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Welcome  
  to the new  
business  
    reality
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Surging economies, strained infrastructures, aggressive 
tax audits and record levels of tax disputes: faced with 
complex challenges like these, tax directors need to take 
forward-thinking approaches to re-imagine their operations 
and re-shape their long-term strategies in response. 

As the world emerges from the most severe recession in 
decades, the desire of governments globally to rebalance 
their books and guard against future downturns has rarely 
been stronger. In many countries in the Middle East and 
South Asia (MESA) region, tax enforcement and reform 
are emerging as key components in the drive to create 
vibrant and stable economies.

At KPMG, one of our top priorities is helping our member 
firm’s clients manage tax transformation and innovation 
and position their businesses for future success:

•	 We	survey	tax	executives,	government	leaders,	
company directors and executives around the globe 
to discover the most pressing issues and gain their 
insights on optimal approaches in response.

•	 We	study	how	the	tax	functions	of	global	companies	
around the world are harnessing good practices and 
technology in order to manage this complexity and 
create value. 

•	 We	use	this	knowledge	to	develop	benchmarks,	
processes and frameworks that help tax functions 
implement comprehensive and practical solutions  
to complex problems. 

•	 We	work	with	policy-setters	and	tax	authorities	to	
help develop effective taxation systems and influence 
tax policies in ways that help meet fiscal objectives 
while helping businesses compete. 

As many of the articles in these pages show, companies 
with investments in the Middle East need to make 
transformation and innovation their highest priorities, 
and KPMG’s tax professionals can help guide the 
way. For example, KPMG’s framework for helping to 
ensure your company is prepared to defend against tax 
disputes is equally effective across the global spectrum, 
from simpler tax regimes to more sophisticated – and 
aggressive – audit approaches.

KPMG’s network of member firms aims to help you 
adapt and respond quickly to new risks and opportunities 
– and help give you a competitive edge. Our goal is to 
cut through the complexity of the new business and 
economic reality and deliver practical ideas and forward-
thinking approaches to help you position your business 
for future success. 



In brief
UAE & Bahrain’s double tax 
treaties – accessing the benefits

Many Middle Eastern countries are working 
on growing their networks of tax treaties 
to help domestic businesses expand 

internationally and to attract foreign investment 
to fuel their economic growth. Tax treaties 
entered across the region contain a variety of 
distinct features, some of which are unique 
to the region. Foreign companies who enter 
these markets should examine the specific 
clauses of any relevant treaties to determine 
where and how they should structure their 
investments in the region.
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UAE & Bahrain’s double tax 
treaties – accessing the benefits

Treaty issues involving Bahrain and United Arab Emirates 
(UAE) are particularly unique: Bahrain does not impose 
corporate income tax, nor does the UAE at the national level.  
However, all Emirates, within the UAE, have enacted 
corporate taxes through their own decrees, for now, these 
decrees are only enforced for foreign oil companies with 
exploration rights and branches of foreign banks. In most 
cases, the treaties of these two countries are most important 
for eliminating foreign tax on income from outbound activities.

Tax residency certificates
Given the limited tax regimes and lack of formal tax 
authorities in UAE and Bahrain, determining whether an 
entity is tax resident in these countries and thus entitled 
to treaty benefits can be difficult. In order to verify their 
entitlement to tax benefits in treaty countries, resident 
companies need to obtain tax residence certificates from 
the UAE or Bahrain finance ministries. 

For businesses set up under one of UAE’s offshore 
investment holding company regimes, tax residency 
certificates are simply not available. 

Accessing treaty benefits
The absence of taxation or enforcement in UAE and Bahrain 
raises questions on whether resident companies are entitled 
to access their tax treaty networks. The challenge to the 
ability to access these tax treaties is based essentially on 
three broad arguments:

1. ‘Liable to tax’ criterion in treaty residence articles

2. Lack of double taxation

3. Existence of tax treaty abuse.

1. ‘Liable to tax’ criterion
Many of the treaties of Bahrain and the UAE link the criteria 
for ‘residence’ with the entity being ‘liable to tax’ in the 
country. Tax authorities in some countries, such as Turkey, 
will accept the residency of an entity that is subject to tax by 
law, even if no tax is actually paid (e.g. if they are liable to tax 
at a zero rate for their first 50 years of establishment under 
the Dubai International Financial Centre regime). 

Other countries may accept a tax residency certificate 
(although tax authorities may also review the entity’s 
substance	and	beneficial	ownership	of	its	income).	Whether	
entities are liable to tax has been questioned perhaps most 
often by the Indian tax authorities, which led the UAE and 
India to drop the criterion on re-negotiating their treaty. In 
most of the UAE’s new treaty negotiations, ‘liable for tax’ 
clauses are being replaced by residence criterion based on 
‘place of incorporation or management’.

2. No double taxation
Some tax authorities may argue that since tax treaties are 
intended to eliminate double taxation, treaty access should 
be denied to the UAE and Bahrain entities since no double 
taxation can arise. However, there is a strong argument that 
the treaties’ main purpose is to encourage investment and 
so the lack of taxation in the UAE and Bahrain should not 
prevent treaty access.

3. Treaty abuse
Access to Bahrain and the UAE tax treaties can also be 
denied on the basis of tax treaty abuses, due to the inclusion 
of ‘limitation of benefits’ articles in some treaties. For 
example, the UAE-India treaty requires a UAE legal entity to 
have a ‘bona fide business activity’. Similar provisions also 
exist in the UAE’s treaties with Luxembourg, Belgium, Korea 
and other countries. Even where a treaty has no such abuse 
provisions, the tax authorities of certain countries, such 
as China, are evaluating potential treaty abuse under their 
domestic legislation or administrative interpretations.

The above issues are among the most common problems 
encountered for foreign entities attempting to access the 
benefits of Bahrain and the UAE’s tax treaty networks. 
Unique clauses in individual treaties may present other 
potential barriers to accessing treaty benefits. The lack of 
official translations of treaties into English or other languages 
can create further interpretational difficulties. For companies 
considering the optimal structure for their operations in the 
regions, close review of the specific terms of each relevant 
treaty is crucial.

Treaty issues involving Bahrain and United 
Arab Emirates (UAE) are particularly unique: 
Bahrain does not impose corporate income tax, 
nor does UAE at the national level.
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United States

L O O S E N S
exemption 
for sovereign 
wealth funds
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L O O S E N S
For sovereign wealth funds of the Middle East 

and other countries, beneficial proposed US 
rules designed to modernise the taxation 

of income of foreign governments could broaden 
the scope of relief for sovereign funds on their 
investments in the US. Although the proposed 
regulations do not officially take effect until they 
are issued in their ‘final’ form, the US Treasury has 
indicated that these proposals can be relied on 
currently. 

Sovereign wealth funds should consider 
the effect of these rules on their existing 
and future US investments. They should 
also revisit opportunities they may have 
passed up earlier to determine whether 
these changes might improve the 
investments’ prospects.

‘Hot dog stand’ trap 
eliminated
The US proposals, issued in September 
2011, provide a welcome exception for 
inadvertent commercial activities of a 
controlled entity. Under existing rules, 
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income from any commercial activity 
anywhere in the world conducted by 
a controlled entity would cause it to 
become a ‘controlled commercial entity’ 
(CCE), disqualifying the income of (and 
from) the entity from the sovereign 
exemption. To use a common example, 
even operating a single hot dog stand 
outside of the US would be enough to 
put the fund offside. 

This ‘all or nothing’ rule created 
significant traps for the unwary and 
often required inefficient tax planning or 
discouraged US investment altogether. 
The proposed regulations contain an 
inadvertency exception that allows a 
controlled entity that has gone offside 
to cleanse its operations or avoid CCE 
classification altogether. 

Safe harbour
The proposed regulations also contain a 
related safe harbour to avoid CCE status 
for inadvertent commercial activity. 
Under the safe harbour, CCE status 
can be avoided if the controlled entity 
passes two tests:

1. Asset test – The value of the assets 
used in or held for use in commercial 
activities may not exceed 5 percent of 
the total value of the entity’s assets 
for the tax year.

2. Income test – Income earned from 
commercial activities may not exceed 
5 percent of the entity’s gross income 
(as shown on the income statement) 
for the tax year.

To use the safe harbour exception, the 
fund would need to have written policies 
and procedures in place to monitor the 
entity’s worldwide activities.

Background – US tax treatment 
of foreign governments’ income
US tax law exempts from US federal income tax certain income earned 
by a ‘foreign government’ and by certain qualifying entities controlled by 
a foreign government that are organised in the sovereign’s jurisdiction. 
A controlled entity of a sovereign does not qualify for this relief if it 
engages in any ‘commercial activity’, even if the only commercial 
activity is outside of the US. Thus, a sovereign fund that is a ‘controlled 
entity’ under these rules is only eligible for relief if the entity is not 
engaged in any commercial activity as determined for purposes of 
these rules. Note that US tax law generally does not provide other 
forms of US federal tax relief unless the sovereign is eligible for US  
tax treaty relief. 

The US treats a foreign government as a corporate resident of its 
country for tax purposes. Thus, in the absence of the sovereign 
exemption or a favourable tax treaty, a sovereign wealth fund 
generally is subject to income tax on its investment income from 
US sources (i.e. ‘fixed or determinable annual or period income‘ or 
FDAP, which includes items such as dividends and interest) and on US  
business income (i.e. ‘effectively connected income’ or ECI). 

The tax exemption for foreign governments specifically applies to 
US-source FDAP income that is not treated as business income and 
does not extend to US business income. Thus, the exemption generally 
applies to dividends, as well as to non-business interest, rents and 
royalties. Capital gains, for example, from sales of US company shares, 
generally are exempt from tax under US domestic law (in other words, 
the exemption does not depend on the non-US persons status as a 
sovereign). Note that this general exemption from US tax on share 
gain does not apply to gain from a sale of shares of a US company that 
qualifies as a US real property holding corporation.  However, a foreign 
government may enjoy relief from US tax in such cases if its ownership 
of the US real property holding corporation falls below certain control 
thresholds.

This sovereign exemption is particularly important for Middle Eastern 
sovereign wealth funds because no Gulf Cooperation Council countries 
have entered into income tax treaties with the US.
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CCE status determined 
annually
The pre-existing guidance, introduced 
in 1988, did not set any testing period 
for determining the status of controlled 
entities. This lack of clarity created a 
spectrum of possibilities. Under one 
interpretation, even a single commercial 
activity would cause a controlled entity 
to remain a CCE forever. 

Under the proposed regulations, the 
CCE determination is made annually. 
The proposals clarify that a controlled 
entity will not be deemed a CCE for 
the current tax year simply because it 
engaged in commercial activities in an 
earlier year.

New commercial activity 
exceptions for partnerships
Under the temporary regulations, 
commercial activities of a limited 
partnership were attributable to its 
general and limited partners (except 
for certain interests in publicly 
traded partnerships). For sovereign 
wealth funds, this commercial 
activity attribution rule discouraged 

investment in the US because any 
ownership interest in a flow-through 
entity could render a controlled entity 
a CCE, even if the commercial activity 
is conducted several tiers below the 
sovereign wealth fund investment.

The proposed regulations create 
two new exceptions. Under the first 
exception, a controlled entity will not 
be a CCE solely because it owns an 
interest in a partnership that trades 
in stocks, bonds, other securities, 
commodities, or financial instruments 
for the partnership’s own account. 
Generally, this exception is intended to 
put partnerships on par with controlled 
entities in their ability to effect 
transactions for their own account.

The second exception states that 
a limited partnership’s commercial 
activities will not be attributed to a 
controlled entity that owns only a limited 
partner interest in the partnership. 
Briefly put, a limited partner’s interest 
is an interest that affords no rights to 
participate in managing or conducting 
the partnership’s business. This 
exception is expected to be helpful 

for sovereign wealth funds whose 
investments are subject to legal or 
practical restrictions.

Proposals welcome, but 
pitfalls remain
These proposals offer sovereign 
wealth funds opportunities to enter 
new investments or to make existing 
investments in a more straightforward, 
tax-efficient fashion. Despite their 
benefits, however, the existing and 
proposed rules are complex and 
detailed in their scope and application, 
and some significant pitfalls and traps 
remain. For example, even though 
the commercial activity requirements 
have been eased, certain indirect real 
property investments can still create a 
CCE determination. 

Sovereign wealth funds with US 
investments should examine their 
investments – past, current and 
future – to determine the impact of 
these proposals on their decisions and 
investment structures.

The second exception states that a 
limited partnership’s commercial activities 
will not be attributed to a controlled entity 
that owns only a limited partner interest in 
the partnership. 
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pains for 

Saudi 
Arabia’s 
withholding

 TAX
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The Kingdom of Saudi Arabia’s withholding 
tax has been in place since 2004, so it is 
understandable that the regime still suffers 

from growing pains. Companies with transactions 
affected by the tax can ease compliance issues by 
knowing which areas of the regime are problematic 
so they can anticipate and, if possible, avoid any 
withholding tax issues that might arise.

Saudi Arabia’s withholding tax applies 
at different rates on payments made to 
non-resident parties by a resident or a 
permanent establishment of a non-
resident from a Saudi Arabian source of 
income. For example, the withholding 
tax applies to any amount paid from 
within Saudi Arabia for services 
provided by a non-resident enterprise. 
Services are defined to mean anything 
done for consideration other than the 
purchase and sale of goods and other 
property. 

The consequences of failing to meet 
Saudi withholding tax obligations are 
severe. Late payments are penalised at 
a rate of 1 percent of unpaid tax for each 
30-day period following the due date for 
which the amount remains outstanding. 
Even worse, the Department of Zakat 

and Income Tax (DZIT) has the right to 
not issue tax and Zakat certificates for 
non-compliant businesses, which would 
prevent them from conducting further 
business in the country. 

1. Related-party settlements
Saudi withholding tax must be remitted 
within the first 10 days of the month 
following the month of payment to 
the recipient. For related parties, a 
withholding tax obligation does not 
only arise when an actual payment is 
made. The Saudi tax authorities have 
said that where remuneration between 
a resident payer and a foreign related 
payee occurs through settlement of 
debit and credit accounts instead of 
actual payment, withholding tax is 
payable upon payment or deemed 
payment (i.e. on clearance or settlement 

of accounts). The date of settlement is 
considered to be the date of payment 
unless the settlement is between 
related parties; in that case, it is the  
date of book entry. 

2. Broad interpretation of ‘source  
in Saudi Arabia’
According to the Saudi tax authority, 
payments for services performed fully 
outside the country are not subject to 
withholding tax – with some important 
exceptions. These include: 

•	 Where	technical	and	consulting	
services are provided to a Saudi 
resident entity.

•	 Where	a	Saudi	resident	entity	pays	
management fees to a non-resident 
entity. 

•	 Where	the	service	may	be	construed	
as being similar to technical and 
consulting services, such as research 
and study expenses, most types of 
advertising, and legal expenses.

This aspect of the rules is particularly 
costly for foreign companies doing 
business in Saudi Arabia’s burgeoning 
oil and gas and energy, procurement 
and construction industries.
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Top five Saudi withholding tax issues
Five of the most troublesome withholding tax issues for companies making 
cross-border payments in Saudi Arabia are as follows:

1.  Related-party settlements trigger withholding tax obligations.

2.  An overly broad interpretation of ‘source in Saudi Arabia’ catches certain 
foreign activities.

3.  For payments for technical services, different withholding rates for 
related vs. unrelated parties.

4.  Treaty-based reductions generally are only available by refund.

5.  New electronic filing and payment system is prone to errors.

Source: KPMG International, 2012.



Saudi Arabia’s tax treaty network 
is growing, and the country has 
signed agreements with over  
20 countries in Europe, Asia-Pacific 
and Africa to date. 

3. Technical services – different 
withholding rates for related vs. 
unrelated parties
Payments to non-residents for technical 
services generally are subject to a  
5 percent withholding tax rate. The 
rate jumps to 15 percent on payments 
for services from a branch to its head 
office or by a company to a related party 
(except for rent, royalties and dividend 
payments). 

As a result, withholdings on payments 
to related parties for technical services 
are subject to the higher 15 percent 
rate. Although one taxpayer has 
succeeded persuading the courts to 
agree that the 5 percent rate should 
apply regardless of the payer-payee 
relationship, the law and administrative 
practice are unchanged.

However, note that the tax authorities 
have confirmed in writing that rents, 
dividends and interest payments made 
to related parties would be subject to 
withholding tax at the 5 percent rate.

4. Treaty-based reductions only 
available by refund
Saudi Arabia’s tax treaty network is 
growing, and the country has signed 
agreements with over 20 countries 
in Europe, Asia-Pacific and Africa to 
date. The Saudi tax authority requires 
companies to withhold tax on all 
affected payments at the domestic 
rate and file a refund or credit claim to 

recover overpayments, even where a 
tax treaty entitles the payer to withhold 
at a lower rate. This process can 
create cash flow issues for taxpayers 
and administrative inefficiencies for 
taxpayers and the tax authority alike.

Companies have challenged this policy 
for securing treaty-based withholding 
tax breaks, and the tax authority has 
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At a glance – Saudi withholding tax rates

Management fees 20 percent

Royalties 15 percent

Payments against services to the head office or to a related 
party passenger cars and cargo vehicles

15 percent

Rent, consultancy or technical services, air tickets or airfreight 
or sea freight, international telecommunication services, 
dividends, interest on loans, insurance or re-insurance 
instalments

5 percent

Any other payments 15 percent

Source: KPMG International, 2012.



The Saudi tax authority introduced 
a new electronic filing and remittance 
system in 2011. Unfortunately, serious 
bugs remain in the system, creating 
significant potential for errors that are 
often difficult to correct.

opened the possibility to allow taxpayers 
to obtain advance rulings in order to apply 
tax treaty rates. Thus, one way to obtain 
the treaty benefit upfront would be to 
seek a ruling from the DZIT regarding the 
application of the treaty rates.

5. New e-filing system
The Saudi tax authority introduced a 
new electronic filing and remittance 
system in 2011. Unfortunately, serious 
bugs remain in the system, creating 
significant potential for errors that 
are often difficult to correct. Until this 
situation changes, companies are 
advised to make physical payments 
and obtain paper receipts. As 

noted, the tax authority issues tax 
compliance certificates to compliant 
taxpayers – and without this clearance, 
Saudi business registration can be 
disallowed.

Review contracts for 
potential withholding tax 
issues
The issues discussed above are just a few 
of the difficulties that foreign companies 
may encounter when dealing with Saudi 
Arabia’s withholding tax system. Other 
problems range from a lack of clarity 
over the nature of certain items for 
withholding tax purposes (such as air and 
freight forwarding costs) and resulting 

inconsistencies in interpretation. Advance 
rulings may be available but they may 
not be binding, and it can take a lengthy 
amount of time to resolve issues through 
the country’s tax objection and appeal 
process. 

Foreign companies doing business in 
Saudi Arabia should review their proposed 
contracts carefully to identify and mitigate 
any withholding tax issues. They should 
also secure local tax advice to help ensure 
all tax compliance bases are covered.
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Creating a taxable 
presence in the 

GCC  

evolving rules  
create complexity
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As Gulf Cooperation Council (GCC) countries work to globalise their 
economies, many of them are modernising their tax systems to 
help them compete for foreign capital. Global concepts endorsed 

by the Organisation for Economic Co-operation and Development 
(OECD), like the arm’s length standard for related party transfer prices, 
are being incorporated into some GCC tax laws, and tax treaty networks 
based on the OECD model convention are expanding rapidly.
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As part of this trend, many GCC 
countries have adopted the OECD’s 
permanent establishment guidelines 
to assist in determining whether non-
residents’ business activities have 
created a taxable presence in their 
countries. Most recently, Oman and 
Qatar adopted permanent establishment 
concepts through the introduction of 
their new domestic tax laws in 2010. 
Though foreign companies welcome the 
certainty of such rules, these concepts 
are new to some GCC tax authorities, 
and so these rules sometimes are 
applied inconsistently in practice. 

The article below features a summary of 
permanent establishment concepts and 
associated key tax issues of creating a 
taxable presence in some of the more 
advanced GCC country tax regimes.

QATAR
commercial registration 
required
In Qatar, the rules determining whether 
or not a ‘taxable presence’ is created 
have undergone some significant 
procedural changes since the country’s 
new tax code was introduced on  
1 January 2010.

Qatar’s new corporate tax system now 
imposes a flat 10 percent tax rate on 
almost all transactions – companies 
owned wholly by Qatari or GCC citizens 
remain exempt from corporate income 
tax. Qatar now requires every taxpayer 
who carries on an ‘activity’ or derives 

‘taxable income’ in accordance with 
Qatar tax law to register with the Public 
Revenues & Taxes Department (PRTD) 
and submit an application for a tax 
registration card. 

The PRTD’s strict enforcement of these 
new tax registration requirements 
has been somewhat offset by the 
introduction of new withholding tax 
rules. The withholding tax applies at the 
rate of 5 or 7 percent to amounts paid 
to non-residents (i.e. generally, entities 
without a Qatar tax registration card) 
where the activity is not connected with 
a permanent establishment in Qatar and 
where the services are carried out either 
‘wholly’ or ‘partly’ in Qatar.

Qatar’s withholding tax regime 
incorporates the OECD concept that 
entities have a corporate taxable 
presence in Qatar if they operate 
through a permanent establishment 
there. According to the OECD and Qatar 
tax law, a permanent establishment 
is basically a fixed place of business 
of an enterprise in a particular 
jurisdiction. Further, under PRTD’s 
current interpretation, one of the key 
requirements for creating a permanent 
establishment is the need for an entity 
to have a valid Qatar commercial 
registration. From a practical point of 
view, unless an entity carrying out 
business in Qatar legally formalises their 
business operations in Qatar (i.e. obtains 
a commercial registration), the PRTD 
generally would not consider the entity 
to have a ‘taxable presence’ in Qatar. 

So, even though a company may 
meet the legal Qatar tax definition of 
a permanent establishment, without 
the valid commercial registration that is 
almost always required to obtain a tax 
registration card, the company’s taxable 
presence could be denied, preventing 
it from filing a corporate tax return. 
Companies could find themselves 
exposed to withholding taxes as a result.

Withholding	taxes	may	result	in	
a higher overall tax burden for an 
international group, unless relief 
is available under one of Qatar’s 
extensive number of tax treaties. Most 
companies with businesses in Qatar 
may prefer to conduct their activities 
through a permanent establishment 
to take advantage of the 10 percent 
flat corporate tax rate applied to a 
business’s net profit as opposed to a 5 
or 7 percent withholding tax rate applied 
on a gross basis.

The revised Qatari tax law is still in its  
infancy, and there is little in the way 
of practice statements, interpretative 
decisions or other detailed formal 
guidance on the permanent 
establishment rules. The PRTD also  
sometimes makes subjective 
determinations in this regard. However, 
the PRTD is continually updating its 
processes and practices to comply  
with best practice where applicable,  
for example, by adopting OECD  
taxation principles. The situation is 
expected to become clearer as Qatar’s 
tax law evolves. 
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KUWAIT
no permanent establishment 
concept
When	it	comes	to	taxable	presence	
determinations, most GCC countries 
have opted to take up OECD principles, 
while Kuwait has become an outlier. 
Kuwaiti tax law has no ‘permanent 
establishment’ concept. Under 
practice developed by Kuwait’s tax 
authorities over the years, even a day’s 
presence in Kuwait of a foreign entity’s 
representative in connection with a 
business contract may create a taxable 
presence for the company.

A permanent establishment exemption 
may be available under one of Kuwait’s 
tax treaties. However, the application 
and interpretation of the treaties in 
Kuwait differs from their interpretation 
internationally and taxpayer disputes 
over permanent establishment 
issues are common. Before a 
company considers undertaking 
any contract or business activity in 
Kuwait, consideration of permanent 
establishment tax issues is critical.

SAUDI ARABIA
new definition creates 
uncertainty
According to the current Saudi tax law, 
resident capital companies (based 
on their foreign partners’ share) and 
non-residents who do business in the 
Kingdom of Saudi Arabia through a 
permanent establishment are subject to 
corporate income tax in Saudi Arabia at 
a rate of 20 percent.

A company is considered resident in 
Saudi Arabia if it is formed under the 
Saudi Companies Regulations or if 
its central control of management is 
situated within the Kingdom.

Companies that are wholly owned by 
Saudi nationals are subject to Zakat 
instead of income tax. Companies 
owned by Saudi and non-Saudi (and non-
GCC) nationals (‘mixed companies’) pay 
tax on the portion of income attributable 
to non-Saudi (and non-GCC) national 
entities and Zakat on the portion of 
income attributable to Saudi and GCC 
nationals. Nationals from countries 
belonging to the GCC (i.e. Bahrain,  

Kuwait, Oman, Qatar, Saudi Arabia 
and the United Arab Emirates) and 
companies fully owned by GCC 
nationals from these countries doing 
business in Saudi Arabia are subject to 
Zakat and not income tax.

Under Saudi tax law, the Saudi tax 
authorities will look to legal ownership 
to identify the shareholders of a Saudi 
resident company. In practice, when 
a GCC entity invests into a Saudi 
resident company, the tax authorities 
will ‘look through’ the entity and the 
related structure to identify the ultimate 
shareholders in order to determine the 
portion of income tax/Zakat payable. 

Saudi tax law defines ‘permanent 
establishment’ to include a permanent 
place of activity of a non-resident through 
which it carries out business in full or 
in part, including business carried out 
through an agent (referred to as an 
‘dependent agent’) whose responsibilities 
in Saudi Arabia may include: 

•	 negotiating	or	concluding	contracts	
on a non-resident’s behalf

•	 maintaining	a	stock	of	goods,	owned	
by a non-resident to supply to clients 
on the non-resident’s behalf.

The following places of business 
in Saudi Arabia are considered to 
constitute a permanent establishment 
there:

•	 construction	sites,	assembly	facilities	
and the exercise of supervisory 
activities connected with them

•	 installations	or	sites	used	for	
surveying for natural resources, 
drilling equipment and ships used 
for surveying for natural resources, 
as well as the exercise of related 
supervisory activities

Zakat in Saudi Arabia 
Zakat is an obligatory payment required from Muslims according to the 
Sharia (religious law) and forms one of the five pillars of Islam. In most 
Muslim countries, the payment of Zakat is left to the individual, but in  
Saudi Arabia, the collection of Zakat is governed by regulations. 

In Saudi Arabia, Zakat is assessed on Saudi and GCC nationals and on 
Saudi companies, which are owned by these individuals based on the 
equity interest in such a company as compared with foreign (non-GCC) 
participation. Generally, Zakat is levied at a fixed rate of 2.5 percent on  
the higher of adjusted profits or the Zakat base.



•	 a	fixed	base	where	a	non-resident	
natural person carries out business

•	 a	branch	of	a	non-resident	company	
that is licensed to carry on business  
in Saudi Arabia.

A place is not considered a permanent 
establishment of a non-resident  
Saudi Arabia if its activities there are  
restricted to:

•	 storing,	displaying	or	delivering	 
goods or products belonging to the 
non-resident

•	 keeping	a	stock	of	goods	or	products	
belonging to the non-resident for the 
purpose of processing by another 
person

•	 purchasing	goods	or	products	only	
for the purpose of collection of 
information for the non-resident

•	 performing	any	other	preparatory	or	
auxiliary activities in the interests of 
the non-resident

•	 drawing	up	contracts	for	signature	
with regard to credits (loans), delivery 
of goods, or provision of technical 
services

•	 performing	any	combination	of	 
these activities.

The definition has created question as 
to what exactly constitutes a permanent 
establishment under the new law. In 
response to a request from KPMG’s 
member firm in Saudi Arabia, the tax 
authority responded in writing as follows: 

If the entity has no permanent 
place in the Kingdom through 
which it conducts its activity 
wholly or partially, does not 
have an agent (dependent) 
in the Kingdom and is not 
licensed to conduct operations 

in the Kingdom, then the non-
resident entity would not 
be considered as having a 
permanent establishment in the 
Kingdom, and accordingly it is 
not required to register with the 
tax authority. However, amounts 
paid to the entity would be 
subject to withholding tax as a 
non-resident depending on the 
nature of the service provided.

OMAN
new permanent 
establishment definition 
adopted in 2010
A foreign company is subject to tax 
in Oman if it creates a permanent 
establishment in Oman. If not, the 
foreign company could be subject 
to withholding tax if it receives 
certain specified payments. In order 
to determine whether a permanent 
establishment exists for a foreign 
company in Oman, reference is also 
made to tax treaties if the foreign 
company is from a jurisdiction with 
which Oman has concluded a tax treaty.

New income tax rules that took effect 
on 1 January 2010 define ‘permanent 
establishment’ as a fixed place of 
business through which an undertaking 
carries on all or part of its business. 
It includes a place of sale, a place of 
management, branches, offices, factories, 
workshops, mines, quarries or any 
place for extraction of natural resources, 
building site, place of construction or 
an assembly plant. In addition, certain 
activities specifically are not considered 
to create a permanent establishment. 
(The pre-2010 income tax law also had the 
concept of permanent establishment but 
it was less well defined.)

Oman’s new tax rules also introduced 
a threshold for creation of a service 
permanent establishment. Under 
these rules, any foreign company that 
performs consultancy services or any 
other services in Oman shall be deemed 
to create a permanent establishment in 
Oman if it carries out such activities for  
a period or periods totalling at least  
90 days in a 12-month period.

Executive regulations to the tax law, 
which came into force on 29 January 
2012, further clarified what constitutes a 
dependent agent for Oman permanent 
establishment purposes. In the case 
of turn-key contracts, the practice 
of the Oman tax authorities is to tax 
the entire project, once a permanent 
establishment is deemed to exist 
on account of the onshore services. 
Oman’s tax authorities will accept that 
the permanent establishment should be 
taxed on the income from the onshore 
work only in cases where the offshore 
and onshore activities can be clearly 
distinguished and separated. 

Summary
In summary, when dealing with GCC 
tax systems, it is important to keep in 
mind the significant differences in their 
domestic laws. For foreign investors, 
differences in the various rules imposed 
by GCC countries related to the 
creation of permanent establishment 
are especially important. They should 
be examined closely to help ensure 
operations and investments in the GCC 
are established to access lower domestic 
tax rates and treaty benefits, and secure 
optimal tax treatment of the company’s 
activities in the region.
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Inve$tments in 

INFRASTRUCTURE 
due diligence 
blueprint

With their rapidly expanding economies and populations, 
the infrastructures of many Middle Eastern countries 
are under increasing strain. To sustain this pace of 

growth, infrastructure projects to build or expand power, utilities 
and transportation networks are critical. These improvements 
come with tremendous costs, and governments in the region are 
seeking to raise funds and access skills and know-how through 
partnerships with foreign private investors. In the Middle East 
and North Africa regions alone, one source estimates total 
infrastructure spending at more than USD1 trillion over a decade.1

1 Source: “Infrastructure and Employment Creation in the Middle East and South Africa”, MENA Knowledge and 
Learning	Quick	Notes	Series	No.	54	(World	Bank,	January	2012).
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Given these opportunities, foreign 
investors taking part in infrastructure 
development can earn substantial 
returns. But with lifecycles that run from 
15–20 years or more, these projects 
require extended commitments. From 
a tax, legal, business and political 
perspective, foreign investors need to do 
their homework and understand the long-
term implications of their investments.

Foreign ownership 
restrictions
Many Middle Eastern countries impose 
varying restrictions on the extent of 
foreign ownership of local businesses. 
Some countries impose no restrictions 
whatsoever while others may require 
certain projects to be undertaken in 
partnership with the government and/
or domestic entities. These restrictions 
can change over an investment’s lifetime. 
Understanding the country’s privatisation 
policies is important.

For example, in Oman, foreign 
companies can own 100 percent of a 
property for an initial period, but after  
4 years, the investor is required to list 
and sell shares of the project company to 
the	public.	While	the	investor	will	have	to	
give up ownership, the listing may help 
them improve overall returns by opening 
opportunities to earn premiums on the 
listed shares. The implications of such 
restrictions should be taken into account 
as part of investor’s strategic plan.

Concentration of ownership 
rules
Before bidding on any projects, 
determine whether the host country 
imposes any rules to restrict the 
concentration of ownership of certain 
industries. If you succeed in securing 
three or four major government 
infrastructure contracts in certain 
countries, you may be barred from 
bidding on new, possibly more lucrative 
projects – unless you give up control 
over current ones. These rules should be 
examined in the context of all upcoming 
projects in the country so you can keep 
your best investment choices open.

For example, in Oman, the electricity 
market share restrictions set by the 
Electricity Regulator limit the share of 
any licensee to no more than 25 percent 
of total domestic production capacity of 
licensed facilities generating electricity 
delivered into the grid.

Sole ownership or 
collaboration?
Where	the	choice	is	available,	due	
diligence investigations should assess 
whether the investment would be 
best made through a wholly owned 
enterprise or through a form of business 

collaboration.	With	a	consortium,	you	
relinquish a share of ownership and 
control. In return, you and your partners 
may be better positioned to bid for 
and execute the project based on your 
combined technical, marketing and 
financing strengths. 

Formal or flexible 
arrangement?
If a form of collaboration is the optimal 
choice, you must then assess whether 
to incorporate a formal joint venture or 
enter into a more flexible arrangement. 
Either way, the terms of the arrangement 

Investments in infrastructure – top 
questions for due diligence reviews
When considering foreign investments in infrastructure, some of the most 
important due diligence questions to ask include the following:

•	 	Do	foreign	ownership	restrictions	apply,	at	the	project’s	outset	or	later	in	
the project’s lifecycle?

•	 	Does	the	host	country	impose	concentration	of	ownership	rules	that	
could affect your ability to bid on future projects?

•	 	Should	you	take	on	the	project	as	a	sole	venture	or	collaboration?

•	 	If	collaboration	is	the	best	approach,	should	it	be	structured	as	a	formal	
joint venture or a more flexible arrangement? 

•	 	Have	potential	partners	been	appropriately	vetted,	and	are	confidentiality	
agreements in place with potential partners to address competitive 
concerns?

•	 	Have	geopolitical	risks	in	the	host	location	been	assessed	in	the	context	
of your company’s risk tolerance and appetite?

•	 	What	is	the	optimal	international	holding	company	structure	from	a	tax	
standpoint?

•	 	What	are	the	foreign	currency	and	financing	issues	that	need	to	be	
considered?

•	 	Have	all	tax	and	transfer	pricing	issues	been	considered	and	planned	for?

•	 	What	is	the	strategy	for	exiting	from	the	project,	and	have	all	wind-up	
costs and requirements been assessed?

•	 	Has	a	financial	model	been	developed	and	its	integrity	verified?

•	 	Are	the	effort	and	risks	involved	in	bidding	for	the	project	in	line	 
with anticipated returns?



need to be carefully considered and 
clearly specified in the related legal 
agreements.

Choice of partner
When	assessing	potential	business	
partners, usual due diligence involving 
the candidate’s capabilities, reputation 
and	financial	strength	are	key.	With	long-
term infrastructure projects, prospective 
partners should be vetted from a 
competitive standpoint as well. Your 
partner in bidding on one project could 
end up bidding against you on the next. 
While	your	own	due	diligence	may	give	
you insights into your potential partners, 
the same process could create privacy 
or conflict of interest problems down 
the road. 

During this exploratory phase, foreign 
investors should enter into binding 
confidentiality agreements to protect 
themselves accordingly.

Political stability and foreign 
investment protection
While	the	political	situation	appears	
to be calming across the region in 
general, pockets of conflict persist 
and the emergence of new conflicts is 
distinctly possible. Given the extended 
term of infrastructure projects, potential 
investors should assess the levels of 

geopolitical risk against their company’s 
risk tolerance and appetite. They should 
also look into what forms of foreign 
investment safeguards are available, 
either in domestic law or through bilateral 
investment protection agreements.

Holding company structure
From a tax standpoint, foreign investors 
should consider the optimal ownership 
structure based on the interests of 
each partner and shareholder. In 
certain situations, for example, where 
ownership of two projects is involved, 
a question arises as to whether the 
holding company should be established 
inside or outside of the country in which 
the project occurs. 

For example, the United Arab Emirates 
and Bahrain do not impose taxes and 
could be favourably considered for an 
overseas holding company structure. 
However, if there is a requirement 
in the project country for the project 
company to sell shares to the public 
during the project’s lifecycle, it would 
be necessary to re-incorporate in 
the project country prior to the sale 
of shares to the public. The costs 
and challenges associated with re-
incorporation should be compared with 
the tax advantages of incorporating 
overseas. 

Further, consideration should be given 
to the structure of companies to be 
formed for operations and maintenance 
(O&M) and management of the project 
company. The holding company’s 
location and structure should be 
decided before bidding on a project. 
Consideration should also be given to 
the country’s network of tax treaties.

Foreign currency issues
GCC countries do not impose any 
foreign currency restrictions. This 
opens opportunities for investors to 
review exchange rates, fluctuations 
and potential currencies for operations 
in order to optimise foreign currency 
management. Investors also need to 
consider the tax treatment of forward 
covers taken to hedge foreign currency 
exposures.

In a significant recent development, 
Egypt now requires Central Bank 
approval for large transfers of funds 
outside Egypt.

Financing the project
Consideration needs to be given to the 
extent of external financing, including 
equity bridge loans, that would be 
available at various stages of the project 
and the debt equity restrictions which 
may exist in a country’s tax laws; 

GCC countries do not impose any 
foreign currency restrictions. This opens 
opportunities for investors to review 
exchange rates, fluctuations and potential 
currencies for operations in order to 
optimise foreign currency management. 
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further, the implications and timing for 
conversion of shareholder loans into 
equity needs to be considered.

For example, Saudi Arabia imposes a 
withholding tax on interest payments. 
Further, in order for the project company 
to deduct interest cost (which is already 
subject to withholding tax), such 
interest cannot exceed 50 percent of 
the taxable profits (excluding interest 
income and interest expense).

In Oman, newly issued Executive 
Regulations to the Tax Law require that 
the debt-to-equity ratio not to exceed 
2:1 before a deduction can be claimed 
regarding interest on loans from related 
parties.

In Egypt, the required debt-to-equity 
ratio is 4:1. Interest deduction is 
limited to an interest rate that does 
not exceed twice the discount rate 
as determined by the Central Bank of 
Egypt. A withholding tax of 20 percent 
applies to interest paid to overseas 
parties by resident companies. 
However, interest on loans having a 
term of 3 or more years entered into 
by private sector companies is exempt 
from withholding tax.

Tax and transfer pricing 
issues 
Many of the MESA tax issues discussed 
throughout this publication are relevant for 
investments in infrastructure in the region. 
For long-term infrastructure projects, 
the bigger challenge is consistency of 
tax treatment throughout the life of 
the project. These issues should be 
considered at both the shareholder and 
company level. Foreign investors should 
pay special attention to tax issues  
arising from:

•	 transfer	pricing	rules	and	
documentation requirements

•	 thin	capitalisation	rules

•	 differences	in	accounting	and	 
tax treatment of certain items  
(e.g. depreciation)

•	 acceptability	for	tax	purposes	of	
certain accounting treatments 
prescribed by International Financial 
Reporting Standards (IFRS), for 
example, in respect of service 
concession arrangements and 
arrangements in the nature of lease

•	 tax	implications	of	returns	to	founder	
shareholders in terms of project 
development fee, technical services 
fee and management fees

•	 tax	implications	of	engineering,	
procurement and construction  
(EPC) contracts

•	 value	added	tax	(VAT)	obligations	
and the implications of government 
contracts	on	potential	VAT	recoveries

•	 new	VAT	laws	which	may	be	
introduced in the GCC

•	 the	availability	of	tax	incentives,	
holidays and exemptions and flexible 
tariff agreements

•	 the	ability	to	carry	forward	tax	losses	
incurred during the tax exempt period 
to the post exemption period

•	 withholding	tax	requirements.

Consideration should also be given to 
recouping costs incurred on failed bids 
from successful projects, for example, 
by way of a ‘project development fee’ to 
the founding shareholders. Keep in mind, 
however, that such fees may create tax 
issues in terms of creating a taxable 
presence and/or potential withholding 
tax obligations. For example as Kuwait 
follows source-based taxation principles, 
any development fee paid to developers 
could become taxable in Kuwait.

Planning your exit strategy
Even though your participation in the 
project could last for decades, you 
should take time to assess potential exit 
strategies, including capital gains tax 
implications. Saudi Arabia, for example, 
exempts from tax capital gains arising 
from sales of listed shares.

As part of the exit review, you should 
factor in winding-up costs, including 
the costs of environmental clean-up 
and decommissioning of plant and 
equipment. If your exit route involves 
going public for part of the holdings, 
you will need to consider listing 
requirements, corporate governance 
rules, and the composition of boards 
and audit committees.

In Egypt, capital gains arising from the 
sale of shares are not subject to tax 
as long as the seller (i.e. the ‘foreign 
shareholder’) is non-resident for tax 
purposes. 

Financial modelling
Such large projects require an elaborate 
financial model to be developed, 
incorporating the returns and cash flows 
during the project period and reflecting 
the various risks identified above. 
Independently verifying the integrity of 
the model is important as this would 
become the basis for the submission of 
the bid, negotiations with the customer, 
and agreeing terms with financial 
institutions willing to finance the project.

The big picture – risk versus 
reward
As a final step in this due diligence 
exercise, the founding partners should 
take a step back and carefully assess 
the effort and above-noted risks involved 
in making the bid against the potential 
returns.
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istorically, tax audits in the Gulf region have been often 
marked by inconsistency and uncertainty. Tax laws lacked 
important details, and inspectors relied on tax practices 

that evolved from year to year and differed in application from 
location	to	location.	But	things	are	changing	fast.	While	the	tax	
audit experience remains the same in some Middle Eastern 
countries, in many others, tax systems are being modernised 
and tax inspectors are upping their game. For foreign companies 
doing business in the region, being adequately prepared for tax 
inspections is more important than ever.



As tax rates across the region have 
fallen, tax authorities have increased 
the scope, sophistication and 
aggressiveness of their investigations. 
GCC countries apply different tax rules 
to domestic and foreign companies 
(except in Oman), and foreign 
companies are attracting the majority 
of the tax authorities’ increased focus. 
Tax inspectors are receiving specialised 
training in cross-border and international 
tax issues, allowing them to review and 
challenge treaty shopping and other tax 
planning strategies commonly used. 
They are also taking a more proactive 
approach to identifying non-compliant 
taxpayers, for example, by sharing 
information with customs officials and 
by pursuing new business registrants in 
the country.

Reduce audit risk with a tax 
health check-up
In the Gulf region’s diverse and quickly 
evolving tax audit environment, the best 
defence is to be well prepared, well 
organised and in complete control of 
your facts and issues. The move toward 
tax filings based on actual results makes 
it even more important for companies to 
thoroughly document their transactions 
and arrangements. 

Whether	a	company	is	new	to	the	region	
or is already doing business there, the 
company can position itself to meet 
tax audit challenges by undertaking a 
‘tax health check’ – a thorough tax risk 
exposure analysis that anticipates and 
addresses all possible questions and 
alternative arguments to determine 
whether all your bases are covered. 

Analysing the full scope of your tax risk 
exposure will help ensure that you:

•	 understand	why	transactions	or	 
tax positions were taken

•	 explain	the	technical	basis	of	your	
understanding

•	 support	your	assertions	through	clear,	
comprehensive documentation. 

When conducting a tax 
health check, some of 
the top tax risk exposure 
items to consider in  
the Middle Eastern  
context are:

•	 	local	documentation	and	
reporting requirements

•	 	transfer	pricing	policies	

•	 	onshore	versus	offshore	
allocations of profit

•	 	potential	creation	of	taxable	
presence

•	 	on-going	monitoring	and	
review of transactions and 
arrangements.

Local documentation and reporting 
requirements
Performing a health check can help 
you identify and organise existing 
documents and records, and indicate 
what additional documents you 
may need to have on hand. Before 
starting business activities in a 
country, companies should investigate 
the specific tax documentation 
requirements so they can maintain 
adequate books and records at the 
outset. 

For example, some countries in the 
region (such as Saudi Arabia) require 
tax documents and financial records to 
be kept and submitted in Arabic, which 
would be extremely difficult to create 
after-the-fact. Additionally, differences 
in the treatment of amounts reported 
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Deemed profit assessments falling 
from favour
Among other changes arising from tax reform and the heightened 
compliance focus, companies in the region are finding they are less able 
to take advantage of the deemed profit approach to tax assessment. 
A longstanding feature of many Middle Eastern tax regimes, deemed 
profit assessments are used to determine a company’s tax liability based 
on assumed profits. Generally, the company would file a deemed profit 
declaration for tax purposes (of, say, 10–15 percent), and the tax authority 
would assess its reasonableness, taking into account representations from 
the company and margins reported by companies in similar industries and 
circumstances. 

The concession is strictly administrative: by law, taxation in Middle 
Eastern countries is based on actual profits, supported by audited financial 
statements. Nevertheless, the deemed profit approach was commonly 
used throughout the region as a practical measure, especially for foreign 
companies engaged in single projects or otherwise limited business 
activities in the country. (Deemed profits are also assessed in some 
countries in cases of non-compliance.)

Recently, tax authorities have begun moving away from the deemed profit 
approach, seeking to have companies file tax returns on the basis of their 
actual profits. In Qatar, for example, deemed profit is no longer allowed as of 
1 January 2010 except in very rare special case situations. In other countries, 
deemed profit assessments are still allowed but in fewer cases – and they 
are being finalised at much higher rates (e.g. 30–40 percent). In the future, 
it is possible that the tax authorities could introduce a de minimis test to 
eliminate the deemed profit option for larger companies entirely.



for tax and accounting purposes (e.g. 
related to depreciation) can significantly 
affect a company’s tax position. 

Further, tax inspectors in some 
countries may wish to see all 
documents, while tax inspectors in 
other countries, including Egypt and 
Saudi Arabia, are more likely to conduct 
their review on the basis of samples. 
Companies need to manage their 
documentation accordingly.

Transfer pricing
As tax authorities in the Gulf region 
grow more sophisticated, they are 
sharpening their focus on cross-border 
transactions, and transfer prices are 
coming under increasing scrutiny. 
While	GCC	countries	generally	follow	
the OECD transfer pricing guidelines, 
there are some significant differences. 
For example, many countries have 
supplemented their transfer pricing 
rules with executive bylaws that 
disallow the deductibility of 15 percent 
of head office expenses and 10 percent 
of related party fees when these fees 
are paid to foreign parties.

Intercompany charges for materials 
are high on the tax authority’s radar. 
Companies should be prepared to 
show that their transfer pricing policies 
for material costs are in line with the 
OECD’s arm’s length standard. To 
ensure your transfer pricing policies are 
strong enough to withstand a challenge 
on audit, you should verify that:

•	 the	transfer	pricing	method	in	use	is	
recognised by the tax authority

•	 the	business	rationale	for	the	
method’s use is well documented

•	 the	method	is	consistently	followed	in	
practice. 

Onshore versus offshore allocation 
of profits
Tax inspectors in the Middle East are 
challenging treaty-based transactions 
on the basis of the allocation of profit 
between local and foreign entities. 
To guard against such challenges, 
contracts between parties dealing across 
borders should specify the domestic 

and foreign profit split, and the reasons 
underlying the allocation should be well 
documented. To verify that the allocation 
has been followed in practice, companies 
should ensure they obtain proper 
confirmation of sales from end users. 

Defending against taxable presence 
determinations
Companies should take special care to 
investigate what level of activity in  
a country can create a taxable presence. 
This determination varies greatly 
among countries in the Middle East. 
For example, Oman’s tax law and all 
Saudi tax treaties contain permanent 
establishment definition, while in Kuwait 
even a limited presence (e.g. without a 
fixed place of business) can create a tax 
reporting obligation.

To assess the level of in-country 
activity, tax inspectors are paying 
particular attention to the terms, 
conditions and cost arrangements 
set out in employment contracts. 
If an arrangement with a relocated 
employee is not properly structured, 
there is a risk that the arrangement 
could inadvertently create a taxable 
presence in the country of relocation. 

In some cases, secondment 
arrangements lead to creation of 
a permanent establishment for 
the foreign company’s seconded 
personnel. 

In order to help ensure tax deduction of 
employment costs, companies need to 
ensure their employees have entered 
into contracts with the right entity, with 
additional evidence to support the related 
salary payments. Timesheets and visas 
can also be used to substantiate the 
details of the employment.

On-going monitoring and review
As part of your tax exposure analysis 
program, completed transactions should 
be reviewed to help ensure they were 
properly implemented. Going forward, 
transactions and arrangements should 
be monitored to make sure they remain 
effective and continue to serve their 
intended purpose in light of business or 
regulatory changes. 
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Professional advisers – seek local 
knowledge, global reach
Given the varied requirements and sometimes subjective nature of tax 
inspections in the Middle East, understanding the local tax rules and how 
the tax authorities apply the law in practice is critical. Companies doing 
business in the region are well advised to engage local professional advisers 
with in-depth knowledge of the tax system and familiarity with tax authority 
personnel – advisers who can help you avoid missteps and optimise your 
local after-tax returns. Look for advisors who are versed in local tax laws, 
have strong working relationships with the tax authorities, and familiarity 
with the inner workings of the tax administration. 

Global companies expanding into multiple Middle Eastern markets should 
avoid picking different professional advisers in each destination. Engaging a 
global organisation with a strong network of local advisers can help ensure 
your tax affairs are in good shape in each location while ensuring your global 
tax obligations are managed with coordination and efficiency. They can 
also help you centralise your tax management systems and help you keep 
informed about local tax rate changes and other developments as they occur.



Are You Ready for a Tax Audit?
Compliance Requirements in Selected MESA Countries

Egypt Kuwait Oman Qatar Saudi Arabia

Language of tax books Legal books (e.g. journal No requirements for Tax filings accepted Tax filings accepted Tax books and records 
& records? entry book and inventory tax books and records; in Arabic or English; in Arabic or English; must be kept in Arabic in 

book) must be in Arabic. submissions (e.g. objections and appeals objections can also be the country and retained 
Analysis (e.g. general and registration forms, tax must be submitted in submitted in English. for 10 years.
subsidiary ledgers) may declarations, formal Arabic. Appeals must be 
be in English, although letters) must be submitted submitted in Arabic.
Arabic translation may be in Arabic.
requested. All contracts 
should be translated into 
Arabic.

Issues arising from Egyptian accounting Differences exist in Financial statements are Depreciation for Tax and Zakat returns are 
tax versus accounting standards are followed to income computed for tax prepared under IFRS and accounting purposes is prepared based on audited 
differences? compute net profit, which and accounting purposes tax returns are prepared calculated in accordance financial statements; all 

is the base for taxable (e.g. adjustments in tax in accordance with Omani with IFRS. Tax tax and Zakat returns must 
profits. declaration for provisions, tax law and current tax depreciation computed be filed together with 

Non-deductible costs 
include provisions and 
accounting depreciation; 
tax depreciation is 
deductible for income tax 
purposes.

unrealised foreign 
exchange gains or losses 
and tax depreciation 
rates).

authority practices. according to Qatari tax 
law.

audited Arabic financial 
statements. Saudi 
accounting standards 
must be followed and 
are acceptable for tax 
purposes as well. In the 
absence of a specific 

Used provisions are also 
deductible provided; the 
supporting documents 
are made available to the 

Saudi standard dealing 
with a matter, the relevant 
IFRS may be adopted. 
Differences between 

tax authority during the 
taxpayer’s income tax 
audit. 

accounting and tax 
treatment mainly involve 
depreciation, provisions, 
interest limitation, and 
loss carry-forward and 
disallowed expenses.

Tax registration Companies working Tax law does not define Where a non-resident Currently, there are no Where a non-resident 
requirements for non- in Egypt should be ‘non-resident’; in practice, company creates or such requirements under company creates or 
residents? registered with the corporate income tax only has an Oman taxable current Qatari tax law has a Saudi taxable 

Egyptian Tax Authority imposed on companies presence (permanent interpretation from the presence (permanent 
within 30 days from owned by non-GCC establishment), it is tax authorities. Qatari establishment), it is 
commencing activities  citizens and incorporated required to register with withholding tax may required to register with 
in Egypt. outside GCC; where the tax authority within apply to amounts paid to the tax authority, file 

Non-residents who are 
regarded as residents 
for tax purposes in Egypt 
maybe required to open a 
tax file in Egypt. However 
they will be liable to pay 
income tax at 20 percent 
on gross income in the 

company is tax-exempt 
(e.g. due to tax treaty, the 
company must register for 
tax and file an annual tax 
declaration to claim treaty 
benefits).

3 months from when the 
activity commenced.

non-residents (generally, 
those without a Qatari tax 
registration card) where 
activity is not related to a 
permanent establishment 
in Qatar and services 
are carried on ‘wholly’ or 
‘partly’ in Qatar.

annual tax returns and pay 
taxes within 120 days of 
financial year-end.

absence of the audited 
financial statement 
signed by an Egyptian 
auditor. 

Source: KPMG International, 2012.
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Are You Ready for a Tax Audit?
Compliance Requirements in Selected MESA Countries

Egypt Kuwait Oman Qatar Saudi Arabia

Special procedures A new permanent Tax law does not Omani tax law has defined Qatar’s tax authority Saudi tax law contains 
or treaty clauses establishment concept define ‘permanent the term ‘permanent requires every taxpayer to specific instances when a 
regarding creation of was introduced in establishment’; in establishment’ and set apply for a tax registration taxable presence may be 
taxable presence? Egyptian new tax law practice, a foreign out conditions for the card within 30 days of created, and is not time 

entity’s representative creation of a permanent commencing activity in specific. All of the tax 
in relation to business establishment. This Qatar. treaties signed by Saudi 
contract would create includes a dependent Arabia contain specific 
a taxable presence agent permanent permanent establishment 
in Kuwait; for certain establishment and a clauses and are in line 
income (e.g. royalties, service permanent with the domestic tax law.
management fees), the establishment. Treaty 
income is considered definitions of permanent 
taxable regardless of establishment generally 
any physical presence of are in line with OECD 
representatives. model treaty.

Where a taxpayer is 
incorporated in a country 
with which Kuwait has 
a tax treaty, the treaty’s 
permanent establishment 
provisions may be claimed.

Documentation to Under the domestic In the absence of a Whether or not a taxable Currently, a tax Registration with the tax 
prevent adverse tax law, the permanent treaty, even a single presence (permanent registration card is authority is required where 
taxable presence establishment is created day’s presence in Kuwait establishment) exists the key requirement to where a PE is created 
determination? from day one. However of a foreign entity’s is a question of fact. evidence the existence and obtaining a Zakat 

in the presence of a tax representative creates a Adequate documents of a permanent certificate. Alternatively, 
treaty, the provisions taxable presence. Where a should be kept to support establishment in Qatar. contractual arrangements 
of the double tax treaty treaty exists, a schedule of the taxpayer’s position should ensure that PE 
should apply. the number of each foreign that no permanent exposure is minimised 

employee’s days in Kuwait establishment exists; and/or provision for 
must be kept, supported by for example, due to responsibility and 
copies of passports, entry limited visits. These liability of taxes between 
and exit stamps and visas. could include details contracting parties is 
Employee travel must be of personnel visits adequately addressed.
linked to onshore services (including duration of 
invoiced to customer in stay), supported by  
Kuwait. time sheets and  

passport copies.

Transfer pricing OECD-based transfer The tax authority No specific transfer Qatar follows the OECD No specific transfer 
approach and pricing rules were is entitled to verify pricing rules apply principles for transfer pricing rules are in 
documentation recently introduced, but that inter-company/ other than in respect of pricing. Tax authority place. Saudi tax law 
requirements? have not yet been tested group transactions are thin capitalisation. The may impose ‘market requires related-party 

on audit; head office conducted on an arm’s tax authority reviews value’ on related-party transactions to occur at 
expenses are accepted at length basis. If not, transactions to determine transactions that it arm’s length; if not, related 
up to 7 percent of taxable the tax authority will whether they occur at deems are not at arm’s income may be taxed or 
net profit for foreign compare the transactions arm’s length, and may length. A substance over deductions disallowed. 
branches (provided with those of unrelated look through structures or form approach is used to Contemporaneous 
it excludes royalties, companies. In practice, transactions in cases of assess reasonableness of documentation, including 
interests, commissions the tax authority may perceived tax avoidance. transactions. agreements and invoices, 
and direct wages). arbitrarily disallow  should be maintained to 

A certificate confirming 
the balance of the 
overheads should be 
obtained from the head 

20 percent to 40 percent 
of the related party costs 
even where supporting 
documents exist.

support all costs.

office’s external auditor 
in order to deduct the 
overheads.

Source: KPMG International, 2012.
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Are You Ready for a Tax Audit?
Compliance Requirements in Selected MESA Countries

Egypt Kuwait Oman Qatar Saudi Arabia

Non-resident 20 percent withholding No withholding taxes; Foreign companies with 5 percent withholding Withholding tax applies at 
withholding tax tax on payments to under a system of tax no PE in Oman who derive tax applies on technical 20 percent on payments 
requirements? non-resident regarding retention, a tax amount payments from royalties, fees and royalties and to non-resident for 

royalties, interest, and is released to the R&D, management fees 7 percent on interest, management fees, 
services rendered abroad. beneficiary to whom it or use or rights to use commissions, and fees for 15 percent on royalty 

Non-resident income 
recipient is required to 
approach the Egyptian Tax 
Authority to get a benefit 
from the reduced rate 
under an applicable double 
tax treaty between Egypt 
and its foreign country 
in case of royalties and 
interests only.

is owed on presentation 
of a tax compliance 
certificate.

computer software from 
Oman, must deduct  
10 percent tax on gross 
income at source (with 
no deduction for related 
expenses).

intermediary, directors’ 
and other services 
performed in Qatar.

payments. Related 
party charges and 
other payments are not 
defined. Withholding 
tax applies at 5 percent 
for technical services, 
dividends, insurance, 
interest, air tickets 
and air and maritime 
freight and international 
telecommunication 
services.

Withholding tax If withholding tax may be Reduced tax treaty rates Any service that Withholding tax is Withholding tax rates 
issues or planning reduced by a tax treaty, cannot be applied to tax attracts withholding tax often a key risk area, as for royalties are reduced 
opportunities? the Egyptian payer should retentions. should have a separate Qatar imposes severe by Saudi tax treaties, 

withhold 20 percent of the agreement and not be non-compliance penalties and exemption from 
amount and the income paid as part of a lump- of up to 100 percent of withholding tax on interest 
recipient must apply for sum payment including the withholding amount is available in some cases. 
refund. services that do not not disclosed to the tax 

attract withholding tax, authority. Qatari tax law However, domestic tax 
if not, the tax authority allows for the application treaty rates must be 
could assess withholding of international tax applied in all cases and 
tax on the entire lump- agreements (Qatar application for refund 
sum payment. Treaty currently has over  made by non-resident.
provisions should be 40 tax treaties in place) 
carefully reviewed as they to minimise or eliminate 
may provide for either tax. An application for 
lower rates or a narrower approval must first be 
definition. made to the Qatar tax 

authorities to utilise this 
relief mechanism.

Existence of advance Tax law provides for No Advance rulings can be Advance rulings can be Non-binding advance 
compliance programs advance tax rulings obtained, although not obtained, although not tax rulings available on 
allowing taxpayers and advance pricing specifically provided in specifically provided in request.
to gain certainty agreements, but it is rare the legislation. the legislation.
over tax treatment of in practice to receive a 
transactions? ruling issued by the tax 

authority.

Selection of taxpayers Sampling; in practice, Universal Universal (2 or 3 years are Universal (generally an Sampling (based on results 
for audit – universal or all large taxpayers are usually assessed at the audit is performed in of initial assessment and 
sampling? included in audit sample. same time). conjunction with the tax desk audit).

assessment process. 
Back-dating of the audit 
period is also common 
practice).

Source: KPMG International, 2012.
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Are You Ready for a Tax Audit?
Compliance Requirements in Selected MESA Countries

Egypt Kuwait Oman Qatar Saudi Arabia

Evidence of Tax and customs Tax authority appears to Information is normally Information sharing does Tax authority has direct 
information-sharing authorities appear to be be sharing information obtained by the tax occur between the Qatar access to customs 
with other government sharing information for with Ministry of authorities from ministries. For example, documentation for 
departments or tax enforcing sales tax. Commerce to identify ministries and other commercial registration, imported goods; keep 
authorities of other taxpayers. government organisations required for all companies reconciled import records 
countries? and companies in respect incorporating in Qatar, to verify cost of imported 

of payments made to is used as a source of goods presented in tax/
foreign companies. investigation by the tax Zakat returns.
Documents such as tax authorities to ensure 
clearance certificate are compliance with tax 
also requested by the registration procedures.
Ministry of Manpower 
(before issuing work 
permits) and Ministry of 
Commerce and Industry 
(before liquidation).

Current and expected Additional tax law Introduction of A newly formed Large Qatar’s tax framework, New IT systems allow for 
future developments? reforms are expected. withholding taxes and Taxpayers Unit will introduced as of  electronic tax payments 

VAT are expected in the likely result in more 1 January 2010, is and system-based initial 
near term. attention being paid to relatively new, and a assessments; payers must 

assessments of large number of important register for a unique tax/
companies, albeit through future developments (e.g. Zakat file number.
a more efficient and VAT) are expected as the 
productive approach. country continues to align 

GCC countries, including 
Oman, are undertaking 

itself to international best 
practices.

studies to implement VAT 
with a current target date 
of 1 January 2016.

Other tax compliance – Tax law lacks detail With the issuance of new Qatar’s new tax law has Potential ownership 
risks? and thus is open to executive regulations, introduced increased or status changes 

the interpretation of tax audits are likely to penalties for non- should be reviewed to 
the tax authority; due be driven by rules and compliance. determine impact on tax/
to inconsistencies in regulations rather than Zakat status. Scrutiny is 
practice, foreign entities principles. increasing on the issuance 
are advised to local tax of investment license to 
advice. foreign investors. The 

practical application of 
certain aspects of the tax 
law creates uncertainty. 
Zakat issues are open 
to interpretation due to 
lack of formal laws and 
regulations in this area.

Source: KPMG International, 2012.
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FUTURE

MESA
F CUS

F CUS
IRAQ – open for business

 

After enduring years of conflict and 
economic sanctions, Iraq is making 
strides in its efforts to return to its 
pre-war prosperity. As its security 
improves and its stability increases, Iraq 
is undertaking massive reconstruction 
projects to restore its infrastructure and 
develop its economy. 

In fact, Iraq’s economy has been growing 
at an average rate of 4.5 percent for the 
past several years, and the country’s 
National Development Plan for  
2010–2014 committed USD100 billion in 
government spending on reconstruction 
and development projects over 5 years.1 

Priority areas include oil and gas, power 
and utilities, information technology, 
pharmaceuticals, biotechnology and 
health care, housing, and agribusiness.

Improving the legal 
framework
Foreign participation is vital to these 
efforts, and the Iraqi government has 
instituted a series of legal reforms, 
incentives and exemptions to 
facilitate foreign investment. Iraq’s 
National Investment Law, passed in 
2006, instituted a legal framework 
for protecting foreign and domestic 

investors. The Commercial Court of 
Iraq was established in 2010 to provide 
a specialised mechanism for handling 
disputes involving foreign investors. 
The Iraqi government is working with 
the	World	Bank,	the	United	Nations	
and other organisations to convert its 
over 175 state-owned enterprises into 
market-based companies.

Investment incentive regime
Unlike other foreign investment regimes 
in the region, Iraq’s regime applies to 
all investments except oil and gas and 
financial services companies.  

1US Department of State, Fact Sheet: Doing Business in Iraq, June 3, 2011.
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F CUS
LIBYA – back from the brink

Among other benefits, an investment 
license granted under this regime 
exempts the foreign investor from taxes 
and fees for up to 10 years, with the 
possibility of a 5 year extension. Import 
fees are waived for the first 3 years of a 
foreign investor’s commercial activities, 
and import fees for the next 3 years can 
be waived on items imported to expand, 
develop or update the initial investment 
project.

Also rare among countries in the region 
is Iraq’s lack of foreign ownership 
restrictions – offshore investors can 
hold 100 percent of an Iraqi company’s 
share capital. Foreign companies can 
establish an Iraqi company quite easily, 
with only a minimum capitalisation of 
USD1,000. Even though conditions are 
improving, Iraq’s regulatory framework 
can still be cumbersome and confusing. 
For example, the registration process 
can take anywhere from two to six 
months to complete if a security check 
is required. Companies expanding into 
the country can smooth their entry by 
seeking local advice to help navigate 
such regulatory procedures.

Licensing for oil and gas 
projects
Following over 30 years as a nationalised 
industry, Iraq has been opening its oil 
sector to foreign investment. In May 
2012, the country held its fourth round 
of competitive licensing bidding for oil 
and gas contracts. The first three rounds 

were for service contracts to expand 
existing oil production, while the fourth 
round targeted gas exploration. Each 
bidding round succeeded in raising 
significant foreign investment. 

Even though contract terms were 
tilted in Iraq’s favour in terms of state 
participation, production targets, 
taxes and royalties, the enormous 
size of Iraq’s known reserves won 
participation from several global oil and 
gas majors. Other important selling 
points were protection from pricing 
risk, comparatively lengthy contracts 
– 20 years for production service 
agreements, with a potential 5 year 
extension and 30 years for exploration 
agreements – and the ability to form 
relationships with the Iraqi authorities 
to facilitate access to future investment 
opportunities in the sector. 

Updating the tax system
As with other parts of Iraq’s regulatory and 
physical infrastructure, Iraq’s tax system 
has suffered from neglect over the past 
decades and is in need of modernisation. 
For a foreign company, Iraq’s tax system is 
relatively simple. Liability for tax depends 
on whether the company is doing 
business in or with Iraq:

•	 Companies	doing	business	in Iraq, 
such as signing contracts, receiving 
payments and performing services, 
have to register and pay tax. 

•	 Companies	doing	business	with Iraq, 
such as exporting materials to third 
parties, are not subject to Iraqi tax. 

With	no	thin	capitalisation	rule,	no	
international tax treaties, no tax on 
distributions of foreign profits, and 
no foreign currency controls, Iraq’s 
international tax system remains 
underdeveloped and its tax authorities lack 
experience in dealing with non-residents. 
Nevertheless, Iraq’s general corporate 
tax rate is 15 percent, and income from 
limited liability companies and joint stock 
companies is taxed at a fixed rate of  
15 percent (the corporate income tax 
rate for oil and gas and related industries 
is 35 percent). Because Iraqi tax rates 
are low and the potential for profits 
from investment in Iraq is high, many 
companies are willing to accept a higher 
level of tax risk. 

Further, Iraqi tax inspectors are usually 
quite open and approachable, and they 
are often willing to give companies 
some comfort on proposed tax positions 
through non-binding written opinions.

In the future, Iraq’s tax and regulatory 
regimes are expected to undergo 
additional reforms designed to 
internationalise the country’s economy. 
As revenues from oil and other 
sectors continue to fuel the country’s 
growth, there is little doubt that Iraq 
will continue to rise as a destination of 
choice for international investors. 
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After 42 years of autocratic rule, 
Libya is undergoing a remarkable 
transformation toward becoming a 
functional, representative democracy. 
As the difficult transition unfolds, 
Libyans are working to expand their 
economy and attract international 
investment to develop their extensive 
oil and gas and mineral resources and to 
improve	their	infrastructure.	With	its	rich	
history, diverse landscapes, and central 
Mediterranean location, Libya is also 
aiming to cultivate its tourism industry.

Modernisation of the country’s tax regime 
is crucial to attracting new investment, 
and recent years have seen Libya’s tax 
regime change for the better. Based on 
the outcome of the June 2012 elections, it 
seems likely that Libya will continue on its 
current path toward more business- and 
investment-friendly tax policies.

Currently, non-residents can carry on 
business in Libya through a branch 
or a domestically registered Libyan 
company. Branch profits on income 

earned from Libyan activities in Libya or 
offshore are subject to income tax at an 
effective rate of 24 percent. No value 
added tax, withholding taxes (except 
on employee remuneration) or transfer 
pricing rules are currently in place. The 
top personal tax rate is relatively low, at 
10 percent. Formal exchange controls 
exist but, in practice, they can usually 
be avoided. On exit, profits can usually 
be repatriated from Libya tax-free with 
government approval.



Further, branches of foreign companies 
can only be formed to conduct specific 
activities in the oil services, industrial, 
environmental, power and utilities, 
information technology and other high-
priority	sectors.	Wholesale	and	retail	
trading activities must be conducted 
through wholly owned Libyan entities, 
while investment authority approval is 
required to open hotels and factories.

Many foreign investors choose to enter 
joint ventures or joint stock companies 
with Libyan resident countries.  
A minimum investment of LBY1 million 
is required, and the foreign ownership 
is	limited	to	49	percent.	While	joint	
ventures are highly regulated and the 
numbers of local joint venture partners 
may be limited, this option can present 
certain advantages, for example, when 
bidding for government contracts.

Foreign investors can also choose to set 
up operations in one of Libya’s offshore 
free zones. These zones are intended 
to foster the development of exports, 

revenue, and manufacturing facilities. 
Among other benefits, investors in free 
zone activities gain free repatriation 
of capital and profits, exemption from 
exchange controls and monitoring, 
continued exemptions on reinvested 
profits, and expedited business 
establishment processes.

In 2010, Libya introduced a series of 
new measures to encourage foreign 
direct investment and trade in its 
agricultural, tourism, services, industrial 
and other sectors. Among these 
incentives, eligible projects can enjoy 
a 5 year income tax holiday, which can 
be extended for an additional 3 years 
in certain conditions, and any losses 
arising during the tax-exempt period can 
be carried forward to later years. 

While	many	features	of	Libya’s	tax	
law are beneficial, dealing with the 
tax administration itself can present 
difficulties. For example, Libya has no 
well-defined concept of tax residency, 
and even a minor level of business 

activity in the country could be enough 
to attract Libyan tax. Tax filings are 
based on tax declarations, with deemed 
profits based on commercial activity, 
and so the ultimate tax cost can subject 
to a certain amount of subjectivity and 
uncertainty.

Additionally, decades of high taxes and 
autocratic rule have created a deeply 
entrenched culture of tax evasion, and 
Libya will need to reverse this trend 
to keep its tax rates low. Rather than 
focusing strictly on enforcement, 
however, there is optimism that Libya’s 
new government will decide to maintain 
its competitive tax rates and encourage 
broader tax compliance by giving Libyans 
confidence that their tax dollars are 
being well spent in their best interest. 
Improving the transparency, clarity and 
certainty of its tax administration will be 
an important step in this direction.

EGYPT – red tape ties up treaty  benefits
F CUS
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Now that Egypt’s new government is 
up and running and political stability 
has returned, a wealth of foreign 
investment opportunities are available 
in a variety of sectors, from the oil and 
gas and construction industries  
to consulting and technical services. 
At 25 percent, Egypt’s highest tax rate 
is competitive, and global companies  
can gain additional tax benefits 
through Egypt’s network of over 
50 tax treaties, many of them with 
European nations. 

However, current policies of Egypt’s 
tax administration create significant 
obstacles for non-resident foreign 
companies seeking to benefit from  
the treaties’ withholding tax breaks. 
Such red tape in the tax system creates 
additional costs for companies doing 
business in the country and could 
diminish Egypt’s appeal to foreign 
investors.

Tax decree requires full 
withholding, regardless of 
treaty
In December 2009, Egypt’s former 
finance minister issued a decree requiring 
that, regardless of the terms of a treaty 
between Egypt and another country, 
Egypt’s usual 20 percent withholding 
tax rate be applied to all interest and 
royalty payments made to non-residents. 
Non-residents would now have to apply 
to the tax authority to secure a reduced 
withholding under a treaty and apply for a 
refund of the tax overpaid.

In many countries, treaty-based 
withholding tax reductions can be applied 
when the payment is made, as long as the 
payer can show that the payment qualifies. 
Under the Egyptian decree, the procedure 
for applying for treaty-based refunds after-
the-fact is cumbersome and processing 
times for tax refunds are lengthy. 

Where	services	are	rendered	by	non-
resident entities, the Egyptian tax 
treatment would be as follows: 

•	 Where	a	tax	treaty	exists	between	
Egypt and the country of the non-
resident service provider:

•	 If	the	service	was	completely	
rendered by the non-resident 
provider outside Egypt, no Egyptian 
withholding tax would apply on the 
service fee.

•	 If	the	service	was	rendered	by	
the non-resident provider in Egypt 
and the service would create a 
permanent establishment for the 
provider in Egypt under the terms 
of the treaty, then there would be 
two alternatives:

i. the service recipient must 
withhold 20 percent on each 
gross payment made to the  
non-resident provider, or 



ii. the non-resident must register as 
a legal presence in Egypt, prepare 
audited financial statements, file 
annual income tax returns and 
pay Egyptian income tax at  
20 percent on net taxable income 
up to EGP10 million per year and  
25 percent on net taxable income 
in excess of EGP10 million 
per year; the service recipient 
could then withhold 2 percent 
from each invoice issued by the 
provider, who would be entitled 
to offset the withheld amount 
against its income tax liability in 
its annual income tax return. 

•	 If	the	service	is	rendered	by	the	
non-resident provider in Egypt 
but no permanent establishment 
is created under the treaty, no 
Egyptian withholding tax applies 
on the service fee.

•	 If	there	is	no	tax	treaty	between	
Egypt and the country of the service 
provider, 20 percent withholding tax 
would apply, regardless of whether 
the service was rendered inside or 
outside of Egypt.

In practice, on receiving services in 
Egypt from non-residents, companies 
often simply apply withholding tax at the 
20 percent rate without reviewing the 
relevant contract to determine whether 
a permanent establishment exists. 

Companies can then find themselves 
on the hook for the underpaid tax, which 
is an unfortunately common cause of 
dispute between Egyptian companies 
and foreign service providers. Such 
disputes arise because the tax authority 
will collect an amount in dispute from 
the payer, who may be unable to recover 
the amount from the non-resident 
recipient. 

Free-zone entities are not obliged to 
make withholdings on payments to non-
resident recipients. Rather, the payer 
is obliged to provide the tax authorities 
with a list of its non-resident payment 
recipients, and the tax authority itself 
will attempt to collect the tax (either 
directly or via the tax authority in the 
recipient’s home country). 

If the non-resident’s services in the free 
zone create a permanent establishment 
there, then the domestic withholding 
tax at 2 percent will apply. Contracts 
between free-zone entities and non-
residents should be carefully reviewed 
to identify and avoid permanent 
establishment issues. 

Dealing with withholding  
tax issues
To help avoid these problems, contracts 
with non-residents can include tax 
clauses under which the non-resident 
agrees to receive payments from 
companies on a net basis. This strategy 

ensures amounts are properly withheld 
while eliminating the need to apply 
for withholding tax refunds from the 
Egyptian tax authority. Under this 
approach, the service recipient would be 
required to gross-up the payment and 
calculate and remit the withholding tax 
to the tax authority within fifteen days 
following the month of payment.

Streamlining tax 
administration to improve 
competitiveness
With	Egypt’s	new	government	still	
settling in, it is too early to tell what 
measures it will take to enhance the 
country’s attractiveness to foreign 
investors. More tax rate reductions, 
incentives and exemptions to 
encourage foreign investment could 
soon be under review. One way 
the country could improve its tax 
competiveness quickly and relatively 
cheaply is by reducing red tape in the 
country’s tax administration, among 
other things, by easing and expediting 
procedures for achieving treaty-
based withholding tax reductions and 
processing refund requests.

F CUS
SOUTH ASIA  – tackling low compliance 
through tax reform 

Culturally, economically and from 
a tax perspective, the countries of 
South Asia are a diverse group. Most 
countries in the region have taken steps 
to become investment-friendly, with 
few restrictions on foreign investment 
or	the	repatriation	of	capital.	While	
political stability in the region is uneven, 
there are a host of potentially lucrative 
opportunities for investments in a 
range of sectors, including textiles, 

mining, tourism, financial services and 
telecommunications.

Tax systems of South Asian countries 
are at varying levels of development, 
which can create distinct tax issues 
for companies doing business within 
their borders. Nevertheless, rising 
globalisation of businesses and the 
need to increase compliance and 
collections are common factors 

underlying tax policy and compliance 
issues for these countries. 

Some of the most important tax 
developments for foreign companies 
investing in Pakistan, Bangladesh and 
Sri	Lanka	are	summarised	below.	We	
also offer a glimpse of Afghanistan’s 
efforts to set the stage to compete for 
more foreign investment as its political 
stability recovers.
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Pakistan – tax collection challenges
Unlike many MESA countries, 
Pakistan’s tax system is based on 
self-assessment. The regime was 
introduced in 2001, and it has been 
significantly improved over time. In 
the recent past, however, a spreading 
culture of tax evasion has made it 
increasingly difficult for the government 
to collect taxes due. The situation has 
caused the government to increase 
borrowing, reduce development 
spending, and cut services to citizens. 

To improve tax compliance, Pakistan 
is investigating ways to broaden its 
tax base and boost collections. These 
measures include reducing certain 
taxes, amending the country’s sales 
tax, and committing to gradually 
eliminate all taxes except its income 
and sales taxes. According to 
Pakistan’s Finance Minister, these 
and other measures are expected to 
increase tax collections by 25 percent 
in 2012-13 over the previous year.3 

Like most other tax authorities 
worldwide, Pakistan’s tax authority 
is also focusing on cross-border 
taxation, and particularly transfer 
prices, to protect its tax base and 
increase its share of tax revenues. 
The tax authority is challenging 
companies’ transfer pricing practices 
through aggressive interpretations of 
the permanent establishment clauses 
of Pakistan’s extensive network of 
over 60 tax treaties.

Bangladesh and Sri Lanka – expanding tax bases
Bangladesh and Sri Lanka have similar 
tax systems, and they are grappling 
with similar tax issues. Like Pakistan, 
both countries struggle with low 
tax compliance and they are taking 
steps to increase collections and 
enhance the effectiveness of their tax 
systems. For example:

•	 Bangladesh	has	improved	its	tax	
administration by enhancing 
taxpayer services, introducing an 
electronic tax filing system, and 
adopting new compliance incentives 
such as tax cards and certificates. 

•	 Sri	Lanka	has	reduced	personal	and	
corporate tax rates, eliminated a 
number of miscellaneous taxes 

and levies, and eased restrictions 
on the deductibility of business 
expenditures.

Bangladesh and Sri Lanka are 
also looking to rely more on value 
added taxes (VAT) to broaden 
their tax bases and increase 
revenues. Proposals approved by 
the Bangladesh government in July 
2012 would introduce an alternative 
dispute mechanisms for resolving 
VAT appeals, together with harsh 
penalties, including jail terms, for VAT 
evasion and document forgery.

Over the past 2 years, Sri Lanka 
has sought to improve its VAT with 
a variety of reforms. These include 

increasing input tax credits, reducing 
its VAT on financial services and 
luxury goods (from 20 percent to 
12 percent), and introducing new 
exemptions that target a range of 
imported manufacturing inputs.

As in Pakistan, the tax authorities 
of Bangladesh and Sri Lanka have 
each set their sights on transfer 
pricing by closely scrutinising the 
methodology, reasonableness and 
implementation arm’s length cross-
border charges of related parties. 
Permanent establishment issues are 
also attracting close scrutiny.

3‘Tax collection to rise by Rs 400bn in FY 2012-13’, Pakistan Daily Times, 3 June 2012.
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Afghanistan – putting a priority on tax reform
As conflict in Afghanistan continues, 
the government is working to 
modernise its tax system and establish 
a tax treaty network. Much of this 
work aims to help the country attract 
more foreign investment as its political 
stability improves.

In the past several years, the Afghani 
government has introduced new 
withholding tax rules, special tax 
provisions for resource industries, 

a revised version of its turnover tax, 
and business-friendly corporate tax 
changes, including loss carryover and 
accelerated tax depreciation rules. 

On the tax administration front, 
the country has restructured its 
tax collection department to better 
service large, medium-size and small 
businesses, invested in hiring and 
training staff, and introduced new tax 
dispute resolution procedures. 

Looking ahead, the country is 
moving to a self-assessment system 
and seeking to improve its use of 
information technology in its tax audit 
processes. A new VAT system will be 
introduced in 2014. With help from 
the International Monetary Fund, 
Afghanistan has developed its own 
model tax treaty, and the country is 
currently engaged in its first tax treaty 
talks with Turkey and Iran.



The information contained herein is of a general nature and is not intended to address the circumstances of any particular individual 
or entity. Although we endeavor to provide accurate and timely information, there can be no guarantee that such information is 
accurate as of the date it is received or that it will continue to be accurate in the future. No one should act on such information 
without appropriate professional advice after a thorough examination of the particular situation.

© 2012 KPMG International Cooperative (“KPMG International”), a Swiss entity. Member firms of the KPMG network of independent 
firms are affiliated with KPMG International. KPMG International provides no client services. No member firm has any authority to 
obligate or bind KPMG International or any other member firm vis-à-vis third parties, nor does KPMG International have any such 
authority to obligate or bind any member firm. All rights reserved. 

The KPMG name, logo and “cutting through complexity” are registered trademarks or trademarks of KPMG International.

Designed by Evalueserve.
Publication name: Future Focus: Tax and Transformation in MESA’s New Business Reality
Publication number: 121177 
Publication date: November 2012

kpmg.com/socialmedia

34 | Future Focus


