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Looking back at the new legislation: 
a case of hidden opportunities 
by Rima Marlyn Trust & Consultancy Group

The new Dutch ‘claw back of foreign PE 
losses’ rule, which was expanded in early 
2007, requires careful planning to avoid 
double taxation
If a Dutch legal entity operates a foreign PE, any tax 

losses of the PE will in principle be tax deductible in the 

Netherlands. At the same time, the Netherlands exempts 

foreign PE profits from Dutch taxation as a matter of 

principle. The combination of these two main features 

is conflicting and requires a ‘claw back clause’ in case a 

foreign PE is loss making, then profitable, then loss making. 

The claw back clause in place says that in case a foreign 

PE has given rise to tax losses which have been deducted 

from Dutch taxable income in any given year, or will be tax 

deductible in the Netherlands thanks to the tax loss 

carry-over rules, any future foreign PE profit is not exempt 

from Dutch corporate income tax until and in as far as the 

old loss has been made up. 

This rule sounds simple and easy to implement, but knows 

many complications, most of which are outside the scope 

of this chapter. I should like to discuss one often occurring 

issue, however. When the foreign PE is converted into a 

foreign legal entity before the claw back rule becomes 

operational, a loophole may easily occur. The foreign PE 

losses have been deducted in the Netherlands but from 

the very moment the PE starts to be come profitable and 

is converted into a subsidiary, the participation exemption 

can be claimed on future profit distributions and the claw 

back rule would have been avoided. The Dutch Ministry of 

In order to attract foreign investors, the Netherlands has changed 
important parts of its corporate income tax legislation for the 
years 2007 and onwards. However, these measures needed to be 
‘budgetary neutral’, for which reason a number of new restrictions 
have been introduced either as of January 1, 2007 or during 2007. 
My contribution to this Handbook for 2008 will concentrate on the 
more or less ‘unexpected’ effects of these changes, which might 
be easily overlooked as they have not been discussed in Parliament 
during the legislative process at any length. Some of the new 
rules contain considerable hidden snags, others contain, equally 
unexpected, hidden opportunities. 
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Finance therefore considers conversions of foreign PEs into 

foreign legal entities a potential abuse of the claw back 

provision and has introduced an anti-abuse provision; article 

13c CITA, many years ago. This provision basically denies 

the participation exemption to subsidiaries which run a 

business which in the past constituted a foreign PE, in so 

far and to the extent tax losses of these PEs have not yet 

been compensated under the PE loss claw back provision.

Article 13c CITA consists of two ‘penalties’: in most cases the 

participation exemption is denied to future dividends paid on, 

or capital gains realised with, the shares in subsidiaries who 

run a former foreign loss making PE, up to the amount of the 

previous losses deducted in the Netherlands. But in case the 

new subsidiary is transferred within the group or its enterprise 

is disposed of, so future profits will not be brought back to 

the Netherlands in the form of dividends from or capital gains 

realised with a direct subsidiary, the entire amount of foreign 

losses, deducted in the Netherlands (or deductible in the 

Netherlands under the loss carry forward rules) is added back 

to the Dutch transferor’s taxable profits all at once. 

In early 2007, another ‘leg’ was added to this anti-abuse 

provision since it did not cover the situation whereby the foreign 

branch of a Dutch taxpayer was transferred not to a subsidiary 

of that taxpayer but to a second or further tier-subsidiary. 

This would seem to be a logical extension of the anti-abuse 

rule, but raises several issues: 

A first major question which comes to mind, is whether the 

entire anti-abuse rule, i.e. both the part already existing 

before December 31, 2006 and the new ‘leg’ added in 

2007, may cause a violation of the Rome Treaty, in case 

the conversion of the foreign PE into a legal entity has lead 

to the expiration of the loss in the PE country. From the 

viewpoint of the taxpayer, the tax system of two countries 

needs to be taken into account, not just the Dutch one. If 

a PE which has incurred losses is converted into a local 

legal entity, there is substantial risk that the losses will 

not survive this re-organisation. In such cases the Dutch 

anti-abuse rule, which tries to save the PE loss-claw back 

provision after the PE has ceased to exist, may well lead to 

double taxation: in the Netherlands, the old losses must be 

taken back (either immediately, or over time, depending on 

which of the two sanctions applies), whilst the losses have 

never reduced any foreign tax payments.

Unfortunately, the question of ‘what happens to the loss 

in the foreign country when a PE is converted into a legal 

entity’ has not been addressed at all during the Dutch 

legislative process. The Dutch Ministry of Finance looked 

at the position of the Dutch treasury only. In my view, any 

tax law that fails to take the foreign tax effects of certain 

transactions into account will not really help attract foreign 

investors at all, on the contrary.

Other than being ‘undesirable’ from the viewpoint of 

attracting foreign investors, the anti-abuse provision, 

including its recent extension, seems to be violating recent 

case law from the Luxembourg Court of Justice as well: tax 

rules which deny the deduction of foreign losses in the 

home country in case such losses can no longer be utilised 

abroad, were declared illegal in the Marks & Spencer case, 

even for foreign subsidiaries, let alone PEs.

Taxpayers are usually unlikely to seek litigation if they can 

avoid it, which creates demand for circumvention of the 

rules. In the case of this Dutch anti-abuse provision they 

might do so as follows:

a) by only converting the PE at the moment the PE losses have 

been compensated, both in the Netherlands and abroad. 

in the country where the PE profits arose (assuming the PE 

country allows for tax loss carry forwards); and

b) if the PE has only recently become profitable and 

current profits still fall considerably short of old losses: 

to convert the PE into a subsidiary and to cover the 

profits gap with a step-up for goodwill and/or hidden 

reserves in the PEs assets and liabilities.

There is of course no guarantee that any of these two 

solutions will be available to every taxpayer. In many cases 

the tax timing requirements may differ from their commercial 

counterparts, leaving the threat of double taxation alive.

Strangely enough, there is a third possibility which is only 

open to non-Dutch multinationals. They can convert a PE, 

held by a Dutch member of the group, into a legal entity 

which is, directly or indirectly, no longer owned by the Dutch 
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part of the enterprise. If the foreign PE is converted into a 

subsidiary of a non-Dutch group entity, the Dutch anti-abuse 

rule, which basically denies the participation exemption 

to future profits of the ex-PE continues to apply. But the 

continuation of the PE has not become a ‘participation’ 

of the Dutch division of the group, nor a subsidiary of a 

‘participation’ so the potential denial of the participation 

exemption brings nothing for the Dutch government. 

From the above it may be clear that even after the extension 

of the Dutch ‘Foreign PE loss claw back’ rule as effected in 

early 2007, situations of both double taxation but also of 

non-taxation (double loss deduction) will continue to arise. 

Non-Dutch multinationals will often be able to circumvent 

the rule in its entirety, realising a double loss deduction, 

whilst Dutch multinationals will often face double taxation. 

Clearly, the new rule has not been designed properly. It is 

incoherent, open to manipulation, discriminating against 

the multinationals of the country which adopted it and it 

may well violate the Treaty of Rome. 

A new and retrospective non-deductible 
interest trap upon the financing of genuine 
business acquisitions
Another new Dutch tax rule which is increasingly keeping 

tax payers and their advisers busy as it seems, at least in 

part, to have unexpected negative consequences, is the 

new provision, effective January 1, 2007, which may lead 

to non-deductible interest on loans taken up to finance the 

acquisition, from third parties, of new business in the form 

of share purchases.
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Prior to January 1, 2007, the Netherlands allowed for an 

interest deduction, albeit within certain ‘thin cap’ limitations, 

for loans which the Dutch taxpayer took up to finance the 

acquisition of operating subsidiaries from other businesses 

(genuine business acquisitions), under the basic idea that 

such acquisitions are always business driven, and therefore 

not artificial and therefore not abusive, so denying an 

interest deduction would make no sense.

The Dutch Ministry of Finance apparently changed its 

mind when taxpayers increasingly financed third party 

acquisitions from intra-group loans which were routed 

through tax havens: the interest was deductible in the 

Netherlands without any ‘corresponding levy’ in the country 

of the group entity which provided the money.

The Dutch Corporate Income Tax Act, since 1997, contains 

a listing of ‘tainted’ transactions for which interest 

deductions would not be available, severely limited or 

deferred in time. The transactions which were deemed 

‘tainted’ were intra-group refinancing transactions, without 

genuine business motives, like declaring but not paying 

out dividends (which then became interest bearing debts), 

unpaid capital contributions into foreign subsidiaries 

(with equal effect) and many more. Per January 1, 2007, 

an acquisition of shares in an entity which runs an active 

trade or business, from third parties, has been added to the 

‘tainted transactions’ of article 10a CITA.

I should like to stress that the new rule has been 

introduced without any ‘grandfathering’ provisions, so 

Dutch taxpayers face a need to take a close look at the 

financing of all of their historic acquisitions. Even when 

an acquisition was made in, say, 1983, and the intra-group 

financing thereof is still in place today, in part or in 

whole, the interest incurred by a Dutch group member on 

these loans or remaining loan parts may no longer be tax 

deductible in the Netherlands as from January 1, 2007 

onwards! There is also no transition rule, allowing 

taxpayers time to restructure their intra-group financing 

before the new rule kicks in: taxpayers must meet the 

new requirements (details below) as from January 1, 2007. 

Unfortunately, this new rule also does not seem to do the 

job of attracting more foreign investors to the Netherlands.

There are two ‘escapes’ to avoid the non-deductibility of 

interest in the Netherlands upon ‘tainted transactions’ as 

defined in article 10a CITA, now including the third party 

acquisitions. Non-deductibility will not apply, apart from 

the limitations caused by the thin capitalisation provisions 

(basically a debt to equity ratio of 300%), if the taxpayer 

demonstrates that he meets at least one out of two criteria, 

defined in art. 10a as follows:

a) ‘the transaction has been effected for bona fide 

business reasons’, or;

b) ‘the interest deducted in the Netherlands is effectively 

taxed abroad at a rate of 10%’.

Both requirements are somewhat vague and ambiguous, 

to phrase it mildly. The text is certainly not sufficiently 

clear and only the Parliamentary discussions on the new 

provision can help shed some light on what the Ministry of 

Finance has been trying to achieve here.

Firstly, there is Supreme Court case law in the Netherlands 

which – for tainted transactions of the past, holds that not 

only the primary transaction must be reviewed, but also any 

additional complementary transactions, such as the way 

in which the transaction has been financed. So a bona fide 

business transaction may still become a tainted one, in case 

it was financed ‘inappropriately’ (e.g. via tax haven entities).

Few people will argue that an acquisition of shares in an 

entity which runs an active trade or business, purchased 

from a third party, is not a bona fide business transaction; 

not even tax inspectors. Adding these acquisitions to the 

tainted transactions list nonetheless, seems to indicate that 

the Dutch Ministry of Finance wanted to make sure that the 

‘every step counts’ case law applies throughout, and was 

not just an incidental case.

According to the discussions in Parliament, tax haven 

financing is not always considered ‘abusive’ by the Dutch 

Ministry of Finance. If the tax haven entity is both a genuine 

group financing company, with sufficient ‘substance’, 

which has not been (re) capitalised by the group for the 

purpose of subsequently financing the acquisition by a 

Dutch group member, the use of tax havens can still lead 

to an acceptable ‘bona fide’ financing arrangement. So the 
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Ministry of Finance is in fact instructing its tax inspectors 

to bring to Court any financing arrangements from tax 

haven entities without substance, or in case they have 

been capitalised with a view towards financing the Dutch 

acquisition. The only escape for such uncertainties is the 

‘10% effective tax test’ discussed later.

The problems with the new provision go even further, 

however. What to do with acquisitions which were financed, 

by the group as a whole, from external loans? If these loans 

are routed through tax haven group companies, is the 

financing of the acquisition then still tainted? Until January 

1, 2007 there was no limitation to the interest deduction 

in the Netherlands if the group as such financed an 

acquisition by a Dutch taxpayer from external loans.

And the very Supreme Court which judged that every 

business transaction must analytically be split into its 

constituent parts (the sequence of the transactions 

themselves, but also the financing of each of the 

transactions), rejected this method in a case whereby the 

group itself had borrowed the money from outside, to 

effect a tainted transaction. In such a case, according to the 

Supreme Court verdict, it did not matter how the loans to 

finance the tainted transaction ended up in the Netherlands: 

via tax haven entities, or via loss making group entities so 

the interest income would not effectively be taxed abroad, 

or via foreign group companies with excess tax credits. All of 

this was no longer important, once it had been established 

that the intra-group loan corresponded with an external loan 

made by the group as a whole.

The extension of article 10a CITA to include genuine business 

acquisitions therefore very much looks like an attempt by 

the Dutch tax legislator to undo this ‘second’ Supreme Court 

case law. In my view it is doubtful whether this will succeed. 

Clearly there is now a conflict between the text of article 

10a (unaltered as regards the financing aspects, which are 

still not explicitly mentioned) and its meaning as derived 

from the Parliamentary discussions. The Supreme Court may 

therefore well continue its case law that as soon as the group 

has financed a tainted transaction, including a business 

acquisition, externally, the fact that the loans are routed 

through tax haven entities or through other group entities 

which pay no tax on the interest income received from the 

Netherlands, is no longer important. 

Taxpayers who do not want to take the risk (or the time to 

bring their case before the Supreme Court) have a rather easy 

way out: any foreign profits tax of at least 10%, under the 

second ‘escape’ of article 10a CITA, will ‘untaint’ any tainted 

or potentially tainted financing transactions. The interest will 

then be deductible in the Netherlands against its corporation 

tax rate (25.5% for 2007) which still may results in an ‘overall’ 

tax saving of some 15% if 10+% tax is paid abroad.

I must repeat that the bad news is that each and every 

acquisition done before January 1, 2007 must be thoroughly 

looked at again, to determine whether there is risk and if 

so, to refinance any loans still existing in the books of the 

acquiring Dutch entity per January 1, 2007 to make sure 

at least 10% tax is paid abroad on the interest receipt. 

There are pitfalls here as well; any ‘repair job’ which leads 

to 10+% foreign income tax on the interest received from 

Dutch group companies must be foreign tax, not some 

‘voluntary contribution to a foreign government’, e.g. by 

refraining from claiming certain standard tax deductions. 

Last but not least: Dutch real estate 
investment funds may fly high again
The third and last ‘somewhat unexpected’ outcome of recent 

Dutch tax legislation has to do with keeping income from 

passive real estate investments free from corporation tax. In 

my 2007 contribution to this handbook I already mentioned 

the new, favourable, rule that investments in passive real 

estate would be allowed to enjoy the benefits of the Dutch 

participation exemption if they would meet certain criteria. 

However, this part of the changes to the participation exemption 

was introduced at a very late stage of the Bill so my comments 

thereon had to be limited indeed: by the time of writing, only a 

broad outline of this new incentive was available.

By now there has been time to gain experience with the new 

‘passive real estate investments’ rule and – in combination 

with other changes to the participation exemption – it 

contains several peculiarities which I should like to share 

with you, also because the favourable ones should be 

qualified as ‘quite unexpected’.
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One of the new requirements is that the participation exemption 

will only be given to passive real estate exploitation subsidiaries 

if their assets consist for 90% or more of real estate. This 

implies that a subsidiary which runs an active trade or business 

and, next thereto, owns passive real estate, may risk being 

denied the participation exemption even though in principle 

both activities qualify for the exemption. A rather strange 

outcome and (again) a result of a hasty legislative process. 

Any real estate should preferably be put into a separate 

first tier subsidiary of the Dutch taxpayer but this may not 

be easy to achieve from a VAT or transfer tax viewpoint.

But the most important discovery I made, is a very positive 

one – by using a mix of the various changes to the 

participation exemption, an old and forbidden international 

tax planning technique, widely known as ‘Sarakreek’ 

structures, seem possible again. This is quite amazing 

since the Dutch CITA contains an ‘anti-Sarakreek’ provision 

in article 15ac which has not been removed per January 1, 

2007. We therefore now have a situation whereby a certain 

international tax planning technique (comparable to double 

dip financing) is caught under an anti-abuse provision 

(article 15ac CITA), whilst a slight change to the legal 

documentation which governs these structures, without 

altering any of their economics, will result in the exact 

result which article 15ac is trying to prevent. 

‘Sarakreek’ itself was a simple international tax planning 

tool which makes use of a specific aspect of the Dutch 

tax consolidation rules which differ entirely from other 

tax consolidation (see Exhibit 1) rules around. In a Dutch 

‘fiscal unit’ between a parent company and its wholly 

owned subsidiary, the subsidiary is deemed not to exist: its 

assets and liabilities and all of its other tax attributes are, 

for corporate income tax purposes, treated as assets and 

liabilities and attributes of its parent (full consolidation). 

This rule implies amongst others that transactions between 

two members of a Dutch fiscal unit are invisible in the 

Netherlands:

Under standard tax treaty articles like 7, par. 3, of the 

2000 OECD Model Tax Convention on Income and Capital, 

subject to certain ‘thin cap’ limitations, the foreign PE of 

BV2 should be allowed an interest deduction, incurred 

at the level of the head office, on the PE profits. But the 

corresponding interest income in the Netherlands is not 

visible for Dutch CIT purposes so BV2 would – absent 

article 15ac – be able to claim an exemption from Dutch CIT 

on the gross PE profits, i.e. before any interest deduction, 

leaving the interest earned on a large part of the equity of 

BV1 untaxed, at home and abroad. Article 15ac prevents this 

outcome, however by adding back the interest deduction 

when computing BV1’s PE exemption (remember: BV2 does 

not exist: BV1 has a PE in the Dutch CIT view).

A minor tweaking of the legal documentation which 

governs the foreign PE, as from January 1, 2007, allows for 

a new and interesting tax feature, usable for both genuine 

businesses conducted through foreign PEs and for foreign 

passive real estate investments owned by Dutch funds 

whose subsidiaries are made to qualify under the ‘real 

estate subsidiary’ test. This feature entails that foreign 

profits tax on both rental income from the real estate 

and the capital gain to be realised with the real estate at 

some future point in time, may be reduced via an interest 

Source: Rima Marlyn Trust & Consultancy Group

Sarakreek Exhibit 1
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deduction, based on tax treaty provisions, whilst the 

corresponding interest income remains untaxed in the 

Netherlands as it remains invisible under the fiscal unity rules.

So passive real estate investments which did certainly 

not qualify for participation exemption treatment prior to 

January 1, 2007, will now be allowed to enjoy the benefits 

of this exemption even if they do not meet the (also new) 

foreign 10% profits tax test for passive income elements, 

earned by subsidiaries of Dutch taxpayers. And the 

circumvention possibilities of art. 15ac CITA allow taxpayers 

to go well below 10% effective foreign income tax indeed!

The details of the new planning technique to avert article 

15ac CITA are beyond the scope of this contribution. At the 

time of writing, an advance ruling request has been sent to 

the Dutch ruling authority asking them to confirm that the 

alternative investment method will be treated under the 

participation exemption rules and thereby not under the 

branch profits exemption rules to which article 15ac CITA 

applies. By the time of publishing, it will be clear whether 

or not advance rulings will be available for these alternative 

structures. The first, unofficial, reaction from the Revenue 

Service (Ruling Team) has been positive.




