special deduction (granted only once \
for every four years) DKr. 40,000

adjusted taxable gain DKr. 955,000

The amount of DKr. 955,000 is then increased by 50% for indivudual taxpayers, -
and the resulting amount taxed at 50%, and increased by 100X for corporate

taxpayers, the resulting amount being taxed at 37%.

Thus, the total amount liable to tax in this case consists of DKr. 160,000
(equal to prior depreciation allowances), which is taxed at 507 for indivi-
duals and at 377 for corporate taxpayers, plus DKr. 955,000, which ﬁhrough
the multiplication factor is taxed at 75% for individuals and at 74% fér
corporate taxpayers.
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3.2. Speculative sales and sales by dealers

As in the case of machinery and equipment (see 2.2., above) the total net
gain (or loss), without adjustments is included in the taxpayer's ordinary

income and taxed at ordinary rates. ‘ .

3.3. Sales at liquidation of the business

There are no special provisions regarding the sale of immovable property at

the time of liquidation or transfer of the business.

3.4. Replacement of immovable property

There is no exemption or relief on the sale of immovable property used for
business purposes and its replacement by other immovable property used for

the same purposes.
Only the payment of the tax due may be postponed in this case, upon the

taxpayer's request to the Ministry of Finance, subject to several conditionms

(sec. 7B of the Special Income Tax Law).

4, OTHER BUSINESS ASSETS

4.1. General

Other fixed business assets, the sale of which will give rise to taxable
gains or losses include: goodwill, patents, copyrights, trademarks and other
rights limited in time, and shares. The gains and losses with respect to
these assets are all included in special income and taxed accordingly. As

in the case of other assets, however, the gains and losses will be included

in ordinary income in case of speculation or dealing in the assets concerned.

4.2, Goodwill, patents, copyrights, trademarks, etc.

The taxable gain (or loss) is computed as the difference between sales price
on the one hand, and purchase price as reduced by depreciation allowances taken,
on the other. The resulting gain (or loss) is included in special income for

its nominal amount, and taxed accordingly (i.e. at 507 for individual taxpayers,
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and at 37 I for corporate taxpayers).

As indicated earlier, the gains or losses are included in ordinary income
if the assets concerned are acquired for the purpose of speculation, or in
the framework of a trade carried on by the taxpayer. The latter case only
applies, if the taxpayer's trade consists of, or includes, dealing in the

agsets concerned.

4.3. Shares.

Gains and losses on the sale of shares and similar securities, of subscrip-
tion rights to such shares and similar securities are also included in
special income. In general, the gain (or loss) is computed as the difference
between sales price and cost of acquisition. There are special provisions
concerning the computation of gains (or losses) if only a part of a share-
holding is disposed of. In that case, the aggregate purchase price is attri-

buted for a proportionate part to the shares sold.

If the shares @tc. are acquired in the framework of a trade carried on by
the taxpayer, or within‘two years before the date of sale, the gain or losses
are included in ordinary income. Thus, in this case, a fixed time limit of
two years is applied in order to determine whether or not the transaction

should be deemed to be speculative.

5. MERGERS

5.1. Introduction

The taxation aspects of mergers are currently governed by a law of May 2,
1967, as amended from time to time (Lov nr. 143 af 2. maj 1967 om beskatning
ved sammenslutning af aktieselskaber m.v.). Under sec. 1 of this law a
merger is deemed to take place, where a company transfers its entire property

to another company or when it is absorbed by another company.

The law not only deals with the taxation consequences for the companies

involved, but also with the eventual tax liability of shareholders.

5.2. System of the law on mergers; implications for companies

The provisions of the law on mergers will apply upon request to the Ministry
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of Finance, which may impose certain conditions, apart from two conditions
laid down in the law itself, viz., that at least 907 of the value of the
shares in the absorbed company will be paid for in shares in the absorbing
company and that the absorbed company will be struck off the cbmpanies

register within eight'months after the merger is reported to the registrar.

The law does not apply to so-called stock mergers, whereby a company ac-
quires all outstanding shares of another company. However, in such cases
the companies concerned may apply for joint taxation, subject to certain
conditions, so that also in that case a merger type situation will be

effectéd for tax purposes as far as the companies are concerned. In this

case, there are no exemptions for the shareholders of the company taken over.

If all conditions required by the Ministry of Finance and by the law on

mergers are satisfied, the effects are as follows:

~-all income and outgoings of the absorbed company prior to the merger will
be included in the computation of the absorbing company's taxable income,
to the extent that they were not taken into account in previous tax assess-

ments of the absorbed company.

-~all assets of the absorbed company are deemed to be acquired by the
absorbing company at the time and for the price they were acquired by the
absorbed company. Thus, no taxable gains will arise. Also, depreciation
and reductions in stock-in-trade values are deemed to have been taken by
the absorbing company. Also, allocations to the investment reserve made
by the absorbed company are deemed to be made by the absorbing company in

the same years.

--losses incurred prior to the merger by either the absorbed or the absorbing
company may not be set off against profits realized by the absorbing company

after the merger.

--the transfer of assets from the absorbed to the absorbing company does
not affect the question whether such assets have or have not been acquired

in the framework of a trade or for speculative purposes.

5.3. Implicationé for shareholders

The implications for the shareholders in an absorbed company in case of a
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qualifying merger are that no gain or loss is realised to the extent that
they receive shares in the absorbing company in exchange for their shares
in the absorbed company. 1If the new shares are subsequently sold, they
are deemed to be acquired at the time and for the price the shares in the
absorbed company were acquired. This will affect the computation of the
gain or loss realised at the sale of the shares in the absorbing company,
and also whether such gain (or loss) is taxed as ordinary income or as

special income (see 4.3., above).

To the extent that a shareholder in the absorbed company receives assets
other than shares in the absorbing company, e.g., a payment in cash, he is
deemed to have sold shares in the absorbed company to the extent that their
value at the time of the merger is equal to such payment. If the shares

in the absorbed company were acquired at different moments (and at different
prices), it is presumed that the shares first acquired are sold in this way.
It is to be noted, however, that at least 90X of the total consideration
given by the absorbing company to all shareholders together, should consist

of shares in the absorbing company.

‘'D. RESERVES

1. INTRODUCTION

The allocation to reserves, being either "true' reserves or reserves for
future expenses, is recognised in Denmark for tax purposes in a few cases

only.

With respect to reserves for future or expected losses or expenses, the
general rule is that such reserves cannot be created for tax purpéses,
because of the underlying principle that losses and current expenses are
not deductible for tax purposes until they are actually incurred.

The basic legal provisions regarding this principle are to be found in

sec. 6 of the National Tax Law of 1922; where business expenses are defined

as expenses incurred in the course of the year etc. and where it is explicit-

ly stated that the income is taxable no matter how the income is used by the
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taxpayer, whether for private purposes, for increasing or improving his
property, for the expansion of his business or for allocation to reserves,
etc.

For instance, no general reserve may be created for bad debts, and losses
on outstanding debts are only recognised with respect to any particular
debtor, if the takpayer is able to prove that the debtor will not pay his
debt, due to bankruptcy or some other reason. Only banks and hire-purchase
enterprises may create reserves for bad debts, if they can show that a
certain percentage of outstanding debts has usually been irrecoverable

over a number of years.

Also, rather strict rules are laid down in case law, regarding the creation
of reserves with respect to guarantee- or service commitments which may
arise with respect to goods sold by the taxpayer. Allocations to reserves
for service commitments are not allowed at all. Any expenses are only
deductible in the year in which they are actually incurred. The same
applies to guarantee commitments, where the period of guarantee does not
exceed one year, unless a definite ¢laim has been received in that year, in
UWhich case the estimated cost of meeting the claim may be deductible even
if actually expended in the next year. If the guarantee period exceeds one
year, allocations to a reserve may only be made if the taxpayer is able to
prove that considerable amounts have been involved in meeting such claims in

previous years.

Allocations to reserves in order to meet heavy expenditure on maintenance

will also Zenerally be unallowable for tax purposes.

Although the normal rules for the computation of taxable income are thus
rather strict with respect to allocations to reserves, an important feature
in Danish tax law is the so-called "investment reserve", to which all
taxpayers engaged in a trade or buginess may allocate a substantial part

of their pré~tax profits. This reserve must be used at a future date

for new investments in qualifying business assets, and the amounts of the
reserve to be used are deducted from the cost of the new assets as a pre-

liminary depreciation allowance. One of the reasons for introducing the
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investment reserve was to rectify to a certain extent the situation that
ordinary depreciation is based on historic cost, so that depreciation allo=-
wances alone are not sufficient to warrant the continuity of a business
under circumstances of rising prices. The main provisions regarding this .

investment reserye are set out under 2, below.

2. THE TMVESTMENT PESERVE

The provisions regarding the investment reserve are currently laid down {n
a law of Statutory Noticeé n® 584 of 18 November 1975 (Lovbekendtgérelse

nr., 536 af 18, iovemder 1975 om investeringsfonds).

Allocations to the investment reserve, which are deductible for tax purpose¢s,
may be made by individual and corporate taxpayers who are engaged in a trade

or business.

The annual allocation is subject to & maximum of 25% (prior to 1975--207)
of adjusted taxnble business profites, {,0. taxable business profits in-
creaand by deductihle intarest paymanta made, and reduced by any interest

and dividend payments included in busineas profits. The minimum allocation

e}

amounts to DKr., 500 in any year in which an allocation is made (sec. 4 of

the Law);

The maximum allocation to bhe computed has to be reduced by any accelerated
depreciation for ships and by any accelerated depreciation for substantial
fnvastments In machinery ete. and buildings (see Chapter B, under 3.2

and 3,1 , ahove) taken during the year (sec. 4 (2) of the Law).

An amount equal to the allocotion must be deposite! 4n a spec¢ial blocked sccount
vith a Daniah bank or approved savings institution., However, if the tax= -
payer keeps proper accounting records, only 50X of the sllocation has to
be deposited (sec. 5 of the Law).

The allocation must be used, not earlier than in the year following the
allocation, nor later than at the end of the 12th year following the year
of allocation, for a preliminary depreciation of qualifying investments
(sec. 6). The normal and accelerated depreciation allowances otherwise




T | - -
: ! : [ l .
O . . PV .

50.

' . | DENMARK

available (see Chapter B, above), are only granted to the extent that the
cost price of the qualifying investments exceeds the amount used from the
investment reserve for the purpose (sec. 7). Thus, in effect, use of the
investment reserve implies a full or partial depreciation of qualifying
investments at the time the allocation to the reserve is madé, but the
total depreciation is still limited to the cost of the investments, in
that depreciation allowances otherwise available are reduced by the

amount of the reserve used for the investment in question.

The time limit of 12:years may be extended by the Ministry of Finance if

the taxpayer is able to prove that the delay is caused by circumstances

beyond his confrol (sec. 6 (2)).

If the taxpayer notifies the tax authorities that he has chosen to use

the investment reserve, in whole or in part, a corresponding amount\of the
blocked deposit is released, provided the tax authorities are satisfied that
the reserve is used for qualifying investments and that all further conditions

are met (sec. 8).

Qualifying investments for which the reserve may be 'used are: machinery

and equipment, etc., used exclusively for business purposes, ships used

for business purposes, buildings eligible for depreciation allowances,.

and special installations in such buildings (sec. 3). However, the reserve
may not be used for machinery, equipment, etc. with an estimated useful

life of not excecding 3 years, or a cost price not exceeding DKr. 1,800,

nor for special installations in buildings wihich are themselves not eligible
for depreciation allowances. Neither may the reserve be used for any

assets prior to their delivery or manufacture by the taxpayer himself

(sec. 3).

If the reserve, or any part of it, is not used for qualifying investments
within the stated time limit (usually 12 years following the year of al-
location), the unused amount is added back to taxable profits of the year
the time limit is exhausted, increased by 5% for each year the unused amount
has been reserved. Under special circumstances, the Ministry of Finance may

allow an earlier release of unused reserves, in which case the 5% increase
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will apply for each year from the year following the allocation up to and
including the year of release. In these cases, the amount deposited in the
blocked account is not released, but is used as security for payment of the
tax due (sec. 9). .
Special provisions apply in case of death or bankruptcy of the taxpayer or
upon the liquidation of a company or termination of a business. In these
cases, the unused amount of the reserve is added to taxable profits of

the year or years for which the allocations were made, but without the in=-
crease of 57 per annum. Only in case of termination or liquidation without
bankruptcy proceedings, the amount of tax due as a result of the restored
tax liability for the allocations is increased by 57 interést for each

year of delay, computed from the end of the respective years of assessment

(sec. 10).

1f, apart from the provisions of secs. 9 and 10 considered above, the
allocations to the investment reserve are used for other than qualifying
purposes, such allocations are added back to taxable profits of the years in
which the allocations were made, and the tax due as a result of this tax

liability is increased by a 1007 penalty (sec. 11).

E. OTHER INVESTMENT INCENTIVES

1. INTRODUCTION

Apart from the rather generous depreciation allowances and the investment
reserve available to businesses in Denmark, there are only very few other

investment incentives available in the field of taxation.

For example, no investment allowances, which would enable a taxpayer to
write off more than 1007 of the cost of certain investments are normally

available.

However, investment allowances are used from time to time as a temporary

incentive measure to stimulate the economy.
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At present, there are two laws granting investment allowances, for investments
before the end of the year 1976 in buildings and machinery and equipment,

respectively. These allowances are considered under 2 and 3, below.

In recent years, an investment allowance has also been granted for invest—
ments in qualifying buildings in certain development areas in Denmark during
the period from October 1, 1968 until December 31, 1970. The allowance
amounted to 57 of the investment, in each of the years 1970 through 1973. As
this investment allowance is now no longer in force, it will not be discussed

in this survey.

2. TEMPORARY INVESTMENT ALLOWANCE FOR BUILDINGS

By law of Junme 26, 1975 (Lov nr. 294 of 26. juni 1975 om midlertidigt
investeringsfradrag) a temporary investment allowance is granted with respect

to the construction, reconstruction or improvement of business buildings.

‘The investment allowance applies to:

-~the construction of a new building, or the reconstruction of an existing
building which was not eligible for depreciation allowances prior to the
reconstruction, commenced during the period from April 1, 1975 to December
31, 1976, provided that the building is completed without interruption and
taken into use not later than 2 years from the start of the construction
work for purposes which qualify the building for ordinary depreciation

allowances;

--the reconstruction or improvement of existing buildings eligible for
depreciation allowances, commenced, completed and taken into use as set

out above.

The allowance is granted for the year in which the building is completed and
taken into use and for the next year and amounts to 57 per annum (i.e., 107
in all) of the cost price of the building (including the cost of special
installations in the building), or of the cost price of the reconstruction
or improvement, as the case may be. The investment allowance, however, is

granted only on that part of the cost price which exceeds DKr. 60,000.

The investment allowance does not affect the size of depreciation allowances
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available under the notmal rules (see Chapter B, ahove), This {mplies that

the allowance is granted over and above depreciation of the full cost of -
qualifying buildings, etc., so that the taxpayer is entitled to aggregate
deductions amounting to 1107 of the cost price of the qualifying buildings .

[ 14.1%

3. TENMPOURARY INVESTMENT ALLOWANCE FOR MACHINERY AND EQUIPMENT

Following the temporary investment allowance for buildings, a similar
allowance was introduced for machinery and equipment by law of 13 pecember 1978
(Lov nr. 633 af 13, december 1978 om midlertidigt investeringsfradrag for
maskiner, inventar og lignende driftsmidler) . '

This investment allowance is granted with respect to machinery, equipment

. and similar assets used exclusively for business purposes which are subject

to ordinary depreciation on the basis of collective book value, except for
those motor vehicles which are subject to specinl rules (see Chapter B, under
2.1.5., above), provided that the machinery, equipment and similar assets
are acquired during the period from September 20, 1975 to December 31, 1976
or the period 1 January 1977 to 31 December 1980,

The allowance, which is effected through a deduction from taxable income’
gg: ;2;t¥gntdin whlsh th? é?vc?tm;ntg1?fe made, amounts to 207 (and 10 X for
ference onSPrzefﬁ: cgs: gf qﬁalftglng assets acquired during the stated
period on the one hand, and the procecds of asscts nold during the same
period on the other. Cost of improvement is also considered as cost of
acquisition for the purposes of the allowance, and considerations received -~
in case of expropriation as well as’insurance moneys received in case of

loss or damape are treated as proceeds of sale, The allowance does not

apply to acquisition through gift or inheritance, nor to transactions

between closely related companies or between a company and an individual,

wvhere the individual has a decisive influence on the carrying on of the

company's business.

The allowance does not affect depreciation allowancesﬂuvailable. so that @
total of 120X (respectively 110 %) of cost of qualifying investments can be
deducted through use of the investment allowance.
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However, use of the {nvestment allowance may affect the use of the temporary
accelerated depreciation allowance (see Chapter B, under 3.3., above) or

vice versa.

The relevant provision .

’

(sec., 3(2) in the Statutory Notice n® 557 of 10 November 1977 as amended by

Law n® 633 of 13 December 197B) states that 41 the taxpayer has notified the
authorities which percentage of temporary accelerated depreciation will be

used by him for the years of income from 1975 to 1980, the investment allowance
will not apply. Therefors, the temporary accelerated depreciation allowarce

and the investment allowance are mutually exciusive,



SS.

DENMARK

F. VALUATION OF STOCK-IN-TRADE

I+ -MAIN PROVISIONS

The valuation of stock-in-trade for tax purposes is currently governed by
a law publication of May 10, 1973 (Lovbekendtgdrelse nr. 255 af 10. maj

1973 om skattemassig opgdrelse af varelagre m.v.).

The basic rule is that each taxpayer engaged in a trade or business, whether
individual or corporate body, may choose for each separate category of goods

in his stock-in-trade, one of the following three bases of valuation, viz.:

~-~market price as at the close of the accounting year;

-—cost price, including freight charges and customs duties etc.; (although
the law is not specific on this point, it appears that both LIFO and FIFO

methods may be used in identifying the goods); or

--cost of manufacture, if the goods are produced in the taxpayer's own
business. No rules are given as to how the cost of manufacture must be
computed; in general, it seems to be allowed to exclude most indirect and

overhead expenses.

The value as computed under the above basic rule, i.e., cost or market
value, may be reduced by the taxpayer by a maximum of 30%, for all stocks
of goods, raw materials, finished or semi-finished products, packaging
materials, and auxiliary goods, including fuels, belonging to the business
at the close of the year. Thus, the actual valuation may amount to between

70 and 1007 of cost or market value, as the taxpayer elects.

The actual percentage of the reduction used by the taxpayer must be shown in

the balance sheet or in the tax return. The same value as taken at the end
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of any year must appear on the opening balance sheet for the next year.

2, SPECIAL RULES FOR GOODS ON ORDER

Until the year 1976, texpayers were entitled to an additional deduction
with respect to goods definitely ordered during the year but actually
delivered in the next year. Originally, the maximum deduction under this
provision amounted to the difference between the contracted price and 70%
of market value at the close of the accounting year, but this special
deduction has been gradually phased out over the years 1973 through 1975,
In 1973, 1974 and 1975, the maximum deduction amounted to the difference
between contracted price and 757, 80Z and 907, respectively, of market

value at the close of the accounting year.

3. SPECIAL ANTI-AVOIDANCE RULES FOR STOCKS—-IN-TRADE ABROAD

The main provisions, as set out under 1, above, also apply, in general,

to stocks-in-trade located abroad. However, the special reductibn of up

to 307 may not be fully allowed if the income from the foreign business
activity is exempt from Danish tax pursuant to tax treaty provisions, and
the use of the reduction causes a loss from the foreign business activity,
which is deductible in Denmark notwithstanding that a profit would be
exempt. Thus, if after the said reduction the foreign business activity
shows a loss, which is deductible in Denmark, the reduction is disallowed
to the extent of the loss, but not further than up to the point where the
same reduction applies as the one taken by the taxpayer at the close of the
previous year. For example, if in year I the foreign business activity
operates at a profit, after a reduction in the valuation of its stock-in-
trade of 207, and in year IT, there is a loss incurred by the foreign business
activity, after a reduction in the valuation of its stock-in-trade of 30%,
this reduction may be disallowed for up to 107, to arrive at the same re-

duction as applied in year I, viz., 207 of cost or market value.

s

G. SET OFF OF LOSSES

1. GENERAL RULE

In general, only a limited carry forward of losses is available for both
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individual and corporate taxpayers: losses incurred in'a certain year
may be sct off against profits of the five following years. However,
the taxpayer s not free to divide the loas over those two years as he
thinks fit: the loss must first be set off sgainst profits of the year
immediately following the year of loss, and only i{f those profits are
insufficient to cover the entire loss may the remainder of the loss

be earried over to the second year.

2. CAPITAL LOSSES

Capital losses, i.e. losses incurred by individual taxpayers pursuant
to the provisions of the special income tax law, may be set off against
ordinary income of the same year; they may not be carried forward;
conversely, If ordinary income shows & loas in any yeaf, such loss must
first he set off sgainst "special income” gains, and any excess may

be carried forward and set off against ordinary income of the next

five years as outlined under |, above.

As indicated earlier (see chapter C, above) the "special income" of

corporate taxpayers is not taxed separately but included in their

57.-58

ordinary income subject to corporate income tax, This implies that capital

losses incurred by corporate taxpayers are treated in the same way as
ordinary business losses, considered under |, above.

i s s e
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A. INTRODUCTION

The concept of business profits is defined in the Individual Income Tax
Act 1964 (hereinafter referred to as 1.B.) which iq applicable to indi~-
vidual taxpayers. The Corporate Income Tax Act 1969 (hereinafter refer-~
red to as Vpb) refers to the relevant sections of the i.B. concerning the
concept of business profits. Corporate bodies are subject to the Vpb. '
Thus, business profits as defined in I.B. covers profits made by both in-

dividuals and corporate bodies.

With regard to individuals and some corporate bodies, e.g. a cultural
foundation which carries on a business, the amount of business profits,

if any, depends upon resolving two questions: what is to be consider-
ed a business and which property of the entrepreneur is to be included in
his business. 1In answering the second question, case law has developed
three sorts of property: property which is mandatorily deemed to be private
property; proberty which is mandatorily deemed to be business property and

a category in between, in which the entrepreneur has the discretion to
choose %hethe: the property involved will be private or business property.
It is very important whether property owned by individuals constitutes busi-
ness property or private‘property because there is no general capital gains
tax in the Netherlands. Private capital gains made by individuals are normal-
ly tax-free. Both these questions do not arise with respect to a corporate
body, defined as a company with a capital divided into shares, a cooperative
association, or a mutual insurance soc@ety, because section 2 (5) Vpb states
that this sort of corporate body is deemed to carry on a business with all

its property, so that all property constitutes business property.

Section 7. I.B states: Business profits are the amount of the aggregate
benefits which, under whatever name and in whatever form, are enjoyed from

a business. This very broad concept includes among other things: trading
income; realised or unrealised capital gains on assets; excess of liquidation
proceeds over book value of assets; regular or irregular, intended or unin-
tended benefits; legal or illegal benefits; remissions of debts, etc; all of
these enjoyed at any time during the life of the business. This is the con-
cept of "total profits'" as opposed to "annual profits', for which more

specific rules are given.
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Some exceptions to the "total profits" concept of section 7 [.B. are laid
down in section 8 [.B.

Some exceptions
listed in section 8 I.B. concerning capital gains are dealt with in Chapter
C, under 4, below. ‘

The other exceptions are: 1. profit from forestry in the Netherlands, with
the exclusion of exploitation of coppice; 2. some exceptions concerning
special pension rights; 3. an exception concerning payments for cessation
based on a governmental sanitation-of-business ruling; and 4, an amount of
f1. 15,000 in case of cessation of the business.

Total profits have to be divided into prbfits attributable to calendar years.
This allocation to yearly periods is governed by a small number of sections

of the 1.B. of which the most important is section 9: profits made in a
calendar year have to be determined in accordance with sound business practice,
in observation of a consistent policy which is independent of the presumable

result and which can only be changed if gound business practice justifies
such change,

The concept of "sound business practice" is not further defined in the law.
It is a dynamic concept which means that it may develop in the course of

time and is not necessarily the same for enterprises which differ in the type
of business activity and size. As a general rule, it can be assumed that a
system of determination of annual profits for tax purposes will be in ac-
cordance with sound business practice if such a system is based on what in.
business economy is generally accepted as the right principle of computing
profits, but this general rule will notfapply if such principles of business
economy would conflict with any pertinent provision of tax law or would

fail to recognise the general intention or a principle of tax law.

Other sections of [.B. which are of prime importance for the computation of
annual profits are: section 10 regarding depreciation of fixed assets (sees
Chapter B); section 13 regarding the cost equalisation reserve and the re-
serve for certain uninsured risks (see Chapter D) and section 14 regarding
replacement reserves (see Chapter C, under 3).
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B. DEPRECIATION OF BUSINESS ASSETS

1. NORMAL DEPRECIATION

1.1. General Ruiesi Qualifying Assets .

Normal depreciation for tax purposes is based on section 10 (1) IfB. which
reads: the depreciation of assets which are used to carry on a business
(fixed assets) has to be determined yearly as such part of the not-yet-
depreciated acquisition price or conatruction costs which is attributable to
that year. Thus, depreciation is only possible with regard to assets which
serve the business in a permanent way as opposed to current assets like stock=-
in-trade, debtors and securities (portfolio investments). Some important
asgetg included in fixed assets are buildings,plant and machinery, other
fixtures, cars, tools and equipment. Also intangible fixed assets may be
depreciated provided that they comply with the condition of diminiihing in
value by use. In this category are included: acquired goodwill, patents,
concessions and similar rights. Normally the ‘slets will be owned by the
taxpayer, but if a taxpayer has the economic ownership without being the

legal owner, depreciation on such assets is also allowed.

‘1.2, Depreciable Basis

The depreciable basis is, in principle, equal to actual cost of acquisition
or construction, which means that the invested capital is maintained from

a nominal point of view, but that the diminishing purchasing power of the
invested capital is not taken into account. Cost of acquisition includes
all additional expenses directly related to the purchased asset, like import
duties and non-creditable V.A.T. .

The cost of acquisition or construction is reduced, for purposes of depre-

“ciation, by any subsidies received as well as by any amount used from a re-

placement reserve (see Chapter C, below). Premiums, accorded under the Investe

ment Account Act, do not reduce the depreciable basis of the investment, Suoh

part of the cost of acquisition or construction as is attributable to elements

of the depreciable asset which do not diminish in value by usage, e,g., the oost

of the site on which a building has been erected, is also deducted in computing
the depreciable basis, as is the came with any salvage value of the asset,
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1.3. Starting Point of Depreciation

Depreciation allowances can be taken only from the moment the asset is taken
into use and not already at the moment the asset is ordered. If the asset

is acquired during the year, the allowance is granted pro rata temporis.

1.4, Method of Depreciation and Rates

The i.B. act does not prescribe methods of depreciation, nor are allowable
rates of depreciation laid down in the act. In principle all methods are
allowed if in accordance with sound business practice. Normally the straight
line method is used. Degressive depreciation is allowed if the asset is in-
deed diminishing in value more in the first years than in later years.

Systems based on production hours, distances covered, etc., may also be used.

Actual rates of depreciation have to be negotiated between the taxpayer and

the tax inspector and no official guidelines are available.
Assets of slight value have to be depreciated at once in the year of purchase
or construction (section 10 (2) I.B.) provided that the acquisition or con-

struction costsnormally are considered to be a business expense.

1.5. Consistency of Depreciation

Due to the general principle (see Chapter A, above) that annual profits have
to be determined in a consistent manner independent of the presumable results
of the business, depreciation allowances must also be taken in years in which

a loss is incurred.

Under the same principle it is generally not allowed to change from one

system of depreciation to another, unless justified by sound business practice,
e.g., when the original system is no longer deemed to be in accordance with
sound business practice (in which case a change over is mandatory) or if

another system is superior to the existing system.

1.6. Relationship Between Commercial Depreciation and Depreciation for

Tax Purposes - g

There is no relation between depreciation in commercial accounts and de-
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preciation for tax purposes, This implies that depreciation for tax purposes
is not limited to the amounts which are shown in commercial accounts, In
practice it often occurs that commercial depreciation differs from depreciae

tion for tax purposes, both in respect of rates of depreciation and of the
system used,

2. ACCELERATED DEPRECTATION

The possibility of an accelerated depreciation existed untill 23.5.1978.
At that day it was replaced by the Investment Account Act 1978 (Chapter, below),

For "Investments" before 23,5.1978 accelerated depreciation remains possible,
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" C. TAXATION OF CAPITAL GAINS AND LOSSES

1. GENERAL

Apart from a small number of exceptions all unrealised capital gains or
losses resulting from the valuation system applied and all realised capital
gains or losses are included in normal business profits and are taxable at

the normal rate.

With regard to unrealised capital éains or losses, sound business practice
allows valuation systems which defer a capital gain until the moment of
alienation of the asset and, on the bther hand, enable the taxpayer to take

a capital loss immediately. Mention should be made of the system of valuation
at historic cost (purchase price) or lower market value at balance sheet date.
This system can be applied in general to all current assets, such as securities
(axcluding shares which constitute a substantial participation) and stock-in=
trade. However this system gives only a deferral of the capital gain until

the moment of alienation. For further details on the various methods of

valuation concerning stock-in-trade, see Chapter F.

Fixed assets (excluding substantial participations, see Chapter C, under 5)

may algo be valued at lower going-concern value.

An unrpalised capital gain or loss is computed as the difference between
the bopk value at balance sheet date and acquisition price or book value
of the previous balance sheet date. Realised capital gains and losses are
computed as the difference between proceeds of sale and book value. With
respect to fixed assets which have been subject to depreciation allowances,
this implies that allo?ances taken may be added back to taxable profits to

the extent that the prpceeds of sale exceed depreciated book value.
) .

2. DECISIONS OF THE SUPREME COURT CONCERNING EXCHANGE OF ASSETS

s

The effect of a number of decisions of the Supreme Court is that if a
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new asset in a functional and an economic way has the same place in the
" business as an old asset, which it replaces, the acquisition price may

be fixed at the book value of the old asset so that no capital gain is

deemed to arise. In practice, these decisions give relief only in few
circumstances because the court will not assume very readi. that the
condition of the same functional and economic place is fulfilled. Also,
the current extensive application of the replacement reserve see under

3, below) has restricted the need for the taxpayer to refer to these
decisions.

3. REPLACEMENT RESERVE

Section 14 I.B. provides that indemnities for loss or damage or proceeds

o
at alienation of tangible assets may be allocated insofar as “ey exceed
the book value of the asset, to a tax free replacement reserve, if the

taxpayer has the intention of replacement of the asset. Replacement

has to take place not later than during the fourth year subsequent to the <
financial year in which the reserve is created.

is added back to taxable profits.

Otherwise, the reserve

The period of four years may be extended
if more time is needed for the replacement or repair.

If an amount out of the replacement reserve is attributed to a new asset,
then this amount has to be deducted from the acquisition price of the
new asset in order to determine its book value.

|
l
If at the occasion of replacement it \
appears that the acquisition price reduced by the amount of the re- . ]

placement reserve is lower than the book value of the alienated asset
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Example: Alienation price of asset is 100,000. Book value is 20,0003
i.e., a gain of 80,000 which_may‘be put in a tax free replacement re-
sefve. Acquisition price of the new asset: 90,000. Deduction of the
amount of the replacement reserve would cause a book value of 10,000.
However, the book value of the new asset may not be lower than the

book value of the old one (20,000). Thus, only 70,000 can be used from

the reserve and an amount of 10,000 has to be added to taxable profits.

4. VARIOUS EXEMPT CAPITAL GAINS

Certain capital gains are exempt from individual or corporate income by

express provisions of the I.B. Act.

These exemptions include:

- gains resulting from an increase in the value of land used in the
business of agriculture, to the extent that the increase in value
has not occurred due to the carrying on of the business (sec. 8 (b)
1.B.);
.= gains resulting from cancellation of debts by creditors of the business,
if those business debts are incollectable by the creditors, and onlj
ihsofar as the amount exceeds the normal losses of the financial year

and previous losses which may be carried forward.

5. EXEMPTION WITH RESPECT TO SUBSTANTIAL PARTICIPATIONS

In computing the profits of a corporate body, any profit or loss re-
sulting from a substantial holding of shares in a resident or non=-

resident entity with a capital divided into shares or a qualifying fund

. or a membership of a cooperative association is exempt (sec. 13 (1)

Vpb.). To qualify for this participation exemption, the shareholding
must amount to at least 5% of the share capital of the subsidiary;
the shareholding must have existed from the beginning of the financial

year of the parent company and be uninterrupted. With regard to non-
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resident subsidiaries, two additional conditions have to be met: (i) the
foreign company has to be subject to a tax on profits; and (ii) the share-
holding of shares of the foreign company may not constitute a portfolio

investment.

The exemption applies to any profit or loss. Thus, it includes regular
income, such as dividends and eventual constructive dividends, and "ir-
regular" income, such as alienation profit or loss and increascs or de-
creases of the value of'the participation. Costs (e.g., financing costs,

cost of control) related to the shareholding in a foreign company generally
are not deductible from taxable profits of the Dutch parent company. The only
_exception to the exemption for income derived from a subsidiary is that losses

incurred by the parent company at the liquidation of the subsidiary are deductible.

6. MERGERS

6.1. Introduction

The two main forms of merger, i.e., stock merger and enterprise merger have
different tax consequences. Tax problems arising from stock merger mostly
concern individual shareholders who own a substantial interest. The tax
consequences of an enterprise merger, on the other hand, are on the corporate

income tax level.

6.2. Enterprise Mergers

An enterprise merger is effected by the transfer of the business (all assets
and liabilities) of one company to another company (the absorbing company)
against a certain consideration. At the time of trangfer, a taxable gain
arises if the sales price of the busingss exceeds the aggregate book value
of assets and liabilities. Since taxation of this gain at the normal cor-
porate income tax rate might prevent the necessary concentration of industry,
a qualifying enterprise merger is facilitated under sec. 14 Vpb.: if a
taxpayer (corporate entity) transfers his enterprise or an independent

part of his enterprise in a merger operation to another taxpayer, any gain
made at the transfer will be tax deferred, provided (i) that neither the
absorbing nor the absorbed company have non-recovered losses, (ii) that

the acquisition by the absorbing company is effected by issuing new shares;

(iii) that the ultimate taxation of the postponed gain is assured; (iv) that
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the newly issued shares will not be alienated by the absorbed company within
three years after the acquisition; and (v) that both companies are subject

to the same rules regarding the computation of profits. The absorbed company,
which will not automatically dissolve according to civil law, has to value
the acquired shares in the absorbing company at the same book value as the
book value of the enterprise which was transferred in exchange. The ab-
sorbing company must value the acquired enterprise at the same book value,

as this enterprise was valued by the absorbed company.

6.3. Stock Merger

This type of merger is effected by the transfer of the shares of the ibsorbed
company to another company. The absorbing company may pay in cash or in
newly issued shares. In normal cases, the difference between alienation price
and acqﬁisition price of shares held by individuals as a private investment
is not subject to income tax. However the alienation of shares held by in-
dividuals who own a "substantial interest" in the company are subject to the
individual income tax although at a special fixed rate of 207. A "substantial
interest" exists if an individual owns or has owned within the previous five
years before alienation, directly or indirectly, alone or together with his
next of kin at least 33 1/3 percent and alone or together with his spouse
more than 7 percent of the nominal paid-in capital of a company. This
taxation of substantial interest gains also has a restraining influence on
cooperation  in the form of a merger and also in this type of merger a deferral
- of taxation is granted. Section 40 (I.B.) states that on request of the tax~
payer, the gain realised at the alienation of shares in a qualifying merger
will not be taken into account in the computation of income for the year of
transfer. A qualifying merger is a merger which makes the following conditions:
(i) the absorbing company which has to be a company resident in the Netherlands,
must acquire the shares of the absorbed company against newly issued shares;
and (ii) the object of the merger must be to permanently unify the business of

both companies from an economic and financial point of view.

The newly acquired shares constitute a "fictitious" substantial interest and
a subsequent sale of these new shares may result in a taxable substantial
interest gain. In computing the gain in the latter case, the new shares are

valued at the cost of acquisition of the former '"substantial interest"
shareholdings. |
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7. TRANSFER OR-CESSATION OF A BUSINESS BY INDIVIDUALS

Gains made at the transfer of the entire business by individuals are tax-

able although in special cases, taxation of the gaing can be stponed or

the gains may be taxed immediately, but at special rates. If che gain

("cessation gain") is taxed immediately the first Dfl. 20,000 ‘of such gain
are exempt while in certain cases further amounts may be deducte ! from the
gain if these are destined for taxable installments of a life asnnuity.

72.
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D. RESERVES
1. GENERAL

In the Netherlands a distinction is made between "true" reserves, i.e.

accumulated income set aside for specific purposes, and "so-called" reserves
(or provisions) which coﬂstitute amounts in the balance sheet, set aside to
meet accrued liabilities, future expenses or other contingencies, the extent

of which cannot be exactly determined.

Generally speaking, allocations to '"true" reserves are not allowed for tax
purposes in the absence of specific provisions in the law, and such allocations

can thus only be made out of after-tax profits.

The other type of reserve (or provision), intended to meet future liabilities

or expenses can often be created under the general rule concerning the com-
putation of annual business profits, if allocations to such reserves are in
accordance with "sound business practice'.. Examples are reserves for guaraﬁtee-

or service liabilities and reserves for bad debts.

Apart from the above cases, where a 'so-called" reserve (or provision) can

be created on the basis of the general concepts of annual business profits,
there are three reserves, which can be formed under specific provisions of the
income tax act, viz. (i) the replacement reserve under sec., 14 I.B., which is
a '""true” reserve, although for a limited period of time. This reserve is con-
sidered in detail in Chapter C, above; (ii) the reserve for uninsured risks;
and (iii) the cost equalisatioﬁ reserve, under sec. 13 1.B. These latter two
reserves, which are discussed below, are usually considered as ''so~called"
reserves (or provisions), although the reserve for uninsured risks might

also be considered as a "true" reserve.

© 2. THE RESERVE FOR UNINSURED RISKS

This reserve can be formed by a taxpayer with respect to risks which are

"normally", i.e. by other taxpayers, insured to a considerable extent.
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The intention of this provision is to ensure that entrepreneurs who do not
actually take insurance with respect to any risk, are not put in a worse
position, tax wise, than entrepreneurs who do insure all risks incurred in

their business.

In general, the annual allocation to the reserve may not exceed the premium
which would be payable for an insurance on the same risk. Thers ‘s virtually
no limit to the total amount of a reserve that can be formed over the years
with respect to any risk. If damage is suffered, the amount of the damagé
has to be deducted from the reserve, so that taxable profits are not affected

by such damage.

3. THE COST EQUALISATION RESERVE

This reserve may be formed for costs which only occur once in a number of
years, but which should in fact be attributed to each year. An example is
the survey of ships which will occur every 5 or 10 years. In computing the
yearly allocation to this reserve a presumable future rise of costs may

not be taken into account, but each subsequent year the allocation may be
increased by a pro rata part of the estimated costs that would have occurred

if the costs had been incurred in that year.

An example may clarify this system:

In 1970 the cost of a survey is Dfl. 100,000. A certain ship is surveyed
in 1969 and the next survey will take place in 1979. Thus, an amount of

Dfl., 10,000 will be attributable to 1970 and the allocation to the reserve
for 1970 is equal to that amount. 1In 1971, the cost of a survey would be
Df1l. 110,000. The allocation to the reserve in 1971 will, thus, be one-~

tenth of this amount or Dfl. 11,000 which brings the total reserve to Dfl.
21,000 etc. 1In 1979 the actual costs are reduced by the amount of the re-

serve, the excess of costs being deductible at once.
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E. OTHER INVESTMENT INCENTIVES

Until the introduction of the Investment account Act (23.5.1978) section II

I.B. provided an incentive in the form of an investment allowance. This

allowance is replaced by the premiums, accorded under the above mentioned
Act. For investments before 20.5.1970, the investment allowance regime
remains applicable.

-0
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F. VALUATION OF STOCK-IN-TRADE

Generally speaking, any system of valuation of stock-in-trade, which
complies with "sound business practice" and is used consistently over

the years, is permitted for tax purposes.

Systems commonly used include:
(i) wvaluation at historic cost;
(ii) wvaluation at market value at balance sheet date; and
(iii) wvaluation at the lower of historic cost or market value at

balance sheet date.

In determining the cost or market value of fungible goods obtained at
various times and for differemt prices, both the last in-first out (LIFO)

and first in-first out (FIFO) methods may be used.

Another system allowed in the Netherlands, is the so-called "base stock"
(ijzeren voorraad) system which can be used in two distinct ways, viz.

with or without a reserve for shortage of stock.

The base stock method allows the taxpayer to value permanently his normal
stock (goods of the same kind) at the historic cost price or market value
which, applied at the moment he adopted this method. The normal stock is
related to the size of the business also at the moment of adopting this
system. If in subsequent years the normal stock has to be increased due
to an increase of business act?vities this additional part of the normal
stock has to be permanently evaluated at the price level at the moment of
increase of the normal stock. The normal stock is a quantity which does
not need to be always actually present in storage. It may happen that

on balance sheet date the actual stock is in excess of the normal stock.
This excess part has to be valued at historic cost at market value or

at the lower of historic costs or market value in the normal way. If at
balance sheet date the actual stock shows a shortage as compared to the
normal stock, the amount present will still be valued at the "base stock"
value, and a subsequent increase up to the normal stock is also valued at

the same level. However, it may be allowed in such cases of shortage to
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create a so-called "reserve for shortage of stock'", i.e. the "base
stock value" applied to the normal stock is reduced by the amount need-

ed to purchase the shortage at actual market price on balance sheet date.

Example:
Normal stock at introduction of the method 1,000 units, price: Dfl. 5
Increase of normal stock in a subsequent year 100 units, price: Dfl. 6

The base stock must be valued at Dfl. 5,600

1) Actual stock: 900 units, market price Dfl. 8, thus shortage of 200 units
Evaluation: Normal stock value Dfl. 5,600
Reserve for shortage: 200 units at Dfl. 8 Dfl. 1,600

Actual stock value for tax purposes Dfl. 4,000

2) Actual stock: 1,200 units at market price Dfl, 8, thus surplus of 100
- Evaluation: . Normal stock value Dfl. 5,600
Surplus 100 units at Dfl1. 8 Dfl. 800

Actual stock value for tax purposes Dfl. 6,400
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G. SET OFF OF LOSSES

The individual income tax is a tax on total income from all sources.

This implies that negative income from any source (business, employment,
property) is first of all deducted from any positive income cained by the
taxpayer from other sources during the same year. There is only one excep-
tion to this rule : if a taxpayer incurs a loss on the sale of "substantial
interest"” shares (i.e., shares in a company in which the sharenolder owns,
together with close relatives at least one-third of paid-in capital, and
together with his spouse also more than 7% of such capital) such loss is
not deductible from other income, but 20% of the loss is deductible from
the income tax due for the year of sale, the year preceeding the year of

sale or any of the six years following the year of sale.

For corporate taxpayers, the above situation does not occur, ~ ~ause all

taxable income of corporations is deemed to be a business income.

If the total -income for any year results in a loss, such loss can first

be set off against income of the previous year, and the remainder can be
carried forward to the six years following the loss year, but the loss must
be taken at the first possible time. If, for instance, the income of the
preceeding year is sufficient to cover the entire loss, the taxpayer is

not free to set off the loss against the income of any year following the

year of loss.
Business losses, incurred during the first 6 years of the existence of
a business may be carried forward indefinitely; thus, for these losses

the 6 year limitation does not appLy.'

By way of a temporary measure, losses incurred in 1974~1979 may be carried

forward to the eight (instead of the six years) years following the loss year.
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THE 1978 INVESTMENT ACCOUNT ACT .
(WET INVESTERINGSREKENING or "WIR")

Banuses to Encouwrage Investment—tha
Wik Law. The 1978 Investment Account
Act or ‘wir Law’ provides tax-ftree
bonuses to encourage investment in
tixed or capital assets. These bonuseg
are offset against tax assessments.
Moreover, any tirm whose tax liablility Is
too smali to absorb such a bonus may be
given a tax-free cash payment instead.
Thus, tirms In the start-up stage, and

" those making losses, can benefit from

these incentives as well as those making
substantial profits.

The investment bonuses consist of a
basic bonus which may be increased by

' 80.4°
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one or more of tour types ot supplement.

Biasic wik Bonuses. The basic bonuses

are presently granted at the foliowing
fules:
%

New industrial buildings,
warehouses, shops

and oftices 23-
Additions to existing

buildings as above . 15
Ocean-going ships 15

Fined plant in the open air
{for example, relinery
Instatlations and

dockside cranes) 13
Ancraft 12
Other fixed assets 7

Assetls must be situated in the Nether-
lands. . snd the minimum Investment
must be DIt 2,100 10 any calendar year.
Bonuses are not given for Investment in
land. Improvements to existing assets
do not quahify for bonuses unless they
sre depreciated at rates not higher than
12.5%+ (buildings) or 15% (plant).

A wif bonus is not itself taxable, nor
does it reduce the cost of the assets
concerned for the calculation of tax de-
preciation. It Is given in the year in which
the contract for expenditure is placed, al-
though it is limited in that year to the
amount actually expended, the balance
being given in the following year.

Four Supplements. In addition to the
basic bonus, supplemonts aro available
for investments that meet specific condl-
tions. The supplements are:

1. For small investments, a supplement
varying with the amount invested 1s
given. This 18 6% of expenditure in any
yeur up to DN. 34,967, reducing 10 nll on
expenditure in any year over Dfl. 839,200.

2. For investments resulting from a move
10 @ more suitable location, particularly
trom the crowded western part of the
country (the Randstad) o a site
glsewhere designated by the government
for industrial and commercial growth,
supplements are given of up to 15% for
qQuahitying buildings and up to 7.5% for
tixed open-air plant. The designation of
‘growth centers’' and ‘growth towns’ has
been sel by government policy.

3. Forinvestments in qualitying buildings
and plant, excluding replacements, in
areas of high unemployment (large paris
of the 'assisted areas’ descrnibed later),
supplements amount to 20% for build-
ings and 10 for fixed open-air plant. The
Ministry ot Economic Aftairs has power
o decide what investments in plant rep-
resent expansion of facilities and what
represent merely replacements.

4. For large projects, a supplement is
available of D11.17,300 for each new job
created, with a maximum of 4% of the
total investment. A ‘large project’ is one
involving a lotal investment of more than
Dti. 32.8 miltion, of which at least Dfi. 8.]
million Is attributable to qualitying bulld-
ings or fixed open-air plant. Application
for this supplr.mant must be made to the
Ministry of EcorJimic Affairs before con-
struction Is commenced.

The tigures quoted are to be adjusted an-
nually based on a current price index.

Condutions for Allawance of investment
Bonuses. The investor must be investing
for his own account and the investment
must not involve any acquisitions from
related parties. Land, private residences,
private automobiles, houseboats and
pleasure craft, goodwill, securities and
loans, and packing materials are not elig-
ible for bonuses. Investments in build-
ings 1o be 70% or more rented out to
others are eligible only It they concern
new buildings, the acqulsition Is not part
of a sale-and-leaseback transaction, the
tenants are entitles subject to corporate
income tax, and the investor, if a corpora-
tion, is not closety held (controlled by 25
or tewer shareholders); this means that
subsidiary companles constructing such
buildings are not cligible tor benuses.
For individual invesiors, other rules ap-
ply.

Questions on the application of the in-
vestment bonus scheme may be di-
rected to the Ministry of Economic Af-
fairs, although many administrative mat-
ters, Including the making of payments,
are in the hands of the Ministry of Fi- -

- nance.

it an asset on which any investment
bonus has been granted is disposed of
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within a stated penod from acquisition,
the bonus will have to be repaid. The
stated periods are 18 years for buildings,
12 years for fixed plant; 10 year s for
ships and atrcraft and six years tor other
assets Hfthe disposal price is less than
cost, only a proportionate amount of the
bonus has lo be repaid. '

The 58 Law. Investment in the heavily
populated western and central provinces
is subject to the Selective Investment
Regulation Actor ‘'sinLaw.’ The areas
concerned are the provinces of South
Holland, Utrecht and North Holland (ex-
cepl tor the city of Alkmaar and the area
to the north of it}, together known as the
Randstad, and the adjacent arca of the
central province of Geldertand known as.
the Veluwe The sii act imposes levies
on the cost of new buildings and Installa-
tions, and requilres developers to report
new construction 1o the authortties and
obtain construction permits. Levies of
15", are charged on the construction
costs of bulldings in excess ot Dfl.
250.000, and 8°- on ixed open-air plant
in excess of DI, 500.000. Private resi-
dences, hotels, restaurants antl cafes,
retail shops, travel burcaus and a few
specialized bulldings are exempt from
the levy. A permit must first be obtained
trom the Ministry of Economic Affairs,
and notitication of intended new con-
struction must be given to the Ministry
betore any work Is commenced. The
permit system and the notitication re-
quirements do not apply to the construc-
tion ot buildings or tixed plant costing
less than Dfl. 1 mitlion or Dtt. 5 million,
respectively. '

For both wik bonuses and tax deprecia-
tion purposes, the SiR levy is considered
part of the asset’s cost. For example:

on. o1,
Constiucion cost of
a quatifying buiiding 2,500,000 2,500,000
Levy troe threshold
deduction 250,000
: 2.2§0.000
SiH levy at 15, on ’
D1 2 250.000 337,500
Grons Lost tor tax
deprediation 2,837,500
WIKH bonus -say 23%
on Il 2,837,500 652,625
Final cust ot the
bullding 2164875

THE NETHERLANDS

In etfect, therelore,"the sik levy 1educes
the wik bonus in the very concentrated
west and center of the country. In the
ilustration above, the net amount re-
ceivable from the government (D,
315,125) is stili a substantial 12.6% of the
construction cost.

The sin levy s pay;ble within 10 months
after the end of the year in which the
construction license was granted or (it
later) construction was completed. The
WIH bonus is offset against tax asse88-
ments, usually in the provisional as-
sessment issued within the year in
which the investment In qualitying as-
sets was made or shortly thereafter. Any
excess bonus over tax liability is re-
funded after the end of the year. in most
cases, theretore, the wik benelit is re-
ceived betore the SIR levy is due.

a
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INTRODUCTION

Taxable business income can be defined as net profits from ail operations including
capital gains derived from the sale of fixed assets (Code général des impGts
(CGI), Art. 38(1)). |

CGI, Art. 38(2) further defines the term "net profits" as the difference between
the taxpayer's net worth at the beginning of the taxable period and his net worth
at the end of this period, adjusted for additional contributions to capital and
distributions to the owners of the business. ' .

A distinction is made between "ordinary business income" and "capital gains".
Capital gains are again sub-divided for tax purposes into short-term and long-term

capital gains.

Ordinary business income as well as short-term capital gains' (roughly gains

derived through the sale or other disposition of fixed assets which have been held
for less than two years) are subject to the normal rates of individual and
corporate income tax.However, the taxation of short-term capital gains may be
spread over 3 subsequent years. Long—-term capital gains (roughly gains derived
through the sale or other disposition of fixed assets which have been held for

2 years or longer) are subject to a reduced rate of income ﬁax, i.e. generally

15%, but 257 in case of building sites (terrains & bitir). See for more details
Part C; below.
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B. DEPRECIATION OF BUSINESS ASSETS

1. Introduction

The deductihility of depreciation allowances is laid down in CGI, Art. 39(!)(20)

which provides that depreciation which has been taken withir the limits
allowed by business practice (including depreciation which was deferred in loss

years) may be deducted to arrive at 'nmet income".

.
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Depreciable assets

PPty = priiufuapuipeation

Depreciable assets may generally be defined as all tangible, movable and immovable,
new and second hand assets, which are owned and used in the conduct of business
activities (other than inventory) and which necessarily diminish in value over

time and have a limited working life of more than one year.

In general, unimproved real property (land) may not be depreciated since it
generally does not decrease in value merely due to time. Thus in depreciating
improved real property, a distinction must be made between the value of the

improvements and the value of the land.

Neither is depreciation permitted with respect to intangible assets such as
goodwill, trademarks, copyrights, secret processes etc. The only exception to this
rule applies to patent righés which may be written off during their legal life or
their useful economic life if the latter is shorter. In certain cases it is
possible to take depreciation on manufacturing processes which have been purchased

by the enterprise provided that they are subject to obsolescence.

Note, however, that on the value of non-depreciable intangible assets and land
a write-off may be taken which must'be placed in a reserve (provision, see
Parts B, para. 4 and D below) where the value of the business as a whole is

reduced and a substantial fall in profits is demonstrated.
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2.2. Some_special cases

Assets of little value: Costs connected with such assets are generally deemed to

be current expenditures and may be written off as expense in the year.in which

they are incurred. These include machinery and equipment pur. .sed in an -
accounting year which closes after October 15, 1973 and whose value does not

exceed 1,000 Fr.frs. (including TVA) and office equipment whos~ value does not
exceed 200 Fr.frs. (including TVA).

Buildings: The general principle is that only the cost of the construction is
depreciable and that the cost of the land may not be taken into account. Coiggurred
for the demolition of an old building which will be replaced by a new one must be
entered as part of the cost of the new construction. Costs incurred for major
repairs and improvement of a buildiie must also be treated as part of its cost

and consequently depreciated.

Formation expenses (frais d'établissement): i.e. expenses connected with the

‘creation of an enterprise, the increase of its capital, the issuance of bonds
and debentures or acquisition of fixed assets (registration taxes, filing fees
and professional fees). These expenses may at the option of the taxpayer either
be expensed in the year in which they are incurred or treated as an asset and

written off (generally three to five years).

Mineral sources: No depreciation is permitted with respect to sources producing

mineral waters. However, depreciation may be taken on the construction surrounding

the sources which are necessary for the exploitation of the source.

Motor cars: Depreciation is generally allowed. However, no depreciation is
permitted with respect to that part of the cost of a passenger car which exceeds
35,000 Fr.frs.

Quarries: No depreciation is permitted if they are not being exploited. If they

are exploited they are considered to consist of the subsoil (which is not v
depreciable) and of the deposit (which is deemed to correspond to stock-in-trade).
In other words, in such a case a‘write-off is permitted which reflects the

quantity of material which is extracted.
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Rented assets: The lessee cannot take depreciation; it is the lessor who is

entitled to deduct such depreciation from his income.

Securities: No depreciation is possible on stocks and bonds with the exception

of certain shares in real property.companies which are deemed to represent such

real property. (See, however, Part C, para. 2.1.6., below).
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System of depreciation

Approved method of depreciation

Two methods are generally approved, i.e. the straight-line method and a form of

declining balance depreciation. Straight-line depreciation is always permitted,

whereas the declining balance depreciation is optional and ma, nly be used with

respect to certain new assets, i.e.:

machinery and equipment used for industrial processes and t.ansportation
(including engines, generators, transformers, ovens, forges, rolling stock,

such as coaches, locomotives, ships, tractors, trucks etc. but generally

- exclusive of passenger cars);

machinery and equipment used for handling (inclusive of beer barrels but
exclusive of bottles and crates);

air and water pollution control installations (including internal air
conditioning and filtering); .
steam, heating and energy producing equipment (including st« engines,
heating installations (such as a central heating system and kitchen equipment
for industrial canteens));

security, alarm and safety equipment;

medical-social installations (in general those installations whose purpose it
is to control the health of the personnel, such as hospital equipment, clinics,
day nursefies, medical-social centers with the exception of installations for
a purely social purpose such as sport halls and the like);

office machines (including calculators, stamping machines, invoicing machines,
but excluding typewriters);

scientific or technical research material and equipment;

storing and warehousing equipment (including cold storage rooms, etc. but not
the building or the enclosures involved;

hotel buildings and equipment (but not for camping sites); -

light industrial buildings with a useful life not exceeding 15 years, which
are light constructions and which are independent of the buildings in which
the manufacturing or transformation operations are performed, such as
buildings which have been constructed for the purpose of protecting or
containing material; buildings used for the storing of materials, products or
supplies; buildings used for research activities and buildings used to house

medical-social installationms.
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As stated above declining balance depreciation is only available with respect
to new assets with the exclusion of second hand assets. However, the tax

. administration is prepared to deem the following assets to be new sothat they
qualify for declining balance depreciation:

( i) assets which have been renovated by the manufacturer according to the
latest technical developments and whose price is consequently not much
lower than that of new assets;

( ii) assets which have been acquired under a company reorganization (see
Part C, para. 3 below); )

(iii) assets which have been used abroad by building contractors and which are
repatriated to France, provided that they
- were new when acquired by the enterprise; and
- were acquired after December 31, 1959; and
- their remaining useful life is not less than 3 years;

( iv) second hand ships, whether they have been renovated or not, used for
maritime transportation and second hand fishing ships (the latter are
written off in 6 years).

/

The straight-line method consists of depreciation by annual instalments (a

fixed percentage of the purchase price or production cost) in proportion to the

estimated useful life. Declining balance depreciation consists of the appliéation
of a fixed percentage to the book value of the asset (which gradually
diminishes). -

No declining balance depreciation is permit:ed where accelerated depreciation

has been taken (see Part B, para. 3.6. below) or where the useful life of the

asset is less than 3 years.

In certain cases the tax administration has allowed the rate of depreciation to
be adapted to the intensity of the use of the assets, e.g., where fhe assets
are used in double or triple shift work, such as steel mills. The taxpayer
. must prove, however, that the intensive use will result in a shorter useful
life of the asset. The economic useful life of assets will in many cases be
‘ determined by the expected development of technology which will make
replacement of the assets necessary before they are actually exhausted, sothat

shift work will in many cases have little influence on the depreciation rates.
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In some cases the value of an asset may diminish through extraordinary wear
and tear, sudden new inventions or natural calamities. Losses of this type may

be compensated by a special write-off equal to the actual loss in value.
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A change~over from the straigh*~line method of depreciation to the declining
balance method is permitted, provided that declining balance depreciation is
authorized for the asset in question. A change-over from declining balance

depreciation to straight-line depreciation is always permitted.

Basis of depreciation

The depreciable base is generally the historic cost, i.e. the acquisition price
(or the cost of production, when the assets are manufactured by the taxpayer)
(increased by related costs such as transportation costs, customs duties, cost
of installations, assembly costs and the like. The cost of production for assets
manufactured by the taxpayer includes both direct costs (raw materials and
labor) and indirect costs (their pro rata share in overhead cost, depreciation
etc.). The cost of any subsequent additions and improvements is added to the
depreciable base. The turnover tax on added value (TVA) included in the price
of the assets may generally not be included in the depreciable base, since this
tax is in principle fully creditable against TVA imposed on sales effected by
the taxpayer. However, in those cases where full credit is denied, that part of
TVA which cannot be credited is included in the depreciable base. Consequently
enterprises exempt from TVA such as banks and insurance companies may take

depreciation on full cost price, including TVA.

Government premiums which are granted, for instance, for special housing projects,
for the hotel industry, for regional development, for tertiary sector
decentralization, for 'anti-pollution installations and the like aré generally

included in the depreciable base. l

In those cases where an initial depreciation has been taken (see para. 3.6.,
below) normal depreciation is taken on the acquisition price (or cost of
production) less the initial depreciation. The same rule applied to the

investment credit which is currently discontinued (see part E, para. |, below).
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In case of a merger or other company reorganization or in case of the transfer
of a sole proprietorship to the owner's heirs, spouse, or relatives in the
direct line of consanguinity or in case a sole proprietorship is continued by
a general partnership, limited partnership or limited liability company
(société@ i responsabilité@ limitée) between the heirs, etc. me—-tioned above or
between the above mentioned persons and the transferor, who _ontinue the
business) certain roll-over provisions apply, i.e. the book value of the assets

is carried over to the new owners or to the new business.
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Percentages_and_duration

Straight-line depreciation

Depreciation rates are computed taking into account the normal useful life of
the asset according to the usages of each industry, commerce or business.
GCenerally, every type of asset will have a percentage which is determined by
earlier decisions of the Supreme Court (Conseil d'Etat) representing its
permitted annual depreciation. If an asset is acquired during the course of a
year, straight-line depreciation is only granted on a pro rata temporis basis,

i.e. with respect to the remaining months.

. Some examples of typical rates are:

industrial and commercial buildings 5%
office and residential buildings ‘ 47
fixed industrial machinery and equipment 10-207%
office furniture and machinery 10~20%
tools 107
automobiles, trucks etc. 15-25%
patents ‘ generally over the number

of years during which they
are legally protected or
over their normal useful

life, whichever is shorter.

Declining balance depreciation

The taxpayer is not free to choose any system of declining balance depreciation
since there is only one system which is authorized (and which is optional). A
further restriction is that declining balance depreciation is only permitted
with respect to a limited numbér of assets (see para. 3.!., above). The
depreciation deduction is determined by multiplying the usual straight-line
depreciation rate of the particular asset by a prescribed coefficient. These

coefficients are currently:

1.5 if the normal useful life or the asset is 3 or 4 years;
2 if the normal useful life of the asset is 5 or 6 years; and

2.5 if the normél useful life of the asset exceeds 6 years.
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" As a disincentive to investment (in order to combat inflation) these coefficients

were reduced to 1, 1.5 and 2 respectively for qualifying assets which were

acquired during the period from July 1, 1974 through March 31, 1975.

As an incentive to investment the coefficients are increased to 2, 2.5 and 3
respectively for assets which are purchased in 1977 (if ordere Jefore June 1,
1977) or manufactured in 1977. This increased declining balance depreciatioﬁ

is a permanent feature for energy saving equipment acquired from January |, 1977

onwards, listed in a Ministerial Decree.

If an asset is acquired during the course of a year declining balance depreciatiom

is only granted on a pro rata temporis basis, i.e. with respect to the remaining .

months.

Since a change-over from declining balance depreciation to straight=-line

- depreciation is permitted, the taxpayer may adopt the latter me’' od when the

depreciation deduction computed according to the declining balance method is
less than the deduction which is allowed under the straight-~line method (i.e.

the deduction based on dividing the net depreciable balance by the remaining

number of years of useful life).
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3.5. Commencement of depreciation
. A depreciation deduction may generally first be taken at the end of the

accounting year in which the asset has been acquired.

If straight-line depreciation is adopted the general rule is that depreciation
may not commence before the asset has been put in service, unless it can be
proved that its value diminishes because of obsolescence. Under the declining
balance method depreciation may commence even if the assets have not been put
in service. In both cases depreciation must be computed on a pro rata tempgris
basis. Under the declining balance method, however, the computation is madé on

a monthly rather than on a strict daily basis.
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3.6. Special_ arrangements

3.6.1, Accelerated depreciation .

In a number of cases taxpayers may take an initial depreciation deduction in
the year that the assets are acquired or manufactured. In t case of
depreciable assets -- which are mostly immovable --. the residual value may then
be written off in equal annual instalments (straight-line der-eciation) over
the normal useful life of the asset. In all other cases -- generally investment
in certain shares -- no further depreciation is allowed. Under prévious
legislation accelerated depreciation in the form of higher annual depreciation
deductions rather than an initial deduction was accorded, which is also

discussed under this heading (see vi, below).

Accelerated depreciation is availahl2 in the following cases:

( 1) Industrial and agricultural enterprisgs which construc’ immovable property
which is destined to prevent water pollution may in the year that the
construction is completed apply an initial depreciation deduction of 50%
of the cost price of the asset. This accelerated depreciation is available
for qualified constructions which were completal before December 31, 1977,
provided that they are incorporated in immovable property which was
completed on January 1, 1976.

( ii) Similar provisions apply to enterprises which construct immovable
property destined to prevent air pollution and bad odors. They may also
apply a 507 initial depreciation deduction in the year that the
installations are completed. The accelerated depreciation applies to
qualifying assets which were completed before December 31, 1977 provided
that they are incorporated in immovable property which existed on
January 1, 1976.

(iii) Industrial and commercial enterprises may apply a 257 initial depreciation
deduction on the cost price of newly constructed industrial and commercial
buildings whose construction begins before December 31, 1977. This initial -
depreciation deduction is subject to the approval of the Minister of
Economic Affairs and Finance which must consult the Board of the "Fonds .

de Dévelopement Economique et Social". Approval must be obtained for each

separate case.
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( V)
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The approval may be granted by the regional Director of Taxes provided

that the investment over a period of three years does not exceed 5

million Fr.frs. No approval is needed if the investment is part of an
investment program which is exempt from business tax (taxe professionnelle)
under the provisions of CGI, Art. 1473bis.

In order to qualify for the 25% initial depreciation the buildings must be
constructed in special zones (generally, less developed areas) indicated
by Ministerial Decree and they must result within a period of time of at
least 3 years in new employment for at least 10 personms.

Investment in buildings, material and‘equipment used for scientific or

technical research qualifies for an initial depreciation deduction of 50%

of the cost price of these assets in the year that these assets are

acquired. However, this provision is as of January 1, 1965 only applicable
to investment in buildings. The tax administration has extended the benefit
of this initial depreciation to investment in buildings which are used

for the study, construction and testing of industrial prototypes which
precede their industrial manufacture.

The 50% initial depreciation also applies to the cost price of shares in-
Government approved research companies and organizations and may be takem
in the year of payment of the subscription. If such shares are sold more
than 3 years after subscription, the resulting capital gains are not
taxable to the extent of the 507 initial depreciation deduction which

was previously taken.

In certain cases an initial depreciation deduction may be taken on the
cost price of shares of other Government approved companies provided that
the shares were acquired at the creation of such companies or at the later
increase of their share capital. This initial depreciation is 100% of the
cost price on the subscription in shares of Government approved companies
for the development of agriculture, industry and commerce.

A 507 initial depreciation is accorded on the subscription in Government

approved "financial innovation companies" (sociét@s financi®res d'innovationm).

There is no further depreciation allowed, but if the shares of a financial
innovation company are sold more than three years after their acquisition,
the capital gain thereon (if any) is not taxable to the extent of the

initial depreciation taken.



98.
FRANCE

Under previous legislation an initial depreciation deduction was accorded on
the cost price at the subscription in shares of Government approved real property
companies. The subscribers could opt between two different treatments: (a) théy
could take.a 50Z initial depreciation deduction, in which case the dividends from
‘the shareholding were subject to normal income tax or (b) they could opt for the
exemption of the dividends from the shareholding provided tha. .he income from
the shareholding did not exceed 3.5Z of the invested amount, in which case they

_ could only take a 25Z initial depreciation. This initial deprer’~tion deduction .
only applies to subscription in shares before July 1, 1964 whicn were fully

paid in before January 1, 1966.

"(vi) Under previous legislation accelerated depreciation was allowed with respect to
ships of the merchant marine. Those ships could be depreciated in 8 years (50Z of
the cost price could be written off during the first three years, with a maximum
of 20% pér annum; 257 in the fourth urd fifth year with a maximum of 157 per annum
and in the sixth through the eighth yezrs the remaining 257 with a maximum of 10%
per annum. Fishing vessels could be depreciated in 6 years, i.. 50% in the first
aﬁd second years with a maximum of 30Z per annum; 30% in the third and fourth
years with a maximum of 20% per annum and 20% in the fifth and sixth years with
a maximum of 157 per annum. This accelerated depreciation is no longer available
for ships which were acquired or constructed after December 31, 1964. With respect

. to ships acquired or constructed between January 1, 1960 and December 31, 1964
the taxpayer could opt between accelerated depreciation or declining balance

depreciation.

Under current legislation the taxpayer may take declining balance depreciation
with respect to ships. Since he may assume that the useful life of ships of the
merchant marine is 8 years and that of fishing ships 6 years, the rate of

depreciation is respectively 31.25%7 and 33.33Z.
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3.6.2. Special depreciation for the iron and steel industry and the mining industry

Under previous legislation enterprises which were classified as iron, steel or
mining industries could benefit from an additional depreciation deduction which
was based on the turnover of the enterprise. The rates varied from 47 to 20%
depending on the category of industry.

However, this special depreciation (which in so far as it resulted in a total
depreciation exceeding the actual wear and tear of the assets can be considered
to be tantamount to an accelerated depreciation) was abolished when declining
balance depreciation was introduced. However, during a transitional period

of time from January 1, 1960 through December 31, 1966 taxpayers could opt
‘between declining balance depreciation and the special depreciation together
with straight-line depreciation, Therefore, in theory, starting from January 1,
1967, assets acquired by these industries must be written off in the normal
manner, i.e. either by using the straight-line or the declining balance method.
However, during a second transitional period from January 1, 1967 through
December 31, 1971 the enterprises were permitted to use declining balance
depreciation and apply an additional annual write off which is computed by
-multiplying the rates of declining balance depreciation by a certain coefficient,
i.e. 2 in 1967; 1.6 in 1968; 1.2 in 1969; 0.8 in 1970; 0.4 in 1971, However, for
assets whose useful life was less than 10 years the following maximum depreciation
rates had to be‘taken into account: 75% in 1967; 657 in 1968; 557 in 1969;

45% in 1970 and 35% in 1971. In so far as the additional depreciation was not
utilized it could be carried over to the next accounting year but not later than
December 31, 1975.
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3.6.3. Special depreciation for export enterprises

This accelerated depreciation was granted under the French efforts in 1957 to
increase exports. The special depreciation (which was given in addition to
straight-line depreciation) was computed by multiplying the total amount of
depreciation deductions available to the enterprise by the - 1io between the
enterprise's export sales and total sales of that year. In 1959 the special
depreciation was increased by 507, i.e. it then was 1507 of the ratio between
export sales and total sales times the available normal depr-ciation deduction.
The export deduction was only available to those enterprises which possessed
an "exporter's card". It was in principle abolished for assets acquired on or
after January 1, 1969 by the introduction of declining balance depreciationm.
However, during a transitional period of time from January 1, 1960 through
December 31, 1964 the taxpayers could opt between declining balance
depreciation or the continuation of ihe special export deduction. As of

January 1, 1965 this special depreciation has been definitely terminated.
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4, Depreciation on account of extraordinary wear and tear and exceptional

loss of value

Losses of this type with respect to depreciable assets may in principle be
compensated for by simply deducting an amount equal to the real loss in value.
This exceptional depreciation deduction is considered to be a logical
application of the legal depreciétion provisions. In practice a number of
reasons for such an additional write-off have been accepted by the tax
administration such as scrapping, destruction, taking out of service, technical
obsolescence, economic crisis and shift work. ‘

However, extraordinary depreciation with respect to non-depreciable assets

must be entered into a special reserve (provision) (see Part D, para. 2.3., below).



5.].

5.2.

102.
FRANCE

Deferral and recovery

General

Prior to 1965 there was no obligation to depreciate fixed assets sothat the
manner and timing of depreciation was completely left to the ommercial
accounting policy of the business involved. The Law of July 1Z, 1975 (currently
CGI, Art. 39B) obliges enterprises (whether owned by individuals or companies)
to depreciate a certain minimum for income tax purposes. Accimuiated
depreciation recorded at the end of each accounting year may not be less than
accumulated depreciation (asset by asset) calculated on a straight-line basis
and spread over the normal useful life ‘of the assets. If the enterprise does not
conform to this requirement it is penalized by the loss of any unrecorded
straight-line depreciation in subsequent years.

This does not mean, however, that depreciation may not be deferred in certain

cases.

Deferral and recovery of non-utilized depreciation

A distinction must be made between deferral of depreciation in profits and in

loss years.

a) Profit Years

In profit years the minimum depreciation must be taken in conformity with the
rules set out above. If too little has been written off for income tax
purposes the difference between actual depreciation and prescribed
depreciation is definitively lost. However, in those cases where the
accumulated depreciation exceeds prescribed accumulated depreciation it is
possible to defer depreciation. If straight-line depreciation is used, the
deferred depreciation may only be deducted in the accounting years following
the normal useful life of the asset at the normal rates. If the asset zs
sold or scrapped the deferred depreciation may be taken at once. If declining
balance depreciation is used the deferred amount may also be spread over the
remaining useful life of the asset by applying the normal rate of depreciation

to the residual book value.
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b) Loss Years

In loss years a distinction must be made whether the enterprise records

the depreciation at the end of the loss year or not.

If depreciation is so recorded, the enterprise may consider the depreciation
to be deferred, provided that it includes the depreciation in a special:
appendix to the balance sheet. The depreciation may then be taken in the
first profit year and if there is a balance, it may be carried over to the
next profit year until the amount of deferred depreciation has been abgorbed.

There is no time limit.

If the depreciation is not recorded at the end of the loss year it must first
be established whether the accumulated depreciation equals at least the
amount of prescribed accumulated depreciation based on straight-line
depreciation over the normal useful life of the asset. If it appears that
accumulated depreciation is less than the prescribed depreciation, the
difference is lost. If, however, the deferral is in conformity with the

law, deduction may be deferred to the first year in which a profit is made.
It may be taken after losses of previous years and normal depreciation have
been deducted. Any balance may be carried forward to followihg profit years.
There is no time limit. If declining balance depreciation is used, the
taxpayer may opt to spread the deferred depreciation over the remaining
useful life of the asset by applying the normal rate of depreciation to the

residual book value.

6. Commercial and fiscal depreciation

As was stated under 5 above accumulated depreciation may not be less than
accumulated depreciation (asset by asset) computed on a straight-line basis

‘and actually recorded in the commercial accounts.

’
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TAXATION OF CAPITAL GAINS AND LOSSES

Capital gains ip general

Introduction

Capital gains derived by a business are generally included in taxable income and
subject to either individual or corporate income tax, mostly =2t a reduced

rate.

Realized and non-realized capital gains

The French Tax Code only mentions realized capital gains. Non-realized capital
gains which have not been recorded ar= not subject to income tax. Non-realized
but recorded capital gains are considired to be taxable income which cannot
benefit from any privileged treatment which is available for 1lized capital
gains. They may, however, increase the depreciable base in case of depreciable

assets.

Note that in general the recording of non-realized capital gains will
be disadvantageous, since the normal rate of income tax will apply
on the total amount of the gain. However, taxpayers who have lossés
of previous years which cannot be carried forward (the normal time
limit for the carry forward of such losses is 5 years) may find it
advantageous to revalue their depreciable assets thus absorbing such

losses and increasing the depreciable base of such assets.

Capital losses may be deducted if they have been realized and in general also
if they have been recorded. In the latter case the loss must be entered into
a reserve (provision). Special rules apply to portfolio holdings and partici-

pations in other companies, debts claims and foreign currency.

\
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Principles for the computation and the taxation of capital gains

?.I.l. In general

2.1.2,

Industrial and commercial enterprises are for the purpose of this report

defined as enterprises which carry on industrial, commercial or mining activities,

including manufacture, transformation and transportation. Companies subject
to corporate income tax are always deemed to carry on industrial or commercial

activities.

Qualifying assets

The Law No. 65-566 of July 12, 1965 introduced a special regime for the
computation and the taxation of capital gains which are derived from the

disposal (sale, contribution to a company, exchange, expropriation etc.) of the

fixed assets of an enterprise. Gains derived from the disposal of goods

normally sold in the course of business —— mainly inventory —-- do not come
under this regime. Neither does this special regime apply to capital gains or
losses which are merely recorded and not realized.

Fi#ed assets include depreciable and non-depreciable assets as well as
portfolio investments, participations in other companies (see para. 2.1.6.,
below) and "industrial property" (see para. 2.1.7., below).

The special regime applies to disposal of fixed assets during the life and also

at the discontinuation of the enterprise.
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2.1.3. Short-term capital gains and losses

Short-term capital gains are defined as: (i) gains realized on the disposal of
fixed assets which are held for less than two years and (ii) that portion of .
the gains of fixed assets which are held for two years or more, which

corresponds to the depreciation which has been deducted frc  axable income. .
Short-term capital losses arei)ilosses realized on the disposal of non-depreciable
fixed assets held for less than two years and (ii) losses realized on the
disposal of depreciable fixed assets regardless of the number uf years held.
Shoft-term capital gains and losses must be netted at the end of the accounting
year. If there is any balance of short-term capital gain over short-term

capital losses it will be taxable at the full rate of income tax (progressive
rate for individuals and 50% for corporations). However, the taxpayer may elect

to spread the gain over three consecutive years.

There are two exceptions to this rule, each of which allow the short-term
capital gain to be spread over 10 consecutive years, i.e.:
- short-term capital gains which result from certain reorganizations of
activities of enterprises which have obtained an exemption from business
tax (taxe professionnelle);
- short-term capital gains which result from the receipt of an indemnity for
assets which were destroyed or expropriated and which relate to:
i) either depreciable fixed assets which are written off in conformity with
the straight-line method over a ﬁeriod exceeding 5 years;
ii) or depreciable fixed assets which are written off in conformity with the

declining balance method over a period exceeding 8 years.

Net short-term capital gains are immediately taxable in full on the sale or

discontinuance of the enterprise, i.e. in such a case the spreading of ‘the
income is not permitted and any short-term capital gains of preceding years

whose taxation was deferred also become immediately taxable.

Note that individual taxpayers may in such a case request that this
gain (provided it exceeds the taxpayer's average income of the last
three years) be spread over the year in which it was received and
over the preceding years to which the statute of limitétions does not

~apply (generally a period of &4 years).
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In a number of cases capital gains which come under the definition of short-

term capital gains are treated as if they were long-term capital gains

(see para. 2.1.4., below).

Examples are:

( 1) capital gains which appear at the death of an individual entrepreneur,
unless his heirs apply for the application of the normal provisions;

( ii) capital gains resulting from the liquidation of certain inactive
companies with a view to cleaning up‘the economy;

(iii) capital gains resulting from the adding back to income of reserves
(provisions) which have been created to write-off securities and which

have lost their purpose (see para. 2.1.6., below);

( iv) the disposal of certain "industrial property", i.e. the sale or licensing

of industrial rights (see para. 2.1.7., below).

Net short-term capital losses are deductible from the current accounting year's

taxable income. If cuyrrent income is insufficient to absorb the loss, it may
be carried forward against operating income of the five following years as if

it were an ordinary loss.
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2.1.4, "Ordinary" long-term capital gains and losses

"Ordinary" long-term capital gains can be defined as: (i) gains on the
dispopal of non-depreciable fixed assets other than "building sites" (see
2.1.5., below) which are held for two years or more and (ii) gains on tﬁe
dispopal of depreciable fixed assets held for two years or mec to the extent
that they exceed the recaptured depreciation on such assets. Long=-term cipital
lossep are: (i) losses on the disposal of non-depreciable fixed assets oth;r
than puilding sites (see para. 2.1.5., below) held for two yeirs or more and
(ii) losses resulting from the adding back to income of provisions created to

write-off on securities (see para. 2.1.6., below).

"Ordinary" long-term capital gains and losses must be netted at the end of Ehe
accounting year. If there is a balance of "ordinary" long-term capital gain
over "ordinary" long-term capital losz the balance may at the option of the
taxpayer be used in any order he eleci- to compensate: .
(a) any deficit of the current accounting year;

(b) ordinary operating losses of the previous 5 years which may be carried over;
(c) deferred depreciation of preceding years;

(d) "ordinary" net long-term capital losses of the previous 10 years which have

not yet been compensated.

If the balance is a gain, this gain is subject to a reduced rate of income tax of
15 percent (107 for long-term capital gains derived in accounting years

closed before December 1, 1973). The payment of the tax may be postponed for 2
years (except in the case of discontinuation of the enterprise's activities)

in case of long-term capital gains resulting from the receipt of an indemnity
from an insurance company (in case of destruction) or in case of expropriation

of buildings.

Taxpayers subject to corporate income tax must place the ordinary long=-term
capital gain less the 157 tax in a special reserve, which may not be distributed.
If the gain is distributed it is added back to income subject to tax at 507

(with a credit for the 157 tax previously paid) except in the following cases:
(i) if the reserve is used to compensate ordinary operating losses 6r "ordinary"

long-term capital losses of the following 10 years;
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( ii) if the reserve is incorporated into capital upon payment of 12% (in
certain cases 7%) registration duty;

(iii) if the reserve is distributed upon liquidation.

If the balance is a long-term capital loss it may be set off against:
( 1) "ordinary" long-term capital gains of the next 10 years;
( ii) or the special reserve for "ordinary" long-term capital gains which must be

created by taxpayers subject to corporate income tax.

In case of the discontinuance of the enterprise or in case of its sale part

of any "ordinary" long-term capital loss can be deducted from the income.of the

last accounting year, i.e.:

( i) one-fifth of the amount of capital losses which can be carried forward
and which have been incurred in accounting years closed before December 1,
1973; and

( ii) three-~tenths of the capital losses incurred in accounting years closed

on or after December 1, 1973,
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2.1.5. Long-term capital gains and losses connected with "building sites"

Long~term capital gains and losses connected with "building sites"(terrains

3 bﬁfir) as defined in CGI, Art. 150 ter(I) (in general unimproved, ‘

non-agricultural land and land with buildings of little value or destined to

be demolished) received the same treatment as "ordinary" ig-term capital -
gains and losses, but they must be computed separately from such "ordinary"
long~term gains and losses since any net gain is subject to a flat 257 rate

(instead of 15%). The main consequences of this separate t.zatment are:

( i) long~term capital gains connected with "building sites" can neither be
added to "ordinary" long-~term capital gains nor can they be set off
against ordinary long-term capital losses of the current or previous
years;

( ii) any net amount of long~term gain connected with "building sites" must be
credited to the long-term zarital gain reserve in such a manner that it
can clearly be established which part of the gain is = "ordinary" gain
and which part is connectedwith "building sites"; '

(iii) the amount credited to the special reserve is the gain less 257 tax.

A distribution (except if the reserve is used to compensate capital
losses incurred on "building sites” of the following 10 years, if the
reserve is incorporated into capital or at liquidation) the reserve is
added back to income subject to 507 corporate income tax (with a credit

for the 25% tax paid).
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2.1.6.1.

Securities

Under current legislation a distinction is made between "portfolio holdingiﬁ
(i.e. diversified holding of securities) and "participations" (which have
been acquired with a view to ensure the control over a company or to the
possibility to exercise a certain influence on such a company and which the,

enterprise envisages to hold for a longer period of time).

Portfolio holdings

Securities which belong to the enterprise's portfolio holding must be entered
in the balance sheet at the price for which they have been purchased or at
their subscription price. They must be valued at the end of each accounting
year. Securities which are quotéd at the stock exchange must be valued for
their average value of the last month of the accounting year and non-quoted
securities must be valued at the price for which they probably can be sold.
Gains and losses are theﬁ determined for each group of securities separately,
i.e. only those gains and losses are netted where the securities have been
issued by the same entity and give the same rights to their holders. If the
balance shows a gain (and no depreciation has been taken on these securities)

such gain is not recorded and is disregarded for tax purposes.

Losses, however, may be credited to a reserve (provision) (see Part D, para.
2.2., below) for the depreciation of securities which must be adjusted at the
end of each accounting year. The amount credited to the reserve is treated as
a 1ohg-term capital loss (see para. 2.1.4.,above), i.e. it cannot be deducted
from operating losses. If the securities increase in value, the reserve is
reduced by the amount of the increase up to a maximum of the amount of
reserves, i.e. any increase beyond the amount of the reserve would result

in a taxation of an unrealized capital gain and is not obligatory. Such
reduction of the reserve is treated as a long-term capital gain. Similarly,
if securities are sold which have previously.been written off, the difference
betweén the sales prices and the book value of the securities less the
depreciation is treated as a long-term capital gain up to the amount of the

reserve. See para. 2.1.3., above.
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In the case of an abnormal and temporary decrease in value of certain
securities the enterprise may refrain from entering the decrease in the
reserve if and in so far as the decrease is compensated by an increase in
value of the other securities held by the enterprise. The tax administration
ruled that if a taxpayer has thus opted not to credit a decrease of value of
securities to the reserve he may not do so in later years . .th the exception
for the years 1971, 1972 and 1973 in which it was permitted to carry the

deduction over to the next year).

With respect to the sale or other disposal of securities the normal rules with
respect to the imposition of short-term and long—term capital gains and losses
apply (see para. 2.1.3, and para. 2.l1.4., above), provided that the securities

are part of the enterprise's fixed capital.

In those cases where the purpose of the enterprise is the trade in securities
(e.g. in the case of a stockbroker) any gains and losses co cted with the
disposal of the securities are treated as normal operating gains and losses,

even if the securities were held for 2 years or longer.

In all other cases (even in the case of banks) securities are deemed to be part

of the enterprise's fixed capital if they have been held for:

- 2 years or Ionger;'or

~ less than 2 years, provided that the enterprise holds other shares of the
same kind which have been held for more than 2 years.

If all the shares of the same kind have been held for less than 2 years before

their disposal gains or losses are treated as normal operating gains or losses.

When determining how long securities have been held,the FIFO system (first-in,

first-out) is applied.
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2.1.6.2. Participations

As of January 1, 1974 special rules apply to "participations", which include
shares held by so-called parent corporations (soci&té&s méres) in their French
or foreign subsidiaries (generally a participation of 10% or more in the
subsidiary's share capitsal). They must at their acquisition be entered in the
balance sheet at their original cost (purchase price increased by additional
costs connected with the purchase, value surrendered at their contribution to
the capital of a company etc.). At the end of each accounting year the same
procedure applies as in the case of. portfolio holdings, i.e. each type of
share must be valued separately. However, a loss may only be credited to the
reserve discussed above if there is a real decrease of value which must be
justified by the enterprise not only in conformity with their value at stock
exchange or probable sales price, but also in conformity with other economic
data such as the average yield of the shares etc, If a loss can be determined
it is credited to the special reserve and it is treated as a long~term capitil
loss. Otherwise the same provisions apply as for portfolio holdings (see para.
2.1.6.1., above).
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2.1.6,3. Special cases

(a) Capital gains derived from the 3isposal of the so-called "emprunt Pinay"
(the 417 State bond loan 1973 replacing the preceding 3i7% State bond loan
1952 and the 34% State bond loan 1958) are exempt from individual income

tax but not from corporate income tax.

(b) Shares in Government approved research companies and organizations qualify
for a 507 iquial depreciation (see Part B, para. 3.6.(iv,, above). If
such shares’qfe disposed of, the capital gain (if any) to the amount of the
initial depreciation deduction is exempt from income tax provded the disposal

takes place at least three years after they have been subscribed to.

(c) Shares in Government approved companies for the development of agriculture,
industry and commerce entitle their subscribers to a 1007 initial
depreciation deduction. Similarl; a subscription to shares of a Government
approved "financial innovation company" entitles the sub- iber to a 50%
initial depreciation (see Part B, para. 3.6.(v), above). If these shares
are disposed of the capital gain (if any) is exempt from income tax to the

extent of the initial depreciation taken.

(d) Certain Government approved real property companies instituted under the
provisions of the Decree No. 58-876 of September 24, 1958 for the financing,
the construction and the administration of dwelling houses were accorded
privileged treatment under previous legislation, most of which have been
abolished in 1963. As a transitional measure capital gains derived from
the disposal of shares in such companies (provided they were created before
March 17, 1963 and the shares were subscribed to before July 1, 1964 and
were paid in before January 1, 1966) are exempt from income tax to the

" extent of the 507 or 257 initial depreciation deduction which was available

at that time or to the extent of certain other depreciation deductionms.

(e) The exchange of shares for other shares may be effected without attracting
income tax on any resulting capital gain, provided that the shares received
are entered in the balance sheet at the same value of the shares which
were given in exchange. However, this exemption is only granted if the
exchange constitutes a legal means to arrive at a specialisation or a

concentration of enterprises.
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(f) There exists a roll-over provision in case an enterprise is continued
by an individual taxpayer's spouse or relatives (see Part B, para. 3,3.,

above).
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Industrial property

Gains derived with the disposal or licensing of industrial property held for

at least 2 years are considered to be long-term capital gains in the following

cases:
(a) the disposal of patent rights, work methods and technical procedures;

(b) the granting of an exclusive operating license (includi=~g the granting of
an exclusive right to use certain work methods or techuical procedures,
even in the case that they are not accessory to the disposal or the

granting of an exclusive right to use a patent);

(c) the granting of an operating license for a certain geographical area or for

a specially defined use;

(d) the disposal of or the grantiuy of an exclusive license to patents which

have been applied for.

Proviso is that the disposal or the licensing of a patent must have as a result
that the patent ceases to form part of the enterprise’s fixed assets either in
full or partially for a certain geographical area or for a specially defined
use. With respect to a license this means that the license must be granted

until the expiration of the patent.

Another condition is that the rights, work methods and technical procedures
must be considered to be fixed assets, i.e. they do not qualify for long~term
capital gain taxation if it is the enterprise's purpose to acquire such rights,
work methods and technical procedures with a view to their later sale, even

if effected after two years.

In addition, long-term capital gains taxation is denied to royalties received
for the disposal or licensing of industrial property if these royalties may be
deducted for purposes of the French income tax and if there exists directly .
or indirectly a relationship between the two enterprises. Thus royalties paid

by a non-resident enterprise do not come under this disqualification.
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Non-commercial enterprises comprise liberal professions (medical, doctors, lawyers,
notaries etc.) and all other lucrative activities which do not fall in any other

category.

‘Capital gains and losses are generally treated as ordinary profits and ‘losses

subject to the normal progressive rates of individual income tax. Special
treatment, however, is accorded to capital gains derived with the disposal of
fixed assets at the discontinuance of the activities or at the sale of a part of
the enterprise and also with respect to any compensation received for the
discontinuance of a profession or for the transfer of goodwill. These gains are
subject to a reduced flat rate of 67 individual income tax provided that disposal,
discontinuance etc, take place more than 5 years after the profession or good
will was created or otherwise acquired or results from the death of the owner.

In all other cases qualifying for special treatment the capital gain'is only

included in taxable income for half of its amount.
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2.3._Agricultural enterprises

Capital gains and losses receive generally the same treatment as in the case of

industrial and commercial enterprises (see para. 2.1. above).

However, short-term capital gains are, unless the taxpayer elects to be subject

to the normal provisions, treated as long-term capital gains.

There exists a roll-over provision in case an enterprise is continued by the

taxpayer's spouse or relatives. (Cf. part B, para 3.3. above).
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Company _reorgapizations

Special provisions apply to company reorganizations, i.e. mergers, divisions
and spin-offs. They apply with respect to companies subject to French corporate

income tax.

If the approval of the Ministry of Economic Affairs and Fnance has been obtained,
privileged tax treatment may also be accorded where assets and liabilities are
transferred to a non-resident corporation. One of the conditions which will
ordinarily be imposed is that these assets and liabilities must remain in France,
i.e. they must appear in the books of an enterprise (for instance a branch office
of a foreign firm) subject to income tax in France. The law does not extend the
privileged treatment to transfers of assets and liabilities by non-resident
corporations to French corporations if the former are not subject to French
corporate income tax. However, the tax administration is prepared to apply the
privi}eged treatment to all merger operations by which a foreign corporation is

absorbed by a French corporation.
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3.1. ggggggs (fusions)

Mergers are defined as transactions whereby two or more companies combine all

their assets and liabilities to form one single company. This may be effected

through the absorption by one company of the assets and liabi. ies of one or

more other companies in exchange for shares of the former company or by the

creation of a new company which absorbs the assets and liabilit.:s of twQ or more

companies in exchange for its shares.

. The following privileged tax treatment is accorded with respect to mergersj

s 2t o e e S0 e s e e e B e e e e o

¢ 1

The absorbed corporation is exempt from corporate income tax on net capital

gains arising from the transfer of fixed depreciable and n-depreciable

agsets (i.e. the difference between their book-value and the actual value at

( ii)

(iii)

the time of the merger). However, it may elect to pay the reduced rate of
corporate income tax (157 or 25Z) on all or part of the long~term capital
gains on the depreciable assets which are transferred under the merger
operation. The amount which is thus taxed reduces the amount of taxable
capital gains on which the absorbing corporation is subjected to income tax

over a period of 5 years (see para. 3.1.2., below);

The absorbed corporation is (for mergers which are effected prior to

January 1, 1978) exempt with respect to capital gains arising from any shares
it holds in the absorbing corporation;

The absorbed corporation may (for mergers which are effected prior to

January 1, 1978), if the approval of the Ministry of Economic Affairs and
Finance has been obtained, pass over any operating tax losses (or carry-over
of losses of previous years and deferred depreciation) which are not

absorbed by taxable income and capital gains to the‘absorbing corporations:
If the absorbed corporation sustains a net capital loss (balancing net
long-term and short-term capital gains and losses) on depreciable assets
which are transferred to the absorbing corporation it may first deduct this
loss from taxable income in the year of the merger and any balance may be
carried over for 5 years as an ordinary tax loss by the absorbing corporatim

without Government approval.
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3.1.2, Absorbing corporations

<
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The absorbing corporation must enter non-depreciable assets in its books at

their book value with the absorbed corporation;

The absorbing corporation enters in its balance sheet the depreciable
assets transferred from the absorbed corporation at their (steppedwup)
merger value. Then it recomputes the remaining useful life of these assets
and depreciates them on a straight-line or declining balance basis ‘as if

. : hort te
they were new assets. The capital gain (whether 1ong~teg5/son &eprggggble

fixed assets is then subject to the full 50% standard rate of corpdiate

income tax. The capital gain may, however, at the option of the taxpayer
be spread over the year of the merger and the 4 next years but the minimum
amount attributed to each year may not be less than one-fifth of the gain

(in certain cases a longer period of time is permitted;

The absorbing corporation may carry over the long-term capital gains
provision (see para. 2.1.4,, above) and any other reserves of the absorbed

corporation which have not borne full corporate income tax;

The absorbing corporation must add to taxable income the deferred portion
of capital gains which the absorbed corporation would have had (e.g.
short-term capital gains and deferred capital gains resulting from a

previous merger in which the absorbing corporation was involved);

The absorbing corporation takes over and enters in its records any reserves
of the absorbed corporation which are deemed to be necessary, such as the
reserve for price increases, for commodity market fluctuations, medium and
long-term credit risks abroad (see part D, below) and depletion allowances

(see part E, below);

Any capital gain resulting from shares which the absorbing corporation
held in the absorbed corporation is exempt from income tax provided that

the merger takes place prior to January !, 1978;



S N e A o we———— e o b A ke et m % = e 3 o e e

FRANCE 122,

(vii) Operaging loss carry-overs of the absorbing corporation are generally not
affected by a merger operation unless the sole purpose of the merger
operation was to evade corporate income tax by absorbing expiring losses. -
However, a merger operation may affect so-called 'deemed" deferrals of
depreciation from previous years (i.e. the depreciatio hich is taken and
which corresponds to a tax loss (see part B, para. 5, above)). The amount
of any losses of previous years corresponding to the amount of "deemed"
deferred losses may generally be carried forward indefinitely. However,
upon a company reorganization "deemed" deferred depreciation is automatically
converted, retroactively, to losses subject to the normal 5-year carry-over
limitation (see part G, below) which may cause the absorbing corporation to
lose some of its old loss carry—-overs. If the economic interest of the
merger is sufficiently important, the tax administration may, however,

restore the indefinite loss carsry-over for "deemed" deferred depreciation.

3.1.3. Shareholders

< o e S e T v v o

The shareholders of the absorbed company receiving shares of the absorbing company
upon liquidation of the former company are neither subject to individual nor to
corporate income tax with respect to the value of the shares received. The
recipients must for tax purposes value the shares received at the same value as

the shares surrendered.
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Division (scission) - ’ *

A company division is defined as a transaction whereby onme corporation contributes
all its assets and liabilities to two or more existing or‘newly created
corporations in return for shares of the latter. Divisions receive practically

the same privileged tax treatment as mergers (except for special rules with
respect to the prorating of capital gains, carry-over of reserves etc. among

the absorbing corporations). However, privileged treatment is in principle only

available provided that:

( 1) the Ministry of Economic Affairs and Finance has given its prior approval;

and

(ii) the agreements under which the assets and liabilities of the absorbed
corporation are contributed to the absorbing corporations take effect on
the same date and result in the immediate dissolution of the absorbed

corporation.
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Spin-offs are defined as transactions whereby one corporation transfers part of
its assets and sometimes also part of its liabilities to one or more corporations

in return for shares of the latter.

Spin-offs receive in principle the same privileged treatment ~: mergers.

Two cases can be distinguished:

(a) A prior approval of the Ministry of Economic Affairs and Finance has been
obtained. The transferring company is subject to income tax on the operating
income of the branch of operations (or assets) transferred up to the moment
of transfer, including income of inventory transferred and any provisions
related to the assets transferred. If a capital loss arises on depreciable
assets transferred it may be carrled over to the reciﬁient corporation and
deducted from the income of the year of transfer and the next years,

provided that Government approval has been obtained.

(b) No prior approval of the Ministry of Economic Affairs and Finance is needed
where the corporation transfers a complete branch of activity and if the

two following conditions have been met:

( i) the contributing corporation must commit itself to holding the shares

received in consideration for the contribution for at least 5 years; and

(ii) the contributing corporation must commit itself to computing any capital
gains on the transfer of these shares based on the value of the assets

in the records of the contributing corporation.

-
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3.4. Revaluation of non-depreciable assets

The 1977 Finance Law provides for the revaluation of non-depreciable business
assets, including participations included in the balance sheet of the first
accounting year closed after December 31, 1976, This revaluation is in principle
optional but it is obligatory for, inter alia, companies whose shares are quoted
on the stock exchange or which solicit funds from the general public. It is also
obligatory for those companies whose shares are held by a company whose shares
are quoted on the stock exchange if the participation qualifies for consolidation
of income under French law.

The revaluation must be effected in the first accounting year closed after
December 31, 1976 or the following year.

The gain resulting from the revaluation is exempt from income tax but must be
entered in a special reserve which may not be distributed. The reserve may,
however, be used to increase the capital.

When the asset is sold or otherwise disposed of, the resulting capital gain or

loss is computed on the basis of the book value of the asset before revaluation.
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D. . RESERVES

A distinction should be made between the 'réserves" (reserves proper) which
denote accumulated profits and the "provisions' (provisions) which are amounts
deductible from taxable income and set aside in the taxpayer s books to meet

accrued liabilities, estimated expenses or other contingencies.

Reserves proper include the legal reserve (a minimum of S‘percent per year of
net profits after taxes which must be set aside until the fund amounts to

10 percent of corporate capital), the reserve account for capital gains
(discussed in part C, para., 2.1.4., above) and the reserve for revaluation of

non-depredable assets (see part C, para. 3.5., above).

2, Ordinary provisions

Provisions may be set up for any purpose, however, any contribution to these
pfovisions may only be deducted from taxable income if the following six

conditions have all been met:

( 1) the provision must have been set up for a specific purpose and must concern

a specific item of loss or expense;

( ii) the provision must concern losses or expenses which are deductible for

tax purposes;

(iii) the loss or expense must be probable, i.e. no deduction is permitted for

possible risks;

( iv) the loss or expense mugt result from a fact which happened during the

course of the financial year, with exceptions for certain future expenses;
( v) the provision must be entered in the taxpayer's books;

( vi) the provision must be reported in a summary attached to the taxpayer's

annual tax return. !

The most important deductible provisions are summarized below.
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Debt claims are entered in the balance sheet at their face value. If they become

unrecoverable in a given year they may be written off as an exceptional loss.
If full or partial payment at the end of the financial year is doubtful, the
taxpayer is pérmitted to set up a doubtful debt provision. The computation o%
the provision must be based on a debgyaggzgsment of the probability of its

payment and estimated as to the amount which is not recoverable.

Doubtful debt provisions which are based on the amount of the debt claims

outstanding or on the taxpayer's turnover will generally be disallowed.

Provision for depreciation of securities

This provision is discussed in part C, para. 2.1.6., above.
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‘A loss in value of any non-depreciable asset (e.g. land, goodwill, trademarks

etc.) may be expressed in the taxpayer's books by the creation of a special

provision. (See part B, para. 4, above).

Where the value of stock-in-trade (inventory) is less than cost it must be
valued at the (lower) market value. The difference between the cost and market

value must be placed in a separate provision. (See part F, para. 1, below).

A provision may be created for taxes which are payable provided that they (i) are

deductible, (ii) are annually assessed, (iii) result from events which have

occurred in the year in which the provision is created and (iv) the law does not

provide otherwise.
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Provision for_employee remuneration

If the taxpayer is committed to pay employee remuneration (such as bonuses) but -
which are not yet paid at the end of the financial year they may be entered

into a provision.
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A provision may be created for moving expenses where a leasehold has expired

and the move is certain.

Provision_for_expenses which_are_spread over a number_of years

Substantial expenses which should be spread over a number of vears such as
extensive maintenance or repair, restoring leased premises a quarries or mines

at the end of the lease may be entered into a provision.

§Becia1_2rovisions

The law permits the taxpayer to create a number of special provisions which are

subject to detailed rules. The following discussion only outlines these provisiorm.
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Provisions_connected with_investment abroad

- o

Two different provisions may be created with respect to the establishment of a

foreign branch office or a foreign subsidiary.

The first one is connected with foreign branches or foreign subsidiaries which
are deemed to be commercial enterprises. Initial losses incurred during the first
five years of their existence may be placed in a tax deductible provision up

to an amount not in excess of the foreign investment if such investment is made
in one of the other E.E.C. countries. Investment outside an E.E.C. country

may be fully entered into a provision. The provision must be added back in 5 equal
annual instalments to taxable income starting from the sixth year following the

first year of investment,

The second provision relates to investment abroad in industrial enterprises
(either a foreign branch office or a foreign subsidiary). The provision in this
case may not exceed 50 percent of the capital invested, otherwise similar rules

apply. See for more details part E, para. 3, below.
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Provision_for_employee_profit_sharing

All French employers with an average of more than 100 employees.in a year are .~
obliged to participate in the employee profit sharing plan (participation des

salariés aux fruits de 1'expansion des entreprises). One o. ne aspects of this

system is that as of January 1, 1968 qualifying employers must create a
provision which equals
(1 - 5x¢C ) x P
100 v
2

where:
1 is domestic source income less corporate income tax

C is "capital proper" (capital, reserves, accounting profi‘® (or loss) brought
forward, non-deductible provisions carried over and prov.sions deducted from
corporate income tax (except the participation provision by virtue of a

specific article of the French law)
P is payroll

\ is value adhed as defined in the law.

The provision is only deductible in the taxable year following that on the result
of which it has been calculated, i.e. the provision based on 1976 net income,

capital and payroll is deductible in 1977.



bk

3.3.

3.6'

3.5.

3.6.

FRANCE
131.

Investment provision

Another aspect of this employee profit sharing scheme is that tne employer
receives a sortof bonus in the form of an "investment provis:na' which

currently may not exceed 50 percent of the amount which is placed in the profit

sharing provision (see part E, para. 2, below).

A provision for inventory price increases may be created on sr item per item
basis if the price of a given material or product within a pzriod of not more
than two successive financial years increases by more than {0 pevcent. (See

part F, para. 2, below).

- 1 v - T -

Enterprises whose main purpose is the processing of certain %ist=d raw materials

may create a provision for world price fluctuations. (See pur: ¥, para. 3, below).

Provision for credit risks

Enterprises which carry on business operations abroad, i.e. sales of goods or
construction activities for which they grant medium-term credit may create a

provision for credit risks which is deductible from taxable iacomz. The

enterprise does not ‘exceed to justify the risk incurred. Ir we:ieral the credit
must be for a period of 2 to 5 years, but may be for a long+® . shorter period
of time if a sn-called COFACE guarantee is acquired. The amuunt of the

provision may not exceed 10 percent of the credit granted.
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Provisions _for credit risks_incurred by banks

Banks and other credit institutions may create two different provisions. The first.
one is for risks relating to middle and long-term credit operations. The amount
which may be annually contributed to this provision varies f 1 0.5 percent to

A0 percent of annual income depending on the credit institution. The tothl amount
which may be placed in the provision is either 0.5 percent or 3 percent of the
credits outstanding depending on the type of credit institution.

The second provision may be created for risks connected with middle and long-term
credit operations with respect to sales on the carrying on of construction

activities abroad. This provision could only be created during 1966~1975.
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3.8. Provisions for insurance and_re-insurance companies

e ot e o o e e T - a2 o -

Insurance and re-insurance companies may create a provision for exceptional
risks connected with the coverage against natural calamities, atomic risks
and damage claims because of pollution. The amount of the provision is subject

to a double limit:

( i) The annual contribution to the reserve may not exceed 75 percent of the

technical profit of the category of risks concerned. The technical profit

is defined as the difference between:

-~ the amount of premiumswhich were received in the accounting year less

premiums refunded and amounts contributed to provisions; and
- the amount of payments made increased by costs.

(ii) The total amount of the reserve is also limited to a certain percentage

of the net premiums received (e.g. 200 percent for insurance against

freezing, and 500 percent for insurance against atomic risks).

v

Other provisions which may be or in a number of cases must be created by
insurance companies are the so-called mathematical reserve (or provision)
(this is obligatory for e.g. life insurance companies and some other categories
of insurance companies), a provision against the reduction of value of the
securities held by the insurance company and the decrease of the income received
from such securities and the provision‘which must be created by, inter alia,
life insurance companies in order to guarantee the obligations of the insurance

company should the mathematical reserve appear to be insufficient.
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Provision_for_newspapers_and magazine_epterprises
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Newspaper and certain magazine enterprises may create a tax deductible provision
of a certain part of their income, i.e. 90 percent in accounting year closed

in 1970, 80 percent in accounting year closed in 1971 and, i 3accounting years
closed in 1972-1975, 80 percent for daily newspapers and 60 j.crcent for other
publications. The Law No. 76-1233 of December 29, 1976 extends the latter regime
to the accounting years 1976-1979, However, for the accountirg years 1978-1979
the above percentage of 80 percent is reduced to 70 percent and the percentage

of 60 percent to 50 percent.

The provision must be used for the acquisition of business assets which are
needed to publish newspapers and qualifying magazines or participations in
printing enterprises within 5 years a“ter the amounts were entered into the
provision.

See for more details part E, para. 4, below.

Companies engaged in the research and exploitation of oil and gas
or in the extraction of certain solid minerals indicated in the law may create

a deductible depletion provision (see part E, para. 5, below).
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OTHER INVESTMENT INCENTIVES

A general investment allowance is not granted in France but a number of other
incentives are granted which in some cases are tantamount to 'an investment

allowance.

Investment credit

Under previous legislation an investment credit was provided (which could be
taken against the value added tax or TVA) for asséts ordered after April 30,
1975 and before January 8, 1976 for investment in plant and machinery which
qualify for declining balance depreciation (see part B, para. 3.1., above).
Delivery may take place up to 3 years after ordering. The investment credit may
neither exceed the amounts paid during that period nor 10 percent of the
acquisition cost of the assets.

The investment credit must be deducted from the depreciable base of the assets

acquired.

Employers who participate in the employee profit sharing scheme discussed under
D.3.2. above may create an "investment provision" (exempt from income tax) which
currently may not exceed 50 percent of the amount which is placed in the
participation. This provision must be used to purchase or manufacture depreciable
or non~depreciable business assets not later than 12 months following the end

of the year in which it was created. If the amounts thus set aside are nct used

within the prexcribed period of time they are added back to taxahle income.
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Aid for investment abroad

As indicated in D.3.1. above a French enterprise investing abroad either in a
foreign branch office or in a foreign subsidiary may create a tax deductible
provision for losses or investment of the first five years.

However, this privision must be added back to taxable income in 5 equal

instalments starting from the sixth year following the first ye~~ of investment.

Commercial euterprises

The first provision relates to investment in foreign commercial enterprises

(branch offices or subsidiaries). However, in order to be able to deduct the
amounts placed in the provision Gover-mient approval is required. This approval

is deemed to have been obtained if no veply is received from the tax administration

within 2 months after application.

Commercial enterprises are defined as sales offices, research offices or offices

to collect information.

'

H

The amount which may be entered into the provision is limited to the lesser of
(i) the accumulated amount of the losses of the first five years computed in
%onformity with French tax law and (ii) the accumulated amount of the investment,
if the investment is made in one of the other Common Market countries. If the
investment is made in a country not belonging to the Common Market the full amount
éf the investment may be placed in the provision. Note, however, that in such

a case generally Government approval will be obtained only if the investment is
?ade in a development country.

!

Investment through'a subsidiary will only qualify if the participation of the
French enterprise in the foreign subsidiary amounts to at least 50 percent of the
latter's shares (or the maximum participation which is allowed under the law of
the subsidiary's country of residence, if such law forbids a 50 percent

participation by a foreign parent corporation).
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The second provision velates to investment in foreign industrial enterprises
(branch offices or subsidiaries). For this provision an express Government
approval is required, which will generally be granted only for investment in a

developmen{ country.

The amount which may be placed in the reserve may not exceed 50 percent of the
accumulated investment of the first five years of the subsidiary's existence.
Otherwise the same provisions apply as in case of investment in foreign commercial

enterprises.
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Investment relief for certain_publishing_enterprises

Newspaper and certain magazine enterprises which publish either a monthly or
bi-monthly magazine which is to a large part devoted to the dissemination of
political information (i) may deduct from their taxable incr costs incurred
for the acquisition of business assels which are necessary for their operatioms
and (ii) may create tax deductible provisions for the acqusition of such assets
(see also part D, para. 3.9., above). |

Up to and including accounting years closed in 1969 100 percent of the income
could be thus deducted or placed in a provision. As of accounting years closed
in 1970 these amounts were restricted to a certain percentage of profits as

follows:

accounting years closed in 1970 : 90 percent

accouhting years closed in 1972-1977 80 percei (daily newspapers)
and 60 percent (other
publications)

accounting years closed in 1978-1979

70 percent (daily newspapers)
and 50 percent (other

publications)

The deduction or provision may only be made with respect to machinery and
equipment, buildings, land and participations in companies which are strictly

necessary for the operation of the business,

Where a tax deductible provision was used for the acquisition of the assets
indicated above the amount of the provision must be written off from the

depreciable value of the assets acquired.

-
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Depletion allowance for oil and_gas_extraction
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Enterprises which are engaged in the exploration for and the exploitation of
oil and gas are accorded an annual depletion allowance, i.e. they may deduct

from taxable income the lower of:

( i) 23.5 percent of the amount of gross sales of products extracted from gas

and oil fields subject to income tax in France; or

(ii) 50 percent of the net taxable income attributable to the sale during the
taxable year, before or after processing, of products extracted from oil

or gas fields.

To qualify for the depletion allowance the oil or gas must be extracted from
continental France, the F}ench overseas ''départements' (Martinique, Guadeloupe,
Guyane and Réunion), the French overseas territories (Comorc Islands, New
Caledonia and the small islands of French Polynesia), the African States which
were part of the former French Community and Morocco, Tunisia, Algeria, Togo

and Cameroon.

Amounts deducted pursuant to the depletion allowance must be placed in a tax
free provision (provision pour réconstitution des gisémenté) and must be
reinvested in assets or activities connected with the oil industry or in shares
or in other interests in oil or oil research enterprises within 5 years. The
depletion provision may only be fully used if reinvestment takes place in
certain areas indicated by decree. If reinvestment is made in another area
(but within the countries listed above) the depletion provision may only be
used to finance a maximum of one half of the.expenses incurred or fixed assets
purchased. The amounts used to invest in depreciable assets need not be
deducted from the (depreciable) wvalue of such assets. If the reserve is not
completely exhausted after 5 years, the excess will be added back to taxable

income.
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A similar depletion allowance may be created by enterprises which extract
certain solid (non-ferrous) minerals, which are of interest to the French
economy and listed by decree. This list includes aluminium, ar wonium, arsenic,

beryllium, chromium, copper, manganese, silver, zinc etc.

The depletion allowance amounts to the lower of:

( 1) 15 percent of the amount of sales of products extracted from mineral deposits

and which are included in taxable income in France; or

(ii) 50 percent of the net taxable income from sales, before or after processing

of these products.

To qualify for the depletion allowance “ne mineral must be extracted in one of
the countries listed under the depletion allowance in para. 5, sve. Resale of
mineral products purchased from foreign subsidiaries in which the French

. . or indirgectly
enterprise owns directly a voting control of at least 50 percent (or at least
20 percent after approval has been obtained from the Minister of Economic Affairs

and Finance) also qualifies for the computation of the limit under (ii) above.

The depletion provision must be reinvested in fixed assets, research expenditure
or research company shares within 5 years, otherwise it is added back to taxable

income.
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7. Deduction of certain dividends

The normal rule i1s that dividends are not deductible from taxable income. The
Finance Law 1977, however, provides that corporations which are created or
which increased their capital between January 1, 1977 and December 31, 1980

may during the first five years following such creation or increase, deduct
dividends distributed on the newly issued shares, provides that (i) the
contributions were made in cash and (ii) that the shares are quoted at a stock
exchange within 3 years, The amount of the deduction may not exceed 7.5 percent

of the capital contributed.
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Investment incentives in or relating to_French_overseas_départements

A number of tax incentives are granted which only apply with respect to the
French overseas départements Guadeloupe, Réunion, Martinique and Guyane. These

incentives include the following.

Mining companies which c?§§¥ on activities in the overseas "départements'" and
which before December 31, have requested the approval of the French Minister of
Economic Affairs and Finance, may apply for favored tax treatment for a period
of 25 years. (This period may be extended by another 5 years). This privileged

tax treatment includes:

( i) The exemption from corporate income taxation of corporate income which is
reinvested in the enterprise or in similar enterprises in the overseas

"départements";

( ii) the "freezing" of the rate of tax applicable during the riod of time
for which the privileged treatment was afforded at the rate which was in
force on January 1 of the year in which the approval of the Minister of
Economic Affairs and Finance was obtained unless more favorable
provisions are subsequently enacted. The present rate is, as in metro-

politan France, 50 percent;

(iii) the "freezing" of the taxable base under the same conditions as for the
rate of tax discussed at (ii) above. The present taxable base is'two
thirds of otherwise taxable income computed after the exemption discussed

at (i) above.

Companies which qualify for this favored treatment must, however, pay a royalty

based on the weight of materials which they extract.

See for the tax holiday for mining companies below.

Certain other types of companies: The above privileged treatment is also

accorded to companies carrying on agricultural, forestry and industrial

activities in Guyane and to companies whose exclusive purpose it is to carry

on industrial activities in Guadeloupe, Martinique or Ré&union, provided that they -
invest a certain minimum amount which is fixed by the Minister of Economic Affairs
and Finance. Non-mining companies are not subject to the payment of royalties.

Application for Ministerial approval must be made before December 31, 1977.
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Tax holiday: Companies which have been éreated before December 31, 1977, and

which have obtained the approval of the Minister of Economic Affairs and Finance
may, if fhey are considered to further the economic and social development of

the overseas 'départements" and the creation of employment in these "départements',
be wholly or partidly exempt from corporate income tax during the first 8 years
from the date they begin operating. A similar exemption may be granted to existing
companies which start new activities before December 31, 1977. In order to
stimulate mining activities in Guyane, the duration of the tax holiday is

10 years.

Deferral of income tax: Corporate or individual income tax otherwise due on

profits derived in the overseas '"départements" by industrial, commercial or

agricultural enterprises may be deferred to the extent that such profits are

- reinvested in certain activities which are considered to be essential for the

economic and social development of these "départements' or in housing projects.
Such deferral, however, requires that the Minister of Economic Affairs and Finance
approve the investment project. Reinvestment may also take place in shares or
bonds of companies whose activities are considered to be essential for the
economic and social development of the overseas "départements'. This provision
expires on December 31, 1977. The profits on which tax is deferred may not

exceed 200,000 Fr.Frs. for each'new job created if the investment is connected
with plant (8quipement d'exploitation). Otherwise there is no limitation on the

amount of such profits.

Under this deferral scheme, reinvested profits are not included in taxable income
in the year in which they are earned. These amounts are then added back to
taxable income during subsequent years. In the case of profits reinvested in

depreciable assets, this "recapture'" must be effected at the same time and in the

same amount as depreciation is taken with respect to such assets. In the case of

. . . ¥ .
profits reinvested in non-depreciable assets, this "recapture" must generally be

effected in ten equal annual instalments However, if a condition of Government
approval of the deferral has been that such assets may not be alienated for some
specified period of time, then "recapture' must be effected in equal annual
instalments the number of which is the same as the number of years for which the

assets may not be alienated.
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Reinvestment of income: Profits derived in metropolitan France by industrial or

commercial enterprises may be exempt from corporate or individual income tax if
they are reinvested in enterprises of the same nature or in hotel enterprises in
the overseas "départements'. The investment must be approved by the Minister of
Economic Affairs and Finance. A similar exemption may be grante to reinvested
profits if such reinvestment amounts to at least ! million Fr.Frs. and is effgcted
in shares of newly created corporations established in the overseas ''départements"
whose purpose is to carry on activities in the hotel, tourism, .ood, textile,
fishing or forestry sector and which will create at least 20 new employments.

This provision expires on December 31, 1977.
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VALUATION OF STOCK-TN-TRADE
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Stock-in-trade (inventory) includes raw materials, merchandise, supplies, scrap,

work-in-progress and products manufactured by the enterprise. It also includes

' packing material which is not returnable by the customers and which is identifiable.

GCI, Art. 38(3) provides that stocks must be valued at the lower of cost or market
value at inventory date. Cost for valuation purposes means the actual cost of
purchase or manufacture, including all additional charges such as transportationm,
customs duties etc. The cost of items which are manufactured by the enterprise is
the aggregate of the purchase price of the materials, direct and indirect
manufacturing cost such as depreciation and general overhead and administrative
cost, Market value means the probable sales price on inventory date. If market
value is lower than cost a provision for depreciation of stock must be created in

which the difference between cost and market value is entered.

Products which are being manufactured and in general work in progress are only

valued at cost.

Inventory must, in principle, be valued inclusive of taxes imposed on the goods.
However, with respect to VAT (provided that it is creditable) the taxpayer may

choose between two options:

( i) the VAT which is still creditable at the end of the accounting year is not
entered in the balance sheet as an asset and the cost of the stocks is

computed inclusive VAT; or

(ii) the VAT which i= still creditable at the end of the accounting year is entered

1a the balance sheet and the cost of the stocks is computed exclusive of VAT,

The last in/first out (LIFO) of inventory determination is not permitted. In
practice some form of the first in/first out (FIFO) system or the average cost
method is permitted.

Enterprises may create two types of tax deductible provisions.
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Provision_for_price_incrcases

Enterprises are permitted to create a tax deductible provision for price increases
with respect to given materials or products (with the exception of those materials
for which a provision for commodity market fluctuations may be ¢ ted) provided
that the price increase of the materials or products concerned during a period not
exceeding two accounting years is in excess of 10 percent. Only that part of the

price increase which exceeds 10 percent may be taken into account.

The provision is computed by multiplying the quantity of the materials or products

at the end of the accounting year by the difference between:

( i) their value per unit on the balance sheet; and

- 110 percent of
(ii) an amount which equals the lesser of/the value per unit on the balance sheet

at the beginning of the preceding accrunting year or 110 percent of the value

per unit on the balance sheet at the beginning of the curren  ccounting year.

If the unit value at the beginning of the preceding accounting year has been taken,
the amount of the provision must be reduced by the amount of any provision for

price increases which was created at the end of that accounting year.

The provision must be computed for each individual material or product and may in
general be kept in the enterprise's books for a period of 6 years, i.e. the provision
must be added back to taxable income of the accounting year which is closed 6 years
after the accounting year in which the provision was created. However, those
enterprises whose stock rotates normally over a period of time in excess of 3 years
the provision is added back after a period of time which is twice as long as the

normal rotation period.

EXAMPLE:

Unit value of the stock at the beginning of the preceding accounting year : 1,000

Unit value of the stock at the close of the current accounting year 1,500

e

If the enterprise owns at the end of the current accounting year 5 units it may
create a provision for price increases of 5(1,500 - 1,000) or 2,500 less any

provision which was created at the close of the preceding accounting year.
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The purpose of this provision is to enable enterprises whose main business is the
processing of certain raw materials purchased on the world market to create a tax

deductible provision in order to offset the frequent price fluctuations to which

these materials are subject.

This provision may be created by enterprises whose main purpose is the first
processing in France of raw matcrials acquired on the international world market
or the processing of raw materials acquired on the French market, if the prices
in the latter cases are closely related to the prices of the world market. The
list of qualifying materials includes various kinds of ore, textiles, oil seeds,
rubber, wood pulp, crude oil, skins, cotton, cocoa, silver, gold, scrap iron,

castor o0il ete.

The computation of the reserve for commodity market fluctuations is extremely
complicated and its provisions differ for enterprises which were allowed to create
such a provision prior to the 1959 tax reform law or after that reform and they may
also differ depending on the category of material. For instance, for crude 0il there
is an extra limitation which restricts the amount of the provision to 69 percent

of the maximum which is allowed for other products.

The general rule is that the provision is available only for a certain base stock,
which is expressed in the average quantity in inventory at the close of certain
accounting years. The price of the US dollar is used to eliminate fluctuations of
the value of the Fr.Frs. The provision must be computed for each material separately
and the total amount of the reserve is adjusted each year. If, for instanée, the
provision which was created in the past exceeds the maximum amount permitted at the

end of a given accounting year the difference must be added back to taxable income.
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SET OFF OF LOSSES ‘ !

Ordinary operating losses. and losses resulting from the reduction of value
(depreciation) of fixed assets are deductible from the income of the current year.
They may also at the option of the taxpayer be deducted from ne’ long-term capital
losses of the current year (see C, 2.1.4., above).

Ordinary operating losses which cannot be compensated by current income may be
carvierd forward apainst operating income of the five following :ea's or at the
option of the taxpayer against long~term capital losses of the five following years.

There is no loss carry back.

Special rules apply in case of deferred depreciation. Depreciation which is either
deferred or deemed to be deferred in tax loss years may be carried forward for an
indefinite period of time. See for mor: details B.5.2. above.

With respect to capital gains and losses short—term capital losses are generally
taxed as ordinary operating losses., Long-term capital losses can 1ly be set off
against long-term capital gains of the same year and of the following 10 years or
against the reserve for long-term capital gains. See for more details C.2.1.3.,
2.1.4, and 2.1.5. above.

The general rule is that foreign source business losses incurred by French corporate
taxpayers are in principle not deductiBle from taxable income. This follows from the
fact that corporate taxpayers are in principle only subject to corporate income tax
on French source business income. Foreign source business income if derived through
either a foreign permanent establishﬁent, a representative based abroad or a
so—called complete business cycle (cycle complet d'opérations) is not subject to
corporate:income tax and thus foreign source losses cannot be deducted.

However, there/exist certain exceptions to the above rule.

By virtue of CGI, Art. 209 qpinquies French corporations which have received the
approval of the French Minister of Economic Affairs and Finance may consolidate
their foreign-source and French-source income and losses. In such a case foreign
losses are deductible from aggregate income.

In certain cases aggregation of the income of French parent corporations and their
subsidiaries is possible provided that Government approval is obtained. Such
aggregationjis permitted if a French domestic corporation owns directly or indirectly
at least 95 percent of the capital of one or more domestic corporations. Approval
will in general only be given for spin-offs or similar company reorganizations but
it may also involve outside corporations.

L
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Assregation of income between French parent corporations and their foreign subsidiaries
is also possible provided that the French corporation owns directly or indirectly

at least 50 percent of the voting power of the foreign subsidiary. In this case

foreign income (@nd losses) is attributed to the French parent corporation on a

pforated basis. If the French parent has also domestic subsidiaries aggregation of

income is also extended to those domestic subsidiaries.

Note that foreign income tax and foreign withholding taxes on consolidated incomglmay
be credited against French corporate income tax.

The general rule is that losses of one enterprise cannot be transferred to another
one. An exception to this rule where losses of parent and subsidiary companies can

be aggregated was discussed above. Other examples are where company reorganizations
a:e involved. In case of a merger which is effected prior to January 1, 1978 and if
the approval of the Ministry of Ecomomic Affairs and Finance is obtained the operating
losses of the absorbed corporation may be carried over to the absorbing corporation.
Net capital losses on depreciable assets which are transferred to the.absorbing
corporation may also be carried over to the absorbing corporation.

See for more details part C, ﬁara. 3.1.1., above,
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"Preliminary remarks ' , ‘ P

On 1 January 1977, a new system of corporate income taxation entered intof%or;; in
the German Federal Republic¢, Under this new uyétem the Bo—cailed "economié double
taxa%iqn" of distributed corporate profits (at the corporate level and at the
shareholder's level) is completely avoided, In prineiple, distributed profits will
beteubject to corporate income tax‘at a reduced rate of 36%. The dividend received
by the sharcholders, grossed up with the 36%'cdrporate income tax attributable to
the dividend, will be included in their taxable income, and then a credit Hiil be
granted for the full amount of the corporate income tax, A$ the corporation tax
reform eliminates only double taxation, with corporate income still to be’charged
to tax once, the tax credit is granted only to shareholdefs whose dividends are

fully spbject in Germany to income tax or corporation tax, Shareholders who do not

‘meet these conditions (e.g. foreigners or domestic companies that are exempt from

oorporation tax) cannot therefore claim the tax credit,

In the follow1ng report, reference to the provisions of the new law sill be made

where necessary,

Besides the individual and corporate income taxes, a trade tax (Gewerbesteuer) is
also levied on resident individual and corporate businesses;'but it is a deductible
ekpense in’calculating taxabie income for purposes of individual or corporate income
taxe The trade tax is calculated on two‘oiksometimes three bases : business incoé@,

bus.ness net worth and, if applicable, gross payroll O-). For‘purposes of the trade

k’tax based on tusiress income (by far the most important base); the taxable base is the

amount of profits shown in the tax balance lheet ad;ustedhy a number of additions °

ard deductions,. .

Total trade tax may amount to up teo 20 percent of taxable income for individnal or
corporate income tax purposes, but, as 1nd1cated, it is considored as a deductible

_expense for purposes of the income taxes,

(1) The ﬁayroll tax is to be dropped as from 1 January 1980,
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INTRODUCTION
The basic rules concerning the computation of profits are laid down paras. &

to 7f of the lkndividual Income Tax Law (Einkommensteuergesetz, hereinafter
referred to as EStG). The concept of "profits" applies to three categories of
income, namely income from agriculture and forestry, income from businzss
enterprise and income from independent work. According to para. 8(1) of the
Corporate Income Tax Law (Korperschaftsteuergesetz, hereinafter referred to as
KStG), the rules on the computation of profits as laid down in the EStG also
apply to corporate income taxpayers. '

Para. 4(1) of the EStG gives the general rule for determining profits, viz. the
difference between the business's net worth at the end of the financi ‘' year and
at the end of the previous year, increased by the value of withdravals and
decreased by the value of additional capital invested during the year. Furthermore,
it states that the provisions on business expenditures, on valuation and on
depreciation for wear and tear or depletion wmust be applied. Para. 4(3) permits
taxpayers who are not legally required to kéep proper accounting records and

who actually do not do this, to determine profits on a cash basis. In addition,

a special method of determination of profits on an average basis can be applied
to income from agriculture and forestry according to para. l3a EStG, but only

if there is not a legal requirement for bookkeeping, and the taxpayer has not
chosen one of the two methods mentioned above for determining his profits.

Para. 5 EStG gives a supplementary rule for business entrepreneurs who are legally
required to keep proper accounting records and to draw up a balance sheet
regularly or who actually do this. They must apply the method of net worth
comparison as abovementioned in the following manner. The business's net worth is
computed according to the accounting and valuation principles set out in the
Commercial Code (Handelsgesetzbuch) for purposes of the commercial balance sheet,
except however in as far as these principles conflict with a mandatory rule of

tax law.
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The net worth comparison method has the result that business profits or losses
occur from any change in assets and liabilities, or in their valuation. Gains
or losses from the sale or other disposal of business assets are part of
business income and taxed at normal rates, although under certain circumstances
as discussed under C, deferral of tax may be permitted. It appears from the
abovementioned facts that it is important to know which property of an entreprereur
is to be included in his business, the moreso since a general capital ggins tax
does not exist in Germany. For those corporations, which are required by the
Commercial Code to keep proper accounting records (e.g. companies) this problem
does not arise. Para. B8(2) of the KStG states that all income of such
corporations is deemed to originate only from business enterprise.

For other entities and for individuals, case law has developed three kinds of
property; namely, property which is mandatorily deemed to be business proﬁerty,
property which is mandatorily deemed to be private property, and property of a
kind in between, where it is up' to the discretion of the taxpayer whether the

property is considered as private or business property.

Although there is no general capital gains tax‘in Germany, Lhere are a few casas
where gains on the disposal of private property are taxed, namely when they
arise from disposition of a substantial interest, i.e. a participation of 257

or more in a company's share capital or when they are considered as speculative
income, e.g., where secufities are disposed of within six months after their
acquisition; and where veal property is disposed of within two years its

acquisition.

L
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DEPRECTIATION OF BUSINESS ASSETS

.

J. Ceneral outline

Paras. 6 and 7 of the EStG are the legal base of fircal depreciation. According
to para. 6, fixed business assets which decrease in value through .ar and tear
must be valued at cost of acquisition or manufacture, minus accumulated
depreciation in accordance with para. 7. However, they may be value. at their
lrwer poing concern value (Teilwert). Going concern value is defined as that
amount of the total purchase price which a buyer of the entire business would
allocate to the individual asset on the assumption that he would coptinue the
business.

Depreciation may be claimed by the person bearing the burden of capital
expenditure for the asset in question. Thus the beneficial owner of property .
may claim depreciation if the legal owner ic another person.

Para. 7(1) provides that fixed business assets which are held for . >me-
producing purposes and whose useful life according to experience exceeds one
year must be depreciated in equal annual instaf;hen:s ocu the basis of acquisition
or production cost and of expected useful life. Although the heading of para. 7
only refers to a decrease in value through wear and tear and through depletion
(Absetzung fur Abnutzung oder Substanzverringerung), a decrease in value

resulting from economic reasons is deemed to be included.
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2. Depreciable assets

Specifically mentioned as non-depreciable assets are land, participatioms,
goodwill and current assets (para. 6(2)). These assets may only be valued at
their cost of acquisition or production, or at lower going concern value

(see for exceptions to this rule under parts C and F below).
Depreciable assets include:

-~ immovable property, including a dwelling house which constitutes a business
asset, but not the land on which it is erected; in casesjwhere buildings
constitute "current assets'" of an immovable property trading company, no

depreciation is permitted;

- changes and improvements to immovable property; these are depreciated
according tc the rules as apply to the immovable property of which they are
components)e.g. elevators, heating and air-conditioning installatioms; if
they serve a purpose different from that of the building as a whole,e.g.
special business installation, machinery and equipment attached to the ground,

they are depreciated as movable property;
- movable property, like machinery and equipment, including ships.

- intangible property such as:
patencs,'unprocected inventions, secret processes oi-formulae, trade marks,
copy-rights, concessions, leases, etc., if acquired for a consideration .
and for a limited period of time; goodwill, alcthough
basically not depreciable, may be depreciated if acquired for a consideration

by taxpayers exercising a profession like doctors, lawyers, etc.; zesaavrsh

Intangzitle property is deemed to be immovable ; this is primarily important in
arswering the question of which method of depreciation must be applied,
Movable assets of a value up to IM 800 each, not being part of a homogeneous

unit, may be amortized in the year of acquisition,

Intangible assets may be included on the assets side of the balance sheet only
where they have been acquired for consideration from a third party. Intangible
assets which have been produced by the taxpayer himself may not be ghown in the
balance sheet ; the relevant costs are t0 be deducted immediately as operating

~

expendi ture,
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3. Depreciable basis

Generally the basis for depreciation is equal to the actual acquisition or produc-
tion cost, Cost includes non—~creditable VAT ; irrecoverable tax invoiced by suppliers,
such as the investment tax which was levied as an anti~inflationary stability measure
on tangible depreciable businéss assets which were ordered in the neriod, from

9 May 1973 to 30 November 1973 or whose produption began in that p iod § and, in
prinoiple, all expenses directly related to the acquisition of the purchased assets,
like import duties, freight cost, etc,

A residual value is not taken into account, unless it can be expected to be conside-
rable, which is generally only the case for ships. Any subsidies derived from private
or public sources may, at the choice of the entrepreneur be deducted from the acqui-
sition or praduction cost, or be treated as business income, in which case the
depreciable basis is not decreased, Investment allowances as granted under the

Berlin Aid Law and the Investment Premium Law do not decrease the depreciable basis

of a qualifying asset (see also part E belcw s
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4. Starting point of depreciation

The depreciation period starts at the moment that the acquisition or production is
fulfilled, whioch may differ from the moment that the asset is put into use ; mostly,
however, these moments coincide, In the case of depreciable movable fixed assets
purchased or produced in the first half of the financial year, the amount of depre-
oiation applicable o the whole financial year may be deducted ; in the case of such
assets purchased or produced in the second half of the financial year, half of the
amount of depreciation applicable to the whole financial year may be deducted, This
rule is intended to simplify procedures,’
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Normal depreciation

Methods of depreciation § rates

The straight line method is permiited for all fixed business assets, and is
mandatory for immovables, The rates of depreciation for buildings are set out
in EStG, parae 7. The rate on a building completed after 31 Decer*er 1924 is
2 percent par annum j for buildings completed before 1 January 1,.5, it is
2¢5 percent par annum, Where the actual life of a building completed after i
31 December 1924 can be shown to be less than 50 years, and of a uilding
completed before 1 January 1925 to be less than 40 years, rates may be based
on the actual life time of fhe building,

An exception to the rule that immovables may only be depreciated according to
the straight—line method is laid down in para., 7(5) EStG, At the discretion
of the person who incurred the cost and risk of construction (Bauherr) of a
building completed in the period from 1 January 1965 to 31 August 1977 and for
which the construction permit‘was applied Tor before May 9, 1973, declining
balance depreciation is ﬁermdtted according to the following rate £ the
original cost of the building :

year of completion and following 11 years : ' 5

~.
(s

3
following 20 years 2
1

NN

following 18 years

The same still applies for buildings completed after December 31, 1964 if more
than 66,2/3% of them is devoted to dwelling purposes for which government allo-
wances under certain laws to encourage the erection of dwelling-houses have been
granted, For buildings constructed after 31 August 1977, whoever incurred the
cost and risk of construction may claim depreciation according to the declining

balance method, In such cases, therefore, it is immaterial when the construction

. permit was applied for and what purpose the buildings serve, In the case of

buildings completed after 31 December 1978, declining balance depreciation is
permitted not only for whoever incurred the cost and risk of construction, but

also for the purchaser, In the event of purchase, however, it is stipulated that

the building must have been purchased by the end of the year of completion and

that the builder should not have claimed declining-baiance depreciation increased
depreciation or special depreciation in respect of the building sold,

These provisions- apply mutatis mutandis to parfs of buildings which are independent

immovable assets, to flats and to those parts of premises whose ownership is shared.
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Intangible assets are neither immovable nor movable assets, To the extent that they
are subject to depreciation, they are written off at constant rates over the period
of the rights attaching to them, Copyright for films and s3imilar rapidly depreciating -
assets may be written off over a shorter period (patents for example may generally

be written off over eight years), N



i

Fowyr

9.
GERMANY“S

For movablas the entrepreneur may choose betwaen tha straight line and the
declining balance method. A change over from declining balance to straight

line is permitted, but the reverse is not allowed.

The rates for movables are set out in official recommended tables, published

by the Federal Ministry of Finance. A general téble applies t. 11 business
enterprises, while other tables (over 90) are classified by branch of industry
and commerce. Deviations from those tables may be allowed in individual cases,
if reasonable.

Declining balance depreciation must take place according to a fixed rate applied
to the declining book value of the asset at year end; in the case of assgets
pﬁ;éh;sed or produced up to 31 August 1977, the rate of depreeiation may not be
more than twice the percentage applied under the straight line method and may not
exceed 30%; in the case of assets purchesed or produced after 31 August 1977, the
rate of depreciation may not be more than two—and~a~half times the percentage

applied under the straight line method and may not exceed 25%.

_ :Variations of "the declining balance method are allowed if the
maximum percentages as mentioned above are not exceeded in the first year and
in total, not in the first three years.

Depreciation on a production basis is allowed for movable fixed assets where
economically justified.

Mines, quaries and other natural resources subject to exhaustion may be
depreciated under the straight line method or according to the actual,
proportional depletion éf,the asset. The depletion method is not permitted for
natural resources discovered on the taxpayer's own property; in this case

valuation at lower going concern value can take place.
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5.2. Normal depreciation at increased rates

The rates of normal depreciation may be increased in case of unusual technical

and economic obsolescence, unless the declining balance method is applied.

BSusiness assets used during two work-shifts may be depreciated at the
normal straight line rate increased by 25%; if used during three work-shifts
the rate ipcrease may be 50%. If the declining balance method is applied, the
use in more than one work-shift may also be taken into account, but the maximum

annual rate of 25X (see para. 5.1. above) may not be exceeded.
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3.3. Compulsory character of depreciation

As laid down in the EStG, para. 7, normal depreciation must be taken into
account, even in years in which a loss is incurred. If in a certain year
depreciation is purposively not carried out, there is no possibility to

recover it in a later year.



S5.4. Relationship hetween Commercial Depreciation and Depreciation for Tax Purposes

Normal and special depreciation deductions must be reflected in the commercial
accounts (balance sheet) and any excess so recorded over the amount allowable

for tax purposes is included in taxable income.

Basically the useful life of an asset must be the same for commercial and for
tax purpgses.-If depreciation in the commercial balance sheet is taken
according to the straight-line method, this system must also be used for tax

purposes.

For buildings, there is no connection between\depreciaﬁjon in the commercial
- tne
accounts and deprec1§tlon for tax purposes, neither in case of the straight-
, . _the .. .
line method, nor incase of the declining balance method, since the rates of

depreciation for tax purposes are obligatory.

Only if the actual lifetime of the building is less than 40 or 50 years, and
the rates are based thereon (see para. 5.1., above), must this be reflected

in the commercial account.

e re wa e,
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6. Accelerated depreciation allowances

Special additional depreciation is allowed for certain types of assets, and
for assets located in certain areas. For assets acquired or produced after

31 December, 1974, additional depreciation may not result in . creation

or increase of a loss. If for these assets additional depreciation can be
claimed on the basis of more thaﬂ one provision in the law, only one of these

provisions can apply.

The relevant provisions can be summarized as follows:

a. Agriculturel and_forestry

- Taxpayers who derive inéome from agriculture and forestry and who keep
proper accounting records: in addition to the straight-line depreciatiom,
an additional depreciation is allowed on assets acquired or produced before
the end of the financial year 1976/1977. The additional a° :eciation may
amount to up to 50% of the cost price of movable assets and up to 307 the
cost of immovables as enumerated in a list added to the EStG; this
depreciation is to be taken in the year of acquisition and the two followng

years.

If, however, a sub#idy has been granted, 507 of the subsidy, divided over
the first three years, may be deducted above the straight-line depreciation

in lieu of the additional depreciation allowance.

- If no books are kept, or if profits are computed on an average basis, the
rates of additional depreciation are 25X of cost for movables, and 157 of
cost for immovables (with a maximum of DM 2000for taxpayers whose profits
are computed on an average basis), and only 257 of any subsidy is
deductible.

- The cost of dwelling-houses for employees in agriculture or forestry
erected at the latest in the financial year 1976/1977 may be depreciated
. . . ] .
at the rate of 100X in the year of erection, or with 33 /3% in each of the

first three years.
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b. Equipment for the prevention of _air_and water pollutionji

noise abatement equipment and certain drainage equipment acquired or produced

before 1 January 198l:

Instead of normal depreciation, up to 60% of cost may be depreciated in the

first year, while up to 10% may be depreciated in each of the following years.

c. Obsolete

d. New merchant_ships, dee-sea fishing boats and international tramsport

aircraft_registered in_the Federal Republic_of Cermany and acguired before

"liﬂ“ﬁt&;ﬁ2§£ __: under certain conditions, 40 of cost may be deducted, to
be divided over the year of acquisition and the following four years in
addition to normal straight-line depreciation. The residual value must be

depreciated according to the straight-line method.

e. Certain mining equipment and facilities:

In addition to the straight-line depreciation, additional depreciation is
allowed amounting to up to 50% of cost of movables and up to 30X of cost

of immovables within the first five years after acquisitionm.

£. Private hospitals:

In «ddition to the straight-line depreciation, up to 50 percent of cost of
movables, and up to 30 percent of cost of immovables may be deducted within

the first five years after acquisition. .
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A epecial depreciation instead of the normal one of up to % annually in the
year of completion or acquisition and the next seven years (for dwelling houses
in West Berlin up to 10% annually in the first two years and 3% s=nually in the
next ten years).‘Fbr the remaining 60% a straight-line depreciati ... of 2,%%
annually applies, For one-family dwellings and apartments in absolute ownership
the above provision does not apply to that part of the constructic. cost which
exceeds DM 150 000 (for two~family dwellings : IM 200 000),

In the case of buildings in West Berlin which were constructed under preferentiel
tax arrangemenfs or on a privately financed basis and which are need to an extent
of more than 80% for residential purposes for at least three years following
completion, the taxpayer may, instead of the depreciation method referred to
above, depreciate up to 50% of the cost of construction in the year of completion
and in the following two years, This methud of depreciation may also be used in

certain cases of acquisition,
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h, Certain modernizing and energy saving equipment in buildings

Instead of normal or other special depreciation up to 10% annually in the

year of construction and the following nine years,
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TAXATION OF CAPITAL GAINS AND LOSSES

|. Non-realized gains or losses

Basically annual profits are computed as the difference between che business'y

net worth at the end of a financial year and the net worth at the end of the

_previous one. Depreciable assets must be valued at cost of acquisition or

production, minus accumulated depreciation, non-depreciable assets at cost‘of
acquisition or production. If, however, the going concern value,"Teilwert",
(see part B, para. 1, above) of an asset, whether depreciable or not, is lower
than the above amounts, this value may be taken as a basis. This has the
result that non~realised losses may be taken into account immediately, while

non-~realised gains are left out of acco:ut until realigation.

A revaluation of depreciable assets is not allowed, since these sets may

never be valued above the value they had in the balance sheet of the previous
year. Non-depreciable assets however may be revalued from going-concern value
up to their cost of acquisition or production. This revaluation establishes a
taxable profit, since actually it is not a question of realization of a gain,

but only the recovery of a non-realised loss. , .. " . ~ -

Revaluation is only permitted where the going concern value has risen again to

a level above the lost balance sheet valuation, The cost of acquisition or pro-
dﬁotion is only the upper limit for the revaluation beyoﬁd which a revaluation

is not permitted even if the going concern value has risen above the original

cost of acquisition or production,
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2, Realised gains or losses

A gain or loss is realised and thus taxable or deductible, as the case may be,
as soon as an asset is disposed of by way of alienation, exchange, loss or
destruction, or by way of a contribution in kind to the capital of a

company, etc. (see, however, paras. 5 and 6, below).

Deferral of tax on certain capital gains is possible in two cases:

=~ According to para. 35 of the Individual Income Tax Regulatiqn§ (Einkommen~-
steuerrichtlinien, hereinafter referred to as EStR), where ipvoluntarily
realised capital gains result from an act beyond the taxpayer's control, e.g.
fire, expropriation, the tax liability on the capital gain may be deferred
if replacement assets are acquired within the same financial year. If the
new asset is not acquired within the year the capital gain was realised
a tax-free reserve may be created during a maximum period of one year in
case of movable assets, and two years in case of real estate or buildings.

These statutory periods may be extended under certain circumstances.

- According to para. 6b of the EStG, where voluntary disposals of qualifying
fixed assets result in capital gains, tax liability may be deferred if
replacement assets are acquired within the same financial year. Otherwise,
a tax-free reserve may be created during a maximum period of two years, or
four years in case of buildings and ships whose construction has begun
within the two-year period. Qualifying assets for the purpose of this relief
are: real estate, buildings, depreciable movable assets with a useful life
of at least 25 years, ships, stocks or shares of corporate entities (not
‘being circulating capital for the owner), and certain fixed assets of
agricultural and forestry enterprises, A six.year holding period prior to
éale is required for the application of the relief, except for live-stock
of an agricultural enterprise and, since the introduction of the Tax

Conversion Law (see infra), certain transfers of minority shareholdings.
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Qualifying replacement assets include: all depreciable movable assets; real
estate to the extent that the gains arose on the sale of real estate; buildings
to the extent that the gain arose on the sale of real estate, buildings or
participations in corporate entities; and investments in shares of corporate |
entities, to the extent that the gain arose on the sale of a s 'lar investment
and the Federal or State Ministry concerned certifies that the new investments

deserve governmental support.

In both cases of deferral of tax, the amount of the gains or the replacement

reserve created must be deducted from the cost of the replacement asset, and

future depreciation and the computation of capital gains or losses concerning

the replacement asset are based on its cost of acquisition minus the amount

of the untaxed gain.
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3. Computation of taxable gains and losses

In computing the taxable capital gain or loss no distinction is made between

depreciable and non-depreciable assets.

The amount of the gain or loss is equal to the difference between congideration
received and book value at the time of disposal. In}ggse of a revaluation of
assets to a going concern value ("Teilwert", see part B, para. 1, above)

which is lower than book value, the capital loss is equal to the difference

between going concern value and prior book value.

All gains are taxed at normal corporate or individual income tax rates, and

capital losses are deductible in computing taxable business profits.
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44 Relief on disposal of a business by an individual

In the case of disposal of an individual's business or part of it, any capital
gain ie taxed at a reduced rate, namely at half the average rate applicable to
total taxable income (para, 34 EStG)e In addition, the first DM 30 000 DM of

any gains realized on the disposal of the entire business, or a proportionate part
of IM 30 000 in case of a part disposal of the business, is who ; exempt from
tax, if the total gain does not exceed DM 100 000 (or a proportionate part of

DM 100 000 in case of a part disposal), If the total gain exceeds TM 100.000 (or
a proportionate part thereof in case of a part disposal), the exwuption is reduced
by the amount by which the total gain exceeds IM 100 000 (or a proportionate part
thereof), S0 that no relief is available if the gain realized on disposal of the
entire business amounts to DM 130 000 or more, or a corresponding amount in case
of a part disposal,

The above amounts of IM 30 000 and DM 100‘ 000 are doubled to IM 60 000 and
200 000 respectively if the taxpayer has reached the age of 55 o- over, or is
permanently disabled at the time of disposals.

In the case of disposal of an entire agricultural or ferestry business, or on
disposal of part of the land belonging to such a business, the taxpayer may,
subject to certain circumstances, only be taxable on that part of the gain

which exceeds IM 60 000, provided the disposal has taken place prior to
1 Jamary 1977.
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3¢ Margers

Because of the introduction of the new corporate income tax system (see the
preliminary remarksl,the Tax Conversion Law jT969 had to be changed. Only the

provisions of the 1977 law will be dealt with in the survey below.

As mentioned earlier, each capital gairn on disposal of business assets is,

in ptinciplé, taxable with the exception of the cases mentioned in para. 2,
aboVe$ where tax deferral is granted. The Tax Conversion Law however also
grants favourable tax treatment in Fase of: a merger or conversion of a
German resident company by a transfer of its net assets to a resident
partnership or sole proprietorship; a merger or conversionqu a German
resident company into another; and, thirdly, a transfer of a business, an
independent division thereof, a partner's share in a partnership, or a 1007
participation in a German resident company to another German resident company,

in exchange for shares in the latter.

The consequences of such a merger or conversion can be summarized as follows:

a. If net assets of a company are transferred to a partnership or sole
proprietorship by way of universal succession (rather than on an individual
basis, to which the general provisions concerning disposal of assets apply,
see para. 3} above), the Tax Conversion Law provides that the tranferor
company's "hidden reserves' are released, but that they are not subjected

to corporate income tax. The capital gains resulting from releasing the
"hidden reserves" are fully subject to individual income tax for the partners

of the transferee partnership or for the owner of the sole proprietorship.

Also, as a consequence of the new corporate income tax system regarding
distributed profits, part of the value transferred from the company to the
new owners will be treated as a profit distributioq,which implies that the
new owners will be subject to income tax for the -amount of such distribution
increased by the underlying corporate income tax attributable to the
distribution, the underlying corporate income tax then being credited against
the income tax due. If the creditable corporate income tax exceeds the income
tax due by the tranferees, such excess is refunded. If, on the other hand, the
income tax due exceeds the creditable corporate income tax, payment of such

excess may be deferred for a maximum period of 10 years.
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b. If the net assets of a company are tranferred by way of universal

succession to another company, the "hidden reserves' are not released,
subject tn the condition that the transferee company takes over the
assets and liabilities at their book values as recorded by the transferor
either in exchange for shares in the transferee company, nr without any
consideration{ no corporate income tax is levied, and no _.derlying
corporate income tax attributable ,to the deemed distribution in the

transfer can be credited. Only ianSQe of subseqguent dist-iiutions

W11 oerporate invome tax on. diw¥erb uted profits be levied, which in

turn will be creditable against the shareholder's personal income tax.

If an enterprise, an independent division thereof, a partner's share in a
partnership or a 100% participation in a German resident company is
transferred to another German resident company, in exchange for shares

in the latter, the transferee compray may carry on the bookvalues of the
transferor, and no tax is due . either at transferor 0. t transferee

level.
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6. Transfer of assets to developing and other countries

A tax deferral, or even exemption from tag,is grante% .under the Developing
Countries Tax Law _for capital gains on depreciable assets realized through
the transfer of Eﬁese assets to foreign enterprises in a developing country
as a contribution in kind in order to acquire a qualified investment (see
part D, para. 5, below). If depreciable assets are transferred to a company,
the book value of the transferred assets may constitute the book value of the
participation., If depreciable assets are transferred to a partnership, or to
a permanent establishment, tﬁé capital gain realized is totally exempt from
tax if the assets remain within the foreign business enterprise for at least
three years after their transfer.
Under the same law, a tax deferral is grantedA if,due to the circumstances in
the, developing country, the legal form of an enterprise has to be changed.
Fhrtharmoréif,dhe to circumstances in the developing country, the foreign
investment has to be disposed of, tax is deferred according to the provisions
of para. 6 b of the EStG# as mentioned earlier (see para. 2, above), with
the exception that bnly movable depreciable assets qualify as replacement

assets.

.

Other relief provisions are contained in the Foreign Investment Law. This law
permits the setting up Jf a reserve equal to the amount of gain
normally realized through the transfer of depreciable assets to qualifying
fbreign enterprises. The amount of the reserve must be added back and
included in taxable income at a minimum of 20%7 per annum over a period of
five years beginning in the fifth year following the year in which it was
created. Qualifying foreign enterprises are enterprises engaged in: the
production and sale of merchandise, the extraction of natural resources,
commercial services, excluding, however, leasing and granting of patent=

rights, know-how, etc.

If the taxpayer has applied the exemption or deferral of tax as granted under
the Develéping Countrieé Tax La%’no reserve may be set,up under thé present
law. The Foreign Investment Law gwemts also permits tax deferral with
respect to capital gains realized on 'é?;posal of shares, under the

condition of para. 6 b EStG as mentioned in para. 2 above, if the gains are

reinvested in shares of a foreign company.
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RESERVES

Apart from the replacement reserves considered in part C, para. 2, above, the

following reserves and provisions are allowed for tax purposes:

( i)

(iii)

A reserve for price increases according to para. 74 of : Boekr ERDV.
This reserve is limited to the amount by which the replacement cost of
fungible goods which are part of the stock-in-trade has ‘..reased by more
than 10Z in the course of a financial year; the reserve must be added
back to taxable income not later than the sixth year following the end

of the financial year of creation;

A valuation reserve according to para. 80 of the &8&&- ESLDV,

This valuation reserve represents, in fact, a 20% deduction from the cost
of acquisition or lower replaceuert value at date of balance sheet of
certain listed imported tangible goodswhich are part of » stock-in-
trade and which are subject to wide price fluctuations on the world
market; the amount of the reserve fluctuates as qualifying goods are
sold and purchased; '

A reserve for certain investments in developing countries,
Under the Developing Countries Tax Law, a tax~free reserve may be created
for certain investments in developing countries, In the case of investe
ments in the least—developed countries (chiefly African countries), this
reserve is 100% of the investment, In the case of investments in other
developing countries (esge Argentina, Egypt, Brazil, Greece, India,

Isreel, Mexico, Portugal, Spain, Turkey, Venezuela), the reserve is nor—
mally 40% ; it is 60% for investments in the raw materials and energy
sectors,

No reserves may be created in respect of investment in firms engaged in the
production or sale of weapons, tourism or the leasing of tangible and intan=
glble assets, Nor may reserves be formed which would create or increase a
loss, The reserve must be written back to profits at the latest from the
sixth year of being formed. This must normally be done over six years ; the
relevant period is extended to twelve years in the case of investments in
the least-developed countries, in the case of investments which are partie-
cularly suited to reducing unemployment in the developing countries and in

the case of investments in the raw materials and energy sectors,



(iv)

(v)

Resarve for losses of foreign subgidiaries.

Under the Foreign Investment LaW’196%’a réserve may be created in respect
of losses incurred by a foreign subsidiary, provided the German parent
company owns at least 50% of the share capital of the foreign subsidiary,
or at least ZSZh if the subsidiary is located in a developing country. The
reserve must be added back to income within five years; the amount of the
reserve is limited to the value of the relevant investment for tax purposes

in the parent company's tax balance sheet.

Provisions for liabilities, including pensioms.

According to the commercial law principles governing proper bookikeebing, which
are also binding for taxation, provisions have to be set up for indeterminate
liabilities, for impending losses from transactions in course of settlement and
for guarantees given without legal obligation, It is permissible but not compul—
sory for provisions to be set up for pension commitments, Provisions may not in
principle be set up for future expenditure which is not based on a legal obligas
tion towards a third party, An exception is allowed for expenditure omitted
during the financial year in respect of maintenance and waste disposal, provided

that the maintenance or waste disposal is made good within three months of the
balance sheet date,



e

GERMANY 2

In December 1974, important changes were made in the rules which regulate
pension reserves and their tax treatment. Under both the old and the new
rules, a taxpayer may set up a reserve for future pensions (under Section
6(a) EStG) if he has entered into a firm obligation to pay old age pensions.
Under the old rules, the reserve could only reduce the taxable profit in

any one year to the extent to which a charge would fall on at year if the
future pension obligations, as actuarially computed, were spread in equal
instalments over the period from the date the pension promises were given

to the time the benefits became due under the agreement. The new rules have
introduced non-forfeiture provisions which come into effect where the
employee in question is 35 years of age and either (a) the pension plan has
been in existence for ten years or (b) the pension promise has been in
existence for at least twelve years. The non-forfeiture provisions mean cthat
édequate provisions under the o0ld rules could not have been created where '
an employee with non-forfeiture rignts terminated his employment prematurely.
The new rules therefore permit the reserve to be spread from *he date on
which the employment relationship commenced, rather than the uate on which
the pension promise was given, provided that the employee has reached the
age of 30. Service prior to the age of 30 is therefore amortized over the
period from the age of 30 to the expected retirement. Increases in future
pension benefits resulting from salary increases or plan amendments may be
provided for in full in the year in which they occur to the extent that they

have been '

'earned" from the age of 30 or later entry in the plan to the
date in question. Reserves for pensions or future pensions need not be
invested outside the business to qualify for taxation relief. As a result
of the recent changes, however, insolvency insurance has been introduced
to provide protection for business pension benefits against the risk of a
deterioration in the financial position of the employer; the latter is

obliged to contribute the necessary premiums.
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OTHER INVESTMENT INCENTIVES

The Invegtment Credit

The Federal Government has auﬁ%rity (EStG art. 51(1) 2(8) to grant a temporary
investment credit of T.%: in times of recession, The Federal Government has so

far not used this authority.

Investment premiums for investment in West Berlin

Under the Berlin Aid Law, a tax—free investment premium may be granted for the
purchase or production of new depreciable fixed assets for permanent establishe

ments in Berlin, The premium amounts to 10% of the cost of acquisition or pro—

duction for depreciable movable assets § it is 25} if tkhe depreciable movable

assets are used :

(a) in a manufacturing establishment, with the exception of the building industry,
of the production or data~processing type, or

(b) in an energy sector establishment for the gproduction of energy or heat or
for data-processing,
or

(¢) in an establishment providing data~processing servies to non-local markets,

In the caBe of depreciable movable assets used for research and development pur-
poses, the investment premium amounts to 40% of the cost of acquisition or pro=
duction not exceeding'DM 500 000 and to 30% for any additional amount, In the

case of buildings used for production and of certain work modernization of buil-
dings in the hotel and catering trade, the premium amounts to 15} of the construce
tion costs ; in the case of buildings used for resea;ch and development, it amounts
to 20%. The investment premium can be claimed for payments on account ow for par—
tial construction costs, Investment premiums are not available for assets costing nc
more than IM 800 to purchase or produce ; the same generally applies to motor cars,
The investment premium is only granted for depreciable movable assets if they
remain for at least three years (ships eight years) after purchase or production
with Test Berlin business establishment., In the case of immovable fixed assets, it
is stipulated that they must be erected in West Berlin and must be used for at

least three years in the investor's own establishment eligible for purposes.

Applications for an investment premium must be made within nine months of the end

of the relevant calendar year., The premium does not constitute taxable income and
[ 4

does not reduce the acquisition or production cost of the relevant assets for tax

purposes,
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3, Investment premiums under the Investment Premium Law

The Investment Premium Law provides for other granting of investment premiums :

(a) for investment projects in the zonal border area and in other areas in need of
assistance

(b) for research and development investment projects ;

tc) for certain investment projects in the energy-production and~¢ ‘“ribution sector,
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Concerning point (a) :

Investment projects in the areas in need of assistance are only supported if they

are connected with the setting up or extension of a business establishméntd in these
areas or with the reorganisation or basic reationalization of a business establish~
‘ment in the zonal border area and if the project is particularly worthy of assistance
from the angle of the national economy., In the case of the réorganization or basic
rationalization of a business establishment in the zonal border area, an investment
premium cannot be claimed if the investment is in replacement assets or is undertaken

by a firm whose profit and assets position is constantly highly favourable,

Areas in need of assistance are :

1, the zonal border area, an approximately 40 km wide strip of territory along the

. border with the German Democratic Republic and Czechoslavakia
2. the Saar coalmining area §
3o areas whose economic strength is well below or threatens to fall well below th e
Federal average or in which industries typical of their economy are so threatened
with structural change that these areas have suffered or are likely to suffer-
harmful effects,

Assistance is granted for depreciable movable and immovable fixed assets which remain
or are used in the investor's business establishment for at least three years after -

purchase or production,

In the case of projects in the zonal border area, the premium is 10% of the cost
of acquisition or production 3 in the case of projects in the other areas in need of

assistance, it is 8,75 %.
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Concerning point (b)

The investment pfemium for research and development investmeht projects is granted
for the acquisition or production of movable and immovable fixed assets and to a
limited extent (total annual acquisition costs of up to IM 500 000) for the acqui-
sition of intangible fixed assets, A condition in the case of movable and intangible
asgets is that, for at least three years following their acquisit” 21 or production,
they should be used in the investor's business establishment exclusively for
research or development purposes, In the case of buildings the investment premium

ie granted in full provided that for at least three years followiig ~heir completion
more than two thirds are used for research or developmeni purposes in the investor's
business establishments ; half of the investment premium is granted where between

one third and two thirds of the buildings are used for research or development,

The investment premium for research and development investment projects amounts to
20% of the cost of acquisition or production, where this does not exceed I 500 000
and to P« of costs beyond this amount,

Concerning point (c)

The investment premium for certain investment projects in the energy production and
distritution sector is granted where the projects are connected with the construction
or extension of specified energy production and distritumtion installations and are
particularly suited to energy saving j; it is also granied for the extension of
district heating systems and for the acquisition or production of solar energy,

wind energy and heat recovery plant. The assets in question must remain in the oot
investor's business establishment for at least three years following acquisition or

production, 1The investment premium is 7,5 of the investment expenditure,

The granting of each of these three types of investment premium is also conditional,
in the case of movable assets, upon them having been purchased in an unused state
or having been produced from unused parts and upon the cost of acquisition or pro-
duction exceeding M 800, Each of the investment premiums mentioned can be claimed

for purchase payments on account or for partial construction costs,

Applications for an investment premium must be submitted within nine months of

the end of the calendar year in question., The investment premium for investment pro—

jects in the energy sector may be claimed in addition to another investment premiume

In other cases, however, onlyEEgvestment premium may be granted, The premiums neither
constitute taxable income nor reduce the acquisition or production costs of the

relevant assets for tax purposes,

o/o
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4eInvestment subsidies in certain areas

Investment subsidies of from S to 15% may also be granted under the Regulations gover—
ning the application of Federal budget funds to the district incentives program of

the Pederal Govermment, applicable as of 1 August 1969, and under the basic plah for
the improvement of area economic structures for the period 1972=1975.

They are intended to. encourage investments in the development areas bordering East

Germany and in other development areas,
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3, State grants

State governments, such as North-Rhine-Westphalia, provide investment grants or
contributions towards interest costs on economically favorable investments
(e.g., in former coal mining areas). The grants, which range from 10Z to 257,
are contingent on the creation of a reasonable amount of addition employment
and premiums received reduce the grants which may be claimed under this heading.
The grants differ from premiums in that they have either to be treated as income
or as a reduction in the cost of the investment.

i

General incentives in favour of WestdBerlin

Apart from the incentive for certain investments in West#Berlin, considered in
para. 23 above, there are two other incentives to further the economic

development of West¥Berlin, viz.:

( i) tax credit for loan capital invested:

resident taxpayers, but not banks, making loans to the Berliner Industrie-
bank AG or to the Deutsche Industriebank (Berlin) for the purpose of
investment in Berlin, may credit an amount equal to 127 of the loan against
corporate income tax payable. Loans made directly to a business in Westd
Berlin (e.g., a subsidiary) may also benefit provided
- they are immediately and directly invested in depreciable fixed assets

in West%Berlin, and
- both parties agree that one of the above mentioned investment banks is

authorized to control the correct investmegﬁ of the amount involved.
Qualifying loans must have been granted after{December X%, 1969 and run for
a period of at least 8 years. The repayment of capital must not start before
the end of the fourth year and the annual instalments should not exceed 20%
of the total loan. Financing of these loans by taking up credits is not
allowed, but current liabilities are permitted for financing purposes. On
loans made for the financing of dwellings in West%Berlin, this investment
credit is increased to 20%. These loans must run over a period of at least
l%»xears if no interest is charged, or 25 years if interest is paid.
A 10,000 @ maximum per dwelling is imposed on interest-free loans in
addition to other requirements. Interest-free loans made out of business
funds may be set up in the lender's balance sheet at their discounted

amount taking an annual interest rate of not more than 5{Z;
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({1) West Berlin VAT preferences:
West ‘Berlin enterprises are subject to WAT in the same manner as those in
West Germany. However, in order to encourage trade in and with the city,
West -Berlin enterprises receive a preference on deliveries to and special
services for a West German customer. The rate of the preference is based on
the "value added" (Wertschopfung) by the Berlin enterprise two years prior
to the year in which the delivery took place. The minimum rate is 4.57% but
this is increased to 5% if the value added in Berlin was more than 50X and
to 6% if the value added was more than 65%7. Special definitions are given
with regard to what is considered as the "value added" in Berlin. The
preference is paid by permitting the West-Berlin enterprise to deduct the
appropriate amount from the tax payable by it. In addition to the preference
received by the West-Berlin enterprise, a West-German custrmer is permitted
to reduce his VAT payable by 4.2% of the price (net of yar ) payable to
West®Berlin enterprises. The credits are limited to goods actually
manufactured in WestMBerlin. This means that only substantial transformatons
of a product's identity, and not merely insubstantial processing, handling
or improvement, qualify. Processing leases of tangible assets and of films
to WestqGerman enterprises also qualify if bookkeeping and invoice ‘

requirements are met.

7. Deductibility of certain losses incurred abroad

Lastly, under the Foreign Investment Law, foreign losses derived from a

permanent establishment in a tax treaty country may be deducted from German-
source income if under the treaty[?EIa losses are disregarded in computing
taxable income in the Federal Republic. The losses must be added back to income
in later years if and to the extent that the foreign permanent establishment
earns profits. The add-back does not have to take place if there is no

provision for loss carry-overs in the foreign country. It should be observed
that the deductibility of foreign losses is also available in other countries,
e.g., in the Netherlands and the United Kingdom} in ®Both these countries the
deductibility derives from the general income tax system rather than from express

provisions in the law.
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VALUATION OF STOCK-IN-TRADE

Stock-in~trade must be valued at cost of acquisition or production (including
incidental costs such as import duties, insurance, freight etc., nr at lower
going concern value. Contrary to fixed assets, current assets, i.._luding stock-
in-trade, may produce a '"valuation profit" due to subsequent revaluation in the
balance sheet, though the new book value may never exceed origirai cost.
Normally actual cost is used, but fungible goods which in economic life are
determined according to size, numberﬂgf weight may be estimated by the

weighted average cost method. Neither(figg, nor FIFO method is allowed, unless
it is the taxpayer's actual practice. The valuation methods mentioned are allowed
for tax purposes only where these methods correspond to the aoctual circumstances
of the taxable person's business,

Reference is made to the reserve for pricve increases and the valuation reserve

as desoribed in part D, above,
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SET OFF OF LOSSES

Both the individual and the corporate income tax are annual taxes on the total
amount of income from all seven sources mentioned in EStG(2) 1, Thus negative
income from a source must first of all be deducted from positive income from
other sources obtained in the same year (Verlustausgleich). There are some
exceptions to the general rule; these cases are specifically mentioned in the
EStG and generally only a deduction of negative income from positive income .
from the same source is permitted in such cases. (e.g. income from speculatiom).
However, a business loss may always be set off against positive income from
other sources (with the exception of a loss from commercial breeding and keeping
of animals, which may only be deducted from positive income from the same source,

and of losses originating from the German Democratic Republic).

The abovementioned rules do not apply to companies, since all their income is
. » I3 [ 3 ) ‘
deemed to be business-income (the income of foreign corporate income taxpayers,

however is treated according to the so-called "isolierende Betrachtungsweise”,

i.e,, only the source of income is considered, not the nature of the taxpayer).

If, after application of the abovementioned rules, total income results in a loss,
this loss must first of all be set-off as special éxpenditure (Sonderausgabe)

up to a ceiling of BM 5 000 000 against the positive income of the preceding

year ("Verlustriicktrag", entered into force on 20 April 1976 and applicable

to losses incurred in the assessment period 1975 and subsequent years). If the
amount of the loss exceeds DM‘S 000 00D or the positive income of the preceeding

N —

year, the remainder is carried forward during a period of 5 yéars but must be

- @et—off at the first pussible time ("Verlustvortrag"). In the case of limited

companies, loss carry-back is permitted only where income in the carry-back year
is higher than the sum of the distributed profit and the corporation tax on it
(Article 8(4) of the Corporation Tax Law). Normal depreciation is mandatory and
may not be postponed in a loss year,

e

See Dy 6 and E, 7 for special treatment of losses of a foreign subsidiary, or of
a permanent establishment in a treaty country under the Foreign Investment Law 1969,

part D, under (iv), and part E, para. T, above,
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. As a matter of fact, ithrough the Irish Finance Acts of 1923 and subsequent
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! ANIBQRUEIION

Before the Republic of Ireland became an independent state in 1922 British
law (including tax law) applied in Ireland and the British Income Tax Act of
1918, as amended through the annual Finance Acts, continued to apply to the

independent Republic.

years Irish income tax law has gradually taken its own course so that there are -
now numerous differences in the field of taxation between the two countries.

However, many provisions as well as the basis principles of income taxation

are still very similar, to such an extent .that, e.g., the decisions of United

Kingdom case law will usually be followed in Ireland, unless the provisions of

Irish law differ from those of the United Kingdom. S e

Thus, what is said in the Introduction to the Chapter on the United Kingdom
concerning the basis distinction between income and capital gains is equally
valid in Ireland. It will also be seen in the following parts of this Chapter

that the Irish tax law still closely resembles that of the United Kingdom

sometimes even in minute detéil, and, in fact, new developments in the field of
taxation which have taken place in the United Kingdom in recent years (such as

the imputation system of taxation regarding distributed corporate profits and

the capital gains tax) have been followed by Ireland. In relation to corporation
tax certain major differences exist, however, such as the absence in Ireland of
advance corporation tax. A sweeping reform of the capital gains tax system in the

Irish Capital Gains Tax (Amendment) Act, 1978 introduced a unique combination of
indexation and tapering rates.

Another important feature in Irish tax law are the tax exemptions granted with
respect to export profits and profits from qualifying trading activities in the

Shannon Airport area. These will be discussed in part E, below,

Companies are normally subject to the Corporation Tax, imposed at a rate of 45X,
which has replaced the former dual system of income tax and corporation profits
tax. A lower effective rate of 30% applies to taxable capital gains realized

by companies.
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Individuals are subject to a progressive income tax currently imposed at

rates ranging from 25X% to 60% with respect to income from all sources.

Capital gains realized by individuals are subject to capital gains tax at the
basic rate of 30%. Where an asset (with certain exceptions, for example, Lland
with development value) has been held for more than three years by resident
persons (other than companies) gains on disposal of the asset or ' after

6 April, 1978, may be charged in accordance with a scale of rates related to

the period of ownership. That scale reduces to NIL where the asset has been

held for more than 271 years. In addition indexation provisions appiy to disposals

by any person on or after 6 April, 1978.
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DEPRECTATION OF BUSTNESS ASSETS

General outline

The provisions regarding depreciation allowances with respect to qualifying
capital expenditure are laid down in secs. 241 through 304 of the Income Tax
Act, 1967, a comsolidating act incorporating all previous enactments regarding
income taxation. The Income Tax Act, 1967 (hereinafter referred to as I.T.A.
1967) is'amended from time to time by the annual Finan;e Acts and other

legislation.

The various categories of capital expenditure which are eligible for depreciation
allowances under I.T.A. 1967 are as follows:

( 1) industrial buildings and strﬁctures;

( ii) machinery and plant;

(iii) patents;

( iv) dredging;

( v) scientific research.

In additioﬁ, the Finance Act, 1974 contains provisions regarding depreciation

of capital expenditure on the construction of certain farm buildings and works
and the Finance (Taxation of Profits of Certain Mines) Act, 1974 similar

provisions regarding expenditure incurred with respect to mines.

The allowable depreciation for tax purposes may be taken into account irrespective
of whether the same depreciation is taken in the commercial accounts of the

trade.

As the methods and rates of depreciation (both accelerated depreciation
("initial allowances") and normal (annual) depreciation) vary between the
Jifferent categories of assets, the following survey will be arranged according
to the types of assets and major emphasis will be on the two main categories,

viz. industrial .buildings and machinery and plant.
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2. Depteciation of Industrial Buildings and Structures

2,1. Main principles

Accelerated depreciation ("industrial building allowance'") and normal (annual)
depreciation ("annual allowances') are available with respect tr “'capital
expenditure" incurred on the "construction of a building or structure which is
to be an industrial building or structure occupied for the purposes of a trade"
carried on'by the person who incurred the expenditure or by a lessea. The
"industrial building allowance” is governed by I.T.A. 1967, sec. 254 et seq.

and the "annual allowances'by I.T.A. 1967, sec. 263 et seq.

As in the United Kingdom, depreciation under this heading is limited to
"industrial buildings and structures", as defined in the law, and also only

capital expenditure incurred on the corstruction of such buildings qualifies

for depreciation allowances., These two liwitations and their implications are

further considered in paras. 2.3. and 2.4.2.
It also follows from the above outline that the building must be used for the
purpose of a trade and that, in principle, the person who incurred the

expenditure may claim the allowances.

2.2. Basis and rates of depreciation

2.2.1. Depreciable_basis

e st B 100 G S B o 0 s s o o B

As indicated in para. 2.1., above, the basis for depreciation of industrial
buildings is the cost of construction, i.e. "capital expenditure incurred om
the construction of a building'". The law does not contain a comprehensive
definition of "capital expenditure incurred on the construction'. However,

it is expressly provided by I.T.A. 1967, sec. 256 that the term does not
include expenditure incurred on the acquisition of, or of rights in or over,
any land; expenditure on the provision of machinery or plant; or any expenditure
eligible for depreciation allowances for expenditure on scientific research or
mining development. On the other hand,expenditure incurred on preparing,
cutting, tunnelling or levelling land for the purpose of preparing the land

as a site for the installation of machinery or plant, such expenditure will be
treated as part of the cost of comstruction of an industrial building

(I.T.A. 1967, sec. 257).



D

O

-

2.2.2.

2.2.2.1.

2.2.2.2.

190.
TRELAND
\

Also, the term "capital expenditure" shall not includé any expenditure
deductible in compufing the income from the trade (I.T.A. 1967, sec. 260).

Thus, expenses which are deductihle current business expenses are excluded.

Finally, no depreciation allowance can be claimed insofar as the expenditure
is met directly or inditectly by the state, by any board established by statute
or by any public or local authority (I.T.A. 1967, sec. 254(&)).

- e o s e B s e e o . o e

Accelerated depreciation (termed "industrial building allowance") is currently,
i.e. with respect to expenditure incurrcd between January 16, 1975 and

March 31, 1984 (both dates included), granted at a rate of 507 ("one-half") of

‘the expenditure. Originally, i.e., as of September 30, 1956 the rate was 107,

increased to 207 for expenditure incurred on or after December 14, 1961 (I.T.A.
1967, sec. 254 as amended). .

The 50% rate applies only to industrial buildings specified in paragraphs (a)
and (b) of I.T.A. 1967, sec. 255(1) (i.e., buildings or structures in use for
the purposes of a trade carried on in a mill, factory or other similar premises

or for the purposes of a dock undertaking).

For industrial buildings in use for the purpose of growing fruit, vegetables

or other produce in the course of a trade of market gardening or for the
intensive production of livestock the rate is 207 and for hotels, holiday camps
and qualifying holiday cottages the rate is 10%. See para. 2.3., below, for
further details concerning the various categories of "industrial buildings and
structures”,

Normal depreciation

The rate of the normal depreciation allowance (termed "annual allowance'") is
currently granted at a rate of 47 ("one-twentyfifth") of the expenditure with
respect to industrial buildings specified in I.T.A. 1969, sec. 255(1)(a) and
255(1)(b) which qualify for the 50% rate of accelerated dépreciation (see
para. 2.2.2.1., above).
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The rate of 4X applies to capital expenditure on qualifying industriat
buildings, which is incurred between January 16, 1975 and March 31, 1977
(both dates included). For expenditure incurred prior to January 16, 1975,
the former rate of 2% continues to apply.

In relation to expenditure incurred on or after February 2, 1978, the tax-
payer has the option of claiming increased annual allowances up to an amount
specified by him subject to a maximum of 100% of the cost exclusive of grants.
This option applies to all industrial buildings except those ed for market
gardening and farming.

With respect to the other categories of "industrial buildings" (hotels, holiday
camps, qualifying holiday cottages and buildings for market garcening and the
intensive production of Llivestock) the rate of the "annual allowance" is 10X

of the expenditure.

In each year the full allowance is granted, irrespective of whether the
expenditure is incurred during the year; decisive is the situation at the end

of the basis period (accounting period), i.e. the taxpayer should have a

"relevant interest” in the building., and the building must be in use for

qualifying purposes at that time., .

It should also be noted that for the year in which the expenditure is incurred,

the taxpayer is entitled to both accelerated and normal -depreciation.

Definition of "industrial building or structure"

“As indicated ecarlier, the above rules regarding depreciation of buildings etc.

are applicable only with respect to "industrial buildings and structures". The
definition of "industrial building or structure" is given in I.T.A. 1967,

sec. 255, which reads as follows:

255. - (1) In this Chapter, "industrial building or structure'" means a building
or structure in use -

(a) for the pufposes of a trade carried on in a mill, factory or other similar
premiscs, or

(b) for the purposes of a dock undertaking, or

(c) for the purposcs of growing fruit, vegetables or other produce in the course
of a trade of market gardening whithin the meaning of section 54, or -

(cc) for the intensive production of cattle, sheep, pigs, poultry or eggs in

the course of a trade other than the trade of farming within the meaning

of section 13 of the Finance Act, 1974, or

(d) for the purposes ot the trade of hotrel-keeping

and, in particular, the said expression includes any building or structure
provided by the persen carrying on such a trade or undertaking for the
recreation or welfare of workers employed in that trade or undertaking and in
use for that purpose:




Provided that a building or structure in use as a holiday camp or a buildin
or structure in use as a holiday cottage and comprised in premises registered
in any register of holiday cottages established by Bord Fidilte Eireann under
the provisions of any Act of the Oireachtas passed after the passing of the
Finance Act, 1969 shall be deemed to be a building or structure in use for
the purposes oi the trade of hotel-keeping.

(2) In this section, "dock" includes any harbour, wharf, pier or jetty or other
works in or at which vessels can ship or unship merchandise or passengers, not
being a pier or jetty primarily used for recreation, and "dock undertaking"
shall be construed accordingly.

(3) Subsection (1) shall apply in relation to a part of a trade as it applies
in relation to a trade, but where part only of a trade complies with the
conditions set out in that subsection, a building or structure shall not, by
virtue of this subsection be an industrial building or structure unless it is
in use for the purposes of that part of that trade.

(4) (a) Notwithstanding anything in subsection (!) or (3), but subject to
subsection (5), in this Chapter "industrial building or structure" does
not include any building or structure in use as, or as part of, a
dwelling-house, (other than a holiday cottage referred to in the proviso
to subsection (1))retail shop, showroom or offite or for any purpose
ancilliary to the purposes of a dwelling—house (cther than a holiday
cottage referred to in the proviso to subsection (1)), retail shop,
showroom or office.

(b) In this subsection "retail shop" includes any premises of a similar

character where retail trade or business (including repair work) is
carried on.

(5) Where part of the whole of a building or structure is, and part thereof

is not, an industrial building or structure, and the capital expenditure which
has been incurred on the construction of the second-mentioned part is not

more than one-tenth of the total capital expenditure which has been incurred
on the construction of the whole building or structure, the whole building or
structure and every part thereof shall be treated as an industrial building

or gtructure.

(6) Any reference in this Chapter to a building or structure shall be construed
as including a reference to a part of a building or structure except where the
reference is comprised in a reference to the whole of a building or structure.

The main categories of buildings which, subject to certain exceptions, are
excluded from depreciation allowances are listed in subsection (4): dwelling-
houses (other than qualifying holiday cottages), retail ships, showrooms and
offices. However, if one-tenth or less of a building or structure does not
qualify, the whole building or structure qualifies for the allowances pursuant

to subsection (5).
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The main distinction between this definition and the definition in United

Kingdom law is that in Ireland hotels, holiday camps and holiday cottages are

included in the definition.

Sale or other disposal of an "industrial building or structure"

Consequences_for_the _seller: balancing allowances_and_charges

- e e o e e e e e e e e e e e e S0 e

If capital expenditure was incurred on or after September 30, 195% on the
construction of an industrial building or structure and the relevant interest
in the building or structure is sold, or the interest comes to an end or the
building or structure is demolished or destroyed, an additional depreciation
allowance ("balancing allowance'")is granted if the proceeds of sale (or
insurance, salvage or compensation moneys received) are less than the written-
down value at the time of the event. Coaversely, if the proceeds of sale etc.
exceed the written-down value, a "balancing charge' is imposed on *he taxpayer,
§0 as to recoup that portion of capital allowances granted which, .. fact, has
been excessive. Any "balancing charge'" may not exceed the amount of the

previous depreciation allowances.

However, no "balancing charge" is made and no '"balancing allowance" granted, if
the sale or other évenc occurs more than fifty years (ten years in the case of

hotels, holiday camps, holiday cottages, market garden buildings and buildings

for the intensive production of livestock) after the building or structure

was first used.

In addition, the sale or other disposal of the building may give rise to

taxable capital gains (see Part C, below), but only if and to the extent that
the proceeds of sale or other disposal exceed the expenditure incurred on the
building or structure. Similarly, a capital loss may arise to the extent that
such loss is not covered by depreciation allowances (including the "balancing

allowance").

If in a certain year, a building did not qualify for the "annual allowance",
e.g., because it was not used for the purpose of the trade, any "balancing
allowance" or "balancing charge'" on the occasion of a subsequent disposal is

computed as if the "annual allowances" were-granted every year.

-
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For an example of the procedure regarding the disposal of an "industrial
building", see the corresponding paragraph 2.4.1. of the Chapter on the
United Kingdom.

Consequences_for_the purchaser

As indicated above, depreciation allowances with respect to "industrial

buildings or structures'" are granted only for the cost of construction.

The computation of the "annual allowance” to which a subsequent owner may be
entitled is made in such manner that that part of his purchase price as does
not exceed the cost of construction of the building may be depreciated over the
years of the remaining life of the building, being either ten years (in the
case of hotels, holiday camps, holiday cottages, market garden buildings and
buildings forrthe intensive production of lifestock), 25 years (for other
buiidings, the expenditure on which is incurred between January 16, 1975 and
February 1,1978 or 50 years (for other buildings, the expenditure on which

is incurred prior to January 16, 1975) from the year of construction.

Thus, the purchaser may depreciate his purchase price (or the allowable part
thereof) over the years up to the moment the building is 10 years, 25 years or

50 years old, as the case may be.

For an example of this procedure, see Example II in the corresﬁonding paragraph

2.4.2, of the Chapter on the United Kingdom.
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Depreciation of Machinery and Plant

Main principles; definition

Depreciation allowances with respect to 'machinery and plant" are granted

in several ways.

For the year the expenditure on the acquisition of the item c¢: “'machinery or
plant" is incurred, accelerated depreciation ("initial allowance") may be
claimed which currently amounts to 1007 of the expenditure. If the above
"initial allowance" is claimed there is, naturally, no room for further

depreciation allowances.

As an alternative to the "initial allowance", the taxpayer may also claim
increased "annual allowances" up to au amount as specified by him, which
implies "free depreciation", i.e. depreciation at any rate (w. h may vary from
year to year) chosen by him, provided that it must exceed the normal rate.of

the annual allowance.

Both the "initial allowance" and "free depreciation" are available only with
respect to '"'machinery and plant" which are acquired unused and not second-hand.
Also, all kinds of motor vehicles are excluded from these two depreciation

allowances.

Finally, the normal depreciation allowances ("annual allowances”) are granted
at varying rates which, originally, reflected the estimated useful life of the
asset concerned, although the system has been simplified in 1968, so that at

the present time only four different rates exist.

There is no definition of the expression "machinery and plant" in Irish law,
which situation also exists in the United Kingdom. In case of doubt, the
leading cases of United Kingdom courts will usually be followed. For further

details, see part B, para. 3.1.2. of the Chapter on the United Kingdom.
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Accelerated depreciation

The_"initial_allowance'

The "initial allowance" was introduced at the rate of 207 ("one-fifth'") for
qualifying expenditure incurred on or after April 6, 1956. The rate is currently
(i.e., for qualifying expenditure incurred between April 1, I§7l and March 31,
1984 -~ both dates included) 1007 of the expenditure.

The "initial allowance" appiies to capital expenditure incurred on the provision
for the purposes of the trade, of new machinery or new plant, other than
vehicles suitable for the conveyance by road of persons or goods or the
haulage by road of other vehicles (I.T.A. 1967, sec. 251(1)). However, ships _.

shall always be deemed to be new, so that the "initial allowance" does apply
to second-hand ships (ibid, sec. 251(6)).

It is also provided that if the profits of the trade, before the initial (and
annual) allowances, are insuffucient to give full effect to the allowances, the.
excess may be carried forward to subsequent years, but it must be taken into
account as soon as possible, i.e. as soon as the profits of the trade are

sufficient to cover the outstanding allowances of previous years.

"Free depreciation’ : Ry

Free depreciation, i.e. legally the normal depreciation allowance ("annual
allowance") "increased by such amount as is specified by the person to whom
the deduction is to be allowed" (F.A. 1971, sec. 26) was first introduced in
1967 for new machinery and new plant provided for use in any "undeveloped area",

but as of April 1, 1971, free depreciation is extended to the entire country.

As in the case of the initial allowance free depreciation is granted only with
respect to plant and machinery purchased new (and not second hand), motor
vehicles again being excluded. Unlike the "initial allowance" it does not apply

to second hand ships.

Free depreciation and the "initial allowance" are mutually exclusive, i.e., if

free depreciation is claimed, no initial allowance will be available.
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A major distinction between the "initial allowance" and free depreciation is
that the "initial allowance"” is granted in addition to the "annual allowances',
although with the "initial allowance" at 1007 there will currently be no room
for annual allowances, as initial allowance and annual allowances may together
not exceed the expenditure incurred. ‘

Free depreciation on the other hand consists, in principle, of increased annual
allowances, which implies that no annual allowances can be claimed for any

asset in addition to free depreciation.

Another distinction is that the initial allowance must be taken immediately,

i.e., for the year in which the éxpenditure is incurred (although a carry

forward is allowed in case of insufficient profits) whereas with free depreciation
the taxpayer is free to spread the expenditure over the years as he thinks fic,
provided that it seems that the depreciation in any year should not be less

than the ordinary "annual allowance".

"Investment Allowance'

An investment allowance of 20% is granted in respect of capital expenditure
incurred on or after April 1, 1971, and before January 1,1981, on the provision
of new plant or new machinery (other than motor vehicles) for use in a trade or
profession carried on in a 'Designated Area" within the meaning of the Industrial
Development Act, 1969. Most of the designated areas are located in tﬂe western

half of the country.
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Normal depreciation; wear and tear allowances

e e e e B e o o

Normal (annual) depreciation allowances (usually referred to as '"wear and'tear
allowances') are based, in principle, on the estimated useful life of the asset -
concerned. The rate of the allowaﬁce is determined in such manner that the cost
of the asset is written off over the estimated useful life, using the declining

balance method.

The rate is determined without regard to any "initial allowance" granted, but
as the aggregate of initial and wear and tear allowances may not exceed 1007
of cost, there will be no room for annual depreciation allowances for assets

which qualify for the 100% initial allowance.

With respect to assets acquired in the course of the year, the full allowance

is granted.

The normal rate of the wear and tear allowance may be increased as the taxpayer

elects under the system of "free depreciation", discussed in para. 3.2.2., above.
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3.3.2. Rates of wear and tear allowances

As indicated in para. 3.3.1., above, the rates of depreciation are determined
for the various types of assets on the basis of estimated useful life, and

the actual amount allowed is the amount "considered by the Appeal Commissioners

to be just and reasonable" (I.T.A. 1967, sec. 241(1)).

However, since 1958, the allowance was determineéd at five-fourtr. (125%) of
the amount considered just and reasonable, except for motor vehicles, which
implies a measure of accelerated depreciation quite apart from the "initial

allowance".

‘A further chénge occurred in 1968, pursuant to sec. 4 of the Finance Act, 1968,
for expenditure on new assets provided for use in the trade on or after

April 1, 1968. Under this provision tiiere are three "standard" rates of
depreciation, viz.

- 10% if the amount considered "just and reasonable" does not exceed 8.75%7;

- 12,5% if the amount considered "just and reasonable'" is between 8.75% and 157;

- 25% if the amount ‘considered "just and reasonable" exceeds 15%.

The latter rates do not apply to motor vehicles (both vehicles for the
transportation of persons and vehicles for the transportation of goods); they
are subject to annual depreciation ('wear and tear") allowances of 20%
(declining balance method). For passenger cars (i.e., "mechanically propelled
road vehicles constructed or adapted for the carriage of passengers, other than’
vehicles of a type not commonly used as a private vhicle and unsuitable to be

so used" - F.A. 1973, sec. 30) depreciation allowances are further restricted in
that no depreciation is granted for such part of the retail sales price as
exceeds £2,500 (ibid, sec. 25), this limit being increased to £3,500 for
expenditure incurred on this kind of motor vehicles on or after January 29, 1976
(F.A. 1976, sec. 31).

Special provisions also apply to plant and machinery used in a trade which
consists of or includes the working of a mine or quarry or the smelting of ore.

In that case, the taxpayer may elect that the expenditure less any residual

value is written off over the years during which the mine or quarry is likely to
be worked or the smelting of ore is likely to continue (the annual deduction to be
"such sum as is considered just and reasonable having regard to the period at the
expiration of which the mine or quarry is likely to cease to be worked or the

smelting of ore is likely to be discontinued" - I.T.A. 1967, sec. 241(1)).
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Thus, the various rates currently in force can be summarized as follows:

- motor vehicles : 207 (depreciation restricted to retail price of

| £3,500 for passenger cars)

- plant and machinery : depreciation spread over the years the mine or quarry
used in mining or will be worked or the smelting or ore is continued
quarrying or the
smelting of ore

- other assets:

a) acquired unused on
or after April 1,
1968 : 10Z, 12.5% or 25%
b) acquired prior to
April 1, 1968 (unused
or second-hand) or
after that date
(used) : 1257 of the rate which is considered "just and

reasonable",
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Assets used partly for non-business purposes

Although there is no explicit provision in the law to that effect, it must be
assumed that if an item of plant or machinery is used partly for rion-busingss
(e.g.;, private purposes) the allowable depreciation (both acce vated and

annual depreciation) is reduced accordingly.

Sale or disposal of plant and machinery: balancing allowances und charges

General rule

If an item of plant or machinery for which an initial allowance or wear and

tear allowances have been granted subsequently ceases to belong to the

taxpayer (either through a sale or otherwise), or if the asset is no longer used
for the purposes of the trade, or if thz trade is discontinued, an additional
depreciation allowance (termed '"balancing allowance") is grante 'f the proceeds
of sale or insurance or compensation moneys received (or open-market value if
there is no sale or a sale not at arm's length) are less than the written-down
value of the asset. Conversely, if the proceeds of sale etc. exceed the
written-down value a "balancing charge”" equal to such excess is added to

taxable income (I.T.A. 1067, sec. 272 et seq.). The "balancing charge', however,
may not exceed the amount of depreciation allowances taken or deemed to havé been

taken in the past.

Any excess of the proceeds of sale etc. over the original cost price of the

asset may give rise to a chargeable capital gain (see part C, below).

- o . e v i e e o e e G v e 2

In computing the written—down value of assets not used exclusively for business

purposes, both depreciation allowances actually granted with respect to the use
for business purposes and depreciation referable to the non-business use are
taken into account, and the balancing allowance or charge is adjusted

accordingly (I.T.A. 1967, sec. 276).

Example

An asset which was purchased for £1,000 was used as to 20%Z for private or other

non-business purposes.
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3.5.4.

Tnitial and annual allowances granted foar tax purposes amount to £600 (with
respect to B0% of total use) and the notional depreciation referable to nqn:
business use thus amounts to £150. The adjusted written—-down value is thus F
£1,000 - £750 = £250.

1f the asset is subsequently sold for £600, the total cost of the asset during
the entire period of ownership is £1,000 - £600 = £400, of which 807 or £320

is referable to the business use of the asset. However, actual allowances granted
for tax purposes amounted to £600 and there is thus a "balancing charge" of

£600 - £320 = £280.

s et i s e ke s ey i e o o e e o e e e i s e i o e e e e

If an item of plant or machinery is sold or otherwise disposed of or destroyed,
and such event would give rise to a "balancing charge', but the asset is
replaced by another asset, the taxpayer may .elect that the "balancing charge"
shall not be made, but that the cost of the new asset will, for the purpose

of depreciation allowances, be reduced by an amount equal to the "balancing

charge' not imposed on him (I.T.A. 1967, sec. 273).
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As indicated in para. 3.5.1., above, if the taxpayer disposes of an time of
plant or machinery, otherwise thén by an arm's length transaction, or if he
keeps the asset for other than business purposes, the asset in question is, in
principle, considered to be sold at the open-market price in determining the

amount of any balancing allowance or charge.

The same open-market price will be the basis for depreciation allowances (annual
allowances only, the initial allowance being restricted to assets purchased

unused) for the subsequent owner.

However, if the transfer takes place on the occasion of the permanent discontin-
uance of the transferor's trade or if the transfer takes place by way of a gifrc,
and the transferee is goingthe use the relevant asset for the purposes of his
trade, then the transferor and the transferee may jointly elect that the
transfer is made at the written-down value at the date of transfer and any
subsequent balancing allowances and balancing charges on the transferee will be
computed as if he owned the asset since the time of acquisition by the
transferor (I.T.A. 1967, sec. 277(5)).
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A similar "silent transfer"” is granted to the person succeeding to a tradg
 under the will or intestacy of the person previously carrying on the trade
(ibid, sec. 278).
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3.6. Subsidies

Unlike the situation as regards depreciation of industrial buildings, there
is no provision in the law according to which subsidies must be deducted in

computing the depreciable basis of plant and machinery.

However, in computing any balancing allowance or balancing charge on the sale
or other disposal of an asset for which a subsidy has been received, it is
assumed that an additional depreciation allowance equal to the amount of the

subsidy has been granted.
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4. Depreciation of Patents

Capital expenditure incurred on the purchase of patent rights may be written~
off in equal annual instalments over a pgriod of seventeen years, or over the
remaining life of the patent if less than 17 years, or over the years of any
specified period of less than 17 years for which the patent r ™"ts are |
purchased (I.T.A. 1967, sec. 285).

A balancing allowance will be granted (or a balancing charge nad:) if the
patent rights are subsequently sold or come to an end and the proceeds, if any,

are less than (or exceed) the written-down value of the patent.

To the extent that the proceeds of sale of a patent exceed any capital
expenditure previously incurred, a capital gain arises. Contrary to the normal
situation regarding capital gains (discussed in part C, below), capital gains
on the sale of patents are taxed as oiuinary income, spread over a period of
six years, unless the taxpayer elects to be taxed on the entir jain in the

year of sale.

Like in the United Kingdom, the liability to ordinary income taxation in this
case is a deviation from the normal concept of "income", as opposed to "capital

gains'.
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5. Depreciation of Capital Expenditure on Dredging

Capital expenditure incurred on drédging is subject to depreciation allowances
when the expenditure is incurred for the purposes of a trade which consists

of the maintenance or improvement of the navigation of a harbour, estuary or
waterway or when the dredging is for the benefit of vessels coming to, Iéaving
or using any dock or other premises occupied by the taxpayer for the purpoées

of the trade.

The depreciation allowances ("capital allowances'") in this case consist of an
"initial allowance" equal to 10%Z of the expenditure and "annual allowances"

equal to 27 of the éxpenditute (I.T.A. 1967, sec. 294).

If the trade is permanently discontinued an allowance will be granted for any
part of the expenditure remaining after the depreciation allowances granted in

s

previous years.

A person contributing a capital sum to expenditure on. dredging shall be
treated as incurring capital expenditure on dredging equal to the amount of the
contribution and the expenditure of the person to whom the contribution is

made is deemed to be reduced accordingly (ibid, sec. 294(9)).
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.6. Depreciation of Capital Expenditure on Scientific Research

Capital Expenditure on Scientific Research incurred by a person who is

carrying on a trade or who commences a trade after the expenditure is incurred,
may be written off completely in ome year. Thus, the rate of depreciation
amounts to 100%. For expenditure incurred prior to April 6, 19¢€ the rate was
20%, i.e. the expenditure was depreciable in five annual instalments. The
expression "scientific research" is defined as "any activities in the fields
of natural or applied science for the extension of knowledge" (...T.A. 1967,
sec. 244).

Appropriate adjustments are made if an asset, representing capital expenditure
on scientific research subsequently ceases to be used for such research. The
value of such an asset will then be added back to taxable income, and if it
remains in use in the trade, depreciation allowances may be claimed under the

appropriate heading (e.g., for plant and machinery).
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7. Depreciation of Farm Buildings_and Works ;

From April 6, 1969 until April 6, 1974 profits from farming, from the
occupation of woodlands and a few similar types of income were not subject to
income taxation. Prior to 1969 income tax was imposed normally under Schedule B
on the "annual value" of the land occupied for farming purposes, unless the
taxpayer elected to be taxed under Schedule D, i.e. the Schedule applying,

inter alia, to trading income.

The exemption granted in 1969 (F.A. 1969, sec. 18(2)(a)) was abolished by the
Finance Act 1974, and under the provisions of the latter Act, farming profits
are now taxed under Schedule D in basically the same way as other trades,

subject to certain exceptionms.

The relevant section of the Finance Act, 1974 (sec. 22) provides for depreciation
allowances with respect'to capital expenditure on the construction of

farmhouses, farm buildings, cottages, fences or other works.

The depreciation allowances consist of an "initial allowance" of 207 ("one-fifth")
of thée expenditure in the first year, and "annual allowances" for the first ‘
and subsequent years amounting to 10% ("one-tenth') of the expenditure. Thus,
in the first year both the initial and the annual allowance may be claimed.
However, the "initial allowance" applies only to expenditure incurred on or (
after April 6, 1974, whereas the "annual allowance" applies to expenditure
incurred on or after April 6, 1971,

L]
With respect to expenditure on farmhouses, only one-third of the expenditure
is taken into account or an even smaller proportion "if the accommodation and

amenities of the farmhouse are out of due relation to the nature and extent

of t'-e farm'".

If the taxpayer transfers his interest in the farm land to another person,

1

that other person shall normally be entitled to the annual allowances for the

years following the transfer.
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8. Depreciation with respect to Mines

Up to April 5, 1974 significant tax exemptions existed with respect to mining

operations carried out in Ireland.

However, as of April 6, 1974 these exemptions were terminate ursuant to the
Finance (Taxation of Profits of Certain Mines) Act, 1974 (not applicable to
coal mining), and this act contains, inter alia, provisions rezarding
depreciation allowances with respect to qualifying capital expenditure. These
provisions are rather generous , apparently to smoothen the change-~over from

tax-exempt status to tax liability.
Depreciation allowances currently available include the following:

a) mine development allowance (I.T... 1967, sec. 245)

With respect to capital expenditure incurred (i) on the den opment of a
mine on searching for or on discovering and testing mineral deposits or
winning access thereto, or (ii) on the construction of any works which are of
such a nature that when the mine has ceased to be operated they are likely
to have so diminished in value that their value will be little or nothing,
an annual allowance is granted computed in such manner that the expenditure
(less any estimated residual value) is spread evenly over the estimated life
of the deposit, subject to a maximum of 20 years.

This allowance applies only to mines operated for the purpose of obtaining
"scheduled minerals", being barytes, felspar, serpentiﬁous marble, quartz
rock, sodhstone, ores of copper, ores of golds, ores of iron, ores of lead,
ores of manganese, ores of molybdenum, ores of silver, ores of sulphur and

ores of zinc.

Moreover, the allowance does not apply to expenditure incurred on the
acquisition of the site or oun the acquisition of, or of rights over, the
deposits, nor to expenditure on works constructed for subjecting the raw

product of the mine to any process.
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Under sec. 2 of the Finance (Taxation of Profits of Certain Mines) Act,
1974, capital expenditure eligible for the above allowance incurred before
April 6, 1974 could be written off completely in the year 1974-75 to the

extent it was still unallowed at that date.

abortive exploration allowance

Any abortive exploration expenditure incurred between April 6, 1967 and
April 5, 1974 by a person carrying on a trade of working a ''qualifying
mine" on April 6, 1974 is allowed in full for the year of aésessment
1974-75 (F(TPCM)A, 1974, sec. 3).

exploration investment allowance

For exploration expenditure incurred on or after April 6, 1974, by a person
carrying on the trade of working a "qualifying mine", a 20% investment
allowance is granted over and above the mine development allowance discussed

under a), above (F(TPCM)A, 1974, sec. 6).

investment allowance for plant and machinery

A 207 investment allowance is also granted for expenditure on new plant and

new machinery (except motor vehicles) provided for use for the purposes of

the trade of working a "qualifying mine" (ibid, sec. 7).

" The plant and machinery qualifying for the investment allowance will also

e)/

qualify for "free depreciation" as discussed in para, 3.2.2., above.

Also, the written-down value of any plant or machinery purchased prior to
April 6, 1974 is written off completely for the year of assessment 1974-75
(ibid, sec. 7(2)).

annual depletion allowance

Capital expenditure incurred after March 31, 1974 or the acquisition of a
"scheduled mineral asset" (as defined) by a person carrying on the trade of
working a "qualifying mine" is eligible for annual allowances similar to the

mine development allowance (ibid, sec. 8).
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C. TAXATION OF CAPITAI. CATNS AND 1.0SSES

1. General outline

Like in the United Kingdom, capital gains and losses, whether realised or

not, are not normally taken into account in computing the income of a trade.

The basis distinction between (ordinary) trading income and capital gains in
Ireland is the same as in the United Kingdom. For more detailed information on
this subject, reference is made to the corresponding'paragraph 1 of part C of
the Chapter on the United Kingdom. ' i

Capital gains taxation was introduced in Ireland by the Capital Gains ?ax

Act, 1975, applying to all disposals oi assets taking place on or afte} April 6,
1974, several years after the introduction of similar legislatic. 'n'ihe

United Kingdom.

It should also be emphasized that capital gains tax applies only to realised
capital gains. Non-realised capital gains (e.g., resulting from a revaluation
of fixed capital assets belonging to a trade) are not taxable. This implies,
inter alia, that a mere revaluation of fixed business assets in the balance

sheet is irrelevant for tax purposes.

In the following paragraphs a short general description of the Capital Gains
Tax is given, followed by a survey of the various exemptions and other special

provisions which are of particular relevance for taxpayers engaged in a trade.

2. The Capital Gains Tax

2.1. Main charging provisions

The basic rate of tax is 30% but subject to certain exceptions (for example,
assets held by non-residents and by companies, and development land), there is
a reduction in this rate for every three years of ownership leading to total

exemption after twenty-one years.
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Residents of Treland are subject to Capital Gains Tax with respect to all

disposals of assets irrespective of their location, whereas non-residents

are subject'to Capital Gains Tax only with respect to certain assets located

in Ireland, viz.

( i) land located in Ireland; |

( ii) minerals located in Ireland, and any rights or othef assets in relation
to mining or minerals or the searching for minerals; and

(iii) assets located in Ireland which are used in or for the purposes of a
trade carried on by the taxpayer in Ireland through a branch or agency,
or which were used or held or acquired for use by or for the purposes
of the branch or agency (Capital Gains Tax Act, 1975 - hereinafter
referred to as C.G.T.A. 1975 -, sec. 4);

Subject to a number of exceptions, chargeable assets are, in prtncxple, all
forms of property, specifically including: 5

( i) options, debts and incorporeal property generally; ‘

( ii) any currency, other than Irish currency and sterling; and .

(iii) any form of property created by the person disposing of it, or otherwise

becoming owned without being acquired (C.G.T.A. 1975, sec. 7).

There is no comprehensive definition of "disposal” in the Act. Besides sales
and gifts, there is a disposal in the terms of the Act "where any capital sum
is derived from assets notwithstanding that no asset is acquired by the person
paying the capital sum", e.g. capital sums received by way of compensation for
damage or injury to assets, capital sums received under a policy of insurance
of the risk of any kind of damage or injury to assets, capital sums received
in return for forfeiture or surrender of rights, and capital sums received as
congideration for use or exploitation of assets., Also, the granting of an
interest or right in or over an asset is a taxable "part disposal" of the

asset (ibid, sec. 8).

S
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The capital gain (or loss) is basically computed as the difference between the
consideration received for the disposal (or market value in the case of gifts and
certain other transactions which are not at arm's length) and the cost of acquisition
and any enhancement expend{ture. Before deduction from the consideration, however,
these amounts are generally adjusted by applying to them a multiplier (based on the
ALl Items Consumer Price Index) to take account of inflation. Howev , the Capital

Gains Tax Act, as amended, has no retroactive effect and for assets owned at the time

‘the Act became effective (April 6, 1974) the cost of acquisition is deemed to be the

market value'at that date. -

Also, with respect to "wasting assets" (i.e.,, assets with a predictable life
not exceeding fifty years) the gain is not computed as the difference between
consideration received and cost of acquisition, but as the difference between
congideration received and the depreciated value of the asset concerned,
assuming a straight-line depreciation over the yéars of the predictable life

of the assget.

However, this depreciation with respect to wasting assets -for capital gains
tax purposes dnes not apply to business assets for which depreciation
allowances (capital allowances) have been or could have been claimed: in that
case, any excess of consideration received over the cost of acquisition is
normally fully subject to capital gains tax, quite apart from the imposition

of a "balancing charge" as discussed in part B of this Chapter.

As to "wasting assets" it should also be noted that gains on the disposal of
"wasting assets" which are tangible movable property are completely exempt,
except for business assets which have been subject to depreciation allowances
(C.G.T.A. 1975, sec. 18). |

Thus, in practice, the rules concerning "wasting assets" apply only to intangible
property other than business property which has been subject to depreciation
allowances, for which full capital gains tax liability is maintained, subje;t

to specific exceptions as outlined in the following paragraphs.
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Special rules concerning businesses and business assets

Depreciable assets

As already indicated in para. 2.1., above, and in part B (Depreciation of
Business Assets), the sale or other disposal of business assets which have been
subject to depreciation allowances does not normally give rise to a capital

gain or loss.

Sale or other disposal for a price (or other compensation received) below the
written-down value will normally result in a "balancing allowance" equal to the

difference.

Sale or other disposal for a consideration exceeding the written-down value

will normally result in a '"balancing charge" equal to the difference, except for
the replacement provisions regarding plant and machinery (see part B, para.
3.5.3., above).

However, any''balancing charge" made may not exceed the amount of depreciation
allowances taken in the past, so no "balancing charge" is made for any excess
of the sales proceeds over the original cost of acquisition. Such excess will
constitute a taxable capital gain, subject to various relief provisions as

outlined below.

Restoration and replacement of business assets

There is no general provision in the Capital Gains Tax Act regarding relief or
postponement of tax in case a business asset is replaced by another asset.
However, relief is available in a limited number of cases. These provisions can

be summarized as follows:

If a capital sum is derived from an asset which is not lost or destroyed
(being such capital sums as are taxable disposals under sec. 8(2)(a) of the
Act - see para. 2.1., above) and that capital sum is wholly (or almost
wholly) applied in restoring the asset, then the recipient may claim that

the receipt of the sum is not treated as a disposal, but the sum received

is deducted in computing the cost of acquisition of the asset on a subsequent

disposal of the asset (C.G.T.A. 1975, sec. 29(1)).
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This relief applies to both business and private assets, except that

so~called "wasting assets" do not qualify for the relief.

compensation received in case of loss or destruction

If a capital sum is derived upon the loss or destruction of asset, and

the capital sum is within one year of receipt, or such longer period as the
inspector of taxes may allow, applied in acquiring a replacement asset then

the owner of the asset may claim that the compensation receired (if

otherwise of a greater amount) is deemed to be of such amount as would secure
that no gain or loss accrues on the disposal, and as if the cost of acquisition
of the new asset were reduced (for capital gains tax purposes) by the excess

of actual compensation received plus any residual or scrap value of the old

asset over the amount deemed to be received by him (ibid, sec. 29(2)).

Limited relief is available, under cevtain conditions, if not the entire
capital sum received is used for the acquisition of the new a 2at.
Like the relief under a) above, this relief applies to both business and

private assets, "wasting assets' again being excluded.

replacement of business_assets

A relief similar to the relief outlined in b), above, applies to all disposals
of business assets or of an interest in such assets (i.e., assets used, and
used only, for the purposes of the trade throughout the period of ownership),

followed by an acquisition of replacement assets (ibid, sec. 28).

The relief is continued if the new assets are themselves replaced at a later

date.

Partial relief may be claimed if the assets are used exclusively for business
purposes during part of the period of ownership only, and with respect to

buildings used partly for business and partly for other purposes.

However, this relief applies only to three categories of business assets,
viz,:

( i) plant and machinery;
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( ii) except where the trade is a trade of dealing in or developing land, or
of‘providing services for the occupier of land in which the person
carrying on thg trade has an estate or interest -

- any building or part of a building and any permanent or semi-
permanent structure in the nature of a building, occupied (as well
as uéed) only for the purposes of the trade,

- any land occupied (as well as used ) pnly for the purposes of the
trade, provided that where the trade is a trade of dealing in or
develoqing‘land, but a profit on the sale of any land held for the
purposes of the trade would not form part of the trading profits,
the trade shall be treated for the purposes of this subsection as
if it were not a trade of dealing in or developing land;

(iii) goodwill. (ibid, sec. 28(5)).

‘'The above relief applies to trades, as well as to professions, offices or
employments; farming; woodlands managed on a commercial basis; public
authorities; non-profit making bodies; trade associations; and athletic and

amateur sports bodies.

There are no general relief provisions with respect to the termination of a
business. However,‘some measure of relief is granted upon retirement of
individual taxpayers who dispose of 'qualifying assets'", i.e., broadly speaking,
the individual's chargeable business assets which, apart from tangible movable
property, he has owned for a period of not less than 10 years, and shares in

a "family company" which he has owned for not less than 10 years.

The available reliefs can be summarized as follows: !

‘a) 1f an individual who has attained the age of 55 years disposes of the whole
or part of his qualifying assets and the consideration received does not
exceed £50,000, any capital gain is fully exempt. If the consideration
exceeds £50,000 the amount of capital gains tax shall not exceed hélf the
difference hetween the actual amount of the consideratiqn and £50,000
(ibid, sec. 26);
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b) if an individual who has attained the age of 55 years dis ses of the
whole or part of qualifying assets to one or more of his children any 4
capital gain is fully exempt (ibid. section 27 as substituted by‘section
8 of the Capital Gains Tax (Amendment) Act, 1978). '

The term "family company' used in the definition of "qualifying assets' means,
broadly, a company the voting rights in which are as to not less than 25%
exercised by the individual, or as to not less than 757 exercisable by the
individual, or a member of his family, and, as to not less than 107 exercisable

by the individual himself.

In determining whether assets are owned for a period of not . .,s than 10 years,

ownership by the spouse of the transferor and the transferor personally, and
ownership of shares in a family company preceded by direct ownership of the

assets by the individual, are added together, subject to certain conditions.
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Special relief provisions apply to transactions between members of a group of
companies, i.e., generally speaking, a company resident in Ireland together
with its resident subsidiaries in which it owns directly or indirectly not less
than 75% of share capital, f

;
The disposal of assets from one member of such a group of companiés to another
member of the group will be deemed for capital gains tax purposes to be made
fér a congideration of such amount as would secure that no capital gain or loss

arigses for the transferor.

Capital gains tax liability will arise at the moment the asset in question

leaves the group (Corporation Tax Act, 1976, sec. 130).
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2.4.5. Qggpggx‘rggrgnnirnrinnni mergers
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Under a "scheme of reconstruction or amalgamation' involving the transfer of the
whole or part of a resident company's business to another resident company, any
assets included in the transfer are deemed to be acquired by the second company
for a consideration of such amount as would secure that no capital gain or loss
accrues to the transferor company (Corporation Tax Act, 1976, sec. 127). Thus,
capital gains tax liability is postponed until the assets are disposed of by the
transferee company. In such case the transferee company shall be treated as if
the acquisition of the assets involved by the transferor company had been the
acquisition by the transferee company.

"a scheme

The expression "scheme of reconstruction or amalgamation" is defined as
for the reconstruction of any company or the amalgamation of any two or more

companics”.

Also for sharcholders there will not normally be any immediate capital gains tax
liability in case of a reorganisation or reduction of a company's share capital,
or if he receives shares in another company in exchange for his existing holding
in the compnny.'Those provisions are laid down in Schedule 2 to the Capital
Gains Tax Act, 1975.

In the first event (roorgénisation or.reduction of share capital) there will be

no disposal for capital gains tax purposes, and the "new holding" (i.e., the
shares in and debentures of the company which as a result of the reorganisation

or reduction represent the original shares including any original shares
remaining) shall be treated as the same asset acquired as the original shares

were acquired., In relation to a later disposal of the new holding, however,

any consideration given by the shareholder shall be treated as a separate item

of enhancing expenditure incurred when the consideration was given. If any consi-
deration is received other than the new holding the shareholder will be treated

as having disposed of an interest in the original shares, and be subject to capital

gains tax accordingly.

ey




219.
IRELAND

In the second event (exchange of share in a company for shares in another
company) the same rules apply, mutatis mutandis, subject to the condition

that the company issuing the new shares has, or in consequence of the exchange
will have control of the other company, or that the shares are issued as the
result of a general offer made to the shareholders of the other company if
suéh offer was made in the first instance on condition that the .mpany making

the offer would gain control of the other company.
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RESERVES

Like in the United Kingdom, the creation of reserves is not acceptable for the
purposes of income tax and corporation tax. This applies to both "true"

reserves as well as to provisions for future expenses.

These strict rules emerge from the basic concepts regarding business income

applying in Ireland as they do in the United Kingdom.

To give one example, no general reserve e.g., expressed as a percentage of
outstanding debts receivable, may be created although it is allowed to deduct
the amount of any debts proved to be bad, or to make a provision for specific
debts to the extent that they are estimated to be bad.

There are also no investment incentives in the form of investment reserves etc.
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OTHER INVESTMENT TNCFNTTVES

General outline

Besides accelerated and normal depreciation allowances set t in part B, there -

. are various other investment incentives available for tax purposes in Ireland.

*

In the first place, investment allowances are granted with respect to certain

qualifying investments, in order to stimulate certain business activities in

particular industries or in particular parts of the country.

Investment allowances are granted in the form of a deduction whicé is expressed
as a percentage of qualifying investments; the deduction is given over and
above depreciation allowances covering the entire expenditure over the years,
so that where an investment allowance applies more than 1007 * qualifying

expenditure is in fact deductible,

Secondly, tax exemptions are granted to companies engaged in export trade and

to companies estahlished in the Shannon Airport Area which are engaged in

qualifying business activities.

Thirdly, the Finance Act, 1977 introduced a 25% rate of corporation tax for {
manufacturing companies who fulfilled certain conditions regarding output
and employment. The relief has been continued for periods ending on or
before 31 December, 1979. '

The above incentives will be considered in the following paragraphsé

o
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Investment allowances
WS MG S W e - - ——— - e g

Allowance for machinery and plant in "designated areas"

Capital expenditure incurred between April 1, 1971 and December 31, 1980 by a
person carrying on a trade or profession, on the provision of '"qualifying
machinery or plant" for the purposes of the trade or profession is eligible

for an "investment allowance" equal to 201 of the expenditure (F.A. 1971, sec. 22)

The term "qualifying machincry or plant” is defined as machinery and plant
(other than road vehicles) provided for use in any "designated area" and

bought unused and not second-hand.

The expression "designated area”" is fully defined in the Industrial Development
Act, 1969; these "designated areas'" are economically underdeveloped and are

situated, broadly speaking, in the western part of the country.

The "investment allowance" is granted for the year in which the expenditure is
incurred (i.e., "for the year of assessmont in the basis period for which the
expenditure is incurred"). The investment allowance does not apply to that part

of expenditure which is met directly or indirectly by Government grants (ibid).

If an investment allowance is made, it will be withdrawn (with corresponding
adjustment in the tax aséessments) if the assets are sold without being used

for the trade in a designated area, or if they are sold within two years from the
day they began to be used (ibid, sec. 25).

Investment allowance for new ships

An "investment allowance" equal to 40% of the expenditure applied to capital
expenditure incurred on the purchase of a new ship for the purposes of a trade
between April 6, 1957 and July 23, 1973, (I.T.A. 1967, sec. 246), The'allowancc
is suspended for expenditure incurred on or after JGLy 24, 1973, however,
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As in the case of the investment allowance for machinery and plant used in
designated (development) areas, the shipping investment allowance did not

apply to any part of the expenditure met by Government grants.
The allowance was withdrawn (with corresponding adjustments ir 1x assessmgnts)
if the ship was sold without being used in the trade, or if the ship was sold

within 5 years from the day it was first used (ibid, sec. 250).

Investment allowance for the mining industry

An investment allowance equal to 207 of expenditure is granted with respect
to exploration expenditure incurred on or after April 6, 1974 on the mining of
"gcheduled minerals" and for expenditure on new plant and machinery. For further

details, see part B, para. 8, sub c) aud d), above.
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Exemption for Export Profits

General outline

The provisions regarding the exemption for export profits are cubrently
laid down in secs. 53 through 68 of the Corporation Tax Act, 1976, replacing

the earlier provisions of the Income Tax Act, 1967.

Only companies (whether resident or not resident in Ireland) are eligible
for the relief.

‘Basically, an exemption is granted during 15 years (followed by five years of

tapering relief) in respect of profits attributable to increases in export
sales as compared with a standard period, the standard period being a period
of one year ending on September 30, 1956, or, at the company's eLectfon, the
one-year period ending on September 30, 1955. However, companies which did
not exist in 1956, or which did not export at all during that year, are exempt

for their entire profits attributable «to export sales.

As stated earlier, the rélief is granted in full during a maximum period of
15 years, followed by another 5 years of 'tapering relief", during which the
tax on qualifying export profits is reduced by 80%, 65%, 50%, 35% and 15%,
respectively. However, as the Law now stands, no relief will be granted for
accounting periods or parts of accounting periodS‘faLLing after April 5,1990.
Thus, for companies established after April 5, 1970.the period of full or

partial relief will be less than 20 years.

Pividends paid out of exempt profits are also exémpt from Irish income tax
in the hands of shareholders, irrespective of whether the shareholders are

resident in Ireland or not.
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3.2, Definition of "exports"

In principle, the exemption is granted for export of "goods', the word "goods"

meaning, basically, goods manufactured within Ireland by the person who exporfs

them, including the case where there are two related companies.(onf company
holding, directly or indirectly, more than 907 of the shares in th. other
company, or persons having a controlling interest in one company holding more
than 907 of the shares in the other company) and the goods are manvsactured by
one of the companies and exported by the other. In the latter case, the relief
is granted to the company which exports the goods (C.T.A. 1976, sec. 54).
Relief is also granted if the company exporting the goods acts as a wholesaler
and the goods are manufactured by anofher person (ibid).

"exports" have been extended

Through the years, the definitions of "goods" and
for purposes of the relief, e.g., to certain goods which are not ma: ‘actured,

and to certain services rendered to nonp;-residents.

These extensions include:

fish produced in Ireland on a fish farm;
- cultivated mushrooms, cultivated in Ireland;

-~ books and greeting cards printed in Ireland, but exported by the publisher are

regarded as manufactured by the publisher;

- repairs carried out in Ireland to a ship, is regarded as manufacture of goods,
and, to the extent that the ship is wholly owned by persons not ordinarily

resident in Treland, as exports;

- a company carrying on the trade of building or repairing ships, may also elect
that all ships built and all ship repairs are treated as goods exported by the
company, and that all payments received with respect to such building or

repairing are treated as amounts received from the sale of goods exported;
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= milk pradurts and pipmeat Prndurfc ‘as def .n¢d sold to the "An Bord Bainme
~Co-operac:ve Limited" and the "P:pq and Bacon Commission", respectively, and
subsequently expartod by those bod1es. ‘are treared as exported by the company -

R

whxch produced the goods,

- if a company“carries on the trade of-rendorihh services to another person hy

way of subjecting commodities or mater:als he]nnglng to that person to any
process of manufacturxng, and all or some of the serv1ces are rendered to a - -
non—res;dcnt in relation to commndltles or mater1als 1mported and the
commodxtxes or materials, or the prnducts into whxch they have been converted
are subeequently exported. whxle st111 belongxng to that othgr person, the
,company may elect that the rnndorxng of such qerv1cee shall be regarded as
manufacture of goods, and to the extenc that the servx«es are rendered to,

non-reqxdents thay shall be- reparded as exports,

--a company cnrry1ng on a trado Wthh concxsta of or mncludes the renderlng of

’engxneerxng SGTVIPes (be;ng de sign and plannxng servxces carrxed out in

Ireland in connoctlon with chemical, civil, electr:cal or mochanlcal englneerxng

wnrks‘executed OHtSlde Ireland), may- eLect that the rendering of

such 5erv1ces shall be rebarded as manufacture of goods, and to the extent
that thekserV1ces are rendered to nonwres1dents they shall be regarded as
exports.

S
’

'The corpotatlon tax 1S»reduced to. n11 to the extent that it is referable to the
* 1ncome from the sale of goods exported (or to the income from the increase in

g exporc sales. if the standard perlnd applles -'see para. 3.0y above)

i

a;,In determxnxng which part of total 1ncome ls actxlbutablo to expcrt sales. (or to
:th@ xncrease in expnrt sales) the total income is spllc on the basis of turnover,

/ivi e., in the same proport1on ‘as the amount recexvahle from the sale of goods
raxagzggéybears to the totalfgmount‘recelvable from‘thevsale of goods.

“!

*A&~xndxcdfnd in pnra. 3. i., abovo, the exvmptxon 15 rranced for a. muxxmum periad
';ci ls years, follnwod by taperxnb rollcf during 5 move years, but subJecc co ‘the
‘“lim;taton that the relief ends on Apr11 5, 1990. ‘

T ————
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Exemption for Shannon Airport Area

General outline

The exemption for qualifying activities in the Shannon Airport Area are laid

down in secs. 69 through 77 of the Corporation Tax Act, 1976.

The exemption was originally introduced at the time when the activiti=s on the
airport diminished due to the entry into service of long-range jet propelled
aircraft which no longer needed to re-fuel at Shannon on their journeys from

the European Continent to the United States and vice-versa.

Like the exemption for export trade, discussed in para. 3, above, this relief

applies only to companies.

The relief is available for certain activities carried on in the air ~t and a
certificate issued by the Minister for Finance is needed before the exemption

can be applied.
In principle, the exemption is granted without limitation in time, subject to
ministerial powers to revoke the company's certificate, but as the law now stands

the exemption will be terminated on April 5, 1990.

Qualifying activities

As stated above, any company wishing to operate in the Shannon Airport Area and
to benefit from the tax exemption, needs a certificate certifying that the

company's trading operations are exempt trading operationms.

No certificate can be issued unless the trading operations fall within one or

more of the following classes:

- the sale of goods exported, or to be exported, out of Ireland by the qualified
company, being goods produced, manufacturedor processed within the airport by
the qualified company; |

- the sale of goods exported, or to be exported, out of Ireland by the qualified
company, being goods imported into Ireland, and packaged or handled within the

airport by the qualified company;
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= the repair or maintenance of aircraft within the airport;

- the rendering of services within the airport or outside of Ireland,
entailing the use of aircraft or air transport;

- other trading operations which contribute to the use or development
of the airport; . '

- trading operations ancillary to the above activities.

There is also a list of activities which are specifically disqualified,
such as the sale of goods from the airport to the rest of the country;
the rendering of services in Ireland but outside the airport to residents
of Ireland; and the retail sale of goods.

If part of a company's trade consists of exempt trading operations, and
another part of other (taxable) trading operations, the company is deemed
to carry on two distinct trades.

The income from exempt trading operations.is fully exempt from cofporation
tax, until April 5, 1990. However, the excemption may be terminated earlier
in that the Minister for Finance can revoke the certificate, e.g., when

the company has failed to comply with any conditions, or when the company's
trade ceases, or becomes carried on wholly outside the airport.

As in the case of exempt export profits, the exemption extends to dividends
paid out of income from exempt trading operations.

Reduced rate of Corporation tax for certain manufacturing companies

The Finance Act, 1977, introduced a 25% rate of cerporation tax for the
financial year 1977 in the case of manufacturing companies, which, in that
year, achieved certain increases as compared with the financial year 1976.
The increases were a S% increase in the volume of sales (or a 19% increase

in the amount receivable’ from the sale of goods) and a 3% increase in
employment. The Finance Act, 1978, provided that the 25% rate of Corporation
tax would also have effect for the financial years 1978 and 1979. For the
year 1978 the employment required is 106% of the figure for the year 1976

“or 103% of the figure for the year 1977. For the year 1979 the employment

required is 109% of employment for the year 1976 or 106% of employment
for the year 1977 or 103% of employment for the year 1978. For the years
1978 and 1979 there is no testing regarding the volume or amount of sales.

Other conditions which must be sat?sfied by a company before its profits
are charged at the 25% rate : -

(a) sales of goods manufactured by the company in Ireland must amount
to at least 90% of all sales made by the company and

(b) income of the company from its manufacturing trade must be at least
95% of its total income.
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F. , VALUATTION OF STOCK-IN-TRADE
1. Main provisions
There are no explicit provisions in the Irish taxing acts regard , the

valuation of stock-in-trade, but in practice, valuation is normally done at
the lower of cost or market value, which practice is based on general -

accounting principles.

United Kingdom case law is often referred to for further details of the system.
"For example, like in the United Kingdom the taxpayer may value certain goods
or classes of goods at cost and other goods or classes of goods at market
value at the same time. In determining the cost of goods which cannot easily
be identified the first in-first out (F.I.F.0.) method should be used, the

last in-first out method not being permitted.

Other methods, like the "base-~stock method" are not acceptable for tax

purposes.

Also with respect to the valuation of work in progress the rules of United
Kingdom case law will generally be followed: both the direct cost method (cost
\ of materials and labour) and the on-cost method (materials, labour increased

by an appropriated amount for general and overhead expenses) may be used.
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2. Relief for increases in value of stock-in-trade and work in progress

Relief for increases in values of stock-in-trade is provided in various
Finance Acts. The relief is available for taxpayers resident in and carrying
on a trade in Ireland which consists wholly or mainly of the manufacture of
goods, the carrying out of construction operations, farming and/or the

sale of machinery or plant (excluding road vehicles) or goods to persons

engaged in one of those activities. ' R

The relief is given in the form of a deduction in computing-trading income
of an accounting period. Ffor each accounting period which ended on or
before April 5,1976, the deduction was equal to the increase in value of
trading stock and work in progress over the period (i.e. the difference
between opening stock value and closing stock value) less 20% of the trading ;
profits of the period computed before deduction of capital (depreciation)
allowances. The relief was extended to accounting periods which ended in the
two years to April 5, 1978, with the modification that the amount of relief

should not exceed the amount of the trading income after deduction of losses

and capital allowances. Stock relief has been extended to accounting periods

which end in the year to 5 ApriL; 1979, but such relief 1is restricted to
three-quarters of the amount. which would otherwise be available if that

_restriction did not apply.

The relief is granted irrespective of whether the increase in value is

caused by rising prices or by an increase in the quantity of trading stock.

e ame - pr e — B

Where stock values decrease in an accounting. period which ends on or after
April 6, 1975, relief previously given is wholly or partly withdrawn. The
withdrawal is effected by treating the decrease in value of stock-in-trade
in the period as a trading receipt of the period. Relief given for account-

ing periods which ended on or before April 5, 1975, may not be withdrawn. , i
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COMPENSATION OF LOSSES

Normal system

Relief for losses sustained in carrying on a trade is granted in various
ways according to a system very similar to the system in the United
Kingdom, although there are a number of differences.

Firstly, for any loss sustained in any year of assessment in any trade Gther

than farm%ng {n certain circumstances), profession or employnent the taxpayer
may claim such repayment of tax as is necessary to secure that the aggregate

amount of tax ultimately borne corresponds with his income as reduced by

the loss. This relief (laid down in I.T.A. 1976, sec. 307(1)) in effect

implies a carry back of one year to the extent that the loss is offset against

trading income, since trading income is taxed on a preceding year basis, so
that the trading income taxed in a year of assessment is earned in the prece-
ding year. The corresponding relief Tor companies is laid down in the Corpo-
ration Tax Act, 1976, sec. 16 (2) (3),

Secondly, for any loss, or the balance of any loss after allowing relief

as set out in the previous paragraph, sustained in the year preceding any

year of assessment in any trade (other than farming in certain circumstances),
profession or employment the taxpayer may claim such repayment of tax as is
necessary to secure that the aggregate amount of tax ultimately borne corres-
ponds with his income as reduced by the loss (laid down in I.T.A., 1967,
Section 307 (IAA)).

Thirdly, any remaining loss of a trade may be carried forward indefinitely

and set off against profits of the same trade in subsequent years, provided

that the losses must be set off at ;he earliest opportunity, so that the
taxpayer is not free to set off the loss against profits of any future year

as he thinks fit. These carry-forward provisions are laid down in I1.T.A.1967,
sec. 309 for individuals and in C.T.A. 1976, sec. 16 (1) for corporate

taxpayers.

Due to the limitation that the carry-forward is only granted with respect to
profits ofkthe same trade, no further carry-forward is allowed if the taxpayer's
trade is discontinued and replaced by another trade, or if the nature of his
trade is so radically changed that it can no longer be considered as the same
trade.
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‘Like in the United Kinpdom there are provisions to counteract "loss buying",

i.e., trading in so-cvalled 'tax loss companies',

Sec. 27 of the Corporation Tax Act, 1976 provides that:

( i) if within any period of three years there is both a change in the ownership
of the company and a major change in the nature or conduct of a trade
carried on by the company; or

(ii) if at any time after the scale of the activities in a trade carried on
by a company has become small or negligible, and before any considcrable
revival of the trade, there is a change in ownership of the company there
will be no relief for pre-change of ownership losses against post—change
of ownership profits. The provision includes an extensive definition of the
term "major change in the nature or conduct of a trade". The term "change
in the ownership of a company" is laid down in Schedule 5 to the Finance

Act, 1973, by which act the provision was first introduced.

On the other hand, there are provisions according to which the carry forward

of losges may be continued in case of '"company reconstruction without change

of ownership", i.e., broadly speaking, if the trade of a company which ceases
to éarry on a trade is continued by another company and an interest of not less
than a three-fourths share in the tfade belongs to the same persons at any time
within two years after as at some time within a year before the reconstruction
(C.T.A. 1976, sec. 20).

Terminal losses

The carry back of trading losses is extended to the profits of three preceding

~ years with respect to losses incurred in the final year of the business

3.

(C.T.A., 1976, sec. 18 and I.T.A. 1967, sec. 311).
Cagital losses

Capital losses may be set off only against capital gains realized in the same
or subsequent years. They may not be carried back and they may not be set off

against ordinary income (C.G.T.A. 1975, sec. 12).
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GENERAL_ CONCEPT - Introductory remarks

After the general tax reform of 1973 (effective January 1, 1974) business
enterprises are subject to two income taxeé: the corporate income tax (imposta
sul reddito delle persone giuridiche) or, if the business is privately owned,
the individual income tax (imposta sul reddito dellc persone fisiche) and the
local income tax (Tmposta locale sui redditi), which latter tax applies to both

corporations and individuals.,

The profits of a business enterprise constitute, in principle, all net income
earned during a financial period and is based on the results shown by the profit
and loss account. Net income comprises total world-wide income, after deduction
of allowable charges and expenses, exempt income and losses, and including

capital gains.

Any foreign income is subject to the normal income taxes, but foreign taxes ﬁaid
abroad as a final tax thereon are creditable within certain limits against the
Italian Corporate or individual income tax. The credit granted is not necessarily
the full amount of foreign tax paid, but is based on whether the foreign state
grants a tax credit for income of the same nature arising in Italy or not.

If the foreign state from which the income is derived grants a similar relief for
Italian tax on Italian source income, Ttaly will grant a credit for foreign taxes
to an amount not greater than 66 2/37%7 of the Ttalian corporate or individual
income tax, as the case may be, attributable to the income derived from that
particular state and not less than 257 of the attributable Italian income tax.

If the other state does not grant a similar relief, the credit granted shall not
exceed 25% of the pro-rate share of the Italian income tax. The total credit

will be limited to the amount of foreign tax paid.

The rate of the corporate income tax is 25%; the individual income tax is

levied at progressive rates up to 72%.
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Tn addition to either the corporate or individual income tax, profits are gubjcct
to the local income tax.

The local income tax is, in general, levied on the same base as the corporaée or
individual income tax, subject, however, to some adjustments. In principle, the
income tax is levied only on income derived from Italian sources, but business
income earned abroad is also subject to the local income tax, unle such profits
are derived through a permanent establishment localed in the foreign country, and
the management and accounts of this permanent establishment are separate from those
of the Ttalian head office.

The local income tax is also not applicahle to income (including dividends) arising
fromparticipations in resident or non-resident companies and partnerships of any
type.

Individuals do not pay the local income tax on salaries, wages and pensions. In
case the business income is derived by an individual, the profits, subject to the
local income tax, are reduced by an amount fixed by law, which represents the
remuneration for the personal work he has done for the enterprise. This reduction
amounts to half the business income, with a minimum of 6 million 1. . and a maxinum
of 12 million lire, The deduction is only granted if the taxpayer is actively

engaged in the activities of the business.

The rates of the local income tax may vary between the following minimum and

maximum:

minimum maximum
- in favor of municipalities 6 A 8.5 7
- in favor of provinces 1.5 7 2.5 7%
- in favor of regions 1 Z 2 A
- in favor of Chambers of Commerce 0.4 7 1.2 7
- in favor of Spas and holiday resorts 0.5 %

(when applicable)

The effective rate, therefore, may vary from a minimum of 8.9 % to a maximum of
14.7 7. However, in practice, the maximum rates will apply until at least
December 31, 1977, viz. 14.7 7 in municipalities which are holiday resorts and

14.2 Z in the other municipalities.
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For corporations the corporate income tax and the local income tax are fully
cumulative, but for individuals the local income tax may be deducted in

computing income subject to the individual income tax.

Losses may be carried forward and set off against the profits of the next
5 years, but only for purposes of the corporate or individual income tax, not

for the local income tax.

Non-resident companies and individuals carrying out business activities in
Ttaly through a permanent establishment there are subject to the same taxes and

the same rates as residents.

A special tax is levied on capital gains derived from the alienation of real

, property located in Ttaly. For corporations and individual enterprises, such
gains are subject to this special tax and to the other income taxes.

Private individuals realising such capital gains not in the scope of a business
are subject to this tax only, unless the gains are considered to be derived
from speculation, in which case the individual and local income taxes are also
due.

Certain immovahle property companies aré subject to this tax not only on disposal
‘ of the real property, but also after each ten-year ownership, on the capital
appreciation of the property during this period of time (see C 1.5).

The above tax is deductible from profits for ﬁurposes of the computation of the

corporate, individual and local income taxes,
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DEPRECIATION OF RUSTNESS ASSETS

Introdurtigﬂ

According to Presidential Decree no. 597 of September 29, 1973, depreciation
allowances on business assets may be deducted from gross income as business
expenses. The depreciation may not exceed the rates laid down in t law or in

a special table approved by decree by the Minister of Finance. The maximum amount
of depreciation may be increased in any year if an asset is more int*~nsely used
than is normal in that sector of business, and then the increase musc be in

proportion to the more intense use.
Only the straight-line method of depreciation is allowed.

An accelerated depreciation for tangible assets exists.

Depreciable assets

‘Decree no. 597 lists all the business assets which may be depreciated, but the

result of the listing is that, for all practical purposes, all tangible and most
intangible assets used in the conduct of a business are depreciable. Assets whose

value do not diminish during their use, e.g. land, may not be depreciated.

Depreciable tangible assets include plant and machinery, immovable property, and any
other movable property.

Intangible assets comprise industrial patents and other rights and trade names,
processes, formulae and the like and also information concerned industrial,

commercial or scientific experience (know-how) and goodwill.

Special provisions exist for expenses relating to studies and research directed
at obtaining the intangible rights mentioned above, advertising expenses, formation
expenses. expenses for repair and other costs attributable to more than one’yéar

(see below).
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3. System of depreciation

i. 1.

3.2,

3.3.

Normal depreciation

Only the straight-line depreciation method is allowed, whereby annually a fixed
percentage of the purchase price or manufacturing cost is deducted as depreciation

allowance.

Accelerated depreciation

Only tangible assets may be written off at an accelerated rate. This accelerated
depreciation amounts to 15 percent of the origihal cost for.each of the first
three years of the asset's useful life. The entrepreneur is allowed to deduct
this extra depreciation allowance in those three years at 157 or so much less as
he elects, but any difference between the maximum allowable accelerated
depreciation, and the actually applied depreciation may not be recouped in later

years by way of accelerated depreciation.

Basis of depreciation

Depreciation is hased on the original cost of the assets, i.e. the priée actually.
paid‘or the cost of production, including any directly attributable accessory
expenses, '

Depreciation of an asset may be continued without taking into account the salvage

value,

The costs of repairs, maintenance, modernization and alterations to business
assets are not added to the depreciable basis of the relevant assets, but such
costs may be deducted in the year in which they were incurred, up to an amount
equal to .7 of the cost of acquisition less depreciation of depreciable assets
held at the beginning of that year. Any excess over 5% is allowable as a

deduction in equal portions over the next 5 years.
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Interest paid on loans concluded for the purchase of the construction of business
assets relating to the period of time prior to the moment in which the assets
begin or could begin to be used, is added to the initial cost price for purposes

of depreciation.

Any grant received with respect to the acquisition of a business as: need not be
deducted from the depreciable base of the business asset. Such grant, however, is
included in taxable profits, unless the amount of the grant is placed in a special

reserve fund to be utilized to cover losses incurred.

In case of tax free mergers and similar reorganisations under the income tax law,

the depreciable base of the assets remains the same (carry over of book values).

Percentages and duration

Taqgible assets

The maximum rates of depreciation of tangible assets are fixed by decree issued by
the Minister of Finance. The rates vary according to the industry using the assets.

A few examples follow as an illustration:

Textile industry

Industrial buildings 3.5 %
Light buildings, sheds, etc. 10 7%
Plant and machinery 10 7
Tools and other small outfittings 25 7
Office furniture and ordinary office machines 12 Z
Electronic office machines 18 Z
Motor vehicles 20 7

For some sections of the textile industry slightly different percentages

may apply.



Metallurgical industry (in peneral)

Tndustrial buildings

 Light buildings, sheds, etc.

Non-automatic plant and machinery

Automatic plant and machinéry

Ovens

Tools and other small outfittings

Office furniture and ordinary office machines
Electronic office machines

Motor vehicles

ITALY
4 7
10 2%
10 2%
17.5 %
12.5 7
25 7
12 Z
18 7
20 7

Metallurpical industry (excluding fron and steel industry)

Industrial buildings

Light buildings, sheds, etc.

General plant and non-automatic specific plant and

machinery

Autnmntic‘specific plant and machinery
Electric cells

Ovens

Tools and other small outfittings

Office furniture and ordinary office machines
Electronic office machines

Motor vehicles

Transport industry (persons and goods)

Industrial buildings

Light buildings, sheds, etc.

Autobusses used for public transportation between
towns

Trucks and trailers

Autovehicles in general (public transport)

Delivery vans

Tractors, electronic cars

Cattle trucks

Machine shops, lifting-gear

Various and small equipment

Office furniture and ordinary office machines

Electronic office machines

Metal or plastic containers

5.5 %
10 2
10 7%
17.5 7
17.5 %
14 7
25 7
12 7
18 2
20 7

pA
10 %
25 7
20 %
25 7
25 %
20 7
10 7%

10 7
20 7
12 7
18 2
15 7

240,
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In addition to the above percentages, an accelerated depreciation may be taken of
not more than 457 of the initial cost to be spread over three years (to a maximum

of 15% per year).

Intangible assets

Industrial patents and similﬁr rights relating to the use of inventive works,
including directly attributable accessory costs, rights to use trademarks and
tradenames, processes, formulae and similar rights, and information concerning
industrial, commercial or scientific experience may be depreciated in equal
instalments over the period of use foreseen by law or by contract.

Should the period of use not be determinable, then the rate of deductible

depreciation may not exceed one fifth of the cost.
Goodwill may bhe depreciated at a rate not cxceeding one fifth of the original value.

Assets of small value

Any asset whose cost of acquisition does not exceed 50,000 lire may be fully

depreciated in the tax year in which the asset was purchased or manufactured.

v

Minimum depreciation rates

Business assets may be depreciated at a rate that is less than the above mentioned
maximum allowable rates determined by Ministerial decree. Where, however, the
depreciation taken in any tax year is less than half the maximum allowable
depreciation (not including the accelerated depreciation allowed for tangible assets)
than any amount under this half of the maximum amount is no longer depreciable

(unless it is due to lower than normal use of the asset).

Commencement of depreciation

Depreciation of business assets is first permitted in the first tax year that the

~

assets are or can be utilized. The law does not provide for a pro rate depreciation

if during the first year the asset was only used during the last part of that year.
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Newly established business enterprises may start depreciation of business asscts

in the first tax year in which gross income is received.
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3.6. Special arrangements

Newly established enterprises which incur expenses, including incorporation expenses,
in tax periods prior to that in which the first gross income is received may deduyct
such expenses in the first year in which gross income is derived - 1 the four

subsequent years, or up to 507 of such expenses in any one year.

Expenses relating to studies and research directed at obtaining irtargible rights
such as patents and other rights relating to the use of inventive works, tradcmarks,
processes, formulae and similar rights, and know-how, may be deducted in that tax
year in which those expenses were incurred, limited to a maximum of S0Z. The
remaining part is depreciable according to the normal rules of depreciation, provided
that the expenses have resulted in a uséful right. Otherwise the excess may be
deducted either in the following year in ius entirety or in equal instalments in

that year and subsequent years, but not afier the fourth year.

Advertising costs are deductible in its entirety in the year sustained or in equal

instalments in that year and the next two years.

Other costs attributable to more than one year shall be deductible to the extent
of the amount attributable to each tax period.

\
Where assets have to be transferred at the end of a concession, without charge, the
rate of deductible depreciation shall be determined by dividing the original cost
of the assets (less any contribution paid for by the grantor of the concession) by
the number of years from the year the asset was put into use until the year in which

the concession ended.
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Deferral and recovery

If depreciation is taken on tangible assets in an amount less than the rates

mentioned in the law or in the Ministerial decree, the difference shall be
depreciable in the tax periods following the close of the normal term of depreciation,
However, if the depreciation. taken in any financial ycar is less than 50% of the
permitted depreciation, the difference is no longer allowable as a deduction (also
not in later years, unless it can be proved that the asset was put to less than
normal use dﬁring that period).

Depreciation of intangible assets must be taken under the above rules and any
deferral in excess of the possibilities the law grants cannot be recovered in later

years.

Balance sheet; commercial and fiscal depreciation

In general, a business asset is valued on the balance sheet at its cost of
acquisition as long as the asset remains in the enterprise.

The depreciation taken on such assets must be contributed to a depreciation fund

on the liability side of the balance sheet. 7
Business enterprises are required to keep a register of taxable business assets,

in which the cost of acquisition, the usual useful life and the depreciation applied

to it and any other information required is registered.

The depreciation taken on business assets for purposes of the commercial balance
sheet may differ from the depreciation for purposes of the fiscal balance sheet,
but in practice it seems that the same depreciation rates are taken for both
balance sheets.

According to the Civil Code, the valuation of business assets may not exceed the

actual value.
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TAXATTON OF CAPITAI GATNS AND LOSSES AND THE REVALUATION OF

BUSTNESS ASSETS

Capital gains in general

Tntroductiqﬂ

Generally, all capital gains realised within the scope of a business enterprise
are included in taxable income as profits and taxed at the ordinary rates of the
corporate or individual income tax and the local tax. In this context, the term
"assets' means business assets, including goods manufactured or dealt in as part
of the enterprise's activity, raw materials, semi~finished ﬁroducts, auxiliary
materials, goods acquired for use or consumption in production, and stocks, bonds
or similar securities, if the enterprise's activity is entirely or partly devoted

to the trading in such securities.

Individuals realising capital gains outside the scope of a business are not subject
to income taxes, unless the income is deemed to be derived from speculative
transactions. The law gives a few specific cases in which speculative intention

is assumed, without possibility to proof the contrary, in particular with respect

to immovable property and artistic or antique objects or collections (see below).

Non-realised capital gains

Non-realised capital gains not entered in the accounts are not taxable. Non-
realised capital gains, entered in the accounts through grossing-up of the book
value of the assets, are deemed to be taxable income of the period in which the
increase in value is recorded in the accounts. However, Law no. 576 of December/ZI.
1975 provided for a tax free revaluation of business assets acquired hefore 1973

(see below).

Realised capital pgains

"Sales of business assets are considered for tax purposes as transactions of a

normal business nature; gains thereon are assessable to income taxes as part of the
business profits, while losses are treated as admissible deductions. In the case of
assets acquired hefore 1947 and revalued not later than 1953 under the relevant

legislation and assets acquired before the end of 1973 and revalued under the law of

December 21, 1975, any profits or leosses on dispesal of the business assets arc

computed by reference to the revalued book values.
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Re-invested capital gains

Capital gains realised through the sale, exchange or contribution of assets are not
included in the taxable income of the enterprise, if the gains are credited to a
special reserve fund and the gains are re-invested in depreciable assets within

two tax periods after the disposal of the assets. Any portion of the gain which has
not been re-invested within the period of time described above will be included

in the taxable income of the second tax period after that in which the gain was
realised.

On re-investment, the re~invested gain must be transferred to the depreciation fund.
For the purposes of calculating the depreciation of assets acquired by utilisation
of the capital gain fund, only that part of the asset's cost which exceeds the

re~invested amount from the capital gain fund is depreciable.

This tax-free rcalisation of capital gains is not available if such gains are

realised by capital appreciation of the business assets in the accounts.

Unrealised capital gain through the revaluing of business assets

Eligible assets

Law no. 576 of December 21, 1975 allows business cnterprises to revalue free from

tax their business assets acquired before December 31, 1973.

The following assets may be revalued:

1. immovable property

2. plant and machinery

3. personal property

4. patent rights, rights to inventions, rights to concessions and
to trademarks;

5. stock in corporations and shares in partnerships.

Inventory, raw material, semi-finished products may not be revalued.
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3.2. Corporations

Resident corporations, partnerships limited by shares, limited liability companies,
cooperative societies, mutual insurance companies and other public or private .
entities which have as their exclusive or principal activity the carrying out of
business activities may choose between fwo methods of revaluation:

Under the first method, each business asset acquired before 1974 may be revalued

by increasing its initial cost by

40%, if acquired bhefore 1972;
30%, if acquired in 1972; and
20%, if acquired in 1973.

Similarly, any depreciation allowances applied to such asset must be revalued with
the above mentioned percentages;

The above mentioned percentages are maximum percentages, and the corr-ration may
revalue with lower percentages; in any case the value of the assets a.ter
revaluation and taking into account the depreciation applied, may not excced the
value effectively attributable to the asset, considering its productive capacity,
its economic use for the enterprise, or, as the case may be, the current value or

the quotation at the stock exchange.

Under the second method the assets may be revalued more freely, but the total
amount of the revaluation may not exceed an amount equal to 50 percent of the
corporation's net worth (contributed capital plus reserves) at the end of the
financial year 1971, or, if lower, at the end of the year during which the

revaluation is effected.

Also under this method the value of each asset after revaluation may not exceed

the effective value.

The revaluation may be effected in 1975, 1976 and 1977. If the first method is
chosen, the revaluation may be cffected in the course of these three years, but if

the second method is chosen, the whole revaluation must be effected in one year.
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The balance resulting from the revaluation must be contributed to a special reserve
fund. This fund may be capitalised by {seuing bonus shares or by increasing thae

par value of the outstanding stocks or shares, but may not be distributed as
dividends in cash.

The balance resulting from the revaluation of assets is tax free for the company

and the receipt of bonus shares or the increase of the par value of the stock is

not taxable in the hands of the shareholder. If, however, the stock or shares are

owned by an enterprise, the receipt of the stock or shares is not subject to tax,
but on a later disposal of the shares or stock any gain is subject to tax under

the normal rules.

Individuals, partnerships and other entities

Individuals owning an enterprise and all associations and partnerships not mentioned
above under 4.1. and all corporate and non-corporate non-resident enterprises which
have a permanent establishment in Italy may revalue business assets under the first

method, provided that they comply with certain accounting methods.

NDistribution of the special revaluation fund

If the fund is distributed to shareholders other than in the form of bonus shares
or increase of the par value of the outstanding stock or shares, the amount
distributed is first taxed as business income for the company and thereafter as a

dividend distribution for the shareholder.
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4., Sales at the liquidation or transfer of a business (branch or private business)

~>-—

Capital gains realised by a corporate or other entity subject to the corporate
income tax, on gains realised upon the transfer of part of the business or upon
liquidation is included in taxable income. Distributions to shareholders upon
liquidation of the company are subject to tax to the extent they ex< 1 the par
value of the shares or capital contributed, in the same manner as ordinary

dividends or distributions of profits.

Capital gains realised upon transfer or liquidation of a private business shall
not be included in the business income of the year the gain is realised but the
gain shall be taxed separately; the rate applicable to this gain shall be the
rate which would apply to half the aggregate income of the two years prior to the

transfer or liquidation. ¥
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5. Speculative sales by individuals

Gains derived from speculative transactions, not being business transactions are
subject to the individual income tax. The law does not give precise indications what
must be considered to be a speculative transaction, other than that the transaction
is undertaken for speculative purposes, but it mentions a few transactions which

are conclusively considered speculative transactions, i.e. no proof to the

contrary is allowed.

These transactions are:

- the sale of land or part thereof, if the land is subdivided or preparatory
work 18 done with respect to land to make it suitable to build upon if the land
is included in an urbanisation plan;

- the acquisition and sale of immovable property which is not destined for personal
use or for the use of the family of the purchaser if the period of time between
acquisition and sale is 5 years or less; The same provision applies if gains are
made on the acquisition and subsequent sale of stocks or shares in an immovable
property company whose stock is not quoted at the stock exchange,within five
years of ownership;

- the acquisition and sale of art objects, antiques and collector's objects, if the

period of time between the acquisition and sale is two years or less;
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6., Morngi

’Cn the merger of two or more companics (either a "true' merger or absorption of
one or more companieg by another company) the newly created or absorbing company
takes over all rights and obligations of the merged companies, and may thus take
over all the assets and liabilities at the value thvy'had in the boo of the
merged or absorbed companies. Therefore, capital gains or capital losses will not
necessarily be realized in such a transaction. Even if the assets are valued at

a higher amount than the original book value in the appraisal report (which report
is required by the Civil Code to be deposited at the Registration office when the
decision for a merger or absorption is taken) these values need not be adopted in
the accounts of the "new" company.

Only in one instance may the assets taken over be entered in the books at a
higher value without capital gains being realised: any amount of gain equal to
the difference hetween the cost of the shares of the abhsorbed company and the

net value of the assets transferred by the absorbed company is not inc’.ded in

taxable gains.

The law does not contain any specific provision with regard to the consequences

for shareholders of a merger.
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7. Special tax on gains (realised or not realised) with respect to immovable: property

Gains, realised on the transfer of immovable property located in Italy, are subject
to a special "tax on capital appreciation in value of real property" (imposta
comunale sull'incremento di valore degli immobili), irrespective of whether the
immovable property is a business asset or not.

In general, the 1iébiliry for this tax arises only at the time of disposal of

the property for a consideration or as a gift, but immovable property management
compahies have to revalue their immovable property every ten years in their

accounts and have to pay the tax on the amount of the increase in book value.

The capital gain is determined by the difference between cost of acquisition plus
expenses incurred and the cost of later improvements, and the value realised at

the date of transfer. This gain is, however, reduced by an amount of 4 percent

per year since the year of acquisition, computed on the acquisition cost. A similar

reduction is granted for the cost of later improvements.

The rates vary from municipality to municipality, with minimum and maximum rates

determined by law:

on the part of the gain between Min. Max.
rate rate

0% and 10% of the initial value 37 S%
102 and 50% of the initial value 57 107
50% and 100% of the initial value © 107 157
1007% and 1507 of the initial value - 157 207
1507 and 2007 of the initial value , 207 257
on the gain exceeding 200% of the initial value 257 307

This tax may be deducted as an expense for the computation of the corporate or

indivitual income tax.

Example:

Corporation A bought a building on January 1, 1973 for | million lire and sold it
after four years for 2,400,000 lire. No improvements were made during these four
years, ‘

The building is situated in a municipality which applics the maximum rates.
Assume that the depreciation allowed on that building was 3 percent per year, .and

that no accelerated depreciation was applied.
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Profit, for purposes of the imposta comunale sull'incremento di valore degli
’ purp 4

immobili is 1,400,000 less 4 times 47 of 1,000,000 = 1,240,000 tire.

Computation of the "imposta comunale sull'incremento di

on the
on the
on the

on the

Tax on

first
next
next

next

100,000
400,000
500,000
240,000

1,240,000

(i.e. 107 of the initial value)
(40% of the initial wvalue)
(507 of the initial value)

(remaining part of the profit)

amounts to

Taxable under the corporation tax:

initial cost of acquisition

less: depreciation 4 times 37

valore degli immobili':

: 57 = 5.000 lire
: 102 = « _000 lire
: 157 = 75,000 lire
: 207 = 48,200 lire

—————

168,000 lire

1,000,000 lire
120,000 lire

880,000 liva

Net profit: 2,400,000 less 880,000 = 1,520,000 lire

Taxable profit 1,520,000 less the above tax of 168,000 = 1,352,000 lire

Corporation tax 257 of 1,352,000 =
Local income tax 14.27 of 1,352,000 =

Total amount of tax

338,000 lire
191,984 lire

697.984 lire
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RESFRVES

General rutle

' reserves, including the compulsory

Generally, contributions to "truc'
contribution to the legal reserve, are not deductible for the computation of

the income tax. Exceptions to this general rule are the tax free temporary
reservation of capital gains realised on the disposal of business assets and the

tax free revaluation of business assets, discussed above.

{
1

Contributions to so-called "reserves", which constitute in fact amounts set
aside to meet future liabilities, estimated expenses and other contingencies are
not recognised as deductible expenses, unless the law explicitly allows such a

deduction. -

Allocation of business expenses to proper year

Business expenses which are attributable to more than one tax year may only be
deducted to the extent that they can be attributed to each tax year.

No provisions for expenses which must be met in future years is allowed, except
in the case of ships and aircraft, with respect to their periodic maintenance
and overhauling. In this case a prdvision may be created at the beginning of
such a period, and each year an amount equal to 5 percent of the initial cost of
the ship or aircraft less depreciation may be contributed to this provision.

At the end of such period (i.e. when the maintenance is actually performed), any
balance of the provision over the effectively paid expenses for maintenance and

overhaul is added to the taxable profit.

Reserves for bad debts

Enterprises are allowed to create a provision for bad debts, and they may
allocate to this provision, at the end of each tax year, an amount equal to
0.5 percent of total debt claims receivable at the end of that year, until the
provision reaches 3 percent of the outstanding debt claims. Thereafter, the
provision can be increased each year by 0.25%7 of total debt claims receivable,

until the provision reaches 5 percent of outstanding debt claims.

-
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4. Reserves for social purposes

Enterprises may create reserves for the purpose of social security or for the
providing of old age, widow and orphan's pensions for their employees. The
contributions to these reserves may not exceed the sums due under legal provisions
or under specific contracts concluded with the employee. When a mo  ication of
the law or of a contract increases the rights of such an employee, necessary
adjustments to the reserve must be made (e.g. backservice), but such an adjustment

may not be spread over more than three years.



1ALy 2%

B . OTHER TNVRESTMENT TNCFNTIVES
1. General

Apart from the above mentioned incentives, viz. the 45 percent accelerated

depreciation allowance, the temporary reservation of capital gains on business

assets under the condition of reinvestment, and the revaluation of business
/

assets under the condition that the revaluation fund may not be distributed in éy
cash, no general investment incentives are available. There are, however, several :?4

incentives created to further the economic development of certain regioms or to
promote certain kinds of business activity. These incentives are laid down in i
Presidential Decree no. 601 of September 29, 1973. : {
The tax relief granted to agricultural enterprises, certain cooperative societies
and certain credit institutions and to owners, including immovable property

companies, exploiting low-cost dwellings will not be discussed here.

2. Mezzogiorno

To further the industrial development of Italy south of Rome, including Sardinia,
Sicily and some other small islands, tax relief is granted to new industrial
enterprises and to existing industrial enterprises which expand their activities.
In addition to subventions and low-interest loans, and some relief .with respect to

indirect taxes, profits derived from newly established industrial activities are

exempt from local inéome tax for a period of 10 years, beginning with the year that
the new activities result for the first time in a profit. A ten-year relief for

the corporate inéome tax is granted to companies newly established in the
"Mezzogiorno" whose activities are limited to this area. The relief is granted in

the form of a reduction of 50 percent of the corporate income tax. The ten year

DO RO s b . St e

period starts at the date of formation of the company

3. Deressed areas in Central and Northern Ttaly

Newly established handicraft enrerprises and small and mediumsized manufacturing
enterprises are exempt from the local income tax during the first ten ycars from

the start of their activities.
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VALUATTON OF STOCK-[N-TRADE

Raw materials, supplics, semi-finished products, and finished products and
merchandise intended for sale or use in production are in principle, valued at
cost. This cost includes all additional expenses, but any interest or general
expenses are not included. According to the Civil Code, the valt nay not be

higher than the lower of cost or current market value.

The tax code allows a system of valuation of stock-in-trade which is basically

a last-in first-out (LIFO) method.

For this purpose, goods of the same kind and the same quality are grouped togcther;
goods of the same kind, but slightly different in quality, and goods of different

kind but of eqnal unit value may also be grouped together.

In the first tax period that an enterprise has a specific product in stock, each
item of this product in stock must be valued by dividing the tota” cost of
production or purchase of that product, by the number of items of that product.
1f, in a following year, the quantity of that product increases, the excess must
be valued separately, according to the method mentioned above.

If, however, the quantity is less than in the preceding year, the decrease must
be charged against increases which occurred in prior tax years, beginning with

the most recent.

I1f, under this system of valuation, the valuc per item is higher than the markoet
value in the last three months of the tax year, ‘then valuation of the goods
within this category may be effected by multiplying the entire quantity, independen

of the period of origin, by this market value.

1f the total inventory of a group of similar goods is valued higher than the
market value during the last three months of the preceding year, or higher than
the cost, as determined under the method explained above, thea each item shall be

valued by dividing the market value, or the cost, by the number of items.



258.
ITALY

Other methods are, in practice, allowed hy the tax administration. If an
entrepreneur wants to change his method of valuation of the inventory, he must
inform the tax administration, and if no objection is made, he can use the new
method in the next following year.

However, the base stock method is not allowed.
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SET OFF OF BUSINESS 1.0SSFS .

A loss incurred in one taxable year is deductible from the profits of the same
jear.

Losses may be set off against profits of the next following five -ears, but only
for purposes of the corporate income tax. No carry-forward of losses is allowed
for the computation of the local income tax.

No carry back of losses is permitted.
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INTRODUCTION

Business income is taxable in Luxembourg under the Income Tax Act (Loi du
4 décembre 1967 concernant 1'impdt sur le revenu (hereinafter referred to as
L.T.R.)) on the national level, and under the Business Tax Act (Gewerbesteuer-

gesetz vom |, Dezember 193A) on the municipal level,

The L.I.R. is divided into three parts:

part one contains the sections on individual income tax (section 1-157)
including a subpart on withholding tax on salaries (section 136-145) and on
investment income (section 146-157);

part two contains provision on corporate income tax (sections 158-174); and
part three contains transitional and additional provisions (sections 175-188).
Section 10 of the L.I.R. mentions three types of business profits:

commercial business profits, agricultural and forestry profits, and profits

from professions.

The term'commercial business profits"is defined as income from commercial,

industrial, mining or handicraft enterprises (section 14).

Commercial business profits are determined, in principle, in a given accounting
period as the difference between the enterprise's net worth at the beginning

of the period and nda worth at the end of that period (section 18).

Computation of profits according to a cash basis method is allowed, subject to
certain conditions, for entrepreneurs who are not obliged to keep proper
accounting records, and who actually do not keep such records.

In computing agricultural and forestry profits and profits from professions

specific rules apply.

The computation of commercial profits earned by entities subject to the
corporate income tax is subject to the same basic rules as apply to the

computation of profit earned by private business entrepreneurs.
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The Law of 27 July 1978 completing the system for taxing capital gains realised on the

disposal of assets belonging to private property made important tasic changes to the
taxation of capital gains on disposals, The main object of the reform was to extend

the scope of the income tax law to proceeds from the realisation of certain immovable

assets belonging to private property,

A distinction is made, depending on the length of time the asset disposed of has

been held, between short=term capital gains (speculative profit), m um=term gains and

long-term gains,

Capital gains concerning business assets, however, are basically in.iuded in
business income, and as such taxable at normal tax rates (see however, part C,
below). Thus, it is of great importance whether an asset is a business asset,
or whether it helongs to the entrepreneur's private property, The L.I.R.
determines that assets which are destined by their nature to serve the
enterprise must be treated as business assets; that assets which are destined
, their nature not to serve an enterprise, may not be included in busiﬁess
assets, and that an entrepreneur, who keeps regular books, may at his choice,
include in his business assets assets which in general are not dest: 4 to

serve an enterprise, but which are actually used in his enterprise.

The problem of whether an asset constitutes a business assct or not does not
occur in case of companies, since all their income is deemed to be commercial

business income and all their assets are deemed to be business assets.

The L.I.R. has replaced former legislation which was based on German laws.

German case law and jnterpretation is still an important factor, however.

’

'

1 + ” - | ! . = 262,77
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DEPRECTATTON OF BUSTNFSS ASSETS

General remarks; depreciable basis

Business asscts are divided into fixed assets (immobilisations), current
assets (biens du réalisable et du disponible) and liabilities.

Fixed assets are defined as goods which are destined to serve the enterprise

.

permanently.
fixed assets which decrease in value in the course of time or by use, or by a
decrease of deposits of minerals or fossils embedded in or attached to the
earth, qualify for depreciation. ‘

: \
Land, particibations, goodwill and current assets are specifically mentioned as

non-depreciable assets.

Depreciation may be carried out for technical as well as for economical decreasc

of value, but may never exceed cost less any residual value.

The base for depreciation is constituted by the acquisition price of the asset
increased by all amounts paid by the entrepreneur to install the asset in the

way it was done at the moment of valuation less any subsidies received.

In case of self constructicn the base for depreciation _of an asset consists of
all expenses related to the construction of the asset including the costs of
materials, wapes for the instruction, the special production costs as well an
appropriate part of the general production costs including depreciation of

assets useé~by the construction, Article 4=VII of the Budget Law of 17,12,77 allows
the interest on borrowed capital to be included in the purchase price where such
loans are incurred in connection with new construction works spreading over a long
period of time, There must, however, be a direct and real link between the loan and
the investments,

In case 1n asset is received without paying a consideration e.g., by way of a
gift, the asset has to be valued at the going concern‘value at the time of
acquisition,

Where an enterprise or an independent part of an enterprise is acquired against
consideration the assets acquired have to be entered into the accounts at the
going concern value of such assets. Any amount paih in excess of the total
amount of the going concern value of all the acquired assets represents the
acquisition price of goodwill which {s not depreciable.

kil



264.
LUXEMBOURG

2. Computation of allowable depreciation

Depreciation must be computed for the relevant accounting period by dividing
the cost of acquisition or construction less residual value and depreciation

of previous years at the beginning of the financial period over t° remaining
normal period of use in such manner that depreciation is spread evenly over the

period of use (straight line).

The normal period of use must be expressed in a number of years and must be

determined with a view to the circumstances under which the asset is used.

The administration may approve other appropriate systems, e.g. on an utilization

basis if the annual use of the asset fluctuates widely.

A special rule applies to depreciable assets with a useful life not exceeding
one year and to assets the cost of acquisition of which does not e -ed

15,000 Lfrs.: such assets may be written off at once.:

With the exclusion of buildings, tangible fixed assets may also be depreciated
in declining annual amounts (declining balance method). In that case, 'a fixed
percentage of depreciation must be taken from the remaining book value at the
beginning. of each year. This percentage may not exceed twice the percentage

under the straight line method, and is subject to a maximum of 207%.

A change-over from declining-balance method to straight-line method is permitted,

but the reverse is not.
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3. Additional depreciation

A special additional depreciation allowance is granted in case of extraordinary
technical or economical obsolescence. Once this special depreciation has been

taken, any further normal depreciation must be computed according to the straight=-

line method.

If assets are used during more than one daily work-shift, this should be
recognized already under normal depreciation, since the period of use must be
Jetermined with a view to the circumstances under which the asset is used

(see para. 2, above).
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Dcpletion of mineral assets : .

The normal annual depreciation of fixed assets which decrcase in value by
deplction of deposits of minerals or fossils incorporated in the asset has to
be computed in accordance with the ratio between the part of the deposits
extracted and the entfire deposit of minerals at the beginning of the financial
period. If for example the deposit consisted of 100 units at . : beginning of

a financial period and during that period 5 units are extracted then the annual
7%5 times the value of tﬁe asset at the ?eginni:g of the '
financial period.

depreciation is

5. Miscellaneous provisions

5.2.

W

.3
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Depreciation is allowed as of the moment the asset is acquired or taken into use,

Where the depreciable asset is acquired or brought into use & ng the accounting:
year, the initial allowance is in theory to be determined on a pro rata basis by
reference to the remainder of that year. By way of simplification, however, the
full allowance may be deducted for assets acquired or brought into use during the
first half of the year and half the allowance may be deducted where the assets are®

acquired or brought into use during the second half of the yeare

B L L DT p gy v pphepunpuipuguihsy

If allowable depreciation is not fully taken in any accounting period it is not

allowed to recoup such depreciation in a subsequent accounting period.

Relationship_between depreciation_for tax purposes_and commercial purposes

e 08 e o e B W A v et e ot o e 0w e . e . . w2 0 e 20 e B e e e - - -~ —— -

Depreciation computed for tax purposes on the basis of estimated useful life

must be equal to the depreciation taken in the commercial accounts.
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TAXATTON OF CAPITAT, CATNS AND T,0SSES

1. Main provisions

Business profits are determined, in principle, as the difference between the
net worth of an enterprise at the beginning of a financial period and the net
worth at the end of the same period. This difference is taxable at the normal
rate and no distinction is made between trading profits and capital gains and
losses. Thus, the general rule is that capital gains entered in the accounts
for tax purposes, either as a result of an alienation or of a (re)valuation of
assets constitute business profits. Therefore, the valuation rules for assets
are very important (see for depreciable fixed assets part B, above and for
stock~in-trade part F, below}. It is not permitted to include unrealised gains
on assets in the accounts for tax purposes. However, if the going concern value
(Teilwert) of assets is lower than the bookvalue according to the normal
valuation rules, then this lower going concern value may be adopted, the
unrealised capital loss being deductible in computing business profits
(section 23(2) L.I.R.).

This implies that capital gains are included in business profits if realised,

subject to two exceptions, however:

( i) Capital gains realised when part of the enterprise's net worth (bien de
1'actif net investi) 1s destroyed, expropriateq or sold in order to avoid
expropriation may be deducted from the acquisition price of the replacement
provided a) the new asset is economiFally and technically similar to the
old asset; b) the entrepreneur keeps proper accounts; and c) the new asset
is acquired within two years after the year of destruction or expropriation.

( ii) Capital gains realised at the alienation of buildings or non-depreciable
assets which constitute part of the fixed éssets (immobi}isations), of the
business may also be tax deferred subject to the following conditions:

a) the alienated buildings or non-depreciable assets will only be
considered to forﬁ part of the fixed assets (immobilisations) if they
are part of the assets of the business for at least 5 years (bien de

l'actif net investi);
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b) the capital gains may only be deducted from the acquisition price
of new replacing fixed assets if such assets form part of the net
worth of a permanent estaﬁlishment situated in Luxembourg;

c¢) if the alienated fixed asset constitutes a 'participation" then the
capital gain can only be deducted from a replacing part’ pation
after approval of the Minister of Finance.

A participation in this context means a holding of at least 25 percent
in the share capital of a corporation;

d) the entrepreneur must have the intention of reinvesting the proceeds
received at alienation; and '

e) reinvestment must be completed by the end of the second accounting

period following the accounting period of alienation.
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2, Mergers

Capital gains realized at a special type of enterprise merger may be tax deferred.
The general rule with respect to enterprise mergers, i.e. the situation where-

the net worth of a company is transferred to another company, is that all

capital gains realized at the alienation are taxable as normal profits. However,
if the net worth of a company which is resident in Luxembourg as a whole 1is
transferred to another company so resident, both companies being subject to

the normal rules of taxation (i.e. not having a tax exempt status) the capital

gain realized will be tax exempt if the following conditions are met:

a) the consideration for the transfer must consist of newly issued shares of the
purchasing company, to be issued to the shareholders of the transferor

company;

b) should the purchasing company have a participation in the transferor company
then this participation has to be annihilated, i.e. the purchasing company
may not issue new shares in its own capital with respect to the participation

the company holds in the transferor company;

c) if the purchasing company has a participation in the transferor company,
then the transfer of the net worth has to be justified by sound commercial

reasons, especially from the point of view of the purchasing company;

d) the purchasing company has to adopt in its financial accounts the same book

values of the transferred assets as accounted for by the transferor company.
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RESFRVES

Generally spcaking, the creation of reserves and provisions for tax purposes

is allowed in a limitcd number of cases only.

Apart from the "tax deferral"‘provisions discussed in part C, above, which,

in fact, imply the creation of a replacement reserve to the extert Lhat there

is no immediate purchase of replacing assets, it is only allowed to create
provisions for uncertain liabilities or anticipated losses by way of liabilities
in the balance sheet for tax purposes. The provision may not exceed the going
concern value of the otherwise estimated liability, must reflect a similar
provision in the commercial balance sheet and may not exceed the latter.

The following are examples of typical lilability provisions: liability on surety
obligations, warranties, damage claims, licigation expenses, currently deductible
taxes and tax oh]igations? and future pension payments to employe: Self~

insurance and deferred repair and maintenance provisions are not allowed.
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Ee OTHFR TNVISTMENT INCTNTIVES \

3

1, Investment allowance

The Law of 25 July 1977 setting up a temporary scheme'of tax aid for investment reenacted
with slight changes the text of the Law of 9 April 1973, The effect is as follows : -t

An enterprise may deduct from its income tax an amount equal to 124 of any"supplementary
investment" in qualifying assets,

Supplementary invesiment for an accounting year is equivalent to the value attributed

at the end of that year to the category of assets in question less the reference value

attributed to the same category of assets, The reference value, which cannot be less than

75,000 francs, is determined by taking the arithmetic mean of the wvalues which those

assets reached at the end of eéch of the previous accounting years ended after 31 Decem—

ber 1971, ' ‘

In determining the value of the qualifying assets at the end of the accounting year, the

folloving acsets are not taken into account :

(1) assets acquired through the transfer, for consideration, of an enterprise or of an
autonomous part of a subdivision of an enterprise ¢

(2) second-hand assets acquired in the Grand Duchy j \

(3) isolated aasgts acquired\gratuitoualy § and

(4) snpﬁlemcntary investment less than L.frs, 75000,

In addition enterprises may deduct from income tax an amount equal to 6% of investment

in qualifying assets up to Lefrs, 3 million worth and 2% of the value of the exceeding

Le frs, 3 million,

Qualifying assets are @

'1) tangible depreciable assets other than buildings, liveatqck and mineral and foseil
deposits )

2) heating plants and sanitation systems in hotel buildings ;

3) and certain buildings used for social purposes,
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The credit is not granted for:

(1) assets having a useful life of less than eipht years (although, for
financial years ending in calendar yearsil972-l976 this period of time was
reduced to four years);

(2) assets‘acquired through the transfer of an enterprise or auto..mous part
or subdivision of an enterprise;

(3) second-hand assets;

(4) assets having a cost price of not more than L.frs. 15,000; and,

{3) vehicles for transportation other than those used inside the enterprise.

Any credit granted must be taken against the income tax on the income of the
year in which the investments were made. No refund of income tax is granted where
the credit exceeds the income tax. There is, however, in such a case a carry-

forward of the credit during the followinp four years.

This investment allowance is granted for the financial years ending in calendar

years 1972-1976.
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2. Partial tax holiday

One quarter of income earned through '"new production’ is exempt from corporate
income tax. This partial tax holiday is granted if this "new production”

particularly favours the growth or improves the structure of national economy.
The partial tax holiday is granted for a period of 8 years, to new productidn

started in the period from January 1, 1972 to January 1, 1982,
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VALUATION OF STOCY=TN~TRADE

Stock-in-trade must be valued at acquisition or production cost, or at lower
going concern value. Where at the end of the preceding accountine period
stock=in=trade was valued at going concern valve and this value  .s Incrensed
at the end of the pertinent accounting period, this increased value may be
adopted, but may never exceed cost of acquisition or production. '

L.I.F.0, nor F.I.F.0. is permitted, unless it is actually carried out in
practice.

The value of fungible goods may be estimated by way of the weighted average

cost method.
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SET-OFF QF TO3SES

A loss from any category of income must first of all be deducted from positive
income of another category derived within the same year (exceptions to this
rule exist, e.p., in case of speculatrive income, vhere a speculation loss may
only he deducted from a speculation gain, and a remaining loss may not be '
deducted from other positive income).

Only losses from business enterprise, agriculrure‘and forestry and from a
profession may be deducted as spécial expenditure (dépenses spéciales, sections
109 and 114 of the L,I.R.) from income in one of the following five years, if
they could not be deducted from positive income from other categories in the

year in which they were incurred.
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A, INTRODUCTION .

One of the main characteristics of.the United Kingdom tax
system, as opposed to the systems of most Continental

European countries, is that in determining the tax liability

of taxpayers engaged in a trade or business, a distinction

is made between "income" and "capital gains”. Thus, for
example, if an individual or corporate taxpayer who carries

on a trade disposes of a fixed capital asset used in or for

the purposes of his trade, any gain or loss realised at the
disposal does not, as a matter of principle, constitute

business income but a capital gain or loss. Similarly, the

sale of investments such as shares or securities owned by a
business will give rise to a capital gain or loss rather than

to trading income, unless the taxpaye;aﬁwtrade is deemed to :
consist of (or to include) dealing in securities. If, on the
other hand, assets are sold which constitsfe part of the trade's
circulating capital (eg stock-in-trade) the amount received will

be included in the computation of the taxpayer's trading income.

The distinction between "income" and "capital gains" is
particularly relevant for both individual and corporate tax-
payers, because different rules apply to the computation of
taxable income versus the computation of capital gains, and
because capital gains are taxed at a lower rate.

For corporate entities, the nor@al rate of the corporation tax
is 52%, whereas capital gains - though also subject to
corporation tax ~ are taxed at a lower effective rate of 30%,
a certain proportion of the gain being deductible in computing
the amount actually subject to corporation tax.

Individual taxpayers are subject to a progressive income tax,
at rates ranging from 25% to 60%, but capital gains realised

-by individuals are subject to Capital Gains Tax at a rate gf
- 30%.

. w——
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B. DEPRECIATION OF BUSINLESS ASSETS

) General Outline

Dcprectation allowances, termed "capital allowances in
United Kingdom law, are governed by the Capital Allowances
Act 1968, as amended from time to time by the annual Finance
Acts., '

The Capital Allowances Act 1968 (herecinafter referred to as
CAA)} is, in effect a consolidating act, in which all existing
provisions concerning depreciation for tax purposes have been

brought together, with the exception of the provisions regard-
ing patents and know how. The irules regarding depreciation of

patents and know how are laid down in Sections 378 tn 388 of

the Income and Corporation Taxes Act 1970, hereinaft . referred

to as ICTA.

According to the Capital Allowances Act 1968 and the relevant
provisions of thc Income and Corporation Taxes Act 1970,

depreciation allowances are available with respect to expenditure

("capital expenditure”) under the following headings:
i. industrial buildings and strucgures, etc;
ii. hotel buildings and structures;
1ii. plant and machinery;
iv. minos, oil wells! etcy ~
V. dredging;
vi. agricultural land and buildings;

vii. scientific research;

viii. patent rights and know how.

-
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The allowable depreciation for tax purposes may be taken

" into account irrespective of whether the same depreciation

is taken in the commercial accounts of the trade.

It is further provided that any grants or subsidies received
in connection with the expendiﬁure, other than regional
development grants paid under Part I of the Industry Act 1972
and the corresponding grants in Northern Ireland, have to be
deducted in computing the expenditure eligible for capital
allowances (CCA, Section 84).

Also deducted is any expenditure which is allowed to be deducted
in computing the profits or gains of a trade, profession, office,
employment or vocation carried on or held by the taxpayer (CAA,
Section 82). |

--

. ~
As the methods "and rates of depreciation applicable to the
various types of qualifying expenditure vary widely, the follow-

ing survey will be organized in such manner that the capitaf

allowances (both normal depreciation and accelerated depreciation,
{where available) for the various assets will be considered

separately, with major emphasis on industrial buildings and
plant and machinery.

2. Depreciation of Industrial Buildings and Structures

2.1. Main principles

According to CAA, Sections 1 and 2, "initial allowances"
(accelerated depreciation) and "writing-down allowances" (annual
or normal depreciation) are available with respect to "capital
expenditure" incurred "on the construction of a building or
structure which is to be an industrial building or structure".
Two significant limitations emerge from these provisions. First,
only capital expenditure incurred on the construction of the
building qualifies for depreciatjon -allowances, which implies,

L]
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inter alia, that not only for the first, but algo for any
subsequent owners the allowances will be based on the cost of
construction of the building or structurce rather than on the
price paid at a suhscquent purchase. Sccondly, depreciation
allowances are avallable only with respect to "indu -ial
buildings", as defined in the Act, and other buildings do not
qualify for depreclation allowances under this heading. These
two limitations are considered further in paragraphs 2.4.2 and
2.3., below.

The person who incurs the capital expenditure and his successors,

are entitled to claim the depreciation allowances; in general,
this will be the owner or the lessee of the property on which
the building is erccted.

A further condition for the granting of depreciation ullowances
is that the building is occupied for the purposes of a trade
carried on either by the person who incurred the expenditure or
by a lessce. '

2.2 Basis and rates of depreclation

2.2.1 Depreciable bagis

As indicated in paragraph 2.1., above, the basis for depreciation

of industrial buildings is the cost of construction. ("capital
expenditure incurred on the con%truction of a building"). No

definition of the term "capital expenditure incurred on the
construction of a building" is given in the Capital Allowances
Act. However, it is expressly provided that such expenditure
does not include "any expenditure incurred on the acquisition
of, or of rights in or over, ‘any land” (CAA, Section 17) but
expenditure incurred on preparing, cutting, tunnelling or
levelling land is eligible (CAA Section 9).

m e v oy e — o ——————— e
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‘ : , C
2.2.2 Rates of depreciation o

2.2.2.1 Accelerated depreciation _ i

Accelerated depreciation (termed "initial allowance" in the
Capital Allowances Act) is currently granted at a rate of 50%
("one-half") c¢f qualifying expenditure.

This rate of 50% applies to>qualifying expenditure incurred‘in
or after November 13, 1974. The rate has been changed from
time to time, in connection with, inter alia, the economic |
situation, and also because of the interaction between the
initial allowance and other investment incentives available;
such as investment allowances (abolished in 1966) and investment
grants (subsidies) (abolished in 19232 except for certain argas

>

of the country).

2.2.2.2. Normal depreciation - .

The normal (annual) depreciation allowance (termed "writing-dcwn

- allowance" in the Capital Allowances Act) is currently, ie for

qualifying expenditure incurred on or after November 6, 1962,

4% of cost ("one-twenty—fifth'of the expenditure"). For qualify-

ing expenditure incurred before that date the rate is still 2%
(one-fiftieth) annually. |

For qualifying expenditure incurred during the year, the full
allowance is granted: decisive is whether the taxpayer is

entitled to a relevant interest in the qualifying building or
structure at the end of the accounting period (for companies)

‘'or at the end of the basic period for .the year of assessment

(for individuals). The annual allowance is reduced only if the
taxpayer's accounting period is less than 12 months.

It should further be noted that in the year the expenditure
is incurred both the "initial allowance®™ and the normal

*writing-down allowance" are grénted. i

e ——

e - v bvas o e o e e

———

- v ey

X}

B i G I
-



.- i

© 0

Y - 281

UNTITED KINGDOM

2.3 Dbefinition of "industrial building or structure®

Aa indicated carlier, depreciation allownpcos are available only

with reaspect to "industrial buildings or structures", as defined

in the Capital Allcwances Act. The main definition is given

in CAA,

"7.

1.

Section 7 which reads as follows:

Definition of "industrial building or stru.cure"

Subject to the provisions of this scction, ain this

Chapter "industrial building or structure" means a building

or structure in use -

a. for the purposc of a trade carried on in a mill,
factory or other similar premises, or

b, . for the purposes c¢f a transport, dock, inland
navigation, water, electricity or hydrauli: Hower
undertaking, or

c. subject to Subsection (7) below, for the purposes
of a tunnel undertaking, or

d. subject to subsection (8) below, for the purposes
of a bridge undcrtaking, or

e. for the purposé of a trade which consists in the

manufacture of goods or materials or the subjection

of goods or materials to any process, or

f. for the purposes of a trade which consists in

the storage -~

- $. of goods or materials which are to be used

* in the manufacture of other goodé or
nmaterials, or

ir. of goods or materials which are to be
subjected, in the course of a trade, to
any process, or

- - ———e— —
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iii. of goods or materials which, having been
manufactured or produced or subjected, in
the course of a trade, to any process, héve
not yet been delivered to any purchaser, or

iv. of goods or materials on their arrival by
sea or air into any part of the United
Kingdom, or '

g. for the purposes of a trade which consisgts in the
working of any mine, o0il well or other source of
mineral deposits, or of a foreign plantation, or

h. for the purposes of a trade consisting in all or
any. of the following activities, that is to say, .
ploughing or cultivating 130 (other than land in ‘the
occupation of the person carrying on the trade) or

doing any other agricultural operation on such land,

or threshing the crops of another person, or

i. for the purposes of a trade which consists in the
catching or taking of fish or shellfish,

and, in particular, the said expression includes any
building or structure provided by the person carrying on
such a trade or undertaking for the welfare of workers

employed in that trade or undertaking and in use for that
purpose. ' '

2. The provision of subsection (1) of this section shall
apply in relation to a part of a trade or undertaking as
they apply in relation to a trade or undertaking:

. & s g—- ——— * W ramei v sees -y
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Provided that where part only of a trade or undertaking
complies with the conditions set out in the said provisions,
a building or structure shall not, by virtue of this sub-
section, be an industrial building or structure unless it
is in use for the purposes of that part of th trade or
undertaking.

3. Notwithstanding anything in subscction (1) or
subsection (2) of this section, but subject to the
provisions of subsection (4) of this section, "industrial
building or strugture" does not include any building or
structurc in use as, or as part of, a dwelling~house, -
retail shop, showroom, hotel or office or for any purpose
ancillary to the purposes of a dwelling-house, retail shop,
showroom, hotel or office: | ,

Provided that this subsection shall not apply to, or to
part of, a building or structurc which was constructed for
occupation by, or for the welfarc of, persons cmployed at,
or in connection with the working of, a mine, oil well or
other source of mineral deposits, or for occupation by,

or for the welfare of, persons employed on, or in
conncction with the ygyrowing and harvesting of the crops
on, a fcreign plantation, i1if the building or structure is
likely to have little or no value to the person carrying
on the trade when the mine, o0il well or other source or
the plantation is no longer worked, or will cecase to belong
to such person on the coming to an end of a foreign
concession under which the mine, oil well or other source,
or the plantation, is worked. -

4. Where part of the whole of a building or structure is,
and part thercof is not, an industrial building or
structure, and the capital expenditure which has been
incurred on the construction of the second mentioned part
is not more than one-tenth of the total capital expenditure

———
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which has been incurred on the construction of the whole
building or structure, the whole building or structure

and every part thereof shall be treated as an industrial
building or structure.

5. In this section -/“retail shop” includes any premises
of a similar character where retail trade or business
(including repair work) 1is carried on;

"dock" includes any harbour, wharf, pier or jetty or other
work in or at which vessels can ship or unship merchandise
or passcngers, not being a pier or jetty primarily used
for recrecation, and "dock undertaking" shall be construed
accordingly;

"watcer undertaking" means an undertaking for the supply
of water for public consumption;

”olcctricity undertaking” means an undertaking for the
generation, transformation, conversion, transmission or
distribution of electrical encrgy;

"hydraulic power undertaking” means an undertaking for the
supply of hydraulic power;

"undertaking” ‘does not include an undertaking not carried
on by way of trade;

[ ]
"forcign plantation” means, subject to subsection (6)
below, any land outside the United Kingdom uscd for the
growing and harvesting of crops; "crops" includes any
form of vegectable produce and "harvesting” includes the
collection thereof, however effected.

- -
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6. In thys scection the expression "foreign plantation”
shall (with-ut prejudice to the gencrality of the definition
in sulbsection (5) above) be extended so as to include any
land outside the United Kingdom used for husbandry or
forestry, and the reference in subsection (3) Hove to the
growing and harvesting of crops shall be correspondingly
extended. )

7. Subsection (1) (c) above shall not affect any allowance

or charge which would have becn made under this Part of

this Act if this Act had been enacted without that

paragraph and if section 25 of the TFinance Act 1952 (which

is the corresponding provision repealed by this Act) had

not been passed, and wher2 oy virtue of the said

paragraph (c) a balancing charge is made on a p~rson in

respect of any expenditure, the amount on which .t is made
“to him in respect of that expenditure by virtue of the

sald paragraph (¢) (and the said Section 25).

8. Subsection (1) (d) above shall effect only in relation
to expenditure which is to be trcated for the purposes of
this Chapter as incurred after the end of the year
1956-57.

9. ror the purposes of this Chapler rcferences to use

as an 1ndustria1'building or structurc do-not apply, in
the case of a building or structure outside the United
Kingdom, to use for the purboses of a trade at a time when
the profits or gains of the trade are not assessable in
accordance with the rules applicable to Case I of

Schedule D." '

The main categories of buildings which, subject to certain
excmptions, are excluded from depreéiation allowénces are

listed in Subsection 3: dwelling-houses, retail shops, showrooms,
hotels and offices. However, according to Subsection 4, if

Ty
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part of a building does not qualify as an industrial building,
deépreciation is still allowed on the entire buildinqg, provided
that not more than one-tenth of the total capital expenditure

was incurrecd on the construction of the non-qualifying part.

Also, buildings provided for the welfare of employees, such as
canteens, qualify as industrial buildings (see Subsection 1,
in finc), as well as sports pavilions used for the welfare of
all or any of the workers employed in the taxpayer's trade
(CAA, Section 10).

2.4, Salec or other disposal of an "industrial building or

. e s

2.4.1 Concequences for the scller

halancing allowances and charges

If a taxpayer who incurred capital expenditure on the construction

of an industrial building or structurc¢, and became entitled to
capital allowances in respect of such building or structure,
subscquently sells his interest in such building or structure,
or if the building is demolished or destroyed, or if his intercest
comes to an e¢nd, an additional depreciation allowance (termed
"balancing al]ownncé") ts granted if the procceds of sale (or
insurance, salvaqge or compensation moneys received) are less
than the written-down value at the time of the event.
Conversely, if the proceceds of sale (or insurance, salvage or
compensation moneys received) extecd the written-down value,

a "baléncing charge" is imposed on the taxpayer{ SO as ﬁo recoup
that portion of total capital allowances granted which, in fact,
has becen cxcessive. Any "balancing charge" may not excecd the
amount of capital allowances granted in the past.

However, as an important exception to the gcneral rule set out
above, no "balancing allowance" is granted and no "balancing
charge” made, if the sale or other event occurs more than

25 years (or, where the expenditure was incurred before

November 6, 1962, 50 years) after the building or structure was
first used.

e arm s .
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The sale or other disposal of the building or structure may

also give rise to a chargecable capital gain (sce chapter C,

below) but only if and to the extent that the procceds of

sale or other disposal excced the expenditure incurred on the
building. Similarly, a capital loss is only receoyg sed for
capital gains ta purposes, to the extent that the loss is not
covered by capital allowances (including any balancing allowance).

Example 1:  The cost of construction of an "industrial building"
was £20,000 and the first owner has taken depreciation allowances

QO

totalling £12,000 over the years, so that the written-down
value at the timc of sale is £8,000.

Case a: The procceds of sale arcount to £7,000; in that case the

scller will be entitled to a "balancing allowance" =~ €8,000 -
£7,000 = £1,000, provided that the sale takes place within the
25 or 50 years period referrecd-to above.

Casc b: The procecds of sale amount to £15,000: in that case,
a "balancing charge" of £€7,000 (£15,000 - £8,000) is added to
the taxpayer's profits, again provided that the sale takes
place within the stated:period.

Casc c¢: The proceceds of sale amount to £25,000; in that case,
there will be a "balancing charge" of £12,000 (cqual to the
total depreciation allowances taken), being the diffcrcence
between £20,000 (cost price) and £€8,000 (written~down value),
as well as a capital gain of £5,000, being the excess of
proceceds of sale over cost price.

The taxation of capital gains is considered in Chapter C,
below. '

. i —
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2.4.2 Councoquences for the purchaser

As indicated carlier, depreciation allowances with respect to
"industrial buildings and structurcs" arc grantod only with
respect to the cost of construction of such buildings and
structurcs, which implies that also for subscquent owners the
deprcciabie basis is, in principle, the original cost of
consttuction.

Ih computing the annual (writing-down) allowance to which a
subsequent owner may betentitled, it is further assumed that
the qualifying building should be complctely written off in
50 years (when the expenditure on the construction of'the

“buildings was incurred before November 6, 1962) or in 25 years

(when such expenditure was incurred on or after November 6, 1962)
from the time the bullding was first used. As a result, the
subsequent owner may depreciate his purchase price (or the
allowable portion thereof) over the years up to the moment the
qualifying buvilding 18 50 or 25 years old.

Example II: Taking the same figures as in Example I, and .
assuming that the expenditure on the construction of the
building was incurred in 1965, that the building was first
used in that same year, and that sale has taken place in 1975,
the position of the purchaser in each of the three cases
mentioned is as follows:

‘Case _a: (purchase price: £7,0009 : the totai purchase price

qualifies for depreciation allowance, and the amount of £7,000
must be divided over the years 1975 through 1989, and the
annual allowance thus amounts to one-fifteenth of £7,000 or
approximately £466. ‘

Case b: (purchase price: £15,000) : the total purchase price,
being less than the cost of construction, qualifies for
depreciation allowances, and the annual allowance amounts to
one-fiftecnth of £15,000 or £1,000.

T S -
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Case_c¢ . (Purchasc pricé: £25,000) : the amount qualifying for
dcpreciation allowances for the purchaser is limited to
€20,000, the cost of construction. The annual allowance for
the years 1975 through 1989 thus amounts to one~fifteenth of
£20,000 or approximately £1,333.

Note 1: For the sake of simplicity, the total depreciation
allowances for the original owner have becen fixed al 12,000
throughout this example, and they do not reflect the statutory‘
rates of initial and annual allowances in force during the

period taken in the example.

Note 2: Tt is emphasised that the initial allowance is
available only to the person whe incurs the capital expenditure
on the construction of the buildings, and first uses that
building, and is not granted to subsequent owners,

2,5. Depreciation of Hotel Buildings and Structures

Capital allowances for hotel buildings and structures apply to
capital expenditure incurred after 11 April 1978 on the
construction, extension or improvement of a qualifying hotel.

2,5.1 Definttion of qualifying hotel

To come within the definition a hotel must have its accommodation

in a building or buildings of a permanent nature and must be
open for at least 4 months in the season which is defined as
April to October inclusive (Section 38(2) and (3) Finance Act
1978) . . .

While it is open in the season the hotel must have at leést
10 private bedrooms which are available for letting to the
public, and the slceping accommodation offcred to the public

must consist wholly or mainly of rooms which are not normally

-in the same occupatfon for more than one month (Section 38(2) (b)

and (3)). The allowances are not therefore available for

- = ———
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hotels which are primarily residential, but a hotel which
satisfies the requirements during the scason will not be
disqualified merely because its guests out of the season are
mainly residents who stay for more than one month.

While the hotel is open in the season the services provided for
guests must normally include the provision of breakfast and

an evening mcal, the making of beds and the cleaning of rooms
(Section 38(2) (b) (11i) Finance Act 1978). |

2.5.2 The allowances

In gencral, the allowances follow the rules for industrial
buildings (sce paragraph 2 above) except that the ratc of
initial ullowance 1is 20 per cent. The rate of writing down
allowance is 4 per cent per annum as for industrial buildings.

Balancing adjustments may arise on the sale of a gqualifying
hotel as in the case of an industrial building (sce

paragraph 2.4.1) but may also arisc (on the basis of the market
valuc) if for a period of 2 years the hotel ceases to satisfy
the conditions for a qualifying hotel but is not sold.

3. Depreciation of Plant and Machinery

3.1 General

3.1.1 Outline of the system

The system of depreclation allowances with respect_to plant and
machinery has becn thoroughly revised by Section 40 et seq of
the Finance Act, 1971 applying to capital expcenditure on the
provision of machinery and plant incurred on or after 27 October
1970.

e awe
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As of that date, cavital expenditure on piant and machinery

is eligible for a "first-year allowance" of currently 100%

of the expenditure, subject to certain exceptions, so that the
entire expenditure can be written off in the year cof purcﬁasep
Any remaining bonk-value after the "first-year allo.ance" has
been taken, is written down on an aggregate basis (the so-called
"pool of expenditure") at a rate of 25% per annum. Uurder this
new system, the sale or other disposal of items of plant and
machinery does not normally give rise to a "balancing allowance"
or "balancing charge", as in the cése of industrial buildings,
but the procceds of sale or other disposal merely reduce the
aggregate depreciable basis of plant and machinery. See
paragraph 3.3.1 for further details.

3.1.2 pefiniﬁion of "machinery and plant"

There is no general definition of the concept "machinery and
plant" in the Capital Allowances Act 1968 or in any other taxing
act. In practice, it includes all assets employed for permanent
use in the business, whether movable or immovable, with the
exception of bulildings or parts of buildings. 1In particular, in
many cases fixtures and fittings of a permanent and durable
nature have been held in the Courts to be machinery and plant,
cqg heating cquipment and sprinkler installations, telephone and
alarm systems, wash basins, baths and canteen ecquipment, and
mobile office partitioning. But a new shop front was considered
as part of a building and thus npt as plant.

In certain cases, capital expenditure is deemed to be incurred

on machinery and plant by express provision in the law. Examples
are expenditure incurred after 12 November 1974 for insulating
against loss of heat industrial buildings or structures

(FA 1975, Scction 14) and fire ecscapes for hotels under the

Fire Precautions Act 1971, although such fire escapes will
normally be part of the building.

‘
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3.2 The "first-year allowance"

3.2.1 Main provisions

A person carrying on a trade who incurs capital expenditure on
-the provision of machinery and plant for the purposes of the
trade is cntitled to a first-year allowance, cxcept that no
"first-year allowaince® ls available if the expenditure is
incurred during the chargeable perliod in which the trade is
permanently discontinued and, also, that the "first-year
allowance" dones not apply if the machinervy or plant ceases to
belong to the person who incurred the expenditure without having
been brought into use for the purposes of the trade

(FA 1971, Section 41).

The "first-year allowance" applies to machinery and plant
irrespective of whether the assets are acquired new or second-
hand.

However, the "first-year allowance" does not apply to ordinary
(passenqger) mOfoerrS, as "mechanically propelled road vehicles®
are cxcluded, except "voﬁiclos\of a construction primarily suited
for the convcyance of goods or burden of any describtion:
vehicles of a type not commonly used as private vehicles and
unsuitable to be so used; and vehicles provided wholly or

mainly for hire to, or for the carriage of, members of the

public in the ordinary course ofea trade". (FA 1971 Section 43).

3.2.2 Assets used partly for other pdrooses

If items of machinery or plant are used not only for purposes

of the trade but also for other purposes (eqg private use) the
*first-year allowance" will only be granted to the extent of

the use for the trade, "as may just and reasonable having regard
to all relevant circumstances"”.
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However, as indicated in paragraph 3.2.1 above, no first-yéar
allowance at all applies to ordinary (passenger) motorcars, not

being rent-a-cars or taxi-cabs.

3.2.3 Rates of the "first-year allowance"

The rate of the "first-year allowance" is currently 100% of the
expenditure on both new and second-hand assets. This rate applies
to expenditure incurred on or after 22 March 1972 (FA 1972,
Section 67). Originally, ie from 27 October 1970 to 19 July

1971, the rate was 60%, increased to 80% during the period from

20 July 1971 to 21 March 1972. 1In the latter periods, a 100%

rate applied, however, to expenditure on new ships and to
expenditure on new equipment (except for moﬁile equipment) for
use in development areas. é: ‘ .

3.2.4 Disclaimer of "first-year allowance"

-

The taxpayer, whether individual or corporate body, is not obliged
to take the full "first-year allowance" in that he may disclaim
the allowance in whole or in part by notice in writing to the

tax Inspector not later than two years after the end of the
chargeable period for which he is entitled to the allowénce, and the
assessments will eventually be corrected accordingly. (FA 1971,
Section 41(3)). The part of tﬁe "first-year allowance" disclaimed
only qualifies for the normal "writing down allowance",

discussed below, in subsequent years. Only for new ships, the ‘
situation. is different. 1In that case, the "first-year allowance"”
may in fact be spread over more than one year as the taxpayer
elects (FA 1971, Schedule 8 paragraph 8).

3.3 The "writing-down allowance"

3.3.1 Main provisions

The remaining book value of items of machinerv and plant after
the "first-year allowance" is subject to "writing-down allowances"

in subsequent years.
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However, under the new system in force since October 27, 1970,
the "writing-down allowances" are not granted for each qualify-
ing assct separately but on the ayqgregate book value of all
qualifying asscts, ie in principle all items of plant and
machinery for which capital expenditure is incurred on or after
27 October 1970, cxcept for certain motor cars and for assets
used partly for non-business purposes.

For expcnditurce on machinery and plant incurred prior to
27 October 1970, the annual depreciation allowances continued

at the previous rates and for each asset separately.

These rates were normally 15%, 20% or 25% (declining balance

method) or 6.%}%, 8.5% or 11.25% (stralght-line mothod), depending
~on the estimated useful life of the asset as usually determined

by the Commisnioncrs of Inland Revenue. However, pursuant to
FA 1976, Scction 39, the book value of these "old" asscts may
now be included in the collective basis applying to assets
acquired after October 26, 1970, unless the taxpayer clects
to continue depreciation for these "old" assets separately.

The collective basis for the existing "writing-down allowances"

in any accounting period for assets acquired on or after

27 October 1970 is, basically, the aggregate depreciated book
value of qualifying assets at the beyginning of the previous
accounting period less "writing-down allowances" for that
previous period, plus the amount of capital expenditure incurred
during that previous period as reduced by any "first-yecar
allowaace" taken, and minus the procceds of sale (or other
compensation received) of asscts disposed of during the year.
Thus, assets acquired during a coertain accounting period qualify
only for. the "first-year allowance" for that period, and any
remaining book value is not included in the depreciable basis
for writing down allowances until the next accounting pgriod.
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Under the new system, a sale or other disposal of an item of
plant and machinery does not normally give rise to a "balancing
allowance" or "balancing charge" (as in the case of industrial
buildings) but merely the aggregate depreciable basis. Only if
the "disposal value" (ie sales price or other compe -ation
received) in any year exceeds the aggregate depreciaple basis,

a "balancing charge" is made.

3.3.2 Rate of "writing-down allowance"

The rate of the "writing-down allowance" is 25% of the aggregate

depreciable basis. (FA 1971, Section 44(2)). However, individual

taxpayers (not companies) may claim a reduced rate of the
allowance. If the relevant accounting period is less than one
year the "writing-down allowance" isi??duced accordingly.

For the year in which the trade is disconé&nued, no "writing-
down allowance" is available, but a "balancing ailowance" is

made equal to the remaining book value whereas any sales proceeds
or other compensation received may lead to a "balancing charge”
(FA 1971, Section 44(3). | - |

3.3.3 Example of combined effect of depreciation allowances
In order to illustrate the combined effect of the "first-year
allowance" and "writing-down allowances" over a number of years,

the following example may be given:

Example III

A company makes up its accounts for accounting periods which
coincide with the calendar year. It starts trading operations
in 1971 and incurs expenditure on plant and machinery during
that year (before 20 July, 1971) equal to £100,000. Further

-
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ckpcnditurc is incurred in 1972 (becfore March 21, 1972) equal
to £30,000 and in that year part of the machinery purchased in

1971 is sold for €10,000. Depreciation allnwances are available

as follows:

" Year 1971

Summarx:

Total expenditure : £100,000 + €30,000 -

Allowances 1971: first;year allowance:

£10,000 = £120,000

Expenditure ‘ £100,000
First-year allowance: 60% (max) € 60,000
Carried forward to 1972 € 40,000
(No writing down allowance)

Year 1972

Balance brought forward £ 40,000
Less: procecds of sale £ 10,000
Balance £ 30,000
Writindg-down allowance : 25% £ 7,500
Balance carried forward £ 22,500
New expenditure incurred in 1972: £ 30,000
First-yecar allowance: 80% (max) £ 24,000

Balance carried forward € 6,000
Total balance carricd forward to 1973 E 28,500

P S ————

£60,000

Allowances 1972: first~-ycar allowance: £21,000
writing-down allowance: £ 7,500  £91,500
Book value carried forward to 1973 £28,500
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3.3.4 Assets usced partly for private and other non-business

purposes

With respect to items of plant and machinery which are not used
exclusively for the purposes of the trade it is provided that
the expenditure on such items is not included in the aggregate
depreciable basis (the "pool of expendituré") but is computed
for each item separately, whereby only a proportion o1 the
allowable "writing-down allowance", corresponding to the
business use, is actually granted. Corresponding adjustments
are made if the taxpayer subsequently disposes of the assets

in questiocn.

3.3.5 Special provisions for motorcars

In principle all motor .vehicles qualffy*for "writing- wn
allowances” including motorcars which are &isqualified for

the "first-year allowance" (see paragraph 3.2.1 above). -

If the expenditure on a motor car not eligible for the "first-
year allowance" exceeds £8,000 it is not included in the
aggregate book value of all other items of plant and machinery
but is depreciated separately and the maximum depreciation for
any year is £2,000. (The corresponding figures for expenditure
incurred in the period 6 April 1976 to 12 June 1979 were

£5,000 and €1,250.) There is however no limit on the total
depreciation allowed over the period of ownership or on the
balancing adjustments on a sale of the car.

4. Depreciation of Mines, 0il wells, etc

4.1 General provicions

Depreciation allowances are available under this heading with
respect to "capital expenditure incurred in connection with
the working of a mine, o0il well, or other source of mineral

deposits of a wasting nature - .

. - — s ——— -y
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a. on scvarchling for or on discovering and testing

deposits, or winning access thereto, or

b. on the construction of any works which are likely

to be of little or no value when the source is no longer
workced or, where the source is worked under a foreign
concession, which are likely to become valueless when the
concession comes to an ¢nd to the person working the
sourcce immediately before the concession comes to an end
(CAA 1968, Section 51(2)).

However, expenditure on the acquisition of the site or of rights
over such site on the acquisition of the deposit or of rights
in or over the deposits and expenditure on works to process

the raw materials are not eligiblerfor depreciation allowances,
except for cxpenditure on the acquisition of dcposits outside
the United Kingdom. But sec the "depletion allowance”,
paragraph 4.3, below with respect to certain expcnditure in the
United Kingdom, Also excluded is expenditure on buildings
occupied by or for the welfare of workers (such buildings will
usually qualify for the "industrial buildings allowance", see
paragraph 2.3 above) and expenditure on office buildings.

4.2 Rates of depreciation allowances

4.2.1 Initial allowance

An initial allowance of currcnt1§ 40% (two-fifth) is granted only
with respect to expenditure mentioned under (b) in paragraph 4.1,
above ("éxpenditure on the construction of any works which are
likely to be of little or no value when the source is no longer

worked") (CAA 1968, Section 56).

For qualifying expenditure on or after 27 October 1970 in so-
called “developmcnt areas" and in Northern Ireland, the initial
allowance is increased to 100%, but the taxpayer may disclaim
this initial allowance in whole or in part (FA 1971, Section 52).

————
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4.2.2 Writing down allowance

The annual depreciation allowance‘("writing down allowance")
which is granted with respect to qualifying expenditure under
both headings (a) and (b) given in paragraph 4.1, al'-~ve, is
the greater of either 5% of the expenditure incurrew or the
fraction Xéﬁ of the "residue of expenditure"'(ie original
expenditure less depreciation allowances), whereby 7 is the
output from the source in the relevant accounting period and B
the total potential future output of the source (CAA 1968,

Section 57).

A different computation of the writing-down allowances applies
to expenditure on land outside tihe United Kingdom.

-

4.3 Depletion allowance

With respect to capital expenditure on the acquisition of a~ .
mineral asset the acquisition of which entitles the taxpayer

to work a mine, oil well or other souice of mineral deposits

" of a wasting nature in the United Kingdom, a special writing-

down allowance (depletion allowance) is granted; such
expenditure is not eligible for the normal initial and writing
down allowances (see paragraph 4.1 above).

The depletion allowance amounts to a fraction of the "royalty
value" of the output in the relevant accounting period, the

fraction being one-half if less than 10 years have elapsed since

the expenditure was incurred; one-quarter if between 10 and 20

years have elapsed; and in other cases one-tenth.

The term "royalty value" means, broadly speaking, the amount of

royalties that would be payable on the output if the person
working the mine were a lessee under a lease, for a term
expiring immediately after that output was produced, granted

at the date when the expenditure was incurred.
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5.  Expenditure on Dredging

Where a taxpayar incurs capital expenditure on dredging, and
cither his trade consists of the maintenance or improvement
of the navigation of a harbour, estuary or waterway or the
dredging is for the benefit of vesscels coming to, or leaving
or using any dock or other premiscs ocuupied by the taxpayer
for the purposes of hils trade, he is entitled to depreciation
allowances ("capital allowances") as follows:

- an "inltial allowance" for the accounting period in
which the expenditure is incurred equal to 15% of the
expendi.ture;

- a "writing down allowance" equal to 4% of the expenditure
for the accounting period in which the expenditure is
incurred, and cach subscquont accounting period until the

expenditure is written off completely (CAA 1968, Scction 67).

For any part of the expenditure not written off at the time the

taxpayer's trade is permanently discontinucd, an allowance cqual
to the remaining cxpénditure is granted for the last accounting

period. '

A pcrson contributing a capital sum to expenditurc on dredging
incurred by ano;her person is trcated as incurring capital
expenditure on dredging equal to the amount of his contribution
{ibia). , *

No capital allowance under this heading is granted for capital
expenditure for which allowances is or can be made under the
provisions regarding "industrial buildings" or "machinery and
plant™ (CAA 1908, Section 67(11)). '
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6. Expenditure on Agricultural Land and Buildings

Under this heading depreciation allowances ("capital allowances")

are granted to owners and tenants of any agricultural or
forestry land located in the United Kingdom. (CAA 968,
Section 68.)

The allowance applies to expenditure incurred for the purposes
of husbandry or forestry on the construction of farmhouses,

farm or forestry buildings, cottages, fences of other works, but

with respect to farmhouses one-third only of the expenditure is
taken into account (or, if the accommodation and amenities of

the farmhouse are "out of due relation to the nature and extent
of the farm”, such smaller proportion as may be just), and with
respect to other ascsets a just proponﬁion only will be taken ‘

into account if such assets are uSedgﬁértly for othe purposes

than husbandry and forestry. -

Qualifying expenditure incurred on or before 11 April 1978 may
be written off in a period of 10 years which implies a rate of
10 per cent per annum. Qualifying expenditure incurred after

11 April 1978 qualifies for an initial allowance of 20 per cent

in addition to writing down allowances of 10 per cent per annum,

the writing down period being reduced to eight years (Finance
Act 1978 Section 39). The initial allowance (but not a writing
down allowance) may be disclaimed, either in whole or in part,
with a consequential increase in the length of the writing

down period, the rate of writing down allowance remaining at

10 per cent.

If within the writing down period the asset is transferred to
another person, the transferee may be entitled to the writing
down allowances for the part of the writing down period falling
after the date of the transfer (CAA 1968, Section 68(4)).
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7. Expenditure on Scientific Reccarch

If a person carryiag on a trade incurs  capital exponditure on
scientific rescarch related to that trade and dircctly under=
taken by him or on his behalf, or if such expenditure is
incurred by a bcrson who therecafter scts up and commences a

trade, the whole of the expenditure may be written off for the

accounting period in which the expenditure was incurred or, in
case of cxpenditure incurred beforc commencement of the trade,
for the first accounting period (CAA 1968, Section 91).

In this context "scientific research" means "any activities in
the fields of natural or applied science for the extension of
knowledge™ and "scientific research expenditure" mecans
"expenditure incurred on scientific rescarch". However, the

tcrm does not include any expenditure incurrced on the acquisition
of rights in, or arising out of, scientific research (CAA 1968,

‘Section 94).

If assets representing scientific research cxpenditure of a
capital hature are subsequently sold or destroyed any sales
price or insurance moncys or other compensation received is
added to taxable profits (ibid, Section 92).

8. Deprcciation of Patents and Know-How

Depreciation of patent rights and know-how is not governed by

the ‘Capital Allowances Act 1968," but by Sactions 378 through

388 of the Income and Cerporation Taxes Act 1970.

With respect to capital expenditure incurred on the purchase

of patent rights cr-in obtaining a right to acquire patent
rights in the future, writing-down allowances are granted during
17 years commencing in the accounting period during which the
expenditure is incurred. If the patent rights are purchased for
a period shorter than 17 years, the writing-down period is
correspondingly reduced (ICTA 1970, Section 378 and 388).
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If the patent rights are sold or come to an end before the
expiration of the writing-down period, a balancing allowance -’
will be granted if_the proceeds of sale or other compensation
received, if any, are less than the written-down value.

If, on the other hand, the patent riéhts (or part ot chem) are
sold for a capital sum exceeding the written-down value a
"balancing charge" will be made equal to the difference between
sales price and written-down value, bﬁt the "balancing charge"
may not exceed the total writing-down allowances granted in

previous years.

-

With respect to capital expenditure incurred on the acquisition
of know-how, the writing-down period is six years.

*
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C. Taxation of Capital Gains and Losses

1. Gcneral outline

As alrcady indicated in the introduction (see part A, above),
the United Kingdom tax system differs from that of most
contincntal European countries, in that in computing the tax
liability of taxpayers cngaged in a trade a distinction is
made between (ordiﬁnry) trading income and capital gains.
Before the introduction of capital gains taxation in 1962,
capital gains and losses were, in principle, tax excmpt,
irrespective of whether these gains and losscs were realized
with respect to assets of a business undertaking or "private"
assets, ‘

Thus, the basic distinction between income and capital trans-
actions is whether the sale constitutes a "trading activity" or

a more realization of a "capital asset". This implies, basically,

that if a taxpayer's "trade" consists of, or includes, dealing
in the assets concerned any profit or loss will be included in
the income of the trade, whereas other transactions result in

a caplital gain or loss,

The term "trade" is, defined as "every trade, manufacture,
adventure or concern in the nature of a trade" (ICTA 1970,
Section 526).

Not only reqular trading activities are covered by this
definition; also isolated transactions have often been held by
the Courts to constitute "an adventure or concern in the nature
of a trade", depending on factual circumstances of each
particular case. In evaluating these factual circumstances,
there are a number of relevant factors to be taken into account,
the "badges of trade", as outlined in a 1965 report of a Royal
Commission on the Taxation of Profits and Income. These are:
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i. the subject matter of the transaction: goods which

do not yield an income or personal enjoyment to their
owner are more likely to be acquired for the purpose
of a trading activity than goods which can be, and
frequently are held as an investment or for personal
enjoyment;-

ii,. the length of the period of ownership: goods acquired

for the purpose of a trading activity will anormally
be sold after a relatively short period, whereas
investments will be held for a longer period;

iit, the frequency or number of similar transactions: the more

similar transactions are carried out by the same person,
the more likely is” the existence of trading;

R
S .
iv., =~ the carrying out of work in connection wit. the goods:

activities to bring the goods in a more marketable
condition or to find purchasers may imply a trading
transaction; ‘

v. the circumstances rcsponsible for the transaction: the

presence of special circumstances (the sudden need for
ready money or an emergency situation) may imply that
trading was not the object of the transaction and
" vice-versa;

vi, the motive behind the transaction: the motive (trading

transaction or not) may be inferred from the
circumstances of the case, even in the absence of
direct evidence.

It will be evident that a given transaction, eg, the sale of a
house, may well be a capital transaction_for one person, and a
trading activity for another person, for instance if that person
- §s regularly dealing in immovable property or if the |
circumstances are such that "an adventure or concern in the
nature of a trade" must be assuméd.‘
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As a mattcer of fact, the Income Tax Laws contain several
exceptions to the general rule that capital transactions do

not result in (ordinary) income, once of these exceptions being
the sale of patent rights, Since 1948, any capital sum
recelved with respect to the sale of a patent is included in
ordinary income, sprcad over a period of six years (ICTA 1970,
Section 380). Also, the sale or other disposal of asscts for
which depreciation allowances have been claimed may result in a
"balancing charge" up to the amount of depreciation allowances
claimed. Capital gains taxation as such was not introduced in
the Unitced Kingdom until 1962, where certain short-term capital
gains were made subject to income tax under a separate schedule,
complemented by a long-term capital gains tax, normally imposcd
at a flat rate, introduccd by the Finance Act of 1965. MNowever,

in 1971 the short-term capital gains tax provisions were repcaled,
and all capital gulns are now subjcect to canital gains tax
according to the provisions of the Finance Act, 1965, as amended
from time to time,  With eoffcct from 6 April 1979 thosa provisions
werce consolldated in the Capital Gains Tax Act 1979.

e g ——

2. The Capital Cains Tax

2.1 Main charqging proviusions

Residents of the United Kingdom arc subject to capital gains

L S,

tax with respect to disposals of assets, irrespective of where
the assets are located, whereas non-residents are subject to

capital gains tax only if they cgrry on a trade in the United
Kingdom through a branch or agency and the assets are located

- v sm—

in the United Kingdom and are either used in or for the purposes
of the trade or uscd or held for the purposes of the branch
or aycency, or acquired for use by or for the purposes of the

— ——————

Sections 2(1) and 12(1) and (2).
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Chargeable assets are, in principle, all forms of property,
including:

a. options, debts and incorporeal property generally;
b. any currency other than sterling; and

c. any form of property created by the person Jaisposing
of it, or otherwise coming to be owned without being:
acquired. (FA 1965, Section 22(1) now CGTA 1979,

Section 19(1)).

There is no comprehensive definition of the term "disposal" in
the law, but there is a disposal of assets, inter alia, "where
any capital sum is derived from assetg notwithstanding that no
asset is acquired by the person payidé the capital sv 7, '
including capital sums received by way of compensation for any
damage or injury to assets, capital sums received under an
insurance policy covering the risk of damage to or loss of
assets and capital sums received for the surrender of rights.
(FA 1965, Section 22(3) now CGTA 1979, Section 20(1). Further-

more, outright sales and gifts constitute disposals.

The capital gain or loss is basically computed as the difference
between consideration received at the disposal (or market‘vaIUe
in the case, inter alia, of gifts and transactions not at arm's
length) and cost of acquisition. There is no provision to
exclude inflationary gains caused by the fall in the value of
money. Retroactive effect of the 1965 provisions however, is
avoided, in that for assets owned at the time.of introduction
of the Act (April 6, 1965) the actual value at that time may

generally be taken in lieu of actual cost of acquisition.

The capital gains tax legislation does take into account the:
diminishing value over the years of so-called "wasting assets",
ie, assets with a predictable useful life not exceeding fifty
years. If such assets are dispseﬂ of, the depreciated value

rather than original cost of acquisition is taken into account
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tn computing the taxable capital qiin, However, with respect

to dlnposals after 19 March 1968, qgalns and losses with respect
to tangible movable assets which are "wastiny assets" are

exempt from capital gains taxation, which implies that the rules
concerning "wasting assets" currently apply mainly to intangible
assets. The provisions regarding "wasting assets", morecover do
not normally apply to business assets for which depreciation
allowance could be claimed. 1In those cases, a capital gain will
normally arise only where the proceeds of sale exceed the cost
of acquisition. For further details see the next paragraph.

2.2 Special rules concerning businesses and business assets

2.2.1. Depre-table assets

As . alrcady indicated in paragraph 2.1, above and in Chapter B
on depreciation allowances, the sale or other disposal of
businces assets which have bean subject to depreciation allowances

(loes not normally give rise to a capital gain or loss.

Sale or otlicr disposal for a price (or other compensation
received) below the written down value (ie canital expenditure
incurred leas deprectation allowances taken) will normally
reault in a "balancing (deprociation) allowance™ equal to the
difference, cexcept in case of items of plant and machinery
written dcwn on an aqgregate basis, where the procecds of sale
merely rcduce the aggregate depreciable basis for the future.
Sale or other disposal for a considcration excceding the
written-down valuc will normally result in a "balancing charge"
equal to the diffecrence, except again in the case of plant and
machinery written down on an agqgreqgate basis, where the proceeds
of sale yeducc the aggregate depreciable basis, ‘

However, "balancing charges"™ made may not exceed the amount of
depreciation allowances taken in the past, so normally no
balancing charge is made for any excess of the sales proceeds
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over the original cost of acquisition. This also applies to
plant and machinery as the "disposal value" which is deducted
from the aggrcgate depreciable basis may also not exceed cost
of acquisition. |

To the extent that the consideration received on the sale or
other disposal of depreciable assets exceeds the cost of

acquisition, a taxable capital gain arises, however.

In this context it should be noted that the capital gains tax

exemption regarding "wasting assets" which are tangible movable
property does not apply to assets which have been eligible for
depreciation allowances, ‘ )

2.2.2 Restoration and replacement of business assete .
A

Although there are no general provisions in the Capital Gains
Tax legislation providing for relief in case of sale or loSs of
an asset there are certain provisions which grant an exemption
or postponement of capital gains tax ip a number of cases.

L

These provisions can be summarised as follows:

a. - Compensation received in case of damage

If a capital sum is derived from an asset which is not
lost or destroyed (such capital sums are in principle
subject to capital gains tax, see paragraph 2.1 above),
and that capital sum is wholly or almost wholly applied
in restoring the asset, then the recipient may claim that
the receipt of the sum is not treated as a disposal for-
capital gains tax purposes, but the sum received is
deducted in computing the cost of acquisition on a
subsequent disposal of the asset (FA 1965, Schedule 6,
paragraph 13 now CGTA 1979, Section 21). However,
Ywasting assets" do not qualify for this relief.
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b. Compensation reccived in case of loss or destruction

If a capital sum i8 reccived by way of compensation
(through insurance or otherwise) for an asset lost or
destroyaed, and the capital sum iy used within one ycar, or
such longer period as the inspoctnr of Taxes may allow, in
acquirtna a replacement asset then the owner of the asset
may claim that the compensation recedved (4f otherwise of
a greater amnunt) is decemed to be of such amount as would
sccure that no gain or loss accrues to him on the disposal,
and as if the cost of acquisition of the new assct were
reduced by the excess of the actual compensétion received
plus any residual or scrap value of the old asset over the
amount dcemed to be received by him (ibid, paragraph 13(3)
now CCTA 1979, Section 21(4)).

For example, if an assct with an original cost of
acquinition of, say, €10,000 is destraycd and the
compnnnnftnh received i £12,000, and the cost of the new
asset is £13,000, the taxpaver may claim that no capital
gain arises with respect to the compensation, and the cost
of acquisition of the new asset for capital gains tax
purposcs is reduced by £2,000, being the difference between
actual compensation of £12,000 and the cost of the old

assct of £10,000., Upon a subsequent disposal of the new
assct, its cost of acquisition will thus be taken at £11,000.

It should be noted, that this relief, like the relief
under (a) above, does not apply to "wasting assats®,

c. Replacement of business asscts

"Rollover" rclief (Finance Act 1965, Section 33, as amended,
now CGTA 1979, Sections 115, 116 and 118-121) can be
claimed by a person who makes a capital gain on disposing
of a qualifying asset used for the purposes of a trade
carried on by that persén and reinvests the proceeds in a
replacement qualifying asset (or assets) to be similarly
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so used. The new asset must be acquired within the
period commencing twelve months before the disposal and
ending three years after it. The qualifying assets are
land and buildings, goodwill, fixed plant and machinery,
ships, aircraft and hovercraft. The effect o the claim
is that the capital gain on the o0ld asset is nout charged
but is deducted from the cost of the new asset for the
purposes of compﬁting any gain on a subsequent disposal
of the new asset.

The relief is also available to a shareholder who makes
a gain on the disposal of a qualifying asset which has
been used for the purposes of a trade carried on by a
family company (as defined in paragraph 2.2.3 below) of
his, and the proceeds are r<invested in a replacement
qualifying asset to be similarl?’éo used.

-

2.2.3 Termination of business -

There are no general relief provisions with respect to the
termination of a business. However, some measure of relief

is granted upon retirement of individual taxpayers who dispose
of their private business or of shares in their "family company".

The provisions of this relief can be summarised as follows:

An individual taxpayer who has attained the age of 65 years
and who: ’

a. disposes by way of sale or gift of the whole or part
of a business which he had owned throughout the period
of ten years ended with the disposal; or

b. disposes by way of sale or gift of shares or
securities of a compény which has been a trading company
and his family company during the period of ten years
ending with the disposal, and of which he has been a
full-time working director throughout that period receives

~Y
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exemption in respect of the first £50,000 of any chargcable

gains accruing on the disposal. If the individual was
between Goiand 65 ycars at that time, a proportionate
amount is allowed to the extent of £10,000 for cach year
by which his age exceeds 60, plus a corresponding part of
£10,000 for any fraction of each yecar (Finance Act 1965,
Section 31, as amended now CCGTA 1979, Section 124),

where the busincss or shares have been owned by the individual

for less than ten years but more than one, an appropriate

percentage of the excmption due by rcference to the individual's

age at the time of the dinposal is dvailable. The percentage
is ten per cent where the period is exactly one year rising to
100 per cent for ten years.

Periods in which the individual has been the proprietor of his
business are aggregated with those in which his family trading
company, of which he is8 a full-time working director carried on
the same busincss for the purposes of the one year or more
condition.

The term "family comapny" is defined, in short, as a company
in which either the individual owns not less than 25 per cent
of the voting rights, or the individual and a member of his
family (being husband or wife, brothers and sisters, ancestors
and lineal descendants) no£ less than 51 per cent of the voting
rights, at least 5 per cent thereof being exercisable by the
individual himself. ¢

2.2.4 Transactions between groups of companics

Special relief provisions apply to transactions betwcen members
‘of a group of companies, ie, generally speaking, a company
resident in the United Kingdom togcther with its resident
subsidiaries in which it owns directly or indirectly not leas.
than 75% of share capital. “

- -
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The disposal of assets from one member of éuch a group of
comapnies to another member of the group will be deemed for
capital gains tax purposes to be made for a consideration 6f such
amount that no capital gain or loss arises for the transferor.
Thus, in principle, the taxation of any gain or loss is postponed
until the assets in quéstion leave the group (ICTA 70,

Section 273). '

2.2.5 Company reorganisations: mergers

Where under a scheme of reconstruction or amalgamation one company
takes over the whole or part of the business of a second company,
the second company receiving no consideration for the transfer

of the business except that at the same time it transfers the
liabilities in respect of that burinaees, and both companies are
resident in the United Kingdom, the %ifst commany is teated ‘

as having acquired any assets included in the transfer for the
same cost and at the same time as the transferor company. This
treatment, however, applies only if the amalgamation or
reconstruction is carried out for bona fide commercial reasons

and does not have as one of its main purpose the avoidance of

tax. The first company can apply to the Board of Inland Revenue
before the transactions are carried out to request confirmation
that the Board are satisfied that these conditions are met
(ICTA 1970, Section 267, as amended).

Also for the shareholder there will not normally be a capital
gains tax liability in case of any reorganisation or reduction
of a company's share capital, or if he receives shares in another

company in exchange for his existing holding in a company.

In the first event (reorganisation or reduction of a company's
share capital, including the allotment of shares in respect of
and in proportion to the shareholder's existing holding of shares
in the company) there will be no disposal for capital gains tax
purposes, and the "new holding" shall be treated as the same

asset acquired as the original shares were acquired. Any
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consideration given by the sharcholder will be added to the cost
of acquisition of the original shares, whercas anv consideration
received by the sharcholder other than "the new holding®, will
imply a "part disposal” of the original sharcholding, and capital
gains tax liability will arise for that part of the original
sharcholding which is deemed to be disposed of (FA 1965,

Schedule 7, paragraph 4 now CGTA 1979 Sections 77-80).

In the sccond event (exchange of shares for shares) the same
rules apply, mutatis mutandis. However, they only apply {f the
company lsuulng the new shares will hold after the exchange more
than one quarter of the ordinary share capital of the second
‘company or if the issue 18 the resuli of an offer which, when
first made, was on a condition which if satisfied would have
glven the issuing company control of the other (this rule is
immaterial where a sharcholder receives sharcs in the acquiring
company dn proportion to his existing holding of shares in the
other compJny and elther rctains his old shares or has them
cancelled),  ‘rhey also only apply if the exchange is cffected
for bona fide commercial reasons and does not have asn one of its
main purposes the avoidance of tax on chargeable gains; before
the exchange is made either company can apply to the Board of
Inland Revenue for confirmation that the Board are satisfied
that these conditions are met (FA 1965, Schedule 7,

paragraphs 6 and 7, as amended now CGTA 1979, Sections 85-88).

-

2.2.6 Gifts of business assets

Where an individual disposecs by way of gift to a person resident
or ordinarily resident in the United Kingdom of -

a. an assct used for the purposcs of a trade carried on
by him or by his family (as defined in paragraph 2.2.3)
or

b. shares or seccurities of a trading company which is
his family company, the capital gains tax arising on the
disposal can generally be deferred if the donor and donee
s0 claim,
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If the aonor is e;titled-to the exemption described in
paragraph 2.2.3 that is given first. The deferment is achieved
by holding over the gain which would otherwise be charged and
deducting it from the donee's allowable cost. The gain will
thus be charged if the donee disposes of the asset otherwise
than by a gift which in its turn qualifies for the - lief. A
partial gift, where the donor receives consideration in excess
of his allowable cost qualifies for the relief on that part of
the gain corresponding to the element of gift. (CGIA
Section 126 and Schedule 4).

2.2.7 Relief in respect of loans to traders

Under certain circumstances a loss may be claimed for capital
gains tax purposes where money ient to a person resident in the
United Kingdom, carrying on a trade,{profession or vecation and
used wholly for the purposes of that person's busine. . has
become irrecoverable, or where payment made under a guarantee
has been given in respect of such a loan, (CGTA 1979,

Section 136). The loan must have been made after 11 April 1978
or the guarantee given after that date.

W e e ———— =

———— e a ——  —— "

Tt



310

UN1TED KINGDOM
D. .Reserves

The allocation to reserves is generally not acceptable for
income tax or corporation tax purposes.

This rather strict rule emerges, inter alia, from the basic
concepts of United Kingdom tax law regavding the computation

of business profits which, in principle, prohibit the deduction
of expenses not actually incurred for the purposes of the
trade.

In some cases the creation of reserves is forbidden by express
nrovisions of the law, eqg with respect to general rescrves for
bad debts (ICTA 1970, sec. 130(i), where it is provided that
only "bad debts proved to be such", and "doubtful decbts to the
extent that they are respectively estimated to be bad" may

be deducted, in addition to bad debts of debtoru who are
bankrupt or insolvent),

Also, no allowance is due for any sum expended on premises and
other asscts employed in a trade, beyond the sum actually
expended. (ICTA 1970 - sec 130(d).

An excention to the qencral rule is that where in the course of
carning the profits of a neriod a liability to make a pavmont
in the futurce is incurred and can be accurately quantified, an
appropriate provision can be made. The application of this
nrinciple is, however, limited. Jt does not extend to anti-
cirmating pavments which are not incurred in earning the profits
of the period in which the provision is made.
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E. Other investment incentives

Anart from rather generous provisions concerning the depreciation
of business assets (initial allowances, first-year allowances

and writing-down allowances), as outlinéd'in chapter B, above,
there are currently no other investment incentives . the

field of taxaticn.

Investment allowances, being deductions with respect to
qualifving capital expenditure over and above the initial and .
annual depreciation allowances covering the entire expenditure
incurred with respect to the assets concerned, have been
granted in the past, at varying rates according to the state of
the national economy, in combination with an initial allowance
the rate of which was also varief from time to time.

AN '
As of January 16, 1966, however, the investfment allowances were
renlaced by a system of Government grants (subsidieé) but these
were again abolished on October 26, 1970, and at the present
time investment grants are only available for qualifyingv
investments in certain "development areas"; More generous
depreciation allowances were introduced when the general system
of government grants was terminated on October 26, 1970.
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F. Valuation of stock=-in-trade

. P
) I Main provisions

The gencral rule reyarding the valuation of stock-in-trade is
that valuation should be at the lower of cost or market value.
This rule is based on general accountancy principles rather
than on statute law, though the principle is firmly supported
in case law.

The valuation at cost or market value may be applied to each
item or each class of goods separatcly, so that it is
permissible to value certain goods at cost (where market value

is higher) and other goods at market value (where market value

is below cost). Efforts by the Revenue to apply cost or market
value to the entirety of a taxpayer's stock-in-trade (the "global"
method) have failed in Court.

With resvnect to classes of qgoods which cannot be easily identified,
the cost nrice is dctermined on the basis of the first in - first
out (F.I.F.O.) method, the last in-first out (L.I.F.0.) system

not being permitted.

The cost price of stock-in-trade consists not only of the purchase
price but also of expenses on freight, insurance, etc.

As to work in progress, standard accountancy practice requires
values in accordance with the on-eost mothod (matetinls, labour
plus an appropriate amount for gencral and overhead expenses)
and this is accepted for tax purposes.

Other mcthods of valuation (eg the base-stock method or
"avarage cost" or "standard cost" methods) are not allowed
for tax purposes.

2
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2. Relief for increases in value of stock-in-trade and work

in pnrogress

With a view to the rapid rise in the cost of raw materials due
to inflation, some relief was introduced by a statement of the
Chancellor of the Exchequer on 12 November 1974.

\
The original provisions have been changed several times and the
relief is now-governed by section 37 and Schedule 5 of the
Finance Act 1976. o

The main provisions of this relief may be summarized as follows:

An individual or corporate taxpayer engaged in a trade, whose
"closing stock value" (being the value of his trading stock

at the end of a period of account) exéeéeds his 'openi»g stock '
value" (being the value of his trading stock at the b.gyinning -

of that period) is entitled to relief (in the form of a deduction

in computing hkis trading income) of an amount equal to the increase

in stock value less 15 per cent (for corporate taxpayers) or
10 per cent (for individuals) of the relevant trading income
pf that period.

Application of this relief can be claimed by individual tax-

payers within two years after the end of the year of assessment
in which the accounting period ends. Corporate taxpayers must
claim within two years from the end of the relevant accounting

period.

If in a subsequent accounting period the closing stock value is
less than the opening stock value, the relief is recoupea by

way of a charge (addition to taxable income) egqual to the lesser
of the actual reduction in stock value or the amount of
urrecovered relief granted in previous years, A final charge

is made if the taxpayer ceases to carry on the relevant trade.
Provisions exist to prevent such recovery changes in respect of
unrecovered relief which was granted for the first two years of
the scheme (1973/74 and 1974/75) 6r in respect of relief granted
more than six years previously. /
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It should be noted that this relief is available, irrespective
of whether the increase in stock value is caused by a rise in
prices or bv an increcase in the auantity of goods in stock.
There are however important restrictions which limit relief
where stock values have been artificially increased.
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G. Comnensation of lossces

1. General outline

Firstly, losses may be set off against the total inr me
assessed for the year of loss, secondly they may be set against
the total income asscssed for either a previous year (for
companics) or the following year (for individuals) and thirdly,
any loss not so relieved may be carried forward and set against
income from the trade in which the loss was incurred. 1In each
case there are conditions that the claimant must be the person
that incurred the loss and must carry on the trade in the year
of relief.

2. Set-off against total income

The set-off described under the first and second heads is
provided by ICTA 1970, sec 168 for individuals and ICTA 1970,
sec 177(2) for companies.

Section 168 provides first for relief against an individual's
total income assessed for the year of loss, and second for
relief against the individual's total income of the following
ycar. However, hecause the trading income assessed for a given
year is normally based on the income arising in the precedihg
ycar, the relicf against incoﬁe assessed for the yecar of loss
will mean the loss is set'aqainst the actual income of the
trade for the nreceding year, todbther with any other income
assessed for the vear of loss (which may be either the actual

income of the year of loss or the income of the preceding year).
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3. Carry forward provisions

The carry forward provisions are laid down in ICTA 1970, sec
171 for individuals and sec 177(1) for corporate taxpayers.

As far as individuals are concerned this provision applies to
income from any trade, profession or vocation (not to employment
income) whereas for companies the relief is limited to trading
income. 1In both cases it is required for the carry forward to
apply that the taxpayer continues the same trade. Also, the
taxpayer must sct off the losses in the earlicest possible
accounting period in which profits are made and is not free

to spread the losses over the years as he thinks fit.

The requirement of a continuing trade impliés, inter alia, that
the relief is granted primarily to the trade as such rather
than to the taxpayer which is a clear distinction from the
system of most Continental Europcan countries. However, the
identity of the owner of the trade is also an important factor,
in that carry forward of losses i8 no longer granted if the
ownership of the trade changes hands, and also if the majority
ownership of shares in a company with accumulated losses changes
hands. The latter event is governed by ICTA 1970, secc. 483,
‘which provides that if within any three year period there is a
change in the ownership of the company and a major change in the
nature or conduct of a trade carried on by the company or if

at any time after the scale of the activities of the company has
become small or neqgligible and befBre any considcrable revival
of the company there is a change in ownership of the company,
there will be no relief for pre-change of ownership losscs
against post-change of ownership profits. Thero are extcensive
definitions of the terms "change of ownership" (inter alia,
where a single person acquires more than half of the company's
share capital, or wheretwo or more persons each acquire a
holding of 5 per cent or more and these holdings together

amount to morae than half the sharo capital) and "major change

in the nature or conduct of the trade". This provision is
mainly aimed at the sale of so-called "tax loss comp&hies".
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