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The New Double Taxation Agree-
ment Between Cyprus And Ukraine
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Andreas Neocleous & Co LLC

Elias Neocleous is a partner in Andreas Neocleous
& Co LLC and head of the firm's corporate and
commercial department; Philippos Aristotelous is a
partner in Andreas Neocleous & Co LLC.

Introduction

Following the dissolution of the Soviet Union in
1991 most of the newly independent states which
emerged adopted the Cyprus-USSR double taxa-
tion agreement which had previously applied to
them. Since then, new agreements have been ne-
gotiated between Cyprus and most of the countries
concerned, and the only countries to which the Cy-
prus-USSR agreement still applies are Azerbaijan,
Kyrgyzstan, Tajikistan, Uzbekistan and Ukraine.

Ukraine has now concluded its own agreement with
Cyprus. The Cyprus-USSR agreement had caused
controversy in Ukraine for several years, as popu-
list politicians claimed that it was far too generous
and was being abused by Ukrainian businesses as
a means of tax evasion rather than legitimate tax
mitigation. In 2007 both Cyprus and Ukraine an-
nounced that they had reached consensus on the
text of a new agreement but Cyprus did not sign
the new agreement and subsequently formally with-
drew its approval of it. In its policy note "Making
Ukraine Stronger Post-Crisis" dated March 2010
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the World Bank called for the elimination of what
it described as the preferential Cyprus-USSR agree-

ment, claiming that it was being abused.

Given the degree of political pressure and attention
focused on the agreement there were fears that many
of the benefits previously available to Ukrainian
businesses, which included zero withholding taxes
and favorable taxation of capital gains on disposals
of shares, would be lost as a result of the renegotia-
tion. These fears have not been realised, and the new
agreement between Cyprus and Ukraine, which was
signed on November 8, 2012, is taxpayer-friendly
and ensures that Cyprus will continue to be among

the most beneficial of Ukraine's treaty partners.

What Has Changed In The New Agreement

As would be expected given the time difference of
30 years between the Cyprus-USSR agreement and
its replacement, which is based on the 2010 OECD
Model, the wording of many articles has changed
to reflect the increased complexity of business to-
day. Nevertheless most provisions are substantial-
ly unchanged in their effect. The main changes of

substance are described below.
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Immovable Property

The new agreement elaborates and extends the defi-
nition of immovable property, which was previously
defined as whatever is recognised as immovable prop-
erty under the laws of the country in which it is lo-
cated. In the new agreement immovable property is
defined as including property ancillary to immovable
property, livestock and equipment used in agriculture
and forestry, rights to which the provisions of general
law respecting landed property apply, usufruct of im-
movable property and rights to variable or fixed pay-
ments as consideration for the working of, or the right
to work, mineral deposits, sources and other natural

resources. Ships, boats and aircraft are excluded.

The Cyprus-USSR agreement provided that income
from immovable property belonging to a resident
of one contracting state and situated in the other
would be subject to taxation only in the country
where the property was located. The new agree-
ment provides that such income "may" be taxed in
the country in which the property is located but
does not specifically exclude taxation in the coun-

try in which the taxpayer is resident.

The Cyprus-USSR agreement included income
from the sale, exchange or lease of property in its
definition of income from immovable property,
but the new agreement restricts the definition to

income from the use or letting of property.

Dividends, Interest And Royalties
One of the most notable features of the Cyprus-

USSR agreement, which was also the main basis

for criticism, was the complete elimination of with-
holding taxes on dividends, interest and royalties.
One of the main reasons for Cyprus's rejection of
the 2007 draft agreement was disagreement over
the level of withholding taxes. The new agreement
allows for the imposition of withholding taxes, but
at reduced rates. It should be noted that Cyprus
does not impose withholding taxes on dividends,
interest and royalties apart from royalties arising
from the use of intellectual properties within Cy-
prus, so the figures refer to Ukrainian withholding

taxes on payments to Cyprus residents.

Under article 10 of the new agreement withholding
tax on dividends is limited to 5 percent as long as
the beneficial owner is a resident in the other con-
tracting state and holds at least 20 percent of the
capital of the company paying the dividend or has
invested at least EUR100,000 in it. For investments
not satisfying these criteria the maximum rate of

withholding tax will be limited to 15 percent.

Under article 11, withholding tax on interest is lim-
ited to 2 percent. Any Ukrainian withholding tax
paid will be credited against the recipient's corpo-
rate income tax liability in Cyprus, so no additional

tax cost will result from the change.

Under article 12, withholding tax on royalties in
respect of copyright of scientific work, patents,
trademarks, secret formulas, processes or industrial,
commercial or scientific know-how is limited to 5
percent. For royalties in respect of literary or artistic

work, such as films, the limit is 10 percent.
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For all three categories of payment there is a signifi-
cant conceptual change: the Cyprus-USSR agree-
ment refers to the recipient of the income being a
resident of the other contracting state in order to
qualify for the treaty rates: under the new agree-
ment it is the beneficial owner of the income that
must be a resident of the other contracting state in
order to qualify for the reduced rates of withhold-
ing tax. This change in emphasis, from the recipi-
ent to the beneficial owner, is in line with the latest
OECD Model Convention and is designed to fore-

stall artificial avoidance schemes.

Elimination Of Double Taxation
Article 21 of the new agreement prescribes the

credit method of eliminating double taxation on

income and the standard OECD Model wording.

Exchange Of Information

Article 24 of the new agreement, which reproduces

article 26 of the OECD Model verbatim, is modi-

fied by a Protocol, which requires any request for

information to be supported by the following de-

tails in order to demonstrate the foreseeable rele-

vance of the requested information:

» The identity of the person under examination.

» A description of the information requested and
the form and manner in which the requesting
state wishes to receive it.

» The tax purpose for which the information is
sought.

» The reason for believing that the information
being requested is held by the contracting state

to which the request is addressed, or is in the

possession or under the control of a person within
its jurisdiction.

» The name and address of any person who may
hold the information requested, if known.

» A declaration that the provision of the informa-
tion requested is in accordance with the legislation
and administrative practices of the requesting
state and that where the requested information
is found within the jurisdiction of the state in
question, the relevant authority may obtain the
information according to its laws and according to
the terms of its ordinary administrative practices.

= Adeclaration that the state making the request has
exhausted all other reasonable means of obtaining

the information concerned.

Information will be provided only if the contract-
ing state requesting the information has reciprocal
provisions for providing information of the same

nature.

What Has Not Changed In The New

Agreement

Taxation Of Gains On Shares

One of the unique greatest attractions of the Cy-
prus-USSR treaty is its highly favourable provi-
sions regarding capital gains on disposal of shares,
including shares in "property-rich" companies, that
is companies whose assets principally comprise real
estate. Movable property including shares is taxable
only in the country of residence of the owner, and
since Cyprus imposes no tax on disposals of shares

except and to the extent that the gain is derived
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from real estate in Cyprus, Cyprus companies have
become an ideal means of holding real estate in
Ukraine, effectively allowing property to be dis-
posed of free of capital gains tax or transfer charges
by selling the shares in the company that owns the

property rather than selling the property itself.

While the OECD Model Agreement generally en-
visages gains from the disposal of shares in compa-
nies other than property-rich companies to be taxed
in the state of residence of the disponor of the shares,
for property-rich companies the contracting state in
which the property is located has the right to tax the
gain. It was widely assumed that this would be the
case with the new agreement but this fear has proved
to be unfounded. Gains on disposals of movable
property, including shares in property-rich compa-
nies, remain taxable only in the contracting state in
which the disponor is resident. Consequently there
is no diminution in Cyprus's great advantage as a
jurisdiction for indirectly holding Ukrainian prop-

€rty assets via corporate structures.

Entry Into Force Of The New Agreement

The new agreement will enter into force when Cy-
prus and Ukraine have exchanged notifications
that the necessary ratification procedures have been
completed and its provisions will apply to tax years
beginning from January 1 of the following calendar
year. Until then the Cyprus-USSR agreement will

remain in effect.

When voting took place on the draft law on rati-

fication in the Ukrainian parliament on 18 June

2013 the government failed to secure the requisite
majority for approval of ratification. The govern-
ment will now have to register a new draft law in

order to ratify the new double taxation agreement.

As noted above, in the interim period the Cyprus-
USSR agreement continues in force. This provides
even greater benefits (in the form of zero rates of
withholding tax) than the new agreement that will

replace it, so businesses should not be adversely af-

fected by the delay.

An Initial Assessment
Of The New Agreement

The loss of the zero withholding taxes on dividends,
interest and royalties was widely foreseen and could
be regarded as inevitable. The new rates are as low
as any available under Ukraine's other double taxa-

tion agreements and considerably lower than most.

The preservation of the highly beneficial arrange-
ments for taxation of property-rich companies is
excellent news, particularly given the widespread
expectation that they would be lost. It gives Cyprus
an enormous advantage as a jurisdiction through

which to hold real estate in Ukraine.

Many of the Ukrainian critics of the Cyprus-
USSR agreement focused on the perceived in-
adequacy of its exchange of information regime
which, so they alleged, gave Ukrainian entrepre-
neurs the means and opportunity to conceal in-
come and evade tax. It was feared that the new

agreement would give the Ukrainian authorities
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scope to engage in "fishing expeditions” based
on unsubstantiated reports and suspicions.
However, the Protocol to the new agreement is
explicit about the requirement to demonstrate
the foreseeable relevance of the information re-
quested and Cyprus's Assessment and Collection
of Taxes Law contains robust safeguards against
abuse of any exchange of information provi-
sions. Requests for exchange of information are
dealt with exclusively by the International Tax
Relations Unit ("ITRU") of the Department of
Inland Revenue, and exchange of information
may take place only via the ITRU: any direct
informal exchange of information between tax

officers is prohibited. A request for information

must make a detailed case for disclosure, with
the criteria set out in a lengthy legal document.
In effect, this means that the authorities request-
ing the information must already have a strong
case even before they request the information.
As a final safeguard, Cyprus's Assessment and
Collection of Taxes Law provides that no infor-
mation may be released to an overseas tax au-
thority unless the prior written consent of the

Attorney General is obtained.

In summary, the new agreement remains highly ad-
vantageous and Cyprus looks set to retain its place
as the predominant portal for international invest-

ment to and from Ukraine once it takes effect.
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