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Based on the description in Roomdoc #3 agreed in the Code Group meeting of 23 September 2010, the Commission services have prepared an initial evaluation of the measure against the five criteria in paragraph B of the Code of Conduct (grids). 
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Explanation
	Significantly lower level of taxation:

“Within the scope specified in paragraph A, tax measures which provide for a significantly lower effective level of taxation, including zero taxation, than those levels which generally apply in the Member State in question are to be regarded as potentially harmful and therefore covered by this code”

	The Hungarian general corporate tax rate is progressive. It is 10% for taxable income up to 500 million HUF, approximately € 1,750,000, and it is 19% for taxable income above 500 million HUF. As a result of the 75% exemption for interest income received from abroad, the first 2 billion HUF of such interest, approximately € 7,000,000, will be effectively taxable at approximately 2.5% instead of 10%. Any interest income received from abroad in excess of 2 billion HUF will be effectively taxable at approximately 4.75% instead of 19%. 
On that basis we consider that interest income received from abroad enjoys a significantly lower effective level of taxation than those levels which generally apply in Hungary.


	Criterion 1:
“whether advantages are accorded only to non-residents or in respect of transactions carried out with non-residents”

	1a) The 75% exemption is de jure only available if the interest is received from non-resident debtors. We would therefore suggest a tick (“V”) for criterion 1a.

1b) Following Group practice, on the basis of the tick on criterion 1a, the evaluation of criterion 1b follows the same reasoning. Predominantly transactions with non-residents benefit from the advantage of the 75% exemption. Therefore criterion 1b would receive a tick as well ("V")


	Criterion 2:
“whether advantages are ring-fenced from the domestic market, so they do not affect the national tax base”

	2a) The 75% exemption de jure does not apply to interest received from resident debtors. By not applying the 75% exemption to interest received from resident debtors, an internal mismatch situation has been avoided in which an interest payment was deducted from the HU tax base on the one side and 75% exempt from the HU tax base at the other. By limiting the measure to foreign interest income, HU has de jure protected its tax base against the base eroding effects of the measure.

We would therefore propose a tick ('V') for criterion 2a.
2b) Following Group practice, on the basis of the tick on criterion 2a, the evaluation of criterion 2b follows the same reasoning. On that basis we conclude that de facto, the domestic tax base has been protected. Therefore we would suggest a tick here as well ("V").


	Criterion 3:
“whether advantages are granted even without any real economic activity and substantial economic presence within the Member State offering such tax advantages”

	According to the standard practice for the evaluation of a measure against criterion 3, a measure is found harmful under  this criterion if there are no specific requirements with regard to real economic activities and notably any requirement with respect to employment obligations. Since the 75% exemption for interest income received from abroad does not require any substance in HU, as regards criterion 3 we would suggest a tick (“V”).


	Criterion 4:
“whether the rules for profit determination in respect of activities within a multinational group of companies departs from internationally accepted principles, notably the rules agreed upon within the OECD”

	The regime does not contain such features that would be relevant from the point of view of internationally accepted principles as referred to in criterion 4 of paragraph B of the Code. We would therefore propose a cross (“X”).


	Criterion 5:
“whether the tax measures lack transparency, including where legal provisions are relaxed at administrative level in a non-transparent way”

	We consider that the regime in question is transparent and would therefore propose a cross (“X”) for criterion 5.


Overall assessment

The regime could have the harmful effect of being exclusively attractive for outbound financing activities, both within and outside groups. These activities are extremely mobile and require very little or no substance. The harmful effect is caused by the erosion of the foreign tax base exclusively by favouring the granting of loans from Hungary to non-Hungarian borrowers. Also the measure does not seem to aim at nor be appropriate for avoiding international double taxation. Rather it seems to aim at creating partial international non-taxation. For an overall assessment we would therefore propose a tick ('V'). 
