Administrative Court judgment reshapes the debate on
the tax treatment of impaired bank deposits

By Katia Kakouli, Partner at Chrysses Demetriades & Co. LLC

The Administrative Court's recent judgment annulling a
decision of the Tax Council concerning the tax treatment of
losses arising from the impairment of bank deposits
following the 2013 banking crisis represents an important
development in Cyprus tax law. While the Court did not
determine whether the losses in question ultimately qualify
as deductible expenditure, it delivered a judgment of
considerable significance for taxpayers, tax advisers and the
Tax Department alike.

The case concerned a taxpayer's claim that losses
corresponding to the impairment of bank deposits
maintained with the Bank of Cyprus during the 2013 bail-in
should be deducted from its taxable income. The taxpayer's
position was that those deposits did not represent passive
capital or investment assets. Rather, they constituted
current assets maintained exclusively to meet the
operational needs of the business and to generate taxable income.

The Tax Commissioner rejected that claim, concluding that the impairment of bank deposits could not
constitute deductible expenditure under the Income Tax Law. That decision was subsequently upheld
by the Tax Council.

The Administrative Court reached a different conclusion.

Importantly, the Court did not substitute its own judgment for that of the tax authorities on the
substantive tax question. Instead, it examined whether the administrative decision had been reached
lawfully.

The Court found that the taxpayer had submitted detailed evidence regarding the nature of the
deposits, their use within the business and the fact that they formed part of its current assets used to
finance operational expenditure. Despite that evidence, neither the Tax Commissioner nor the Tax
Council demonstrated that those matters had been properly investigated or meaningfully assessed
before rejecting the taxpayer's claim.

Accordingly, the Court annulled the decision for failure to conduct the necessary investigation and
because the administrative authorities had fallen into error by reaching conclusions without
adequately evaluating the material placed before them.

Although procedural in form, the judgment has broader substantive implications.

For many years, the Tax Department has consistently maintained that impaired bank deposits cannot
qualify as deductible business expenditure because bank deposits do not constitute income and
therefore fall outside the scope of the deductibility provisions contained in section 9(1)(c) of the
Income Tax Law. That approach has effectively treated the legal nature of bank deposits as
determinative of their tax treatment.



The Administrative Court's judgment requires a different approach.

The decision makes clear that the Tax Commissioner must investigate and establish, on the facts of
each individual case, that the expenditure claimed is not deductible for the purposes of the taxpayer's
business. The authorities cannot simply rely upon a general proposition that impaired bank deposits
are inherently incapable of giving rise to deductible expenditure because they are not, by their nature,
income within the meaning of the Income Tax Law.

In that respect, the judgment implicitly rejects the repeated position advanced by both the Tax
Commissioner and the Tax Council and reinforces the need for a fact-sensitive analysis grounded in the
commercial realities of each taxpayer's business.

This represents an important shift in emphasis.

The relevant question is no longer answered solely by asking what the asset is in legal terms. Rather,
it requires consideration of how the asset functioned within the business. Were the deposits
maintained as passive investments or surplus capital? Or did they form part of the taxpayer's working
capital, retained to finance payroll, suppliers, maintenance, operating costs and other activities directly
connected with the production of taxable income?

The distinction is fundamental because the commercial function of an asset may be more significant
than its legal description.

The judgment therefore reinforces the importance of substance over form in the application of the
Income Tax Law. Where taxpayers demonstrate, through accounting records and other
contemporaneous evidence, that impaired deposits constituted current assets maintained for
operational purposes, those facts require genuine examination before a lawful tax determination can
be made.

Equally importantly, the Court reaffirmed that complex tax disputes are not exempt from the ordinary
principles governing administrative decision-making. Even where specialised fiscal questions arise, the
administration must properly investigate all material facts, evaluate the evidence before it and
adequately explain the basis upon which it reaches its conclusions.

The judgment serves as a reminder for the Tax Department that blanket assumptions cannot replace
a proper examination of the facts. The commercial reality of the taxpayer's business remains central
to the correct application of the Income Tax Law.

The decision is therefore likely to be of continuing relevance beyond the immediate parties. Businesses
whose claims involve the tax treatment of impaired deposits—or more generally, disputes concerning
the distinction between capital assets and current assets—may regard the judgment as an important
authority confirming that deductibility cannot be determined by abstract classification alone.

While the substantive tax treatment of impaired bank deposits will ultimately depend on the facts of
each case, the Administrative Court has established an important principle. Before rejecting such
claims, the Tax Commissioner must properly investigate the evidence and establish why the
expenditure does not qualify as deductible business expenditure. That requirement, coupled with the
judgment's implicit rejection of the long-standing blanket approach adopted by the tax authorities, is
likely to influence the future development of Cyprus tax jurisprudence in this area.



