
Communication concerning the decision of the Curia of Hungary
in administrative case nº Kfv.I.35.720/2015

No tax advantage can be retained if a transaction is carried out with the sole aim of obtaining a tax
advantage or if a transaction is dominated by the aim of obtaining a tax advantage.

In 2008, A.B., a foreign-based group of companies decided to acquire C.D., another foreign-based
group  of  companies.  In  December  2008,  a  Hungarian  limited  liability  company  (hereinafter
referred to as the Llc.), belonging to the group of companies C.D., came into the ownership of the
member companies of the group of companies A.B. During the period concerned, the owners of
the plaintiff have been some other members of the group of companies A.B. In compliance with
the decision of the head of the group of companies A.B., the plaintiff acquired the Llc. on the
basis of a contract dated 22 April 2009. The funds to support the acquisition were guaranteed by a
loan  provided  by  A.B.c.c.,  a  cash-pool  company  that  finances  the  activities  of  the  group  of
companies A.B. (hereinafter referred to as the cash-pool company). In October 2009, the acquired
company merged into the plaintiff. The outcome of the acquisition was a massive loss of capital in
respect of the plaintiff.

The  defendant  upheld  the  decision  of  the  first  instance  tax  authority  that  had  identified  tax
differentials  concerning  all  types  of  taxes  to  be  paid  by  the  plaintiff  for  the  2007/2008  and
2008/2009 financial years. The defendant stated that the acquisition of the Llc. had not qualified
as  a  loan,  but  it  could  rather  be  considered  a  capital  injection.  The  acquisition’s  economic
objective was to obtain a tax advantage by reducing the plaintiff’s profit before tax, which was
contrary to the provisions of section 2, subsection (1) of Act no. XCII of 2003 on the Rules of
Taxation (hereinafter referred to as the Taxation Act) and section 83, subsection (3) of Act no. C
of  2000  on  Accounting  (hereinafter  referred  to  as  the  Accounting  Act).  The  defendant  also
referred to points 1.36 and 1.37 of the OECD Transfer Pricing Guidelines (hereinafter referred to
as the Guidelines).

In its final judgement, the court of first instance found the plaintiff’s claim to be substantiated as
regards the transaction’s  qualification as  a  loan.  Proceeding upon the defendant’s  petition for
judicial review, the Curia upheld the final judgement.

The Curia established that the plaintiff had been a member of a multinational enterprise, however,
it had acted as a separate entity – covered by Act no. LXXXI of 1996 on Corporate Tax and
Dividend Tax (hereinafter referred to as the Corporate Tax Act) – within the group of companies.
The main principles of the international taxation of multinational enterprises are contained in the
OECD Model Tax Convention on Income and on Capital.

Points 1.36 and 1.37 of the Guidelines referred to in the defendant’s decision address the criteria
for the recognition of transactions actually carried out.  On the basis of these criteria,  the tax
authority is entitled to disregard the transaction structure used by the taxpayer upon entering into
the transaction if, for instance, a credit is granted in return for the payment of interests for the
purposes of investing into an affiliated company, but the investment should have had a different
structure with regard to the borrower company’s conditions under objective circumstances. In this
case, the tax authority is right to qualify the investment on the basis of its economic content,
which may result in treating the grant of credit as a capital injection. The characteristics of the
transaction originate from the legal relationship between the parties, rather than from customary
commercial terms, and it may follow that the taxpayer acted so with the aim of avoiding tax or
paying a reduced amount of tax (point 1.38 of the Guidelines).

The Guidelines cannot be considered as pieces of legislation, however, they should be taken into
account as a manual for the application of law, with particular regard to some of the criteria
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included  in  points  1.39  and  1.41  of  the  Guidelines.  According  to  the  latter  points,  affiliated
companies may conclude agreements of specific nature that are never or very rarely agreed on by
independent companies. The fact that independent companies carry out their transactions not in
accordance with a specific method may give reason to examine the economic rationale behind the
applied transaction structure in more detail, but it is not decisive in itself. In the assessment of the
rationale  behind  the  transaction  structure,  it  should  not  be  forgotten  that  the  transaction  in
question  had been  carried out  by a  multinational  enterprise.  On the other  hand,  it  cannot  be
disputed that multinational enterprises are managed by a central decision-making body, and the
legality of such decision-making mechanism cannot be contested on that ground.

The plaintiff was given the funds necessary for the acquisition of the Llc.  within a cash -pool
system. As a result of the operation of this cash-pool system, the loan booked in the plaintiff’s
accounts as assets has remained at the disposal of the group of companies as of 22 April 2009.
Since the plaintiff has been a member of the group of companies, the former has also been given
access to the loan amount. The defendant also disregarded the fact that the cash-pool company, as
a member of the multinational enterprise, had been operating as a separate entity.

By virtue of the rules on the functioning of cash-pool systems, the corporate tax base should be
modified  in  transactions  between  affiliated  companies  in  case  of  application  of  interest  rates
different from normal market interest rates in accordance with the provisions of section 18 of the
Corporate Tax Act. In the case of the plaintiff, the need for such a modification has not emerged.
Furthermore, the increase of profit before tax as defined in section 8, subsection (1), point j) of the
Corporate Tax Act should be done by thin capitalisation if the legal criteria are met. The plaintiff
complied with that requirement as well. Contrary to what was stated in the petition for judicial
review, the above elements are of importance, since the defendant re-qualified only one of the
potential pitfall elements of the functioning of a multinational enterprise to the detriment of the
plaintiff: the defendant esteemed that the interest-burdened investment should have had a different
structure under objective circumstances.

In its judgement no. Kfv.VI.35.575/2012/8, the Curia stated that “the conclusion of a contract or
transaction the parties to which solely or predominantly aim at obtaining mutual or unilateral tax
savings and indirectly cause damage to one of the subsystems of the State budget constitutes an
abuse of rights by virtue of the law” and that “no tax savings can be retained if a transaction is
carried out with the sole aim of obtaining a tax advantage or if a transaction is dominated by the
aim of obtaining a tax advantage”. With regard to these principles, the Curia did not accept the
argument put forward in the petition for judicial review concerning a casual link related to section
2, subsection (1) of the Taxation Act. The final judgement correctly pointed out that the series of
transactions – including those carried out at the level of the group of companies – did not contain
any element that lacked a reasonable economic justification or solely or predominantly aimed at
obtaining a tax advantage.

The defendant referred to point 1.37 of the Guidelines throughout the court  proceedings. The
provisions of the Guidelines and the relevant rules of the Taxation Act and the Accounting Act,
however, cannot be automatically applied, as the factual background of the legal case in question
has to be taken into account first. In addition, point 1.37 of the Guidelines – as formulated in point
1.36  of  the  Guidelines  –  includes  no  binding  provisions,  it  only  offers  the  possibility  of  a
diverging qualification. Consequently, the mere fact that a multinational enterprise invests into its
affiliated  company  by  lending  interest-burdened  money  to  it  does  not  justify  the  lawful
establishment of tax differentials.

Budapest, the 18th of July 2016

Administrative and Labour Department of the Curia of Hungary
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