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Economic Substance Regulations in the UAE

The UAE Government has released the Resolution of the Cabinet of Ministers No. (31) for
2019 concerning Economic Substance Regulations (“ESR”) with effect from 30 April 2019.
The Resolution requires that UAE entities carrying on specific categories of licensed activi-
ties in the UAE satisfy prescribed economic substance criteria and report annually on com-
pliance. On 11 September 2019, the UAE Ministry of Finance issued Ministerial Decision
No. 215 of 2019 containing further guidance on how the ESR may be met.

The provisions of the ESR shall apply to entities that carry out any relevant activity in 9
designated sectors (“Licensee”), including the Free Zones, but shall not apply to any directly
or indirectly owned governmental company, authority or body. Licensees that are directly
or indirectly at least 51% owned by the Federal or an Emirate Government, or a UAE Gov-
ernment body or authority, are exempted from the ESR. “License” includes a commercial
license, a certificate of incorporation or other form of permit required to be procured prior
to carrying out relevant activity.

The sectors to adhere to the ESR and considered to be relevant activities thereunder are:
(1) Banking
(2) Insurance

(3) Investment IFund Management

(4) Lease-Finance

(5) Headquarters

(6) Shipping

(7) Holding Company

(8) Intellectual Property

(9) Distribution and Service Centre.

A Licensee must satisfy the criteria to meet the Economic Substance Test in relation to any
relevant activity carried on by it. Criteria to be met are

* conducting Core Income-Generating Activity (“CIGA”) in the UAE (explained in re-
spect of each sector specifically in Art. 5 of the ESR) — The list is not exhaustive and
applicability is not limited to the listed activities.

* Company Management and decision-making should be undertaken from within the
UAE, which means that a board of directors meet in the UAE at an adequate fre-
quency — at least one meeting per financial year — and a quorum of directors being
physically present. Moreover, the meetings need to be recorded in written minutes,
signed by the directors attending the meetings and kept in the UAE. In case an enti-
ty has no board of directors but is managed solely by one manager, the latter need to
be present in the UAE when taking key-decisions.

* adequate number of qualified full-time employees in relation to the activity who are
physically present in the State

* adequate operational expenditure in the UAE

* adequate physical assets in the UALE.
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What will be considered as adequate or appropriate for each Licensee will be dependent on
the nature and level of relevant activity being carried out. A Licensee will have to ensure
that it maintains sufficient records to demonstrate the adequacy and appropriateness of the
resources utilized and expenditure incurred. It is outlined that it is not the intention of the
ESR to impose requirements on businesses to engage more employees than actually required
by the business or incur expenditure beyond its needs, provided that the business is engaged
in genuine business activity and carrying out a CIGA in the UAE with the employees, ex-
penditures and premises present. The Regulatory Authorities shall take a pragmatic ap-
proach when applying the Regulations.

Entities that carries out on more than one relevant activity are required to satisty the Eco-
nomic Substance Test for each relevant activity.

The regulatory authority shall be notified annually with the following information:

* whether or not it is carrying on a relevant activity.

» if the entity is carrying on a relevant activity; whether or not all or any part of the
entity’s gross income is subject to tax in a jurisdiction outside of the UAE, in all cas-
es such entity shall provide the regulatory authority with all information and docu-
mentation required.

* the date of the end of its Financial Year.

If a report needs to be prepared, it should be submitted to the regulatory authority no later
than twelve (12) months after the last day of the end of each Financial Year, including

* the type of relevant activity conducted

* the amount and type of relevant income, operating expenses and assets

= the location of the place of business

* the number of full-time employees with qualifications

* information showing the Core Income-Generating Activity

* a declaration as to whether or not the Licensee satisfies the Economic Substance

Test.

Penalties ranging from AED 10,000 to AED 300,000 shall be imposed for failure to meet the
Economic Substance Test or to submit a report or to submit inaccurate information.

Retention of information

While the ESR does not prescribe set period for the retention of information by a Licensee,
it is advisable that a Licensee that is required to satisfy the Economic Substance Test in
relation to a relevant activity, to retain any relevant information evidencing compliance
with the ESR for a period of six years after the end of the financial year, so as to allow such
Licensee to address any requests for information that may be received from a regulatory
authority during the six years period granted to a regulatory authority to reach its determi-
nation.

Outsourcing

Licensees which want to outsource administrative activities may still meet the criteria if
their service providers are located within the UAE. The resources of a third-party service
provider in the UAE will be taken into consideration to determine the adequacy of a Licen-
see’s resources. The Licensee must be able to demonstrate its ability to supervise the carry-
ing out at all times and remains responsible for ensuring that accurate information is re-
ported to the Regulatory Authority. Outsourcing shall not be done with the objective of
circumventing compliance with the Economic Substance Test.
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Holding Company Business

Licensees whose activity is restricted to carrying out a Holding Company Business that de-
rives its income from dividends and capital gains only, will be subject to less stringent eco-
nomic substance requirements, i.e. ensuring compliance with requirements to submit any
documents, record or information and maintaining adequate employees and premises for
holding and managing the Holding Company Business.

High risk IP related activities

Additional requirements apply if a Licensee carries out “high risk IP related activities”. The
regulatory authority shall presume that Licensees engaged in high risk IP related activities
have not met the Economic Substance Test, but can be rebutted by a Licensee by demon-
strating that it has exercised a high degree of control over the development, exploitation,
maintenance, enhancement and protection of the IP asset by an adequate number of full-time
employees, with necessary qualifications, who permanently reside and perform their activi-
ties in the UAE. Further, they need to show sufficient evidence that decision making is tak-
ing place within the UAE.

The recently issued guidance clarifies that the ESR apply to Licensees with financial years
commencing on or after 1 January 2019, but a deadline for the first notification/report (due
after 1 January 2020) has not yet been set and will be determined by the Regulatory Author-
ities including the form and manner of the to be submitted notifications/reports. The guid-
ance does not confirm who are the Regulatory Authorities responsible, but it is expected
that all Federal, Emirate and Free Zone authorities that issue business licenses are included.

A subsequent guidance may be issued by the Ministry of Finance and/or the Regulatory

Authorities to bring further clarifications.

MENA LEGAL will remain attentive to any further developments and keep you informed.
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For more information, please contact: infomena-legal.com

Dr. Alexander Brexendortf Mr. Christopher Blazynski
Managing Partner Legal Consultant

Dr. Alexander Brexendorft is an entre- Christopher Blazynski is a German
preneur/owner and managing director certified lawyer with several years of
of various legal, business, sports and legal work experience. He advises on
Fintech consulting companies in Europe commercial law, compliance, EU-law
and the Middle East. He is as well the and as part of MENA LEGAL Fintech
founder and head of the board of the Practice Group, in Fintech law.

Zurich and Dubai based international
business and legal Swiss Association
Brexendorff & Associates / MENA LE-
GAL.

ABOUT MENA LEGAL

MENA LEGAL represents a global network of law firms and is a member of the B&A
(www.b-a.global), an association of various professionals structured as a Swiss Association,
which provide a wide range of services on "one-stop-shop" basis to international corpora-
tions, small and medium sized companies and individuals.

[ts members and individual experts have in-depth experience in matters of legal, tax, busi-
ness consulting, accounting, property consulting, project finance and recruitment services,

mainly with a focus on the markets of Europe, the Middle East, North Africa and beyond.

With over 30 years of personal and professional experience our members provide compre-
hensive and competent advice related to the business environment in various parts of the
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world, but also provide advice to regional entrepreneurs with respect to opportunities and
legal matters in Europe, the Middle East, North America and Asia. With member offices in
Germany, Italy, France, the Netherlands, USA, United Kingdom, Switzerland the United
Arab Emirates, Egypt, Jordan and Saudi Arabia, along with associated partners in various
other countries, our members are positioned to offer hands-on support and on-the-ground
services on a regional basis.

Our focus is on advising the following business sectors:

v Real Estate and Construction
v Engineering and Architecture
v Car manufactures and Supply Industries
v" Logistics and Aviation
v 0il & Gas and Mining, Petrochemicals
v Fintech and Blockchain
v Renewable Energy and Environmental Technologies
v" Security and Defence
v" Hotels and Leisure Properties
v Pharmaceutical and Biotechnology
v Education, Sport and Events
With the following services:
v Allocating local partnerships and project finance opportunities
v' Joint-Venture arrangements
v' Agency and Representation Agreements
v Advice regarding doing business under international sanctions
v Corporate set-up
v" Immigration services
v' Mergers & Acquisitions
v" Commercial litigation and arbitration
v Real Estate development and acquisitions
v Construction and infrastructure projects
v" Public procurement and tendering procedures
v" Local and cross-border taxation
v" Labour law
v" Inheritance law and wills
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