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Private Equity Market Overview

1.1

Trends and outlook of the market: the level of private equity activity in
recent years and developments in 2017

According to Invest Europe, private equity funds raised in the DACH Region, which includes
Austria, Germany and Switzerland, have incremented to EUR 7.5 billion in 2017, almost doubling
the EUR 3.8 billion registered in 2016.
As for the type of investments in the DACH in 2017, the main sources were pension funds (25%),
family offices & private individuals (23%), fund of funds & other asset managers.
In 2018, Austria has recorded a strong start with EUR 1.1 billion euro invested across 22 deals in
the first quarter of the year.
Transactions by financial investors in Austria continued to be the exception in 2017, with strategic
investors clearly setting the tone: in 94% of all acquisitions, companies seeking to strengthen their
own business model or open up new business opportunities were buyers. However, the number
of deals by these strategic investors fell slightly from 336 to 325. By contrast, in 2017 there were
just 20 transactions in which financial investors acted as buyers, while in 2016 there were 18
private equity deals with Austrian participation.
As stated by the major experts, transactions involving the participation of financial investors keep
playing a subordinate role in Austria. The tentative blossoming more than a decade ago ended
with banks' regulatory exit as sponsors of funds. Meanwhile, investors in Germany or England
are filling this gap, constantly monitoring the market and positioning themselves repeatedly in
transactions.

2

Tax Environment

2.1

General principles in the tax system

As provided by the OECD’s annual Revenue Statistics report for 2017, the most important
revenue sources for the Austrian government (based on the Tax-to-GDP ratio over the entire
year) are: the income tax, the corporate income tax, the value added tax (“VAT”) and the social
security contribution.
The current Austrian Income Tax Act (Einkommensteuergesetz – “EstG”) was introduced in 1988.
With the last amendment in 2016, the tax brackets were increased to eight tax brackets between
0% and 55%. Individuals who earn less than EUR 11.000 in a year are exempt from paying income
*
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tax. The highest income tax bracket applies to individuals earning more than EUR 1 million in a
year.
The general VAT rate in Austria is 20%. It generally applies to all products and services unless
the Austrian VAT Code (Umsatzsteuergesetz- “UStG”), excludes specific products or services from
VAT. Certain products and services, such as produce, lodging services (from 1 November 2018),
waste disposal or public transportation, are subject to a reduced 10% VAT rate. Entrepreneurs
may claim paid VAT as input VAT from the tax authority.
Based on multilateral treaties or EC directives, Austria participates in the automatic exchange of
information between tax authorities. Most of the treaties or EC directives have been implemented
into Austrian laws but bi- or multilateral treaties play also a role in such automatic exchange of
information (e.g. the treaty between Austria and the United States of America implementing
FATCA in Austria). Those laws oblige either directly the tax authorities to share certain
information with other tax authorities or financial institutions to scrutinize their accounts and,
under certain circumstances, share certain information about the account holder with the tax
authority, who in turn forwards the information to the foreign respective tax authority.
Austria is a party to numerous Double Taxation Agreements which aim to avoid double taxation.
Most of those treaties follow the OECD model treaty.

2.2

Corporate income tax

2.2.1

Taxation of resident companies

The corporate income tax (Körperschaftssteuer) subjects’ Austrian corporations to unlimited taxation
of their entire income if they have their legal seat in Austria or, if they have their legal seat outside
of Austria, have their place of effective management in Austria. The tax rate is 25% and is applied
to the profits determined from the annual financial statements of the respective company.
Austrian companies are taxed on their worldwide income.

2.2.2

Taxation of non-resident companies

Non-Austrian companies are taxed only on Austrian-source income. Branches are taxed in the
same way as subsidiaries.

2.3

Participation exemption

2.3.1

Dividends and capital gains from share disposal

In general, dividends paid by Austrian companies to their shareholders are subject to a 27.5% tax
on capital gains (Kapitalertragsteuer – “KESt”). This tax, in most cases, is being withheld and paid
directly to the tax authority by the distributing company. Thus, in terms of an Austrian company,
there are two taxation levels, namely (i) the taxation at the level of the company’s profits (25%)
and (ii) the taxation of the dividend paid to the shareholder (by way of a 27.5% withholding tax).
•
General exception on taxation of dividends: dividends are, in general, tax free if the
receiving shareholder is another company (i.e. parent company). Such dividends are tax
free, irrespectively of the stake of the shareholder in the subsidiary, if they are received
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from (i) Austrian subsidiaries, (ii) subsidiaries seated in the European Union or the EEA,
and (iii) subsidiaries from third countries provided, however, comprehensive tax
assistance treaties (“große Auskunftsklausel”) exist between Austria and the respective
third country. Note, however, that profits resulting from the sale of such participations
are subject to a 27.5% withholding tax.
•

Parent-Subsidiary Privilege: if an Austrian parent company holds at least a 10% stake in
a foreign subsidiary (whether it is subsidiary of a European, EEA or third country) for
at least one year, profits derived from the sale of such participation are tax free in
Austria. However, a company may opt into the taxation of such profits.

•

Anti-Tax-Shelter Measures: as from the beginning of 2019, two measures against shifting
profits into tax-shelter jurisdictions will apply in Austria, namely (i) the computation-ofprofits method and (ii) crediting method. Such methods apply if an Austrian parent
company has subsidiaries in low-tax jurisdictions and such subsidiaries have mainly
passive income (i.e. interests or license fees). For the computation method to apply, the
parent company must control its subsidiary (i.e. stake of more than 50% alone or
combined with other affiliated companies). In addition, the subsidiary’s tax burden in
its jurisdiction cannot exceed 12.5% and passive income must exceed one third of its
entire income. If those prerequisites are fulfilled, profits derived from passive income
of such subsidiary are computed towards the profits of the Austrian parent company. If
one of the prerequisites for the computation method is not fulfilled, but the foreign
subsidiary achieves mainly passive income, dividends are taxed in Austria, but the lower
tax imposed on the subsidiary (in the low-tax jurisdiction) is credited towards the higher
Austrian tax. The crediting method, thus, may apply to subsidiaries falling under the
parent-subsidiary privilege and to subsidiaries where the parent company holds more
than 5% of the shares, provided such subsidiaries achieve mainly passive income. Until
the end of 2018, only the crediting method applies to Austrian companies.

2.4

Interest deduction

•

Deduction of Interest and License Fee Payments: in terms of deduction of interest and
license payments, Austria has early implemented some measures of the OECD BEPS
Plan (BEPS stands for base erosion and profit shifting). For example, Austria was one
of the first countries to prohibit the deduction of interest and license fee payments made
to foreign affiliates if such income at the level of those affiliates was effectively taxed at
a rate below 10%.

•

Thin-Cap Rules: in Austria, shareholders are generally free to choose the way of
financing their company. Other than the mandatory share capital requirements,
shareholders may decide to finance the company either by way of equity or by way of
debt (arms’ length shareholder loans). Generally, such shareholder loans will be
recognized for tax purposes. However, loans provided by shareholders to a company
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being in a (financial) crisis are treated as equity and thus, subordinated in case of an
insolvency of the company. Finally, shareholder loans provided not at arms’ length
conditions (e.g. interest rate is too high) may lead to a hidden profit distribution at the
level of the shareholder. The amount of interest that exceeds an arms’ length interest
rate is not recognized for tax purposes; i.e. is not deductible by the company as an
expense and the company would have to withhold 27.5% tax on dividends since it would
be treated as a dividend to the shareholder.

2.5

Loss carry-forward

An Austrian company, subject to the Austrian Capital Income Tax Code, may carry forward their
losses of recent financial years and offset such losses up to 75% of their income. Losses in excess
of the 75% threshold may, however, be carried forward into the next financial year(s). The 75%
threshold does not apply to tax subjects subject to the Austrian Income Tax Code (i.e. only
companies are limited in offsetting losses of recent years with current income).
The carrying forward of losses is not permitted if a company is purchased and the economic
identity of such company is changed (in particular, change of the object of the company and
simultaneous significant increase of the company’s assets, more than 75% of shareholders change
and the majority of the management board is replaced).

2.6

General Anti-Avoidance Rule applicable to private equity structures

The Austrian Federal Tax Code (Bundesabgabenordnung – “BAO”) contains a general anti-avoidance
rule (Article 22 BAO). This rule generally stipulates that substance prevails over form. Put
differently, civil law contractual structures may not be abused to avoid taxation if the substance
behind the original transaction would trigger a tax. Consequently, in case of abuse, the transaction
will be taxed as without such abuse. One example of such abuse was the so-called “supervisoryboard-member company” where a supervisory board member of a company charged the
company for her services not personally but through her company, specifically incorporated for
that purpose. The Supreme Administrative Court ruled that this was an abusive civil-law structure
and the income of such supervisory board member was allocated to her personally and not her
company.

3

Regulatory Overview for Investment Funds and Principal
Regulatory Bodies

1)

Alternative Investment Fonds Manager Act

Since the introduction of the Alternative Investment Manager Act (Alternative Investmentfonds
Manager Act) in 2011, most private equity funds established in Austria have been qualified as such
alternative investment fund (“AIF”). An AIF is defined as set out in the AIFM Directive in Article
4 (1) (a): a collective investment undertaking, which raises capital from a number of investors to
invest it in accordance with a view to investing it in accordance with a defined investment policy
for the benefit of those investor, and that does not require authorisation pursuant to Article 5 of
Directive 2009/65/EC.
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The formation of an AIF requires the prior approval of the Austrian Financial Market Authority
(Finanzmarktaufsichtsbehörde or “FMA”) if the fund is managed by a licensed alternative investment
fund manager (“AIFM”).
AIFMs need to obtain a licence if they manage funds with assets of more than EUR 100 million
(if any leverage is used) or more than EUR 500 million (if no leverage is used); otherwise, only a
registration is required.
To obtain a licence under the AIFMG, every AIFM must fulfil the following requirements:
•

•
•

a licensed AIFM needs to have a minimum initial capital of at least EUR 125.000 if it is
an external manager of an AIF. However, if the manager of the AIF is an internal
manager, the minimum initial capital requirement is at least EUR 300.000. In addition,
the AIFM needs to have sufficient equity to cover 25% of its annual running costs.
Additional equity requirements apply if the assets under management exceed EUR 250
million. The persons tasked with the management of the AIFM need to be sufficiently
experienced, and have to pass a ‘fit and proper’ test of the FMA;
the AIFM must appoint at least two individual persons as managers; and
in the application to the FMA, the AIFM needs to provide information on shareholders
holding qualified participations in the AIFM, on any closely related entities, its business
plan, a programme of activity and operations including details of the AIF and its
registered office, a description of any competences delegated to third parties and
information on the contractual basis pursuant to which it manages its AIFs, the
constitutive documents of the AIF, a description of, or any information on, the AIF
available to investors, the marketing information for investors and a description of
arrangements established to prevent AIFs from being marketed to retail investors.

The decision of the FMA regarding the licensing of an AIFM must be made within 3 months
after the applicant has provided all required information. If the AIFM intends to register an AIF
as a European Long-term Investment Fund (“ELTIF”), the AIFM must apply to the FMA for
prior approval (see below).
The distribution of fund interests in breach of the marketing regime of the AIFMG constitutes
an administrative offence with possible penalties up to EUR 100.000.
For private equity funds falling outside the scope of the AIFMG (the minority of them):
•
•

•

any public offer of interests in such funds requires the publication or approval by the
FMA, or both, unless a private placement exemption is applicable;
the private placement exemption applies: (i) for offers with a minimum amount of EUR
100.000; (ii) for offers to qualified investors; (iii) for investment offers addressed to less
than 150 natural or legal persons; and
even if the private placement exemption applies, the offer must be notified to the
Austrian Control Bank (Oesterreichische Kontrollbank AG – ÖKB).
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2)

European venture capital fund (“EuVECA”) Regulation

Regulation (EU) 345/2013 on European venture capital funds (EuVECA Regulation) was
introduced to create a new pan-European designation for small AIFMs.
AIFMs that are based in Austria may register an AIF as an EuVECA if they comply with the
Regulation itself and have provided certain information about their most important elements and
the relevant AIF to the FMA. The main advantage is that the AIFM may market the relevant AIF
throughout the EU under the EuVECA designation to certain categories of investors defined in
the Regulation under an EU-wide passporting regime. This regime generally allows a company
that is authorised under an EU single market directive to display the specified fund to certain
qualified investors in other EU member states.
3)

European Long-term Investment Fund (“ELTIF”) Regulation

The ELTIF Regulation was introduced in November 2015 to channel capital raised through AIFs
towards European long-term investments. Austrian-based AIFMs who have received approval to
manage ELTIFs can register an EU-based AIF as an ELTIF, provided that they comply with the
authorisation requirements provided in the ELTIF Regulation and submit an application to the
FMA. The main advantage of this registration is the option to market the relevant AIF throughout
the EU under an EU-wide passporting regime similar to the regime under the EuVECA
Regulation. Additionally, the designation of an AIF as an ELTIF allows its marketing to high net
worth individuals throughout the EU.
4)
Further Applicable Laws
Since AIFs are mostly structured either as a limited partnership or a limited liability company, the
Austrian commercial code (Unternehmensgesetzbuch – “UGB”) and the Austrian limited liability
company act (“GmbHG”) apply to such AIFs. If a private equity fund promotes its funds as
closed-end funds, such promotion requires a trade law permit (Gewerbeberechtigung) for professional
investment advice in accordance with the Austrian Trade Act (Gewerbeordnung – “GewO”).

4

Fund Structuring

In Austria, private equity funds are usually limited partnerships (Kommanditgesellschaften) typically
with a corporation as the general unlimited partner, or corporations, namely limited liability
companies (“LLCs”) or joint stock companies (“JSCs”). Each of these types of entity has a
separate legal personality, but partnerships are transparent for tax purposes. The investors take
the role of limited partners (Kommanditisten), so that their liability is limited to the amount of their
contribution to the limited partnership and they do not participate in the management.
The private equity firm (usually an Austrian LLC) operates as general unlimited partner
(Komplementär) of the fund. The unlimited partner manages the fund and represents it in its
capacity as shareholder of the target companies (e.g. exercising shareholder rights). The
management of the fund receives a management fee (approx. 1-3% p.a. of designated funds) and
a carried interest (i.e. a participation in the proceeds of the funds after the initial investments have
been repaid to the investors).

8
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Another structure sometimes employed is an Austrian limited liability company (Gesellschaft mit
beschränkter Haftung – “GmbH”) or an Austrian joint-stock corporation (Aktiengesellschaft – “AG”),
where the investors become shareholders and the GmbH (AG) is managed by the management
board under supervision of the supervisory board (mandatory in the case of an AG).

5

Leveraged buy-out: opportunities and limits

Plenty of financing structures may be implemented in a buy-out scenario in Austria. Such buyouts include a mix of equity, senior debt and subordinated debt. Equity is often provided by a
holding company to an acquisition vehicle that acquires the target company in Austria. Such
acquisition vehicle is typically a limited liability company. Often, the acquisition vehicle assumes
debt by way of a term loan facility agreement to finance the acquisition.
Leverage buy-outs typically involve the target company providing securities for the financing of
the purchase price, e.g. guarantees or sureties. Put differently, the purchaser finances the
acquisition of the target company and the target company provides securities for such financing.
Under Austrian law, however, a shareholder cannot receive from its subsidiary more than the
annual dividends declared by the subsidiary. Anything the shareholder receives from the
subsidiary in excess of dividends without a commercial justification (e.g. an arms-length agreement
between the shareholder and the target, capital reduction, liquidation surplus) may violate
Austrian capital maintenance laws (Grundsatz der Kapitalerhaltung). Austrian capital maintenance
laws are rather strict because of creditor-protection considerations. Creditors of an Austrian
limited liability company must rely on the company's share capital as protection for their claims.
Thus, anything that reduces such share capital without proper consideration for the company
may be a violation of capital maintenance laws. The Austrian Supreme Court ruled that it is a
violation of capital maintenance laws if a company secures obligations of its shareholders (without
proper consideration).
Transactions violating Austrian capital maintenance laws are null and void. Managing directors
or supervisory board members may be held liable for damages of the company arising from such
transactions.
If an Austrian joint-stock company is involved, financial assistance laws may apply. Section 66a
of the Austrian Joint-Stock Companies Act prohibits an Austrian joint stock company to provide
financial assistance to third parties for the acquisition of its own shares. Although, transaction
violating financial assistance laws are not void but management or the supervisory board who
approved the transaction may be held liable for damages the company suffered from such
transaction.

6

Economic flows to private equity transactions

6.1

Transaction costs

A typical going-private transaction in Austria involves a take-over offer with a control purpose
(freiwilliges Angebot zur Kontrollerlangung), which according to the Shareholders Exclusion Act 2006

9
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(Gesellschafterausschluss-Gesetz) requires that 90% of the outstanding shares held by the shareholders
are tendered, which is followed by a squeeze-out request. Since last January, if the target is listed
on the prime market it can also apply for a delisting after a take-over offer (which requires a
shareholder resolution with a majority of at least 75% and a bid within 6 months before the
resolution).
In this context, the private equity investor must ensure that the necessary funds are secured prior
to the announcement of the offer which must be confirmed by an independent specialist
according to the Austrian Takeover Act 2014 (Übernahmegesetz). This specialist will typically require
both a copy of the equity commitment letter from the fund, and copies of the definitive finance
agreements together with documents proving that all conditions have been satisfied in order to
certificate that the necessary funds requirements were accomplished.

6.2

Liability limitations for private equity sellers

Since private equity funds are usually not involved in the management of the day-to-day business
operations of the target company, such funds, when selling the stake in the target, are reluctant
to agree on any warranties in connection with the target’s business operations. Typical warranties
generally include matters like right to sell, valid title, no encumbrance of the shares and a soft
financial statements warranty. Certainly, deal-specific warranties are considered on a case-by-case
basis. In addition to limiting the scope of warranties, plenty of other methods to limit the seller’s
liability are applied in practice. Among others, the statute of limitations for claims may be reduced
to 12 months after closing (excluding, however, authority and title) and claims are excluded for
matters fairly disclosed (while applying a broad “disclosed” definition). Other market-standard
contractual tools are also applied in the respective purchase agreements, such as a de-minimis and
a basket threshold. If the due diligence process reveals specific risks, the buyer may ask for an
indemnity instead of a warranty for such identified risk. However, “blank cheque” indemnities
for matters like taxes, environmental or ACB (anti-corruption and bribery) will (most likely) not
be given by the seller without any negotiation efforts on the buyer side.

6.3

Taxation of investment funds

Investment funds in Austria are subject to a specific tax regime. First and foremost, investment
funds are transparent for tax purposes. Thus, taxable income derived from an investment fund is
taxed at the level of the investor. Whether or not such income from the investment fund is, in
fact, taxed at the level of the investor, depends mainly on whether the investor is a legal entity
(e.g. corporation or trust) or a natural person (further to be distinguished between an entrepreneur
or a consumer). Based on the characteristics of the investor, different tax regimes may apply (e.g.
taxable income may be subject to a 27.5% withholding tax on capital gains or, if the investor is a
company, dividends derived from the fund may be tax free). A further important distinction for
tax purposes is whether the investment fund distributes regularly profits to its investors
(“distributing fund”) or if the fund retains such profits (“retaining fund”). Different tax regimes
apply to distributing funds than to retaining funds. Finally, investment funds are distinguished for
tax purposes between funds with an Austrian tax representative (“reporting funds”) and funds
without such Austrian tax representative (“non-reporting funds”).

10
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Taxable income of distributing funds, which are also reporting funds, are subject to a 27.5%
withholding tax on capital gains. The income is taxed upon distribution. However, if the investor
is a corporation subject to Austrian corporate income tax, and the taxable income of the fund
derives from dividends, the participation exception may apply, and, in such case, such income
would be tax free at the level of the investor. Retaining funds, as opposed to distributing funds,
do not pay out any profits to its investors but retain them within the fund. Such retained profits
are taxed once a year as if they would be fictitiously distributed to the investor. However, only
60% of such retained profits are taxed at 27.5%. In case the investor sells the participation in the
fund, the profit derived from such sale is taxed at 27.5%. The profit is determined by the balance
between the sales price and the purchase price originally paid by the investor. Retained profits are
added to the purchase price and thus, reduce the profit derived from a sale, and, consequently,
also the tax burden on such profits.
If the investor is a corporation subject to Austrian corporate income tax, profits from the fund
are taxed at 25% corporate income tax by way of including such income into the annual tax return
(i.e. not by way of a withholding tax). The same applies to profits derived from the sale of the
participation in the fund. If the fund distributes dividends to the investor, such dividends may be
tax free.

7

Good leaver and bad leaver provisions

In Austria, target companies of private equity investments are predominately limited liability
companies. This is not because of the specific nature of private equity investments but because
limited liability companies, by far, represent the largest share of business organizations in Austria.
Shares in an Austrian limited liability company are rather tightly connected to the owner of such
shares. Also, the transferability of such shares is not as swift as with shares in a joint-stock
company. Thus, typical leaver provisions, including vesting of shares and distinguishing between
bad leavers and good leavers, like in jurisdictions where corporations are the prevalent form of
business organizations, are not common in Austria. Certainly, Austrian law provides a sufficient
legal framework to regulate exits of shareholders.
The agreement shareholders enter into upon the formation of the target company is a long-term
agreement that can be prematurely terminated by each shareholder (typically at will, subject to a
certain notice). In such case, to protect the continuation of the target company, either the articles
of association or a separate shareholders agreement contains regulations how such exit must take
place. First and foremost, the non-exiting shareholders have pre-emption rights if the exiting
shareholder wants to sell her shares to a third party. If a third party wants to buy shares from the
exiting shareholder, such exiting shareholder must give the non-exiting shareholders an
opportunity to purchaser the concerned shares by themselves at terms not worse than the third
party offered. Such pre-emption right may be more advantageous for an exiting-shareholder
because it provides her the opportunity to make a "good deal", by finding a potential buyer who
is willing to pay more for a share than its market value. As an alternative, contractual provisions
can foresee that a shareholder, before shopping around for other potential buyers, must offer the
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concerned share to the remaining shareholders at market value or even below market value (right
of first refusal).
Also common are tag-along rights and drag-along rights. In the former, certain shareholders
(usually minority shareholders) can tag along in a sale of shares by a majority shareholder. In the
latter, certain (minority) shareholders must sell their shares when certain (majority) shareholders
sell their shares. In terms of valuation, parties agree on a mechanism that allows the involved
shareholders to agree on a price. If no agreement can be reached, an auditor is appointed to
determine the market value of the respective share. In most cases the auditor values the shares
by applying the discounted cash-flow method.

8

Exit strategy for funds

Acquisitions in Austria typically take place by way of share deals or asset deals rather than mergers
(such as triangular mergers or reverse triangular mergers). Mergers are being utilised
predominantly for intra-group restructurings. One of the key contributors for the prevalence of
share deals (or asset deals) is the fact, that the general ownership structure of Austrian companies
differs from companies incorporated in countries with strong capital markets. Generally, in
Austria, the target company is an Austrian GmbH and the seller is either its local or foreign parent
company or the founder(s) of the company.
The main difference between a share deal and an asset deal consists in the fact that while the asset
deal involves the transfer from one legal entity to another of a set of assets organized for the
operation of the company (e.g. buildings, employees, know-how, contractual relationships, debits
and credits, etc.), through the share deal there is an “indirect” circulation of corporate assets, as
the transfer is not directly ownership of the company assets, but all the holdings or a percentage
thereof of the company which holds such assets.
The decision of proceeding with a share deal rather than an asset deal is in most cases linked to
two main factors: the minimization of legal risks and the maximization of the fiscal advantage
linked to the transaction.
The main advantage linked to an asset deal is the possibility for the purchaser to choose, in
agreement with the seller, which elements of the company to include and which to exclude from
the target company. This possibility is, on the other hand, excluded in the case of a share deal
investment: with the transfer of ownership of the shares, the active and passive relations of the
target company remain unchanged.
However, in certain scenarios, a merger or other reorganizational measure may be applied in an
“adversarial” transaction (i.e. buyer and seller are not members of the same group) since it
provides several tax advantages if all prerequisites are fulfilled. The main tax perk is that assets
are transferred from the transferring company to the assuming company on a tax-neutral basis.
This means that hidden reserves accumulated on certain assets, e.g. real estate with a lower book
value than its market value, are not released and do not trigger any taxation. Albeit rarely,
triangular mergers are sometimes applied in cross-border mergers involving Austrian companies.
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1

Private Equity Market Overview

1.1

Trends and outlook of the Market: the level of private equity activity in
recent years and developments in 2017

According to the Brazilian Association of Private Equity and Venture Capital (“ABVCAP”) the
private equity sector is facing significant grow in Brazil. The country offers great buyout
opportunities for investors such as public offering and strategic sales.
As per information provided by Transactional Track Record (“TTR”), the volume of private
equity transactions in Brazil has raised 44% in 2017 in relation to the previous year, reaching
BRL 20 Billion. However, according to TTR the number of transactions has dropped in 8%,
from 98 to 90 in 2017.

1.2

The current major players

The most active players of 2017 were pension funds and private equity funds.

1.3

Principal sources of private equity funding

According to information form ABVCAP, usually the private equity funds in Brazil obtain their
funding from foreign investors and pension funds.

2

Tax Environment

2.1

General principles of the tax system

Nowadays, worldwide taxation is one of the most important principles for taxation of
individuals and legal entities resident or domiciled in Brazil. This principle set forth that Brazil
can tax any income earned by individuals or legal entities resident or domiciled in Brazil,
regardless of where the income comes from. This principle has always guided the taxation of
individuals resident in Brazil, and since 1995 it also guides the taxation of legal entities domiciled
in Brazil.
Non-residents who invest in the Brazilian financial and capital markets can be taxed under the
special regime or the general regime. Under the special regime, non-residents are taxed less than
Partner, M&A and Funds, sergio.marcon@lacazmartins.com.br.
Partner, Tax Consulting and Wealth Management, emadeira@lacazmartins.com.br.
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residents: 10% or 15% withholding tax (“WHT”) is levied on income; and no WHT is levied
on capital gains from stocks sold in the stock exchange. Under the general regime, nonresidents are taxed equal to residents: regressive rates from 22.5% to 15% WHT are levied on
income from investments in general funds and applications; and 15% WHT is levied on income
from incentivized funds and capital gains from sells in the stock exchange. The difference
between both regimes is that the former is only applicable to non-residents located in a
jurisdiction of regular taxation and that follow the regulatory rules, while the latter is applicable
to all other non-residents.
Non-residents who invest in goods out of the Brazilian financial and capital markets can be
taxed differently, depending on where they are located: 25% WHT is levied on capital gains
earned by a non-resident located in a tax haven; and progressive rates from 15% to 22.5%
WHT are levied on capital gains earned by non-residents located in regular jurisdictions.

2.2

Recent tax reforms or tax proposals which may affect the private equity
market

In Brazil, the private equity market develops mostly through the so called “FIPs”. Recently, the
taxation of this market could have been drastically changed by the Provisional Measure 806/17,
which divided the FIPs into two categories, depending on whether or not the FIPs could be
qualified as investment entities. The Provisional Measure 806/17 did not define what
investment entities would be, but the Instruction CVM 579/16 suggests that investment entities
would be the FIPs that have more than one investment, have more than one shareholder, as
well as invest in entities not previously or currently influenced by its shareholders. The
Provisional Measure 806/17 proposed that FIPs not qualified as investment entities would turn
to be taxed as if they were a legal entity, and FIPs qualified as investment entities would then
have to automatically tax the capital gains earned from the selling of its investments. Both these
tax proposals could disincentive the private equity market. The Provisional Measure 806/17
was not converted into law until 8 April 2018 and these tax proposals did not pass.

2.3

Corporate income tax

The corporate taxation depends on many aspects, such as the activity developed, the average
amount of income earned, the location, the selected tax regime, etc. For the purpose of this
paper, we believe it is important to highlight three corporate taxes: IRPJ, which is levied at 15%
on every profit and an additional 10% on profits exceeding BRL 20.000 per month; CSLL,
which is levied at 9% on every profit; and PIS/COFINS, which is levied on income at 9.25%
or 3.65%, depending on whether it is possible or not to benefit from credits of PIS/COFINS.
These nominal tax rates may be effectively reduced, according to the tax regime of the legal
entity. The most important tax regimes are called “lucro real” and “lucro presumido”.

2.3.1

Taxation of resident companies

Resident companies are usually taxed under one of two basic tax regimes, depending on
whether they are big or medium companies, thus considered the companies which income is
above or below BRL 78 million: “lucro real” is the tax regime normally applicable to big
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companies in which the net profit is taxed at 34% of IRPJ/CSLL and up to 9.25% of
PIS/COFINS; and “lucro presumido” is the tax regime normally applicable to medium companies
in which 32% of income from services and 8% or 12% of income from sales are taxed at 34%
of IRPJ/CSLL and the total income is taxed at 3.65% of PIS/COFINS, resulting in an effective
taxation of 14.53% on income from services or 6.73% on income from sales.

2.3.2

Taxation of non-resident companies

Non-resident companies may operate in Brazil directly or indirectly. The direct operation
consists of the provision of services or the delivery of goods without establishing a legal entity
in Brazil, in case the tax burden to be supported by this non-resident company is limited to
withhold taxes such as IRF and ISS, unless the contract differently distributes the tax burden
of other taxes such as PIS/COFINS-Importação and CIDE. Conversely, the indirect operation
consists of the establishment of a legal entity in Brazil, in case the tax burden to be supported
by this non-resident company is that previously referred (see section 2.3.1).

2.4

Participation exemption

The Brazilian tax legislation prescribes participation exemptions to dividends and to capital
gains from share disposal.

2.4.1

Dividends

Dividends produced since 1996 are exempt from income taxation in both the level of the
distributing company and the level of the receiving investor, regardless of the company’s tax
regime or the investor’s place of residence.

2.4.2

Capital gains from share disposal

Capital gains from share disposal are usually taxed. In case the seller is a resident individual or
a non-resident, capital gains are subjected to progressive tax rates from 15% to 22.5%,
depending on the amount of capital gains. In case the seller is a resident legal entity, capital
gains are subjected to 34% of IRPJ/CSLL and PIS/COFINS may be levied.
Capital gains from share disposal can be exempt from income taxation, as long as three
conditions are met: the capital gains must be earned by individuals; the price monthly received
from the selling of stocks negotiated in the organized counter market cannot exceed BRL
20.000; and the price monthly received from the selling of other goods and rights of small value
cannot exceed BRL 35.000.

2.5

Interest deduction

Interests paid by the debtor company resident in Brazil to a creditor individual or company
resident or domiciled abroad can be deducted from the tax base of IRPJ/CSLL of the debtor,
provided that the debtor is subject to the “lucro real” and since the transfer pricing rules and the
thin capitalization rules are equally met. The transfer pricing rules prescribe that deduction is
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possible if the debt is limited to a rate plus a spread, being the most common rate LIBOR+6
and the spread 3.5%. The thin capitalization rules prescribe two different debt/equity ratios:
2:1, so that if the creditor participates in the debtor’s equity, the debt cannot exceed two times
this participation; or 0.3:1, so that if the creditor is resident or domiciled in a tax haven, the
total debt with tax havens cannot exceed 30% of the debtor’s equity.

2.6

Loss carry-forward

A legal entity subjected to the “lucro real” can carry-forward tax losses and offset them with up
to 30% of the net profit to be assessed in future periods.

2.7

Withholding taxes

Withholding taxes do not apply to dividends, but certainly apply to interests.

2.7.1

Dividends

Dividends produced since 1996 are exempt from income taxation in both the level of the
distributing company and the level of the receiving investor, regardless of the company’s tax
regime or the investor’s place of residence.

2.7.2

Interest

Interests paid, credited, delivered, employed or remitted to abroad are usually subjected to a
15% withholding tax.

2.8

General and Special Anti-Avoidance Rules applicable to private equity
structures

According to the business purpose test, a structure is only legitimate if it can be justified by
commercial reasons other than from tax reasons. The business purpose test is commonly
applied by tax authorities, as well as by administrative and judicial courts, but some scholars
cast doubt on its legitimacy, since it is still not prescribed by law.
According to the sole paragraph of article 116 of the Brazilian Tax Code, tax authorities can
disregard acts or legal deals practiced with the intent of dissimulating a tax triggering event or
the nature of the elements that constitute the tax duty. Some scholars see this prescription as a
Brazilian GAAR, but its practical effectiveness remains being questioned in the judicial courts,
since there is not yet any law prescribing the procedures to be followed be the tax authorities
to disregard acts and legal deals.

3

Regulatory Overview for Investment Funds and Principal
Regulatory Bodies

The Monetary Council (Conselho Monetário Nacional) and the Brazilian Security and Exchange
Commission (“CVM”) regulate and supervise the investment funds industry. The Central Bank
of Brazil regulates and supervises financial institutions acting as fund managers and portfolio
managers, or service providers for investment funds (such as custodians).
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In addition, the Brazilian Financial and Capital Markets Association (Associação Brasileira das
Entidades dos Mercados Financeiros e de Capitais) (“ANBIMA”) acts as a “self-regulator” enacting
rules that establish certain standards and market practices in connection with investment funds
that are more stringent than those required by the applicable law and regulations. In this sense,
all investment funds managed and administrated by entities that are members of ANBIMA or
that have adhered to ANBIMA’s code of regulation and best practices for investments funds,
are also subject to these self-regulatory rules.
Starting next year, the ANBIMA will normalize two new forms of self-regulation, regarding the
administrative activities of asset management and the distribution regarding products of
investment
The set of laws regarding asset management will be designed to the individuals who
professionally exercise the fund administration and asset management of vehicles of
investment, including administrators and fund and portfolio managers.

4

Major Investment Fund Types: Forms of Vehicles and
Legal Structure

There are several types of funds in Brazil which shall be registered before the CVM and
regulated by CVM Rule 555/14, for example the fixed income investment fund, multimarket
and stock funds.
Other funds have specific rules. They are called “designed funds” and shall comply with specific
CVM Rules 209, 356, 391, 398, 444, 472, among others, according to the type of fund. The
main types of designed funds are:
•
•

Real Estate Investment Funds (Fundos de Investimento Imobiliário) (“FII”)
Credit Rights Investment Funds (Fundos de Investimento em Direitos Creditórios)
(“FIDC e FIDC-NP”)

•

Private Equity Investment Funds (Fundos de Investimento em Participações) (“FIP”)

•

Mutual Funds for Investment on Emerging Companies (Fundos Mútuos de Investimento
em Empresas Emergentes) (“FMIEE”)

•

Funds for Financing the National Film Industry (Fundos de Financiamento da Indústria
Cinematográfica Nacional) (“FUNCINE”).

Private equity investments are usually made through FIPs. The FIPs are investment funds
regulated by the CVM. As in other forms of Brazilian funds (and as opposed to other
jurisdictions where investment funds are organized as partnerships), the FIP is a nonpersonified condominium of assets managed and represented by an administrator registered in
the exchange commission. The FIPs then invest in target companies directly, or through a
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corporation and are authorized to invest in shares, convertible debentures, subscription
warrants and other convertibles, usually they have an active role in the company’s management.
Brazilian law establishes the duties imposed on a controlling shareholder towards the company
and other shareholders. As a rule, shareholders must exercise their voting rights in the
company’s best interest; controlling shareholders are able for the damage resulting from acts
taken in abuse of power.

5

Fund Structuring

5.1

Fund manager and fund administration

5.1.1

Role

The Fund manager (administrador do fundo) is the entity responsible for the fund’s day-by-day
activities. The manager is responsible for establishing the main characteristics of the fund, and
including its goals and policies of investment. There are services that can be implemented by
the fund manager: Management of the fund, investment consulting, activities of treasury,
control and the process of financial assets, distribution of quotas, custody of financial assets,
market development, documenting the emission and rescue of quotas and the ranking of risk
by a specialized agency built in the country. The duties of the fund manager are in conformity
with the development and provision of information from the CVM and ANBIMA, including
shareholders and market as a whole, as well as the hiring of service providers representing the
fund, except for the intermediaries, whom responsibility is the administrator´s. Finally, the
manager contributes on the oversight of the service providers.
The Fund administrator (gestor do fundo) is the one hired by the Fund manager for the negotiation
of the Fund’s securities on behalf of the fund and also to vote with regards to the assets of the
Fund. The administrator has the power of negotiating and hiring, on behalf of fund, the
financial assets and intermediaries to make fund operations, as well as confirming, depending
on the situation, every and any contract or document on behalf of a negotiation or contracting
the financial assets and the intermediaries, of any nature, representing the fund of investment
for all law purposes. The administrator has also the power of voting from the financial assets
detained from the fund, and promoting the necessary actions to vote.

5.1.2

Requirement imposed

Both Fund manager and Fund administrator must be registered before the CVM. In case of
de-accreditation of any one of them, then it must be replaced. Until replacement, CVM would
appoint one interim fund manager. Also, both must follow procedures and internal control, for
the liquidity of the fund holds, that were built by closed condominiums which are according to
the deadlines established in the following regulations for the payment of rescue requests,
including the accomplishment of the obligations in the own funds.

5.1.3

Activities carried-out

The fund manager is responsible for calculating and disclosing the value per share and the net
asset of the fund, disclose monthly reports to the shareholders, keep register of the
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shareholders; prepare the books and minutes of shareholders meeting; receive resources on
behalf of the fund and pay for marketing expenses; and provide information to CVM, among
others. The fund administrator has powers to negotiate in the name of the fund, and the
financial assets from its holdings. The administrator in a broader context, has the responsibility
to take decisions, from investment or not, being responsible of giving determinate orders to
buy or sell financial assets and other operational types, and also including to send the
information regarding the business procedures that are operated by the fiduciary administrator
and the service provider that was hired. For that activity.

5.1.4

Regulatory framework

The CVM regulates the activity of the fund manager as well as its responsibilities. The purpose
of the CVM is to act with efficiency and for integrity and the development of the capital market
and consequently providing the balance between the initiative of manager and administrator
and the protection of investors, hoping to achieve results like the establishment of savings and
the application of securities, to provide the efficient management of the market, to protect
investors, to provide the public access of timing information’s and finally to manage with
efficiency and timing the responsible from infractions.

6

Leveraged Buy-Out and
Opportunities and Limits

6.1

Opportunities

Re-Leveraged

Buy-Out:

Leveraged buy-out transactions are uncommon in Brazil due to the fact that it has high interest
rates. Usually investors obtain their funding from foreign markets (through a foreign holding
company) with better interest rates.

6.2

Limits

There are no limits worth mentioning regarding this issue due to the fact that it is not commonly
used in Brazil.

7

Economic Flows to Private Equity Transactions

7.1

Transaction costs

7.1.1

Transaction costs for acquisition of businesses: accounting and tax treatment

A legal entity taxed under the “lucro presumido” can never deduct expenses. Conversely, a legal
entity taxed under the “lucro real” can deduct expenses, as long as the expenses are necessary,
useful and normal to the activity of the legal entity. In order to deduct commission fees, it is
important to produce specific proof through invoices with detailed descriptions of the goods
sold or the services provided, as well as with the identification of the beneficiary of the goods
or services.
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From the tax perspective, a legal entity taxed under the “lucro presumido” can never deduct
expenses, while a legal entity taxed under the “lucro real” can deduct expenses, as long as the
expenses are necessary, useful and normal to the activity of the legal entity. In order to deduct
commission fees, it is important to produce specific proof through invoices with detailed
descriptions of the goods sold or the services provided, as well as with the identification of the
beneficiary of the goods or services.
From the accounting perspective, the Brazilian companies must follow the accounting
principles established by the IAS/IFRS, as long as these accounting principles have been
translated and adapted by the Brazilian Accounting Pronouncements Committee. Brazil
adopted IFRS not only for consolidated financial statements but also for the individual ones.
Therefore, there tend to be no differences between the Brazilian GAAP and IAS/IFRS
regarding transaction costs for acquisition of business.

7.1.2

Transaction costs analysis for sellers: characterization of earn-out payment and
timing of gain recognition

Earn-out is the additional payment that the seller receives for the future performance of the
business sold. Thus, an earn-out is the price exceeding the fair value of the business sold. The
purpose of the earn-out is to force both the seller and the buyer to foster the growth of the
target company. There are two types of earn-out: the earn-out-price, which is part of the price
to be accounted as asset of the seller and debt of the buyer, being subjected to progressive
income tax from 15% up to 22.5%; and the earn-out-remuneration, which constitutes a
remuneration for work to be accounted as revenue of the seller and expense of the buyer, being
subjected to withholding income tax of up to 27.5%.
The gain tends to be recognized and taxed by the seller until de last business day of the month
subsequent to the month of the sell.

7.1.3

Transaction costs for financing issues: accounting and tax treatment of legal
and advisory fees

From the tax perspective, a legal entity taxed under the “lucro presumido” can never deduct
expenses, while a legal entity taxed under the “lucro real” can deduct expenses, as long as the
expenses are necessary, useful and normal to the activity of the legal entity. In order to deduct
commission fees, it is important to produce specific proof through invoices with detailed
descriptions of the goods sold or the services provided, as well as with the identification of the
beneficiary of the goods or services.
From the accounting perspective, the Brazilian companies must follow the accounting
principles established by the IAS/IFRS, as long as these accounting principles have been
translated and adapted by the Brazilian Accounting Pronouncements Committee. Brazil
adopted IFRS not only for consolidated financial statements but also for the individual ones.
Therefore, there tend to be no differences between the Brazilian GAAP and IAS/IFRS
regarding transaction costs for financing issues.
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7.1.4

Recurring Management Fees: accounting and tax treatment

From the tax perspective, a legal entity taxed under the “lucro presumido” can never deduct
expenses, while a legal entity taxed under the “lucro real” can deduct expenses, as long as the
expenses are necessary, useful and normal to the activity of the legal entity. In order to deduct
commission fees, it is important to produce specific proof through invoices with detailed
descriptions of the goods sold or the services provided, as well as with the identification of the
beneficiary of the goods or services.
From the accounting perspective, the Brazilian companies must follow the accounting
principles established by the IAS/IFRS, as long as these accounting principles have been
translated and adapted by the Brazilian Accounting Pronouncements Committee. Brazil
adopted IFRS not only for consolidated financial statements but also for the individual ones.
Therefore, there tend to be no differences between the Brazilian GAAP and IAS/IFRS
regarding transaction costs for recurring management fees.

7.1.5

Interest deduction from financing: tax treatment and withholding taxes

As a rule, interests remitted to a non-resident in a regular jurisdiction are subjected to 15%
withholding income tax, while interests remitted to a non-resident in a tax haven are subjected
to 25% withholding income tax. Thin capitalization and transfer pricing rules may limit the
deduction of these interests in Brazil (see section 2.5).

7.2

Taxation of investment funds

Non-residents that invest in the Brazilian financial and capital markets are taxed more
favourably than residents, except for non-residents located in tax havens or that do not follow
the regulatory rules from “CMN”.

7.2.1

Foreign funds

Since 1 July 2017, foreign funds are not only obliged to get inscribed in a registry of legal entities
called “CNPJ” but have also to identify their beneficial owner. Thus, it is becoming more
difficult for residents or non-residents in tax havens to unduly benefit from the reduced tax
rates prescribed for non-residents in regular jurisdictions, because investing in the Brazilian
financial and capital markets through foreign funds will no longer prevent them from being
identified and properly taxed.

7.2.2

Taxation of the fund management

In case an individual or a legal entity resident in Brazil pays for a foreign fund management
service, withholding taxes such as IRF and ISS may apply, since it will constitute the
importation of technical services, defined as the services that depend on specialized technical
services or that involves administrative assistance or consultancy provision, provided by
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independent professionals or employees, or provided by automatized structures with clear
technical content.

7.2.3

General principles

There are no principles worth mentioning in regards to the taxation of investment funds.
7.2.3.1

Carried interest

Interest paid by Brazilian sources to foreign investors are usually taxed at a 15% or 25%
withholding income tax, depending on whether the foreign investor is resident in a regular
jurisdiction or in a tax haven.
European countries have been dissenting on whether carried interests should be characterized
as employment income or investment income. In fact, carried interest could be seen as
employment income if paid by the management company to the managers due to their
employment relation and in special conditions that are not extended to other investors.
Nonetheless, carried interests could also be seen as investment income when paid under the
same capital risks as income paid to other investors, so that the managers have no guarantees
of receiving the carried interests. The Brazilian Revenue Service has not yet declared how
carried interests must be characterized, but in general employment income paid to natural
persons would be subjected to up to 27.5% of income tax and up to 20% of security
contribution, while investment income paid to natural persons would be subjected to up to
22.5% of income tax.
7.2.3.2

Management fees from business acquisition. Accounting and tax treatment

For tax purposes, fees remitted from Brazil to abroad in payment of management services such
as business acquisition are usually subjected to withholding taxes (15% IRF and up to 5% ISS),
as well as non-withholding taxes (10% CIDE and 9.25% PIS/COFINS-Importação).
For accounting purposes, fees remitted from Brazil to abroad are expenses, which can only be
deducted from the tax basis of the Brazilian company taxed under the “lucro real”, as long as the
expenses are necessary, useful and normal to the activity of the legal entity.
7.2.3.3

VAT on carried interest

No VAT applies, because there is no such tax in Brazil.
7.2.3.4

VAT on management fees

There is no VAT in Brazil, but an equivalent tax called “ISS” is levied up to 5% on the price of
services.

8

Good Leaver and Bad Leaver Provisions

8.1

Valuation of share

Usually the shareholders agreement must set forth the method of valuation of the shares in
both good and bad leaver cases which also shall list, in case it is not defined by the legislation,
which events shall be considered as a good or a bad leaver trigger.
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In case such provision is not inserted in the shareholders agreement, the valuation of the share
must be made according to the asset situation of the company and a special financial statement
shall be issued for such purpose.

8.2

Payment

Some companies request that the shareholder must transfer his shares to the company or the
remaining shareholders, in this situation the value for the payment must be defined by a formula
that results on the value to obtain the shares, also, there is the possibility to repurchase the
stocks and qualify defrayment. In any cases, the shareholders’ agreement may set forth the
payment method to be used.

9

Taxation of Investors

The purpose of this section is to introduce the tax regime applicable to resident and nonresident investors, both individuals and institutional.

9.1

Domestic investors

The taxation of investors varies widely according to the type of investment and the country of
residence of the investor.
For the purpose of this paper, domestic investors are the individuals and legal entities resident
or domiciled in Brazil.
In order to be resident in Brazil, an individual must meet at least one of five requirements
prescribed by article 2 of Normative Instruction 208/02, such as reside in Brazil in a permanent
character, exit Brazil to work abroad as employee of a Brazilian governmental entity, enter
Brazil as an alien with a permanent visa or as an alien with a temporary visa in specific
circumstances, enter back in Brazil with the intent to stay here after residing abroad for a certain
period, as well as the first 12 months right after exiting Brazil without delivering to the Brazilian
Revenue Service any communication of definitive exit.
In order to be domiciled in Brazil, a legal entity must be incorporated under the laws of Brazil.

9.1.1

Individuals

Individuals have always been subjected to worldwide taxation in Brazil. In other words, income
earned in Brazil and abroad by individual’s resident in Brazil has always been subjected to
Brazilian taxation. There is still no transparency rule that obliges the automatic taxation of
income earned by individuals through foreign legal entities before any actual distribution event.
Brazil provides tax credits to individuals whose income was taxed abroad, especially when this
income was taxed in the United States, the United Kingdom, Germany or any country with
which Brazil has reciprocal treatment or double tax treaty.
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Resident Individuals are usually taxed in one of three forms when investing in the Brazilian
financial and capital markets: regressive rates from 22.5% to 15% on income from investments
in Brazilian general funds and applications; fixed rate of 15% on income from incentivized
funds and capital gains from sells in the stock exchange; progressive rates from 15% to 22.5%
on capital gains from sells out of the stock exchange.

9.1.2

Institutional

Legal entities have since 1995 been subjected to worldwide taxation in Brazil. However, it is
still debatable the extent at which the transparency rule obliges the automatic taxation of
income earned by legal entities that invest abroad. The Brazilian CFC is broad and its
constitutionality is still debatable.

9.1.3

Entitlements to benefits under double tax treaties

Nowadays, Brazil has a network of 33 double tax treaties with the following jurisdictions: South
Africa, Argentina, Austria, Belgium, Canada, Chile, China, South Korea, Denmark, Ecuador,
Slovak, Spain, Filipinas, Finland, France, Hungary, India, Israel, Italy, Japan, Luxemburg,
Mexico, Norway, Netherlands, Peru, Portugal, Czech Republic, Russia, Sweden, Trinidad &
Tobago, Turkey, Ukraine and Venezuela. These bilateral treaties apply to persons who are
residents of one or both of the contracting states.
In Brazil, there is no such discussion about how to tax transparent CIV. Thus, generally
speaking, income and capital gains earned in foreign funds by Brazilian institutional investors
can be taxed by both the foreign country and Brazil.

9.2

Foreign investors

For the purpose of this paper, foreign investors are the individuals and legal entities resident or
domiciled abroad.
In order to be non-resident in Brazil, an individual must meet at least one of five requirements
prescribed by article 3 of Normative Instruction 208/02, such as not reside in Brazil in a
permanent character, exit Brazil in a permanent character, enter Brazil as an alien to work as
employee of another country governmental entity, enter Brazil as an alien with a temporary visa
in specific circumstances, as well as the first day after 12 months having exited Brazil without
delivering to the Brazilian Revenue Service any communication of definitive exit.
In order not to be domiciled in Brazil, a legal entity must not be incorporated under the law of
Brazil.
A low taxation applies to income realized in Brazilian funds by foreign institutional investors
resident or domiciled in any of the 33 countries with which Brazil has signed an effective DTT:
income is usually subjected to up to 15% withholding income tax; and capital gains in the
Brazilian stock exchange market are usually exempt. The DTTs do not reduce this already low
taxation.
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9.2.1

Individuals

Non-residents are usually taxed in one of two regimes when investing in the Brazilian financial
and capital markets. Under the special regime, non-residents are taxed less than residents, once
income is taxed at a fixed rate of 10% or 15%, and capital gains from stocks sold in the stock
exchange are not taxed. Under the general regime, non-residents are taxed equally residents (see
section 9.1.1). The difference between both regimes is that the former is only applicable to nonresidents located in a jurisdiction of regular taxation and that follow the regulatory rules of
CMN, while the latter is applicable to all other non-residents.

9.2.2

Institutional

See section 9.1.2.

9.2.3

Entitlement to benefits under double tax treaties

See section 9.1.3.

10

Taxation of Cross-Border Mergers and Acquisitions

The purpose of this section is to highlight the main tax consequences in case of cross-border
M&A.

10.1

General tax principles deriving from extraordinary transactions (e.g. tax
neutrality, carry forward of tax losses and tax benefits, etc.)

The tax principles apply regardless of how extraordinary the transaction is. So, legality,
neutrality and non-retroactivity always apply, as well as many other tax principles.
The most important tax principles applicable to ordinary and extraordinary transactions are the
following: legality, neutrality, non-retroactivity, worldwide taxation, anteriority, equality and
non-forfeiture.

10.2

Tax treatment of positive merger differences: goodwill

There is a special tax treatment prescribed for goodwill. In a nutshell, an investor may pay
goodwill when acquiring an investment. Goodwill consists of the part of the price that exceeds
the fair value of the investment. When the investment is acquired, the goodwill is registered by
the cost. While the investment is carried out, the goodwill is dropped down through
impairment. When the investment is sold, the dropped down goodwill can compound the cost
of the investment. In case the investment is incorporated, the goodwill is deductible at a
maximum rate of 1/60 per month.

11

Exit Strategies for Funds

The purpose of this section is to provide some post-acquisition considerations.

25
27

11.1

Asset deal: overview of tax implications

In an asset deal, the purchaser acquires assets of a company. In Brazil, the purchaser may inherit
tax liabilities of the seller not only related to the acquired assets. Therefore, it is important that
the purchaser protects himself/herself by establishing indemnification provisions in the Asset
Purchase Agreement, also called “APA”.

11.2

Share deal: overview of tax implications

In a share deal, the purchaser acquires shares of the target company. In Brazil, the target
company is responsible for its own liabilities. However, since the purchaser usually acquires
control over the target company, it is important that the purchaser protects himself/herself by
establishing indemnification provisions in the Share Purchase Agreement, also called “SPA”.

11.3

Taxation of capital gains from the disposal of shares for funds

Capital gains are subject to different tax rates, depending on the market where the sell occurred,
the residence of the seller, as well as the amount of capital gain earned. The taxation of capital
gains does not vary according to the residence of the buyer.

11.3.1 Resident funds
Capital gains from the selling of stocks in the stock exchange are subject to the following
taxation: (i) 15% income tax in case the seller is a resident individual or is a non-resident who
applies for the general regime (i.e. a non-resident who does not follow the regulatory rules of
“CMN”, or is locates in a tax haven, or for some other reason does not benefit from the more
advantageous especial regime); (ii) up to 34% income tax in case the seller is a resident legal
entity; (ii) exemption from income tax in case the seller is a non-resident who can benefit from
the especial regime (i.e. a non-resident who follows the regulatory rules of “CMN” and is
located in a jurisdiction with regular taxation).
Capital gains from the selling of goods and rights of any kind out of the stock exchange are
subject to the following taxation: (i) progressive rates from 15% to 22.5% of income tax in case
the seller is a resident individual or a non-resident; (ii) up to 34% or income tax in case the
seller is a resident legal entity.
The taxation of capital gains from the disposal of shares for funds does not vary according to
the residence of the buyer fund.

11.3.2 Non-resident funds
See section 11.3.1.
11.3.2.1 Whether a double tax treaty with the other jurisdiction is in force
As a rule, the double tax treaties do not limit to a fixed rate the taxation of capital gains from
the disposal of shares. Therefore, the existence of a double tax treaty with the other jurisdiction
tends to be neutral from the tax perspective.
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11.3.2.2 Whether a double tax treaty with the other jurisdiction is not in force
Under treaty network signed by Brazil, capital gains can generally be taxed by both contracting
states, which is an important deviation from the OECD Model.
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Private Equity Market Overview

1.1

Trends and developments in recent years: the level of private equity in
recent years and developments in 2017

Private Equity (“PE”) investments in China have recently demonstrated unprecedented growth;
the overall volume of capital investments has almost reached USD 8 trillion. However, whilst
the volume of invested capital has been increasing, the quantity of raised funds showed a sharp
month-on-month decrease of 53% in 2017. Nonetheless, the overall estimation is still
optimistic and the PE fund market is now at its best. The total value of investment deals soared
to USD 135 billion in 2017, up by 68% compared to the same period in the previous year.
The most active industries: IT, Internet, Medical and Entertainment. Given the large volumes
of invested capital, the Electronic, Finance, Automobile, Telecom and Internet industries
became the top 5 industries in terms of investment value.
Beijing, Shenzhen, Shanghai and Hangzhou still attract the most investment. The majority of
funds are domestic high net value families/individuals, enterprises and asset management
companies.

1.2

The current major players1

PE funds

Remarkable projects

DH Fund

Belle, Nanfu Batteries, Midea
Alibaba, DJI, Shanghai Hile Bio-Technology
Co., Ltd.
Utourworld.com, Feitian Safe
Adayo, Ringpu, Tongyu
Didi Chuxing, Ganji, ele.me, 3S Bio

New Horizon Capital
JD Capital
CSM Investment
Citic PE

1.3

Principle sources of private equity funding

In practice, the main sources of funds are:
•

Corporations with ample bankroll and investment demand.

Managing partner, Securities & Capital Markets, ning.zhu@chancebridge.com.
Associate, Capital Markets, sha.luo@chancebridge.com.
*** Associate, Capital Markets, huanhao.wang@chancebridge.com.
1 The table illustrates the top 5 PE funds, along with their noteworthy investments made in China.
*

**
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•

Individuals seeking wealth growth.

•

Institutional investors.

2

Tax Environment

The basis of China’s current tax framework was established in 1994 and has been undergoing
structural reform since the 2000s. Notable milestones on the path of reform include:
•

Abolishing Agricultural Tax;

•

Integrating Urban Use Tax systems;

•

Integrating EIT systems;

•

Introducing Real Estate Tax.

2.1

General principles of the tax system

China levies a wide range of taxes, including:
•

Income tax (corporate/individual):

•

Turnover taxes:

•

Taxes on several forms of real estate:

•

Customs tax.

Major tax laws are passed by the People’s Congress, and instruments of implementation by the
State Council. The Ministry of Finance (“MOF”) and the State Administration of taxation
(“SAT”) are delegated to provide guidance on the implementation and interpretation of
taxation rules. Additionally, the SAT is responsible for the supervision of tax collection.

2.2

Recent tax reforms or tax proposals which may affect the private equity
market

In 2017 China committed to implementing the Organization for Economic Co-operation and
Development (“OECD”) and the Common Reporting Standard (“CRS”), under which the SAT
stated that PE funds would be deemed as financial institutions and would therefore be required
to meet CRS obligations. The classification of PE funds as financial institutions meant that PE
funds would have to verify their investors’ tax residency. Furthermore, for non-resident
accounts, PE funds have to provide the SAT with key data, including tax identification
numbers.
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Additionally, in 2016, the SAT issued a circular,2 which clarified the treatment of Value Added
Tax (“VAT”) on Initial Public Offering (“IPO”) restricted shares and Business Tax (“BT”) on
historical transactions. The circular was generally a welcome development for Chinese PE
funds, which have been waiting for clarification on how Chinese authorities would impose
turnover tax on the purchase of pre-IPO shares obtained before listing.

2.3

Corporate income tax

In China the main law that regulates the taxation of enterprises is the Enterprise Income Tax
(“EIT”) Law. It applies to both domestic and foreign-invested companies: China maintains a
general policy of applying the same tax rates irrespective of a company’s nationality.
Taxable income is an amount remaining from a gross income after making the relevant
deductions. The total amount of income generally incorporates profits, capital gains and passive
income. Income in China includes:
•

Income from the sale of goods;

•

Income from the provision of labor services;

•

Income from the transaction of property;

•

Dividends, bonus and other equity investment proceeds.

EIT does not apply to sole individual proprietorship and partnership enterprises. The law
divides companies into resident and non-resident enterprises. The general EIT rate is 25%,
however, a of 20% applies to non-resident enterprises that have no Chinese office, or whose
incomes have no actual connection to their Chinese establishment and small-scale enterprises
that meet certain conditions. The EIT on high/new-tech enterprises are 15%.

2.3.1

Taxation of resident companies

A company is considered to be a resident of China if it was established in China or if its office
of management is in China.

2.3.2

Taxation of non-resident companies

A ‘non-resident enterprise’ is established in a foreign country and has an institution of
management outside China. It can have offices or establishments inside China, or have incomes
sourced in China.
The scope of taxable income depends on the residence of a company. A resident enterprise
shall pay EIT on its incomes derived from both inside and outside China. However, a nonresident company’s EIT is limited. If a non-resident enterprise has offices or establishments
Notice of the Ministry of Finance and State Administration of Taxation on ‘Comprehensively Promoting
Resource Tax Reform, Finance and Taxation’, No. 53 [2016].
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inside China, it shall pay tax on its incomes from China and on incomes from outside of China
that have a real connection with its Chinese offices. If neither applies, it shall only pay EIT on
China-sourced incomes.

2.4

Participation Exemption

China does not grant participation exemptions.

2.4.1

Dividends

Generally, dividends form part of the taxable income. However, an exemption is made for
dividends distributed between qualified resident enterprises. Furthermore, a non-resident
enterprise with institutions or establishments in China is not liable to pay tax on dividends that
it obtains from a resident enterprise and which have an actual connection with such institutions
or establishments.

2.4.2

Capital gains from share disposal

The applicable tax rate for capital gains in China depends on whether the taxpayer is an
individual or a company, and whether the taxpayer is a resident or not. Chinese income tax
legislation does not distinguish between income and capital and therefore, what is commonly
referred to as capital gains tax actually falls within the framework of income tax.
Tax-resident and non-resident enterprises are taxed at 25% and 10% on capital gains
respectively. In practice, where a resident of a treaty partner alienates assets situated in China
as part of its ordinary course of business, the gains derived will likely be assessed as a capital
gain, rather than a business profit.
The only tax circular3 specifically addressing the treatment of income derived by Qualified
Foreign Institutional Investor (“QFII”) issued by the SAT addressed the withholding tax
treatment of dividends and interest received by QFIIs from People’s Republic of China
(“PRC”) resident companies, however, the circular is silent on the treatment of capital gains
derived by QFIIs on the trading of A-shares. The silence on capital gains is a possible indication
that the SAT is considering granting tax exemptions to capital gains derived by QFIIs.
Nevertheless, there have been cases where QFIIs withdraw capital from China after paying
10% withholding tax on gains derived through share trading.

2.5

Interest deduction

Under Chinese law, reasonable expenditures that are actually incurred during the business
operations of an enterprise are generally deductible. The non-deductible disbursements include:
•

Dividends.

Notice of the State Administration of Taxation About ‘Certain Issues Related to the Implementation of the Law
of Administration of Taxation of the People’s Republic of China and its Implementation Rules’, No. 47 [2003].
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•

Payment for EIT.

•

Late fees for taxes.

•

Fines and losses of confiscated properties.

Where interest expenses on borrowing from non-financial institutions are incurred by a nonfinancial institution, the portion that does not exceed the commercial rate is deductible.

2.6

Loss carry-forward

When a company with overseas business institutions calculates its EIT on a consolidated basis,
it cannot deduct the losses of its overseas business institutions from the income of its domestic
business institutions.
Losses incurred by an enterprise during a tax year may be carried forward and subtracted from
income during subsequent years for a maximum carry-forward period of 5 years (10 years for
certain enterprises). The carryback of losses is generally not permitted.

2.7

Withholding taxes

Under Chinese law, withholding tax is imposed on the income of foreign enterprises that have
no office or establishment inside China but derive income from China.

2.7.1

Dividends

Chinese law stipulates a 20% withholding tax,4 which is charged on dividends. However, many
of China’s tax treaties lower this burden by 50%. Dividends received by foreign investors enjoy
a WHT deferral treatment if they satisfy certain requirements. Certain tax deferral criteria are
stipulated in a notice,5 which if met, allow a foreign entity to avoid paying withholding tax.
The profits distributed from the Chinese sources must be directly invested in China. The nature
of the distributed profits must be equity investment income and no intermediate parties may
be involved. Lastly, dividends must be invested in an investment project which is in an
encouragement category.6

This may be lowered to 10% in certain circumstances.
Notice of the Ministry of Finance, State Administration of Taxation, National Development and Reform
Commission and Ministry of Commerce on ‘Issues concerning the Policy of Temporary Exemption of
Withholding Income Tax from Overseas Investors' Direct Investment with Distributed Profits’, No. 88 [2017].
6 As stipulated in the Guidance of Foreign Investment Industries or Catalogue of Priority Industries for Foreign
Investment in Central and Western China.
4
5
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2.7.2

Interest

Chinese law also stipulates a 20% WHT,7 which is charged on interest paid to a non-resident
company, as well as the imposition of a 6% VAT. Again, many tax treaties lower this burden
by 50%.

2.8

General and Special Anti-Avoidance Rules applicable to Private Equity
structures

China enacted its own GAARs when it adopted the EIT. The GAARs are used by the tax
authorities to counter tax avoidance practices that could appear as legal under the terms of
ordinary tax law. They are designed to look for a company’s genuine intention to apply for tax
exemption and they help authorities determine if a taxpayer has misused or abused tax law. The
GAARs give the tax authorities the power to cancel a tax benefit or assess a different tax liability
against the taxpayer in circumstances where the desire to obtain a relevant tax benefit is not
necessarily motivated by economic substance. Violations of the GAARs are dealt with by the
TCAL.8

3

Regulatory Overview for Investment Funds and Principal
Regulatory Bodies

In China investment funds are governed by the SIFL.9 Initially introduced in 2004, it created a
foundation for the development of China’s fund industry. The law applies to the formation of
a securities investment fund, the management of the fund by a fund management institution,
the custody of the fund by a fund custodian, and the securities investment activities conducted
for the benefit of the fund shareholders, who, in accordance with the SIFL, must form
associations of the securities investment fund sector (‘fund associations’) to strengthen industry
self-regulation, coordinate industry relationships, provide services for the industry, and
promote industry development.
The main requirements of the SIFL are:
•

Debts incurred by fund assets shall be repaid with fund assets only;

•

Fund shareholders shall be liable only to the extent of their respective capital
contributions;

•

Fund assets shall be independent from a fund management institution's or a fund
custodian's own assets;

This may be lowered to 10% in certain circumstances.
Tax Collection and Administration Law.
9 Securities Investment Fund Law.
7
8
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•

Where the fund management institution or fund custodian is liquidated, fund assets
are not liquidating property.

This field is mainly monitored by the SRASC,10 which:
Develops rules and provisions regarding the supervision and administration of securities
investment fund activities.
•

Handles fund recordation.

•

Supervises and administers the relevant institutions.

•

Developing qualification standards and codes of conduct.

•

Supervises and inspects the disclosure of fund information.

•

Guides and supervises the activities of fund associations.

4

Major Investment Fund Types: Forms of Vehicles and
Legal Structures

The law regulates both publicly and non-publicly offered funds. Private investment funds are
permitted to raise funds from no more than 200 qualified investors. They are not allowed to
advertise in public.
The restrictions for a public fund are less strict: shareholders of a fund formed through the
public raising of capital enjoy income and assume risks to the extent of the fund shares held
respectively, and the distribution of income and assumption of risks for a fund formed through
the non-public raising of capital shall be agreed upon in the fund contract.

4.1

Operating mode and organization of a fund

The operating mode of a fund is stipulated in the fund contract.

4.1.1

Public offering of a fund

The public offering of a fund must be registered with the SRASC. The public offering of a fund
involves raising capital from unspecific investors, raising capital from more than 200 specific
investors cumulatively, and other circumstances. A publicly offered fund shall be under the
management of a fund management institution and under the custody of a fund custodian.
To register the public offering of a fund, the fund management institution shall submit
documents to the SRASC, including:
•

10

Application reports.
Securities Regulatory Authority of the State Council.
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•

The fund contracts.

•

The fund custody agreement.

•

The draft prospectus.

The SRASC shall decide to approve registration and notify the applicant within six months.
The authority must explain the reasons for the disapproval, if applicable. The fund management
institution shall conduct a fund offering within six months of the date of receiving approval.

4.1.2 Non-publicly offered funds
Non-publicly offered funds are offered to no more than 200 qualified investors and are under
the custody of a fund custodian.
After the fund offering is completed, the fund management institution undergoes recordation
formalities at the fund association. Where the total amount of capital raised, or the number of
fund shareholders reaches a prescribed level, the fund association reports to the SRASC.

5

Fund Structuring

5.1

Fund manager and fund administration

5.1.1

Role

Fund management is carried out by a fund management institution, which must specify the
functions and powers of the shareholders' meetings, board of directors, board of supervisors
and senior executives.
A director, supervisor or senior executive of a fund management institution for a publicly
offered fund must be familiar with securities investment laws and have at least three years of
relevant work experience. The fund management institution shall develop management rules
for the implementation of decisions made by the executive, and it shall perform several
functions, including:
•

Raising capital;

•

Registering fund shares;

•

Undergoing recordation procedures;

•

Making securities investments;

•

Distributing income to the fund shareholders.

5.1.2

Requirements imposed

The management of publicly offered funds must be approved by the SRASC. The conditions
that must be met, include:
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•

Registered money capital must not fall below RMB 100 million;

•

The good financial performance of major shareholders;

•

There must be a prescribed number of fund business employees, as stipulated by the
SRASC.

Additionally, the fund management institution may not interfere with the fund business without
authorization by a resolution of the shareholders' meeting or board of directors, and the
shareholders are banned from requiring the fund management institution to seek any benefits
for them.
Where a restricted act is committed, the SRASC will require a correction to be made, or it may
order the transfer of equity held in the fund management institution. The SRASC may also
temporarily restrict the exercising of shareholder's rights.

5.1.3

Activities carried out

The activities of the PE fund will depend on whether it is an offshore/onshore fund.
5.1.3.1

Offshore funds

Often, the holding company holds a 100% interest in a Hong Kong intermediary company,
which in turn has 100% interests in a PRC subsidiary. The offshore holding company is
intended to be a listing vehicle in an overseas IPO in the future. The PE investors in an offshore
company exit after the IPO of the holding company.
If the target company is a Chinese domestic entity which does not have an offshore holding
company, PE investors often require the target company to restructure into an offshore
structure. A circular from 200611 makes it difficult to convert a PRC domestic company into an
offshore company and owners of domestic companies require expert counsel to carry out the
costly restructuring process. If the restructuring process is not successful, foreign PE investors
have to directly invest in a domestic company. This results in a Chines-foreign joint venture
and once the Chinese-foreign joint venture is converted to a joint stock company, it becomes
eligible for listing on one of China’s stock exchanges. However, an IPO takes a long time and
it is difficult for PE investors to invest in a domestic Chinese company if they want to exit
using an IPO overseas.

Notice of the Ministry of Commerce, State-owned Assets Supervision and Administration Commission, the
State Administration of Taxation, the State Administration for Industry and Commerce, China Securities
Regulatory Commission and the State Administration of Foreign Exchange on the ‘Provisions on Foreign
Investors Acquiring Domestic Enterprises’, No. 10 [2006].
11
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5.1.3.2

Onshore funds

The PE fund invests in an onshore domestic entity through an offshore SPV. The PE fund
becomes a shareholder in the onshore company. Onshore funds are used when the listing
vehicle is incorporated as a PRC joint stock company, if the PE investors intend to exit by
listing the target company on a PRC stock exchange.

5.1.4

Regulatory framework

The cornerstone of the regulatory regime is a set of amendments to the Securities Investment
Fund Law. The Amendments provide a framework applicable to private funds that invest in
publicly-offered securities, such as “sunshine hedge funds”. In addition, the China Securities
Regulatory Commission (“CSRC”) and the Asset Management Association of China
(“AMAC”) released draft rules on private fund registration and reporting, which complement
the amendments.
The Amendments take a relatively “light touch” approach with respect to private funds, leaving
many aspects of the regulation and operation of private funds to AMAC and the contractual
arrangements applicable to the funds. Many details of the new regulatory regimes still need to
be clarified.

6

Leveraged Buy-Out and
Opportunities and Limits

Re-Leveraged

Buy-Out:

For a long time, leverage buy out (“LBO”) were not largely used in China. Typically, investment
companies pay from loans and junk bonds, backed by the assets, future cash flows and earnings
of the acquired company. However, in China, junk bonds have not yet emerged and most
acquirees have taken the company’s equity as a pledge to borrow from banks to complete the
acquisition.

6.1

Opportunities

China’s LBO development is yet in its beginning stage. Legal restrictions, lack of financing
tools, and the scarcity of high-quality management talent are all reasons why LBOs are slow in
China. Leverage is a necessary option for M&As, but whether the regulators have sufficient
capacity to regulate the use of leverage financing instruments is the question that China must
face in the development of LBOs. After the outburst of aggressive LBOs in 2015, provisions
that banned the priority of a poorly structured asset management plans were issued.
LBO financing methods vary and have brought many challenges to the regulatory authorities.
Regulators are still determining how to regulate and to what extent. The diversification of LBO
financing means that various regulations apply.
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LBOs play an increasingly important role in the capital market of China. However, potential
regulatory gaps, lack of information disclosure and market risks in the LBO process are worth
thinking about.

6.2

Limits

On the one hand, an LBO helps companies with better cash flow expectations and asset bases
to achieve higher returns; on the other, LBOs do not incur the risks associated with traditional
types of financing instruments. Nonetheless, LBOs generally bring higher risks compared to
the usual types of financing.
China's asset shortage in recent years has been due to the falling potential growth rate of the
economy has fallen and the falling return on assets. Furthermore, there was currency overissuance in 2014 – 2016 and interest-rate liberalization forced financial institutions to allocate
riskier assets in return for relatively high returns. As a result, the Chinese leveraged M&A policy
has been liberalized.

7

Economic Flows to Private Equity Transactions

7.1

Transaction costs

7.1.1

Transaction costs for the acquisition of businesses: accounting and tax
treatment

Generally, VAT is levied on asset purchases, but not on stock transfers. If an enterprise
transfers an asset, it is allowed to deduct the net value of the asset in the calculation of the
taxable amount of incomes. Enterprises that conduct equity acquisitions may enjoy tax
deferrals. Where enterprises in the process of restructuring transfer all or part of their assets no
VAT shall be levied. Gains derived from restructuring are subject to EIT and WHT. Losses
incurred under the transaction are deductible for EIT purposes.

7.1.2

Transaction costs analysis for sellers: characterization of earn-out and timing of
gain recognition

Careful drafting in defining the financial targets and calculations of earn-out payments is needed
to create a mechanism that is enforceable and practical under the PRC law. If an earn-out is
treated as part of the purchase consideration, then it will be subject to the same payment
deadline applicable to the purchase price. Consequently, it is necessary to craft the earn-out
language artfully to make sure that any additional payment, in the eyes of regulatory authorities
and judges and arbitrators, does not constitute payment of a portion of the purchase price. For
instance, a buyer could instead agree to pay a consulting fee to the seller if certain liabilities are
not triggered within two years after the closing. However, the seller may be wary of the tax
implications of such an arrangement.
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With respect to the recognition of gains, both the seller company and the buyer company can
defer the recognition of capital gains on the transfer of shares of the target company, or the
transfer of shares being paid as consideration respectively. A special share transfer can be used
to defer recognition as long as certain conditions are met.

7.1.3

Transaction costs for financing issues: accounting and tax treatment of legal
and advisory fees

No specific Chinese provisions on the taxation of legal and accounting fees in M&A
transactions exist.
Costs relating to potential transactions are due diligence costs, restructuring costs, professional
advisor fees, etc. The tax costs may significantly differ depending on the type of transaction.
Generally, equity financing provides more flexibility and can be relatively cheaper if share prices
are high in stock markets. However, the amount of financing heavily depends on
macroeconomic conditions.

7.1.4

Recurring Management Fees: accounting and tax treatment

The SAT denies the deduction of management fees. Even if management services provided to
Chinese affiliates consist solely of non-shareholder costs, the SAT may argue that the costs do
not provide benefit to the Chinese affiliate and are therefore not deductible.

7.1.5

Interest deduction from financing: tax treatment and withholding taxes

Debt financing may have possible tax deductions. Generally, RMB loans from local banks are
not restricted, though some foreign guaranteed RMB loans may require registration. However,
restrictions exist on interest deductions from inter-company loans.

7.2

Taxation of investment funds

China’s laws can limit the possibility to use earn-outs, requiring all consideration to be paid
within a certain period of time.
An investment fund can be established as either an Limited Liability Company (“LLC”), or a
Limited Partnership (“LP”). The levied taxes depend on the chosen form of an investment
fund. Both an LLC and a LP are subject to a VAT of 6%. An LLC is also subject to a 25%
EIT. On the other hand, a LP is not subject to an EIT, but its partners will be subject to
personal income tax.
If a transaction between related parties was not conducted at arm’s length and resulted in the
reduction of taxable income, Chinese authorities are entitled to make adjustments. Entities are
also required to disclose related-party transactions in the filing of their annual tax returns.
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7.2.1

Foreign funds

Advanced Technology Services Enterprises (“ATSE”) incentives are available for enterprises
registered in 31 pilot cities. Qualifying ATSEs engaging in service outsourcing businesses are
offered preferential CIT treatment.

7.2.2

Taxation of the fund management

In China, no specific organizational taxes are applicable to the management of PE funds in
addition to those already mentioned.

7.2.3

General principles

7.2.3.1

Carried interest

If carried interests are being paid by an offshore PE fund to an offshore General Partner
(“GP”), provided that such an offshore fund does not become a PRC tax resident, the carried
interests received by the offshore GP will not be subject to PRC tax except where at the
individual level, a GP member needs to pay income tax as a PRC tax resident.
In the context of an onshore PE fund, the law is not clear as to the tax treatment of carried
interests – whether they should be seen as a dividend, or as remuneration (receiving different
tax rates respectively).
7.2.3.2

Management fees from business acquisition: accounting and tax treatment

Since Chinese tax law provides different taxation treatments for management fees and service
fees, in practice, enterprises often take tax deductions under the category of service fees for
management fees.
7.2.3.3

VAT on carried interest

In China, no specific provisions on the VAT treatment of carried interest exist.
7.2.3.4

VAT on management fees

An output VAT of 3% is payable on revenue, but no input VAT credits are claimable for
expenses. The simplified VAT has reduced taxpayers’ compliance costs, as well as the difficulty
of tax collection and administration from the perspective of the tax authorities.

8

Good Leaver and Bad Leaver Provisions

The concept of good and bad leaver provisions is not incorporated in Chinese law.

8.1

Valuation of share

Articles of association or shareholders agreements often incorporate good and bad leaver
provisions. In cases where a compulsory transfer of shares is required, share transfers are
subject to an independent valuation mechanism in the Shareholders’ Agreement. If the
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valuation reveals that it is sufficiently less than the original proposed price, then the transferring
shareholder is usually entitled to withdraw his shares from sale. As an alternative, he can refuse
to withdraw, and the other shareholders will be able to buy his shares at the revised valuation
price.

8.2 Payment
In China, there is no clear guidance on how payment is to be made if a PE fund manager is
found to be a good leaver. Generally, if the owner manager is a good leaver at the time that the
call option is exercised, then the purchase price for the shares would usually be paid in full and
in cash on the date on which the shares are transferred. However, even if a managing
shareholder is determined to be a good leaver at the time of exiting the company, a certain
amount of the purchase price may be withheld by the PE fund in order to cover situations
where a good leaver subsequently becomes a bad leaver. In addition, it is not uncommon for
payment to a good leaver to be staged over a certain period to assist the cash flow of the payer.
If the owner manager is a bad leaver at the time that the call option is exercised, then the
majority of the purchase price may be withheld until certain conditions are met.

9 Taxation of Investors
A unified taxation regime for both domestic and foreign investors exists under Chinese law
with certain exceptions. China levies several taxes, which are developed by the SAT and the
MOF. The currency of the tax payments is RMB.

9.1

Domestic investors

9.1.1

Individuals

The taxation of individuals in China is regulated by the Individual Income Tax (“IIT”). For a
taxpayer who has obtained incomes outside the territory of China, the amount of IIT already
paid outside China may be deducted from the tax amount payable. Nevertheless, the amount
of the deducted income may not exceed the Chinese IIT payable. IIT falls into progressive tax
rates ranging from 3% to 45%.

9.1.2

Institutional

Qualified Domestic Institutional Investor (“QDII”) provides limited opportunities for
domestic investors to access foreign markets without the floating of currency and the free
movement of capital. QDII allows investors to invest in foreign securities markets via certain
fund management institutions, insurance companies, securities companies and other asset
management institutions, as approved by the CSRC.

9.1.3

Entitlement to benefits under double tax treaties

See section 9.2.3.
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9.2

Foreign investors

9.2.1

Individuals

Individuals domiciled in the territory of China, or who have no domicile but have stayed in the
territory of China for one year or more shall pay IIT for their worldwide income. An individual
who has no domicile but has stayed in the territory of China for less than one year shall pay IIT
on their China-sourced incomes. Remuneration derived within the territory of China but paid
by employers outside China is not taxable if an individual with no Chinese domicile resides in
China for less than 90 days per year.12 Furthermore, individuals who have no residence in China
but have stayed in China for over one year, but less than five years, with the approval of the
tax authorities, can pay IIT only on their China-sourced income. Individuals who have stayed
in China for more than five years shall pay IIT on all their income derived outside China from
the 6th year.

9.2.2

Institutional

The Qualified Foreign Institutional Investor (“QFII”) program allows foreign investors to buy
shares in Chinese stock exchanges. QFIIs are currently subject to an EIT at a rate of 10% on
dividends, profits and interest and are exempt from capital gains on securities.

9.2.3

Entitlement to benefits under double tax treaties

9.2.3.1

Tax credits

Foreign tax credits are available under Chinese law. If a resident enterprise receives income
from a country that has no double-tax treaty with China, it is entitled to a tax credit, which is
deductible from the taxable income (the value paid in tax abroad is deducted). However, this
is limited to the amount of Chinese tax payable on such income. If the foreign tax exceeds the
limit, the exceeding portion can be carried forward during the five subsequent years. This rule
applies to a resident enterprise's taxable income derived outside China and taxable income
earned outside China by a non-resident enterprise having offices or establishments in China,
but with no actual connection with them.
Furthermore, a tax credit can be applied to tax paid on the dividends, bonuses and other equity
investment proceeds derived outside China, acquired by a resident company from its controlled
foreign enterprise.
9.2.3.2

Tax treaties

China has a broad network of over 100 concluded tax treaties. Most Chinese tax treaties are
based on the OECD models and provide for a relief from double taxation on all types of

12

The 90-day period may be extended to 183 days where tax treaties apply.
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income, incorporate anti-discrimination clauses and comply with OECD tax authority
information exchange provisions.
The provisions of taxation treaties prevail; when certain income is taxable, but a tax treaty
provides for a reduction, the provisions of the tax treaty will apply. As regards the repatriation
of profits and earnings, they may be taken in a lower cost jurisdiction because of a tax treaty.
The tax treaties define the taxable status of legal entities depending on their permanent
establishment.
In order to get relief from WHT on dividends, a company has to be a resident of a tax treaty
partner jurisdiction and be the real ‘beneficial owner’ of the Chinese subsidiary. The Chinese
authorities apply the principle of “substance over form” – i.e. it is not enough to be a registered
tax resident of the tax treaty partner state, the entity has to be recognized as such by Chinses
tax authorities.
Both resident/non-resident entities and individuals are entitled to enjoy benefits under tax
treaties, however they must be careful with anti-tax-avoidance rules and accurately undertake
all the required filing procedures.

10

Taxation of Cross-Border Mergers and Acquisitions

The SAT requires the disclosure of related party transactions and sets strict detailed
requirements for transfer pricing information disclosure. It has adopted several guidelines,
which aim to improve risk management and tax services to the “thousand enterprises”, i.e. the
group of companies that pay annual tax exceeding a certain amount set by the SAT. These
include guidelines on cross-border M&As.

10.1

General tax principles deriving from extraordinary transactions

Under Chinese law no special tax rules exist for the acquisition of foreign companies. However,
it might be required to undertake certain formalities with the Chinese authorities to get a
permission to receive foreign investment.

10.1.1 Determining the beneficial owner
In the context of M&As:
•

Safe harbor rules allow a foreign recipient that is a listed company or is
directly/indirectly held by a listed company can qualify as Beneficial Owner (“BO”)
for the purpose of claiming treaty benefits on their Chinese-sourced passive income.

•

BO subjects are direct/indirect recipients of the Chinese-sourced passive income. In
order to enjoy treaty benefits a BO has to:
o

Directly/indirectly hold 100 percent of the equity interest in the immediate
recipient of Chinese-sourced passive income.
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o

Be a tax resident of either the same jurisdiction as the income recipient or another
jurisdiction that has a tax treaty with China.

10.1.2 Offshores
China ensures the impossibility of tax avoidance with the use of holding entities incorporated
in offshore jurisdictions. According to Chinese law, authorities may re-characterize a
transaction as a direct transfer of Chinese taxable property if they deem that an offshore indirect
disposal of Chinese taxable property by a non-Chinese resident was carried out without any
reasonable business purpose. The rules apply not only to transfers of offshore entities that own
equity interests of the Chinese resident companies, but also to deals of foreign companies
holding Chinese real estate, as well as those holding assets of foreign companies’ permanent
Chinese establishments. The types of transactions that fall under the regulations vary in range.
Parties to the transaction do not need to report to the tax authorities, but buyers must act as
withholding agents and apply WHT when required by law. Failure will result in penalties.
In order to decide whether a transaction falls under the regulations, several factors are taken
into consideration, including:
•

Whether the value of the equities of an overseas enterprise arises from Chinese taxable
assets.

•

Whether the assets of an overseas enterprise mainly consist of Chinese investments.

The law also contains an ‘automatic test’, where if the overall arrangement relating to the indirect
transfer of Chinese taxable assets falls under certain circumstances, the transfer shall be directly
determined as having no reasonable business purpose.

10.1.3 Tax deductions
The EIT Law allows the deduction of amortized expenses of intangible assets, however, it
contains exceptions that cannot be deductible. Among them are:
•

Assets, for which self-development expenses have been deducted.

•

Self-created business reputation.

10.1.4 Innovation
China has recently implemented several new measures to support innovation, these include:
•

EIT can be deducted on newly purchased items for research and development.

•

A reduced 10% EIT rate may apply to eligible small enterprises with taxable income
less than RMB 1 million.
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10.2

Tax treatment of positive mergers differences: goodwill

Under CIT law, expenditures incurred in acquiring goodwill cannot be deducted until the
complete disposal or liquidation of the enterprise. Amortization is allowed under the CIT law
for other intangible assets held by the taxpayer for the production of goods, provision of
services, leasing or operations and management, including patents, trademarks, copyrights,
land-use rights, and proprietary technologies, etc. Intangible assets can be amortized over no
less than 10 years using the straight-line method. The expenses on acquiring goodwill cannot
be deducted from the taxable amount of incomes.

11

Exit Strategy for Funds

The type of the M&A deal will affect the applicable taxes at all stages of the deal from purchase
to selling out.

11.1

Asset deals

A situation can arise where a Chinese target company does not manage to comply with legal or
other obligations. An asset deal may be preferable than to buy since a purchase does not acquire
liabilities under such obligations that might be inherited with assets. However, an asset deal
may on the other hand lead to additional sell-side taxes that might be avoided in an equity deal.
Under an asset deal taxes will be levied on gains derived by the selling company under the EIT,
and, depending on the nature of the assets concerned, VAT may also arise. Non-tax issues that
lessen the appeal of an asset deal also exist, such as the timeframe and administrative burden
to implement an asset deal and difficulties in transferring licenses in certain cases. Hybrid deals
also exist where the buyer acquires shares and a certain part of the target’s assets. No answer
exists as to the type of deal which is more profitable in China.
In an asset acquisition, the assets purchased by the transferee shall account for 75% or more
of the total assets of the transferor and the amount of share-based payment made by the
transferee at the time of assets acquisition shall account for 85% or more of the total transaction
price.
For any equity or asset acquisition transactions between enterprises inside and outside China,
certain conditions must be met so that special tax treatment provisions can apply.
The tax treatment of a new company depends on the type of M&A. In the absorption merger
where a surviving company maintains its legal status it generally continues to pay the same taxes
as before the M & A and enjoy the tax incentives. In principle, the income tax payment issues
for the acquiree shall remain unchanged. Initially the amount of levied tax and tax incentives is
determined based on the taxable profit of the pre-merger company in the previous to the
merger year.
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In an asset acquisition the tax base of the transferee's equity obtained by the transferor shall be
determined according to the original tax base of the assigned assets. The tax base of the
transferor’s assets obtained by the transferee shall be determined according to the original tax
base of the assigned assets.

11.2

Share deals

Nowadays, share deals seem to be more popular than asset deals due to the fact that
shareholders of the acquired entity will share the risks of the merger, and therefore, an asset
acquisition may need to receive consent from third parties, as well as other tax considerations.
Furthermore, China’s laws set certain limitations on structuring foreign investments subject to
the nature of the investment and the sphere of the industry in question. A foreign investor
investing in China has to take into consideration local tax consequences as well as their home
country tax effects and tax effects in third countries if applicable.
Under a SAT notice,13 a transaction can be classified as an ordinary or specialized
reorganization.

11.2.1 Ordinary reorganizations
If the enterprise is changed from a corporation into a sole-investor enterprise, a partnership
enterprise or any other non-corporate organization or the enterprise transfers its place of
registration to a place outside the People’s Republic of China (including Hong Kong, Macao
and Taiwan), it shall be deemed as that the enterprise is liquidated and distributed, and a new
enterprise is established with investment from shareholders. The tax base of all assets of the
enterprise and the investment of shareholders shall be determined on the basis of fair value.
If there is any other simple change in the legal form of the enterprise, the enterprise can directly
register the change with the tax authority and, unless it is otherwise provided, the EIT payment
issues (including the benefits and obligations in the carry-over of losses and tax preferences)
shall be succeeded by the enterprise after change. However, this shall not apply to any change
in domicile which would make it ineligible for enjoying tax preferences.

11.2.2 Special reorganizations
Special reorganizations are constituted where a reorganization has a reasonable commercial
purpose and its primary purpose is not reducing, exempting or deferring tax.
Again, as is the case with an asset acquisition, in a share acquisition, the equity purchased by
the acquiree shall account for 75% or more of the total equity of the acquiree and the amount

Notice of the Ministry of Finance and the State Administration of Taxation on ‘Several Issues Concerning the
Enterprise Income Tax Treatment on Enterprise Reorganization’, No.59 [2009].

13

4648

CHINA
of share-based payment made by the acquiree shall account for 85% or more of the total
transaction price.
In the case of a special reorganization in a share acquisition, the tax base of the equity held by
the acquiree’s shareholders in the acquiree shall be determined according to the original tax
base of the acquired equity. The tax base of the acquiree’s equity obtained by the acquiree shall
be determined according to the original tax base of the acquired equity. The tax base and other
income tax issues of the original assets and liabilities of the acquiree and the acquirer shall
remain unchanged.
In a merger of enterprises, the following provisions are observed:
•

The mergerer shall determine the tax base of the assets and liabilities of the mergeree
on the basis of fair value.

•

The mergeree and its shareholders shall subject themselves to income tax treatment
according to the liquidation procedure.

•

The losses suffered by the mergeree may not be carried forward to the mergerer.

In a merger, the tax base of the mergeree’s assets and liabilities accepted by the mergerer shall
be determined according to the original tax base of the mergeree. The income tax issues of the
mergeree before merger shall be succeeded by the mergerer.
In a division of enterprises, the following provisions are followed:
•

For the assets split-out, the original enterprise shall determine the gains or losses in
the assignment of assets on the basis of fair value.

•

The existing or newly established enterprise shall determine the tax base of the assets
assigned to it on the basis of fair value. If the original enterprise still exists, the
consideration received by its shareholders shall be treated as a distribution of the
original enterprise. If the original enterprise does not exist anymore, the enterprise
and its shareholders shall be subject to income tax treatment according to the
liquidation procedure.

•

The losses of each enterprise concerned in the division may not be carried forward.

11.2.3 Resident funds
Capital gain is the most important when considering exit strategies. Under Chinese law, a direct
sale of shares is subject to tax. The WHT rate on capital gain is 10%, but it also can be lowered
under double-taxation agreements. To sum up, an asset purchase leads to increase in the cost
base from capital gains tax purposes. However, after the purchase of assets it may be possible
to distinguish intangible assets for tax amortization. Generally, asset purchase will lead to higher
transaction tax costs. However, obligations and liabilities of the target company under the asset
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deal are not transferred to the purchaser. It also shall be borne in mind that in case of selling
out the assets when the entity is liquidated or distributes the proceeds of the sale, there will be
a second charge to tax.

11.2.4 Non-resident funds
While the capital gains tax clauses in China’s tax treaties do not contain beneficial ownership
requirements, the Chinese tax authorities have repeatedly denied treaty relief for capital gains
on the grounds of substance and the list of negative factors in Circular 601,14 which sets out
the factors that the Chinese tax authorities take into account in deciding whether a treaty’s
beneficial ownership requirements are satisfied. Under the circular, not only must a company
control the disposition of the income and the underlying property but also ‘generally should conduct
substantial business operations’ to be considered as satisfying the beneficial ownership requirements.
The many enforcement cases observed previously also indicate that the PRC tax authorities are
focused on the business substance (e.g. hiring of staff, lease of premises, and conducting other
activities) of the foreign company applying for treaty benefits. This has led many commentators
to conclude that the Chinese beneficial ownership concept functions as a hybrid of the
international concept of beneficial ownership and anti-abuse rules aimed at preventing treaty
shopping.

Notice of the State Administration of Taxation on ‘Interpretation and Determination of Beneficial Owner under
Tax Treaties’, No. 601 [2009].
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1

Private Equity Market Overview

1.1

Trends and outlook of the market: the level of private equity activity in
recent years and developments in 2017

In the last few years, the private equity (“PE”) market has experienced significant growth within
Colombia. According to the Colombian PE funds association (“Colcapital”), the evolution of
private equity funds in terms of number of funds created annually has shown a considerable
progress. In fact, between 2005 and 2017 the number of PE funds created went from 2 to 103
(in which 95 are currently operating). These numbers only show the amount of PE funds
created under a very specific vehicle, Fondos de Capital Privado.
Most of the traditional strategies to acquire portfolio companies are used in Colombia. The
market shows significant moves in terms of venture capital investments, growth capital
investments and buyout transactions. The Colombian PE market has also grown in the amount
of transactions involving turnarounds. In general terms the evolution of PE funds has had a
growing trend.

1.2

The current major players

Currently, many of the major players worldwide have operations in Colombia, in different
manners and through different type of vehicles (e.g. Ashmore and Black Rock).
Principal sources of funding for private equity
Particularly, under Colombian regulation, private equity transactions have been funded by
traditional and institutional investors. The role of institutional investors, such as pension funds
and insurance companies has increased as the regulatory framework has permitted more
involvement of these types of entities in PE funds. For leveraged buyouts, the principal source
of funding is traditional bank-led loan financing for mid and large PE transactions.

2

Tax Environment

2.1

General principles of the tax system

The Colombian tax system is based on a territorial taxation for income tax purposes. Income
accrued due to a business presence in the country is subject to taxation. In general terms,
dividends out of profits of a Colombian entity, interest paid by a Colombian debtor and capital
Partner, Corporate, M&A and Finance, sgutierrez@lloredacamacho.com.
Director, Tax Department, dgarcia@lloredacamacho.com.
*** Senior Associate, Financial Law and Capital Markets, jperedo@lloredacamacho.com.
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gains realized for the transfer of assets located in Colombian soil are considered taxable events
in Colombia.
According to Colombian tax regulation, transfer of assets between foreign entities, as a result
of spin-off’s processes is treated as a sale of assets and therefore, is subject to tax, as a general
rule.
Investment funds and collective investment funds managed by trust entities (sociedades fiduciarias)
in Colombia are not treated as taxpayers for income tax purposes. A tax neutrality principle is
applicable on profits out of such funds. The latter implies that beneficiaries of investments and
collective investment funds are taxed as if such beneficiaries would have earned income directly,
namely interest, dividends or capital gains.
Conversely, profit distribution out of investment funds managed by stock exchange market
brokers (sociedades comisionistas de bolsa) is characterized as a dividend distribution for income tax
purposes.
A special tax treatment is provided for foreign capital portfolio investments. The special tax
regime provides for different benefits: (i) a 25% income withholding tax rate is applicable to
dividends distributions out of profits not taxed at a corporate level; (ii) no income tax
withholding is applicable to dividends distributions out of profits taxed at the corporate level;
(iii) Colombian-source income different from a dividend distribution is subject to a 14%
income withholding tax although a higher withholding tax rate applies if the beneficiary is
located in a country listed as a tax haven by the Colombian government .
As a general rule, income withholding accrued on income distribution is treated as the income
tax paid by foreign investors in Colombia. Thus, no income tax return shall be filed by such
investors if no income was accrued in the taxable year or income is treated as a dividend or an
interest subjected to a withholding.
Whether the income withholding tax was not triggered by the Colombian payer or the income
is not characterized as a dividend or an interest, foreign investor may be subject to file an
income tax return in Colombia.
Further, the realization of an investment or an asset made in Colombia by a foreign entity is
subject to a special income tax return.
In order to prevent double taxation and avoid tax fraud, the national government has
subscribed international treaties with Chile, Korea, Spain, India, México, Portugal, Czech
Republic and Switzerland.

2.2

Recent tax reforms or tax proposals which may affect the private equity
market

On 2016, the Colombian Congress enacted the latest tax reform (Law 1819) that incorporates
structural changes to the Colombian tax system. Such law was approved by Congress on 29
December 2016.
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For foreign investors, tax on dividends entails new challenges when structuring private equity
transactions.
Further, the Colombian Government is analyzing mechanisms to limit the benefits provided
for foreign capital portfolio investments. The Ministry of Finance has drafted preliminary
versions of a Decree increasing the income tax withholding tax applicable to income
distributions out of foreign capital portfolio investments.

2.3

Corporate income tax

2.3.1

Taxation of resident companies

Colombian-resident companies are taxed on a worldwide income basis. Taxes paid abroad are
creditable against income tax accrued in Colombia. Corporate tax rate is 33% (taxable year
2018) plus a 4% surplus income tax rate (taxable year 2018) if annual taxable base exceeds USD
290.000 approximately.

2.3.2

Taxation of non-resident companies

Non-resident companies are subject to Colombian-income tax only on Colombian-source
income. Thus, Colombian-source income is subject to an income withholding tax. Withholding
tax rate differs depending on the characterization of the income paid.

2.4

Participation Exemption

2.4.1

Dividends

Dividends distributed by a Colombian entity to foreign investors are subject to a tax on
dividends at a rate of 5% via withholding if such dividends correspond to profits that were
subject to income tax in Colombia at the corporate level.
If dividends distributed by the Colombian entity were not subject to income tax in Colombia
at the corporate level, the distribution is subject to a 35% withholding tax rate, additional to
the tax on dividends at the rate of 5% (the 5% is applied after the withholding of the 35 %).
Taxation on dividend distributions applies only on dividends paid out of profits accrued as of
2017.
The dividend tax does not apply on dividends distributions to a Colombian-corporate
shareholder.

2.4.2

Capital gains from share disposal

For investments held for two years or more, capital gains accrued in the sale of shares owned
in Colombian entities are subject to a capital gains tax at a 10% tax rate. Conversely, investments
held for less than two years are subject to an income tax at a 33% tax rate and a 4% income tax
surplus (if applicable).
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Capital gains and income tax bases are determined on the profit accrued. The transfer price for
tax purposes shall be the fair market value of the shares. Investors are able to reduce the taxable
base adjusting the tax cost or acquisition cost.
Profits earned as a consequence of the transfer of shares listed in the Colombian stock exchange
market are not subject to income or capital gains tax, as long as the shares transferred do not
exceed the 10% of the total amount of shares of the Colombian entity.

2.5

Interest deduction

As a general rule, Colombian taxpayers are entitled to deduct interest expenses. Certain
conditions, limitations and requirements apply in order to deduct such expenses from the
income taxable base. Conditions, limitations and requirements are extensively described in
Section 7.1.5. below.

2.6

Loss carry-forward

Net tax losses, according to article 147 of the Colombian Tax Code, can be carried forward
within the following 12 years.

2.7

Withholding taxes

2.7.1

Dividends

As a general rule, foreign shareholders are subject to a 5% income tax rate on dividends
distributed out of profits taxed at the corporate level. If dividends distributed by the Colombian
entity were not subject to income tax in Colombia at the corporate level, the distribution is
subject to a 35% withholding tax rate, additional to the tax on dividends at the rate of 5% (the
5% is applied after the withholding of the 35%). Taxation on dividend distributions applies
only on dividends paid out of profits accrued as of 2017.
No income withholding tax applies on dividends distributions to a Colombian-corporate
shareholder.
A special tax regime is applicable to dividends distributions out of foreign capital portfolio
investments as mentioned in Section 2.1. above.
A 33% income withholding tax applies on dividends distributed to a shareholder located in a
jurisdiction listed as a tax haven by the Colombian government.
Reduced income withholding tax rates may apply whether the shareholder is a resident of a
jurisdiction with a tax treaty signed with Colombia.

2.7.2

Interest

Income withholding tax is imposed at a rate of 33% for interests paid to a non-resident
company if the loan term does not exceed 12 months, otherwise the rate will be 14%.
A 33% income withholding tax applies on interest paid to a party located in a jurisdiction listed
as a tax haven by the Colombian government.
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Reduced income withholding tax rates may apply whether the creditor is a resident of a
jurisdiction with a tax treaty signed with Colombia.

2.8

General and Special Anti-Avoidance Rules applicable to private equity
structures

The Colombian tax system allows the tax authority to re-characterize transactions that lack of
business purposes and constitute tax avoidance. A prior tax procedure shall be initiated by the
tax authority against the taxpayer in order to prove the tax avoidance.

3

Regulatory Overview for Investment Funds and Principal
Regulatory Bodies

In general terms, PE transactions are regulated under the provisions of the Colombian Code
of Commerce, regarding the governance and operation of portfolio companies and the general
legal framework for equity and acquisition transactions. Additionally, law 964 of 2005 and
Decree 2555 of 2010 is applicable to the incorporation and operation of PE funds (fondos de
capital privado), for tender offers and, in general, for the governance and the operation of listed
portfolio companies.
Additionally, regarding PE transactions, the Decree 2555 of 2010 has set forth particularities
regarding the legal framework for the incorporation and operation of PE funds in Colombia.
A PE fund is a special type of vehicle with the objective of raising funds for the purposes of
PE transactions, and it especially allows pension funds in PE transactions through PE funds,
activity that otherwise would not be permitted.
Recently, some amendments to the regulatory framework applicable to PE funds in Colombia
have been enacted, specifically to respond to international standards, regarding the
administration and management of PE funds. On December 2017, a draft decree to amend
Decree 2555 of 2010 was published with the objective of separating the PE funds regulation
from investment funds regulation since the regulatory framework for PE funds has always been
referred to the one applicable to investment funds. This draft decree intends to re-adjust the
PE funds framework regulation with the latest international standards and main practices of
the local industry, improving the corporate governance of the funds. However, the draft has
not been approved and published by the Colombian government.

4

Major Investment Fund Types: Forms of Vehicles and
Legal Structures

Under Colombian regulation, investment funds can be structured under different vehicles, such
as open-end investment funds, closed-end investment funds as well as under corporate
structures such as simplified stock companies (sociedades por acciones simplificadas).
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The most typical legal forms of vehicles used for PE funds, when investing or acquiring
Colombian portfolio companies, is by setting up a special purpose vehicle (“NewCo”) in
Colombia in order to affect the investment or acquisition, where the equity composition of the
Colombian NewCo will only have one class of shares, as the NewCo will only be a vehicle with
a majority shareholding for the PE fund. This structure can be carried out under onshore and
offshore schemes for PE transactions.
Carried interest and other remuneration schemes are usually found within international
standards. Such carried interest is paid as a PE fund cost and, therefore, usually not a part of
the NewCo structure. The requirements to create and administrate a PE fund as described, is
restricted to determined entities that can be administrators pursuant Decree 2555 of 2010.

5

Fund Structuring

5.1

Fund manager and fund administration

5.1.1

Role

Fund manager and fund administration is performed and under international standards.
However, taking into account certain particularities of PE funds (as regulated vehicles), certain
obligations are provided for fund managers such as the identification, measurement, control
and management of the risks inherent of the fund that may be carried out directly by the
administrator of the PE fund or through an external manager.

5.1.2

Requirement imposed

Colombian law imposes requirements to the administrators of PE funds, as well as to their
managers and their external analysts (when applicable) in order to mitigate inherent risks of
such activity.
Some of the main requirements imposed to the manager’s activities are:
To have enough administrative capacity and sufficient technological and operational
infrastructure to exercise the investment activity, according to nature of the underlying assets
and the risks inherent therein;
•

To execute the investment policy of the managed fund regulations and to seek the
best adequate execution of operations, implementing the proper monitoring and
supervision mechanisms;

•

To develop and maintain adequate systems of internal control as well as the
identification, measurement and management of risk;

•

To have policies and procedures that procure the objective and transparent execution
of the managing activity regarding the funds; and

•

An accountability and liability regime for managers with regard to the activities or
decisions taken on behalf of the fund’s management pursuant to Decree 2555 of 2010.
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5.1.3

Activities carried-out

The activities that the manager is intended to carry out are:
•

To define the policies and procedures applicable to the development of the
management activities and to determine the criteria or conditions under which they
intend to develop the activities related to the PE fund;

•

To define for which funds will they exercise the management directly and for which
funds will they delegate to an external manager; and

•

To define the policies for the exercise of the political rights inherent in the
administrated PE fund, among others.

5.1.4

Regulatory framework

(e.g. to clarify if the domestic regulations require that fund managers should establish an internal
corporate body with supervisory functions as well as a remuneration committee, a risk control
committee, an internal audit committee, etc.).
The regulatory framework for the management of PE funds is determined under Decree 2555
of 2010 as this was mentioned in question 5.1.1. However, pursuant to Colombian regulation,
PE funds have a statutory structure that disaggregates its management, where: (i) a PE fund
administrator (exclusively a Colombian broker-dealer, a trust company or an investment
management entity); (ii) a PE fund manager (individual or entity that can be appointed by the
PE fund administrator); (iii) an investment committee; (iv) an oversight committee; (v) a general
assembly of investors; (vi) a custodian; and (vii) (at least two) investors.

6

Leveraged Buy-Out and
Opportunities and Limits

6.1

Opportunities

Re-Leveraged

Buy-Out:

Leveraged buy-outs (“LBOs”) are common in Colombian PE funds transactions. The usual
type of loan types for LBO transactions are term loans or revolving facilities. Under a leveraged
buyout it is also usual that the transaction contains several layers of debt. Also, syndicated loans,
with local and international banks are common for both mid and large PE transactions.
On the other hand, re-leveraged buyouts are not common regardless of the possibilities to
structure a transaction in which a re-leveraged buyout is carried out.

6.2

Limits

There are no particular limits for LBO transactions that affect the structure of debt financing
of PE transactions in Colombia and Colombian banks are permitted to grant facilities for PE
transactions, so long as the transaction does not involve taking control of entities under the
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surveillance of the Colombian Superintendence of Finance. This general rule is subject to
certain exceptions.
Limitations may apply regarding the tax treatment of the financing, considering thin
capitalization rules and transfer pricing rules.

7

Economic Flows to Private Equity Transactions

7.1

Transaction costs

7.1.1

Transaction costs for acquisition of businesses: accounting and tax treatment

In Colombia as long as such expenses are (i) related, (ii) necessary and (iii) proportionate to the
income producing activity in the country. Capitalizing expenses are also able to be deducted for
income tax purposes through amortization.
As provided in articles 74-1 and 142 of the Tax Code, start-up, pre-opening, and pre-operating
costs are treated as expenses subject to be capitalized for income tax purposes. Deductibility of
such capitalized expenses is only allowed when income is accrued. Straight line method shall
be used and annually the deductibility of capitalized expenses shall not exceed 20% of such
capitalized expense.
Interest expenses deductibility is subject to the limitations explained in Section 7.1.5. below.
For accounting purposes, start-up, pre-opening, and pre-operating costs are treated as regulated
by IAS 38.69

7.1.2

Transaction costs analysis for sellers: characterization of the earn-out payment
and timing of gain recognition

Earn-out payments are often involved under “locked-box” structures, where purchase price is
fixed to net debt and working capital, or “completion accounts” structures in which the price
is paid based on the actual level of assets and liabilities at the moment of completion, with a
post-pricing adjustment. This earn-out payment is included in order to stimulate management.
In fact, the inclusion of more complex earn-out mechanisms is becoming more commonly used
in PE transactions in Colombia.
For tax purposes disinvestments are subject to income tax or capital gains tax depending on
whether the investment was held for two years or more. For investments held for two years or
more, capital gains accrued in the sale of shares owned in Colombian entities are subject to a
capital gains tax at a 10% tax rate. Conversely, investments held for less than two years are
subject to an income tax at a 33% tax rate and a 4% income tax surplus (if applicable).

7.1.3

Transaction costs for financing issues: accounting and tax treatment for legal
and advisory fees

Corporate-funding transactions that require an increase of the corporate capital are subject to
a registration tax at a rate of 0.7% on the capital increase. The additional paid-in capital
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(premium for placement of shares) will be taxed a rate of 0.3%. For legal and advisory fees,
VAT is imposed at the general rate of 19%.
According to the accounting rules applicable in Colombia, transaction costs are incremental
costs that are directly attributable to the acquisition, issue or disposal of a financial asset or
financial liability. An incremental cost is one that would not have been incurred if the entity
had not acquired, issued or disposed of the financial instrument. Transaction costs shall be
capitalized and be registered as a financial asset or liability under the amortized cost method.

7.1.4

Recurring Management Fees: accounting and tax treatment

Recurring management fees paid as consideration for management services rendered in
Colombian soil are subject to income tax withholding at a 11% tax rate and a VAT is imposed
at the general rate of 19%.
For accounting purposes, management fees are treated as a current expense.

7.1.5

Interest deduction from financing: tax treatment and withholding taxes

As a general rule, taxpayers are entitled to deduct interest expenses for income tax purposes.
The right for deduction depends on the condition that the financial expense meets the general
deductibility requirements established by Article 107 of the Tax Code. Namely, the expense (i)
must be related to the income producing activity, (ii) must be necessary and (iii) must be
reasonable (or “proportionate”) to carry out said activity.
Despite the general deductibility rule, the deduction of interest in Colombia is subject to
conditions and limitations that any taxpayer must take into account to deduct any financial
expenses as it determines the taxable base of the income tax in Colombia.
The conditions or limitations that apply for the deduction of expenses or interests that arise
from borrowing transactions with foreign entities are the following:
•

The interest expense may not exceed the highest interest rate authorized by the
Superintendence of Finance of Colombia;

•

The inflation component of interest is not deductible for income tax purposes;

•

Thin capitalization rule. Any interest accruing on debts or liabilities where the total
average amount during the corresponding taxable year exceeds the tax equity of the
taxpayer by 3 times as determined at December 31 of the prior taxable year is not
deductible for income tax purposes;

•

The deduction for payments made abroad – interest expenses included– is limited to
15% of the taxable income determined by the taxpayer in the respective taxable year;
and

•

Limitation on financial expenses paid to foreign parent companies, branch offices and
affiliates.
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Income withholding tax is imposed at a rate of 33% for interests paid to a non-resident
company if the loan term does not exceed 12 months, otherwise the rate will be 14%.
A 33% income withholding tax applies on interest paid to a party located in a jurisdiction listed
as a tax haven by the Colombian government.
Reduced income withholding tax rates may apply whether the creditor is a resident of a
jurisdiction with a tax treaty signed with Colombia.

7.2 Taxation of investment funds
7.2.1 Foreign funds
A special tax regimen is applicable to dividends distributions out of foreign capital portfolio
investments as mentioned in Section 2.1. above.
Foreign funds without the qualification as foreign capital portfolio investments are treated as a
foreign entity subject to the general rules of taxation on Colombian-source income.

7.2.2 Taxation of the fund management
Management fees paid as consideration for management services rendered in Colombian soil
are subject to income tax withholding at an 11% tax rate and a VAT is imposed at the general
rate of 19%.

7.2.3

General principles

7.2.3.1

Carried Interest

Carried interest is taxed depending on how such carried interest is structured and characterized.
Whether the carried interest is characterized as a service fee, payments made are subject to a
15% income withholding tax whether the beneficiary is located abroad or to a 11% income
withholding tax if the beneficiary of the payment is a Colombian resident.
Whether the carried interest is treated as a dividend distribution, a 5% income withholding tax
applies if the beneficiary is a non-Colombian resident and profit distributed was taxed at the
corporate level. If the beneficiary is a Colombian corporation, no income withholding tax
applies on dividend distribution.
Carried interest accrued on the realization of the investment may be treated as a capital gain
(taxed at a 10% on the profit) depending on whether the investment was held for a two years
period or more. Conversely if the investment was held for less than a two years period the
profit out of the investment realized is taxed at a 37% income tax rate.
7.2.3.2

Management fees from business acquisition. accounting and tax treatment

Although the tax legislation does not regulate any specific form to determine a management
fee from business acquisition, generally, management fees paid as consideration for
management services rendered in Colombian soil are subject to income tax withholding at an
11% tax rate.
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For accounting purposes, management fees are treated as a current expense.
7.2.3.3

VAT on carried interest

If the carried interest is structured as a service fee a VAT at a 19% tax rate is triggered.
Conversely, carried interest characterized as a dividend distribution or as an investment
realization is not subject to a VAT in Colombia
7.2.3.4

VAT on management fees

Management fees are treated as a consideration for the services rendered in Colombia. VAT at
a 19% tax rate is accrued on amounts paid as management fees.

8

Good Leaver and Bad Leaver Provisions

8.1

Valuation of share

Good leaver and bad leaver dispositions can be found under shareholders’ agreements which
are typically governed by Colombian law and are enforceable and binding only between the
contracting parties. Nonetheless, shareholders’ agreements with respect to simplified stock
companies (sociedades por acciones simplificadas) – a type of corporation commonly used for these
transactions – will be valid without limitations if the agreement is deposited within the portfolio
company. Any provision of the shareholders’ agreement that is contrary to the articles of
association in relation with preference rights in the allocation and sale of shares, would be
deemed null and void.

8.2

Payment

Payment incentives for good leavers can be found under shareholders’ agreements. Also,
regarding bad leavers obliged to the payment regarding non-compete and non-solicit
provisions, and pursuant to recent resolutions issued by the Superintendence of Industry and
Commerce – the Colombian competition authority – non-compete provisions and non-solicit
provisions in M&A transactions are not, per se, prohibited or considered as restrictive of
competition even if the provision must be reviewed on a case-by-case basis.

9

Taxation of Investors

9.1

Domestic investors

9.1.1

Individuals

For individuals:
In TVU
From

Up to

Marginal rate

Tax
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>0

600

0%

>600

1000

5%

>1000

Hereafter

10%

9.1.2

0
(Dividends in TVU minus 600 UVT) x
5%
(Dividends in TVU minus 1000 UVT)
x 10% + 20 UVT

Institutional

See sections 2.1. and 2.4.

9.1.3

Entitlement to benefits under double tax treaties

Foreign investors are entitled to the benefits under the tax treaties signed by the Colombian
Government.
Depending on the characterization of the income accrued, foreign investors with a certified tax
residency in a country with a tax treaty signed with Colombia, may be subject to a reduction on
the income withholding rate or to a tax exemption if income is characterized as a capital gain.

9.2

Foreign investors

A special tax regimen is applicable to dividends distributions out of foreign capital portfolio
investments as mentioned in Section 2.1. above.
Foreign funds without the qualification as foreign capital portfolio investments are treated as a
foreign entity subject to the general rules of taxation on Colombian-source income.

10

Taxation of Cross-Border Mergers and Acquisitions

10.1

General tax principles deriving from extraordinary transactions

The Colombian tax system allows tax free corporate reorganizations as long as certain
conditions are fulfilled.
In general terms, cross-border mergers and spin-off transactions are not subject to taxation as
long as the resulting entity from the reorganization is a Colombian entity.
Further, no step-up or increase in the tax costs shall be accrued for tax purposes as a
consequence of the reorganization. The shareholders of the former corporate structure shall
proportionately participate in the subsequent corporate structure after the reorganization.
Capitalizations in kind are also treated as tax free reorganizations as long as the capitalized entity
is a Colombian entity.

10.2

Tax treatment of positive merger differences: goodwill

On acquisition of assets or commercial establishments, it will be possible to recognize the
goodwill as an intangible asset created by the company. Goodwill generated before 1 January
2017, can be deductible for income tax purposes if it is related to the business activity of the
company.
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11

Exit Strategy for Funds

11.1

Asset deal: overview of tax implications

Sale of assets held at least for two years, will be subject to capital gains tax at a rate of 10%.
Conversely, investments held for less than two years are subject to an income tax at a 33% tax
rate and a 4% income tax surplus (if applicable).

11.2

Share deal: overview of tax implications

See section 2.4.2.

11.3

Taxation of capital gains from the disposal of shares for funds

11.3.1

Resident funds

Disposal of the shares for funds is treated as a capital gain (taxed at a 10% on the profit)
depending on whether the investment was held for a two years period or more. Conversely if
the investment was held for less than a two years period, the profit out of the disposal of shares
is taxed at a 37% income tax rate.

11.3.2

Non-resident funds

Taxation on the disposal of shares applicable for resident funds is also applicable for Nonresident funds.
Further, non-resident funds disposing Colombian assets are subject to file a special income tax
return to assess and pay the income/capital gains tax triggered on disposal.
11.3.2.1 Whether a double tax treaty with the other jurisdiction is in force
As a general rule, tax treaties signed by the Colombian Government allocate taxation on the
disposal of shares to the residence country. Under the general rule, no withholding is triggered
on disposal of shares owned in a Colombian entity; however certain tax treaties impose
conditions to apply for the exemption at the source country.
11.3.2.2 Whether a double tax treaty with the other jurisdiction is not in force
Taxation on the disposal of shares applicable for resident funds is also applicable for Nonresident funds.
Further, non-resident funds disposing Colombian assets are subject to file a special income tax
return to assess and pay the income/capital gains tax triggered on disposal.
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1

Private Equity Market Overview

The French private equity market was driven by a strong momentum in 2017. The following
developments, based on an annual study published by France Invest (the French private equity
market association, formerly named AFIC) for 2017, help illustrate such affirmation.

1.1

Fundraising

EUR 16.5 billion were raised by private equity funds, i.e. a 13% growth compared to 2016 and
a 50%+ growth in 5 years. The major growth comes from funds of funds, public sector and
industrial actors. It is worth noting than 61% of the amounts raised by French private equity
structures were subscribed by French investors, mostly in venture and growth capital.

1.2

Investment

EUR 14.3 billion were invested by private equity funds (compared to EUR 12.4 billion in 2016)
representing a growth of 135% since 2012. It is worth mentioning that the monies were
invested in more than 2.100 companies (start-ups, SMEs and mid-tiers companies). Investment
growth was led by innovation venture capital (‘capital innovation’) as were counted investments
in 847 companies against 634 companies in 2016. Besides, the average ticket size for 1,700+
companies was below EUR 5 million (representing an aggregate amount of EUR 2 billion). 23
companies were the subject of investments for an average ticket of EUR 100+ million. Three
out of four companies were start-ups and SMEs.
More than 50% of the amounts being invested were representing a first-round table for the
companies in question. Such figure illustrates the change of perspective of French companies
towards private equity: private equity investors are now generally perceived as helping
improving companies’ performance instead of merely injecting equity in light of an expected
substantial capital gain.

1.3

Divestment

The market dynamism has also to do with divestment. In 2017, more than 1.500 companies
have been the subject of divestments, representing a total amount of EUR 9.6 billion.
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It is worth mentioning that the market liquidity of unlisted portfolio companies has increased
significantly.

1.4

Prospects

The prospects are promising in a favorable tax environment (see below) and in a context of low
interest rates. Average enterprise values have reached a peak level in 2017. This being said, one
may also observe such parameters are likely to foster the development of financial bubbles.

2

French Tax Environment

2.1

General principles of the tax system

Industrial and commercial profits are subject to French income tax only if they are earned in
France or if the right to tax such income has been attributed to France under a tax treaty.
ln addition, if a so-termed “complete business cycle” is performed outside France (if both the
purchase and resale of the same goods take place abroad) the related profits and losses will not
be taken into account in computing French tax liability (see section 3 - Relief for losses).
Specific territoriality rules are applicable to income and capital gains deriving from real estate
assets.

2.2

Recent tax reforms or tax proposals which may affect the private equity
market

In a context where France has the highest income tax rates in Europe, the French government
endeavors to modernize its regime so as to reinforce attractiveness, in order to enhance
investment and finally economic growth.
The Finance Act for 2017 has introduced a progressive reduction of the standard corporate
income tax rate in France from 33.33% to 28% and the Finance Act for 2018 has introduced a
further new progressive reduction of the corporate income tax rate from 31% in 2019 to 25%
as from 2022 (with however contemplated temporary increases between 39.43% and 44.43%
for 2017 and 2018 regarding large French companies and French tax groups).
As to private equity, fiscal incentives in France are among the most widely available in Europe.
Generally speaking, the more freedom is left to the private equity structure in its investment
strategy, the less available are tax incentives. The rationale being that tax incentives typically
aim at providing incentives through directing investments to specified market sectors.
Moreover, it is worth mentioning that the several tax incentives granted to individuals investing
in private equity vehicles, concerning in particular the business angels market segment, have
ended as of 2018. However, one may consider that this is an opportunity to focus investments
on the target company’s forecasts rather than primarily considering tax savings whatever the
target. Put another way, it should encourage a virtuous circle in which money would preferably
be invested in the best business projects.
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2.3

Corporate income tax

2.3.1

Taxation of resident companies

In determining profits and losses, French companies must follow the rules set forth in Articles
38 and 39 of the French Tax Code. Any income received, whether realized or accrued, needs
to be taken into account when computing taxable profits. Special rules apply to both long-term
service contracts and capital gains.

2.4

Participation Exemption

2.4.1

Dividends

To compute taxable profit, specific tax rules may apply to dividends received by French
companies that qualify as parent companies and receive dividends from French or foreign
companies in which they hold substantial interests.
In order to qualify for this favorable treatment, the following conditions must be met:
•

the parent company must be liable for corporate income tax,

•

the distributing company has to be considered as a corporation for French tax
purposes,

•

the parent company must hold a minimum of 5% of the distributing company’s
capital,

•

the shares must be registered in the parent company’s name or deposited with a
financial institution,

•

the shares need to be held by the parent company for at least two years. However, if
the two- year holding period is not met when the dividend is paid, the participation
exemption still applies, but will become retroactively negated if the conditions are not
met. According to a case law decision (French Supreme Administrative Court, 15
December 2014, no. 380942, Technicolor SA), the two-year holding period should
only be met for 5% of the distributing company’s capital and not for the whole shares
leading to dividends that could benefit from the participation exemption.

If the above conditions are met, 95% of the dividends received from the subsidiary are exempt
from corporate income tax at the parent company level. The remaining 5% is deemed to
correspond to the business expenses that the parent company incurred in holding its
subsidiary’s shares. Specific rules apply under the tax-consolidation regime.
Anti-optimization measures exist:
•
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For fiscal years begun on or after 1 January 2015, the portion of dividends deriving
from distributable profits considered as corporate income tax (or equivalent) tax
deductible for the paying company cannot benefit from the participation-exemption
regime. This anti-abuse measure aims to fight against hybrid financing schemes,

FRANCE
•

The regime is not applicable to dividends received from entities established in a noncooperative country / territory unless the parent company can prove that such
participation is justified by commercial reasons;

•

To dividends coming from exempted profits such as dividends distributed by
investment companies, venture companies;

•

To dividends related to an arrangement or a series of arrangements the main or only
purpose of which is to obtain a tax advantage that defeats the object or purpose of
the participation exemption regime.

2.4.2

Capital gains from share disposal

Long-term capital gains derived from disposals of substantial qualifying shareholdings are 88%
tax-exempt, subject to the following conditions:
•

The shares qualify for the participation exemption provided that the parent company
holds a minimum of 5% of the company’s capital;

•

The shares are acquired in the framework of a public takeover bid;

•

And shares qualifying as participation shares for accounting purposes;

•

The shares need to be held by the parent company for at least two years.

Any long-term capital gains and losses arising in the same year are netted.
Long-term capital gains derived from disposals of substantial shareholdings are tax-exempt,
except for a 12% share of expenses, leading to an effective tax rate for fiscal year 2018 of
approximately 4.56% or 4.56% for large corporate taxpayers.
The 12% lump sum portion is computed based on the gross amount of capital gains.
Shares in real estate companies may not qualify as participations shares.
Capital gains derived from the disposal of shares in a non-cooperative country/territory are
excluded unless the parent company can prove that such participation is justified by commercial
reasons.

2.5

Interest deduction

As a rule, financial expenses incurred in the normal course of business are deductible unless
there is a specific provision to the contrary.
However, specific rules apply to limit the deductibility of financial expenses, to prevent certain
avoidance schemes:
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2.5.1

Maximum interest rate deduction

Interest is tax-deductible only if the borrowing company’s capital is fully paid-up and only up
the average interest rate published by the FTA (i.e. for fiscal years ending on 31 December
2017, the maximum deductible interest rate was 1.67%).
A higher rate could be applied (except to minority shareholders, if not linked to the controlling
entity) if the borrowing company can prove it could have obtained a higher interest rate from
unrelated credit or financial establishments or institutions under analogous conditions.

2.5.2

Anti-hybrid rules

The deductibility of interest relating to loans obtained from related parties is allowed only if the
lender is subject, during the same tax year, to an income tax on the interest received equal to at
least 25% of the French standard CIT. Proof of the “sufficient taxation” has to be provided
upon request from the tax authorities.

2.5.3

Thin capitalization rules

Interest paid in consideration of loans granted or secured by a related party (“qualifying
interest”) should be taken into account for the computation of the following three thincapitalization ratio.
In any case, if the fraction of non-deductible interest is lower than EUR 150.000 there will be
no limitation.

The debt to equity ratio
The first limit is met if the average amounts lent by or secured by a related party exceed 1.5
time the net equity (at the beginning or the end of the FY).
The interest coverage ratio
Qualifying interest must not exceed 25% of the current pre-tax result before loan interest and
depreciation.

Interest received from related company ratio
Qualifying interest must not exceed interest received from its associated companies.
The deductibility of any interest that simultaneously exceeds the 3 above mentioned limits shall
be limited, for the FY during which it accrued, to the highest of the above 3 limits.
Interest that is not deductible pursuant to the above rules can be deducted in the following FYs
(after discounting 5% annually as from the second year of carry-over).

2.5.4

Overall capping: “Rabot”

In case the “net financial expenses” exceed EUR 3 million, 25% of the net financial expenses
is not deductible.
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2.5.5

Other very specific restriction rules
Carrez Amendment

Financial charges related to acquisitions of shareholdings are added back into the tax result if
the company is unable to demonstrate by any means whatsoever that these shares are effectively
managed by the EU holding itself or by a qualifying company, located in EU, of the same group.
From a practical standpoint, if the acquisition price of the shares is higher than the average
amount of the debt of the HoldCo, the full interest borne by HoldCo will be considered as not
tax deductible if HoldCo is not in a position to demonstrate that it effectively manages the
shares.

Charasse Amendment
This anti-abuse provision provides for a partial recapture of the financial expenses borne by a
tax consolidated group when a company is acquired (purchase or contribution for valuable
consideration) (i) from a shareholder controlling (directly or indirectly) the group (ii) or from a
company controlled (directly or indirectly) by the same shareholder. This rule applies whether
the acquisition is debt-financed or not.

2.6

Loss carry-forward

Tax-loss carry-forwards can be carried forward or back, under certain conditions and with
specific limitations in some situations.

Tax losses carried forward
Tax losses can be carried-forward for an unlimited time. However, the offset during a given FY
is limited to EUR 1 million + 50% of the tax profit exceeding EUR 1 million.
The non-off-settable tax losses portion can be carried forward for an unlimited period.

Tax losses carried back
The NOLs carry-back is limited (i) to EUR 1 million and (ii) to one year which means that tax
losses incurred at the end of a given FY can only be offset on the tax profits made the year
before (subject to conditions to be checked in relation with the situation of the company,
notably in case of restructuring operations).

Change in activity
In the event of a change in activity, the company’s tax-loss carry-forwards definitively forfeit.

2.7

Withholding taxes

2.7.1

Dividends

Dividends paid by a French company to its foreign parent company are in principle subject to
a 30% withholding tax. Exemption and exceptions can apply to:
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•

Dividends distributed to qualifying parent company resident within the EU/EEA
under conditions;

•

Dividends distributed to qualifying EU/EEA non-profit organisations;

•

Dividends distributed to qualifying EU/EEA/third countries investment funds in
principle;

•

Dividends distributed to qualifying EU/EEA parent company in a tax losses position
and going through winding up proceeds or are insolvent provided that specific
conditions are met.

The domestic rate also can be reduced or eliminated when a tax treaty applies.
Dividends distributed to a parent company in a non-cooperative jurisdiction or territory is
subject to a final 75% WHT unless the French subsidiary can prove that such participation is
justified by commercial reasons.

2.7.2

Interest

No withholding tax applies on interest paid to non-resident companies.
Interest paid to a company located in a non-cooperative jurisdiction or territory is subject to a
final 75% WHT unless the French subsidiary can prove that such participation is justified by
commercial reasons.

2.8

General and Special Anti-Avoidance Rules applicable to Private Equity
structures

There are two general anti-avoidance rules:
•

The abnormal acts of management doctrine under which a company can be reassessed
with respect to management decisions that are contrary to the interest of the company;

•

The abuse of law doctrine under which legal acts that are either artificial, or use a
literal reading of tax law that is contrary to the intention if the maw maker with the
sole purpose of reducing taxation can be re characterized and reassessed.

In addition, further to the Anti Avoidance Directive, a new GAAR should be implemented in
France.
In terms of SAARs, French tax law comprises a number of regulations. A non-exhaustive list
may include: the controlled foreign companies’ legislation, the provision to limit the deduction
of interest expenses (see section 2.5) as well as exceptions to participation exemption regimes
(see section 2.4).

3

Regulatory Overview for Investment Funds and Principal
Regulatory Bodies

French law provides for two main categories of undertakings for collective investments:
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•

Undertakings for collective investment in transferable securities (“UCITS”) which are
governed by directive 2014/91/EU of the European Parliament and of the Council
of 23 July 2014 transposed into French law in Articles L.214-2 to L.214-32-2 of the
French Monetary and Financial Code (“CMF”);

•

Alternative Investment Funds (“AIF”) which are governed by 2011/61/EU Directive
of the European Parliament and of the Council of 8 June 2011 transposed into French
law in Articles L.214-24 to L.214-190 of the CMF.

The AIF category covers the following types of funds and notably the private equity funds
which are detailed below:
•

AIFs open to retail investors;

•

AIFs reserved to professional investors;

•

Employee saving funds;

•

Financing funds “Organismes de financement”; (hereinafter, “Regulated AIFs”)

•

Others AIFs.

All these funds are subject to the control by the French Financial Markets Authority (“AMF”)
and subject to the “Règlement Général” of the AMF (“RGAMF”). As such, all creations or
modifications of a fund are submitted, a minima, for prior authorization, the visa from the AMF
or a declaration to the AMF, depending on the type of fund. Beside these two categories of
investment funds, French law provides for a third category known as “others collective
investment”: these funds are neither classified as UCITS nor AIF (article L.214-191 of the
CMF). They are dedicated to one single investor. They are subject to a declaration to the AMF.
UCITS and Regulated AIFs are managed by a management company licensed by the AMF or
an EU management company in the framework of the European management passport. In
order to obtain such license, the management company has to comply with several conditions
regarding in particular its human and material resources, financial elements, business plan.
The AMF bases its approval notably on whether the management company:
•

has its headquarters and effective management in France;

•

has sufficient initial capital as well as the appropriate and sufficient financial means;

•

provides the identity of its shareholders, whether direct or indirect, natural or legal
persons, who have a qualifying holding as well as their level of participation; the AMF
assesses the status of these shareholders in terms of the need to guarantee sound and
prudent management;
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•

is effectively managed by at least two persons who have the necessary good repute
and suitable experience for their role, for the purpose of guaranteeing a sound and
prudent management;

•

has a program of operations for every service that the company intends to offer;

•

the conditions under which it intends to provide the investment services in question.
It shall also indicate the type of operation envisaged as well as the structure of its
organization.

UCITS and AIF’s must also designate a custodian in charge of the following duties:
•

ensuring that all cash flows are properly supervised;

•

performing the safekeeping of assets;

•

overseeing the activities of UCITS and AIF.

Such custodian must be licensed as a credit institution.
The AMF also monitors investment funds throughout their lifetime. It checks their compliance
with the regulations and monitors the quality of the information supplied to investors (annual
reports, newsletters or commercial documents). Particular attention is paid to commercial
documents of products intended for the general public.
French regulations provide also, under certain circumstances and modalities, for some
exemptions to the obligation of appointing a management company for other AIFs (as defined
under 4.2.3 below).

4

Major Investment Fund Types: Forms of Vehicles and
Legal Structures

4.1

UCITS

These collective investments products are intended for non-professional investors and are
subject to the control by the AMF at the time of their creation (i.e. prior authorization) and
during their lifetime (e.g., funds’ modifications have to be either authorized by or notified to the
AMF).
The fund can be either a common fund (“FCP”) or an open-ended investment company
(“SICAV”). Its portfolio may be composed of financial instruments, and/or cash deposit.
UCITS must comply with several rules especially regarding public information:
•

They have to prepare a prospectus and a KIID (“Key Information Investors
Document”)

•

They are subject to annual and semi-annual reporting
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4.2

AIFs

Please find hereinafter a table regarding the legal structures for the main French AIFs private
equity categories

Regulated Private Equity AIFs opened to retail investors
Retail private equity
investment funds

Fonds communs de
placement à risques
(FCPR)

Retail local
investment funds

Fond
d’investissement de
proximité (FIP)

Retail venture
capital funds. Fonds

AMF authorization

Yes

Yes

Yes

Legal form

SICAV /FCP

SICAV /FCP

SICAV /FCP

Custodian/
Management company
/ Statutory auditor

Yes

Yes

Yes

Prospectus

Yes

Yes

Yes

KIID (key information
investors document)

Yes

Yes

Yes

Reporting to investors
and to the AMF
(annual/semi-annual)

Yes

Yes

Yes

commun de
placement dans
l’innovation (FCPI)

The purpose is to finance the start-up, development, transfer or acquisition of
unlisted company.
Investment rules
At least 50% of the assets in un
listed securities

A least 70% of assets
in unlisted companies
of
a
particular
geographical area

Investment of at least
70% of the assets in
companies that have
their registered office
in a Member State of
the
European
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Economic Area, have
at
least
2,000
employees and are of
an innovative nature.
EuVECA/ EuSEF "
funds” label1

Yes

Yes

Yes

Regulated Private Equity AIFs reserved to professional investors
Professional specialized
funds

Professional private
equity investment funds

Limited partnerships

AMF
authorization

Simple declaration

Simple declaration

Simple declaration

Legal form

SICAV/FCP

SICAV/FCP

Limited partnership

Custodian/
Management
company /
Statutory auditor

Yes

Yes

Yes

Prospectus

Yes

Yes

Yes

KIID

No

No

No

Reporting
(annual/semiannual)

Yes

Yes

Yes

Fonds professionnels
spécialisés

Fonds professionnel de
capital investissement

Société de libre
partenariat

European Venture Capital Funds were created by Regulation (“EU”) no. 345/2013 of the European Parliament
and the Council of 17 April 2013 for the purpose of promoting financing of unlisted companies.
“EuVECA” funds must have the intention of investing at least 70% of their aggregate capital contributions and
uncalled committed capital in eligible assets. Regulation no. 346/2013 of the European Parliament and the Council
of 17 April 2013 introduced a similar system for European Social Entrepreneurship Funds (“EuSEF”).

1
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•

Investment rules

4.3

The fund may invest in
any type of asset,
provided that the asset
meets conditions that
include:
• Proof of ownership of
the property;
• The liquidity of the
property;
• Assets are
valued/assessed by a
professional.
The fund has in particular the
possibility to grant loan
(under some specifics
conditions of duration)

Streamlined investment
rules: the portfolio is
composed of financial
instruments and submitted
to specific risk
diversification requirement.
The fund has in particular
the possibility to grant
loans

The fund may invest in
any type of asset,
provided that the asset
meets conditions that
include:
• Proof of
ownership of the
property;
• The liquidity of the
property;
Assets are
valued/assessed by a
professional.

Other AIFs

The AIF category also contains vehicles referred to as “other AIFs” which meet the definition
of AIFs but are not expressly listed in the CMF in the same way as FCPRs are.
Other AIFs are funds which meet the definition of the AIF set up by the AIFM Directive
(Article 4(1)(a) of the AIFMD) i.e. they raise capital from a number of investors, with a view to
investing it for the benefit of those investors in accordance with an investment policy that the
AIFs or their management companies define, and which are not UCITS.
Other AIFs can be managed by entities that are not licensed as management companies by the
AMF if:
•

•

the total asset value managed by such entity falls below the following thresholds:
o

EUR 100 million, including assets acquired using leverage; or

o

EUR 500 million where those legal entities do not use leverage, and

where all the unitholders or shareholders are professional investors. If the other AIF
is subscribed by a nonprofessional investor, it has to designate a custodian.

These other AIFs do not have to prepare a KIID but in the event of a public offer, they are
required to publish a prospectus approved by the AMF.

4.4

Others collective investments

These funds are governed by Article L. 214-191 of the CMF.
Their main characteristics are the following:
•

Legal form: (i) SICAV or (ii) SPPICAV;
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•

No authorization by the AMF prior to the creation of the fund;

•

Operating rules (investment policy, composition of assets, risk diversification
requirements) depend on contractual provisions;

•

These funds are managed by a management company licensed at least under the
UCITS directive.

5

French Fund Structuring

As a preliminary, the parties may choose between a private equity fund established in France
or abroad. If the fund to be created is a French fund, a distinction is to be drawn between own
account management and third-party management.
Professional investors may be in a position to choose between own account or third-party
management. However, even in such circumstance, they usually prefer the third-party
management formula and particularly the FPCI. Such vehicle must be managed by a
management company licensed for this activity by the regulatory body (AMF) and it thus offers
a safe legal framework. In addition, the rules governing the FPCI comply with the economic
and financial international principles thus allowing FPCI to raise money from both domestic
and foreign investors within the same vehicle. SLP is close to the Limited Partnership but, since
it has been created in 2015, it does not have the same experience curve as FPCI.

Own account management
The parties many choose between an ‘ordinary’ company or a société de capital risque (SCR). The
sole choice criterium is the tax regime and the constraints which are associated with the benefit
of such tax regime. An ordinary joint-stock company is the subject of corporate tax in the
ordinary conditions. SCR is exempted from any corporate income tax, with respect to interest,
dividends and capital gains in relation to portfolio holdings.
Capital gains realized from holdings representing more than 5% of the share capital of the
portfolio company and held for at least two years, when distributed to its shareholders, are
exempted from taxation at the investor’s level (should the investor be a French resident).
In return, the company must comply with the rules governing its shareholding, its investment
strategy, the absence of provision of services, and other legal constraints, all of which may lead
not to opt for this vehicle.

Third party management
The main distinction to be made is based on whether the subscribers are:
•

professionals, in which case the appropriate fund will take the form of a FPCI or an
FPS (particularly a SLP) depending of the investment strategy; or

•

non-professionals, in which case only certain types of vehicles (FCPI, FIP or
‘authorized’ FCPR) may be retained.
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6

Leverage Buy-Out and Re-Leverage Buy-Out French
Transactions: Opportunities and Limits
Economics

In the context of low interest rate still prevailing in the Euro zone, leverage buy-outs (LBOs),
whether primary or not, are undoubtedly appealing. In a context of a vast liberalization of the
lending market in France observed during the recent years, alternate (non-bank) lenders are
able to position themselves on the market and provide financing opportunities to the players.
However, an increase of the interest rates has to be anticipated in the modelling structure
and/or the hedging strategy. Furthermore, as previously mentioned (see section 1), since average
target valuations have been reaching historic highs, the risk of overestimating the target’s shares
price and the cash flow forecasts has to be taken into account. Such a view may lead to consider
the appropriateness of price revisions and ‘earn out’ mechanisms.

Legal and tax
Risks associated with stretched financial structures are now wall-known as have been
experienced during and after the 2008 sub-prime crisis. For example, investors liability has been
sought on the ground of mismanagement. In addition, a close look needs to be paid to the
preservation of the target’s corporate interest, specifically in secondary and more generally latestage buy-outs: it is not unusual to have anti-cash trap mechanisms that may be criticized from
a corporate interest perspective.

7

Economics Flows to Private Equity Transactions

7.1

Transaction costs

Transaction costs for acquisition of businesses: accounting and tax treatment
Acquisition costs of substantial shareholdings (so-called “Titres de participation”) must be
amortized over 5 years; they notably include transfer taxes (0.1 percent) and lawyers’/advisors’
fees.

7.1.1

Transaction costs analysis for sellers: characterization of the earn-out payment
and timing of gain recognition.

Earn-out payments should be recorded by the seller in the profit and loss accounts as an
increase or decrease of the original capital gain/loss.

7.1.2 Transaction costs for financing issues: accounting and tax treatment of legal and
advisory fees
Transaction costs for financing issues are deductible with limitations. 25 % of the net interest
expenses will not be tax deductible, unless the amount of net expenses is less than EUR 3
million and depending on the thin capitalization rules.
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7.1.3

Recurring Management Fees: accounting and tax treatment

Fees charged by the management company to the fund are non-tax relevant, since the fund is
generally not subject to corporate tax.

7.1.4

Interest deduction from financing: tax treatment and withholding taxes

Interest expenses from financing are tax deductible under the above conditions and limitations
(see section 2.5).

7.2

Taxation of investment funds

Investment funds can be divided into two different groups: (i) investment funds with legal
personality i.e. SICAV and (ii) investment funds without legal personality i.e. FCP.
From a French standpoint, both of them, whether or not they have legal personality, are not,
in principle, ever taxed on the income they receive or on the capital gains they realize on
transfers of securities made in the course of managing their portfolios. Once such proceeds are
received, French investment funds are not under any regulatory obligation to make an
immediate distribution to their unitholders. However, their units may also be subject to a
marked-to-market rule where held by a French CIT payer. In other words, their tax regime is
closed to tax transparency but not identical, depending on the fact pattern.
SICAFs are exempted under specific conditions.

7.2.1

Foreign funds

Further to the Santander decision, Article 119 bis 2 of the FTC was amended in order to
eliminate, under certain conditions, the withholding tax on dividends distributed on or after 17
August 2012 to foreign funds.
This elimination of the withholding tax concerns certain undertakings for collective investment
created under foreign law and located in an EU Member State or in a State or territory that has
entered into an administrative assistance agreement with France in view of combatting tax fraud
and evasion, where the undertaking for collective investment meets the following conditions:
•

it raises capital from a number of investors in view of investing it, in accordance with
a defined investment strategy, in the interest of those investors;

•

it present characteristics similar to those of French UCIs (OPCVMs, general-purpose
investment funds, Alternative Investment Funds, FCPRs, FCPIs, FIPs, OPCIs,
SICAFs, alternative funds of funds, general-purpose professional funds, professional
OPCIs, professional capital investment funds, FCPEs, SICAVASs).

On 6 August 2013, the French tax administration published an administrative instruction
setting out the characteristics required to qualify for the immediate exemption from
withholding taxes, in light of the new provisions of Article 119 bis 2 of the FTC (BOI-RPPMPVBMI-RCM-30-30-20-70).
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In practice, investment funds located in third States cannot benefit from the immediate
exemption from withholding tax and must file tax reclaims to seek a refund.

7.2.2

Taxation of the fund management

French FCPs may be operated only by funds’ management operators. The management
company is subject to ordinary corporate income tax and is regarded as a financial entity.
Management fees and the income received for the activity carried-on are subject to corporate
income tax.

7.2.3

General principles

7.2.3.1

Carried interest

Carried interest may be taxed according to the capital gain regime, provided that certain
conditions are complied with.
7.2.3.2

Management fees from business acquisition. Accounting and tax treatment

Management costs deriving from business acquisition in case of private equity transactions
should be booked into the profit and loss accounts and could generally be considered as
deductible costs. However, a case-by-case approach would be envisaged.
7.2.3.3

VAT on carried interest

From a general VAT perspective, it must be noted that payments of carried interest proceeds
are exempt under French VAT law.
7.2.3.4

VAT on management fees

From a general VAT perspective, management fees paid by the fund to the French management
company are tax exempt.

8

Good Leaver and Bad Leaver Provisions

It is standard practice on the French market to have good and bad leaver provisions in private
equity transactions. As a general rule, it is crucial for investors to have both management’s and
investor’s respective interests being aligned in the transaction.
Hence, should any manager leave the portfolio company for any reason, the investors shall be
in a position to cause such manager to sell his shares.
In general, good/bad leaver provisions are structured as a promise to sell granted by the
manager as promisor, in favor of the investor (it being specified that the other managers may
benefit from a first rank pre-emptive right).
As private equity funds cannot raise money for amounts exceeding their committed capital,
fund investors generally do not undertake to purchase the portfolio company’s shares and
merely have an option to purchase.
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From a legal perspective, structuring and drafting good/bad leaver provisions needs to address
several issues, and in particular:
•

Tax and social risks: depending on the proposed structure, the provision may lead the
manager’s investment in the portfolio company’s shares to be recharacterized as wages
or service fees (which are the subject of higher taxation and social contributions). To
date, French case law is still uncertain and subject to debates. Despite such
unfavorable environment, investors for the reason mentioned earlier insist on having
such provision whatever the risk. One may consider that the reasoning of the French
courts, with respect to this issue, is based on incorrect premises and does not
appropriately consider the issues at stake for investors. In addition, the valuation
discount applicable in case of a bad leaver may (depending on the discount level) the
be treated as a financial penalty under French labor law, and even lead to the
nullification of the agreement under contract law.

•

Validity: the question of the price determination mechanism is particularly sensitive.
Whenever the contract price is not fixed but is to be determined in the future
(‘déterminable’) pursuant to the contract term and conditions, the fixation of price in a
sale shall in order for the clause to be valid (i) depend on purely objective conditions
(i.e. conditions which shall not be dependent on the sole decision of a party) and (ii)
not impose a further consent of the parties. Should the clause violate such principles
it shall be nullified and in turn the whole sale and purchase agreement shall be nullified.
It is generally recommended to have the final determination of the price being left to
the appreciation of an expert appointed by the parties (who shall apply the contract
price formula). To date, the legal ground for the legal framework is still under
discussion as one may hesitate between articles 1592 or 1843-quarties of the French
civil code. In such context, drafting of the expert clause is sensitive.

•

Legal classification: depending on the negotiation between the parties, investors may
accept to grant the manager leaving the group an option to sell his shares (i.e. a put
option) in the event of the occurrence of a good leaver event. In such situation, the
co-existence of on the one side a call option in favor of the investors and on the other
side a put option in favor of the manager, in respect of the same shares, may lead the
court to held such reciprocal promises as one single promise for the sale and purchase
(‘promesse synallagmatique’) of the shares. Pursuant to article 1589 of the French civil
code the latter shall be treated as a sale and purchase agreement. Needless to say, this
approach may lead to foil the parties’ intentions and this is why careful attention shall
be paid to the structure and drafting of the provision in question.

•

Enforcement: in reaction to the French case law with respect to the enforcement of
unilateral promises (‘promesses unilatérales’) of contract, allowing the promisor to
withdraw his promise (up until the option was exercised) subject to indemnifying the
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beneficiary up to the prejudice actually suffered, the ordinance dated 10 February 2016
on contracts and obligations has strengthened the position of the beneficiary.
Now, pursuant to article 1124 of the French civil code, the promisor is henceforth
under no circumstances allowed to withdraw its consent and, as a result, the
beneficiary may at any time enforce the promise before the courts. In addition, it
should be added that pursuant to a law no. 2018-287 dated 20 April 2018, the general
rule with respect to the enforcement of obligations against the debtor provided for
under article 1221 of the French code civil (introduced by the above-mentioned
ordinance on contracts and obligations) has been strengthened thus reinforcing the
situation of the creditor.

9

French Taxation of Investors

Domestic and foreign investors are taxable only (i) when the fund makes a distribution or (ii)
when an investor sells its holding in the fund. Taxation is levied in function of the nature of
the distributed income.
Domestic and foreign investors are taxable upon distributions made by the fund or when the
fund’s holdings are disposed of unless a specific regime applies.

9.1

Domestic investors

9.1.1

Individuals

Following the Finance Act for 2018, a comprehensive flat tax of 30% (comprising of social
levies for 17.2% after the social contributions increase and of income tax for 12.8% - high
income earners may suffer an additional 3 or 4% tax cost) applies to all financial income earned
by individuals as from 1 January 2018. No allowance would apply. Taxpayers would be able to
elect for application of the existing progressive income tax rates (the portion of the social levies
due on this income remaining unchanged) on this income, in which case, for interests held as
at 1 January 2018, the taxpayers could still benefit from allowances depending on the ownership
period. However, the election, when made, would apply to all financial income of the taxpayer
(not allowing the taxpayer to elect for it to apply to certain income only).
It is worth mentioning that there is a tax exemption for individual limited partners of an FCPR
on capital gains derived from the disposal of shares in funds, if the following conditions are
satisfied:
•

Shares in the FCPR are subscribed at the outset when they are issued (not purchased);

•

At least 50% of the fund’s assets must be invested in eligible companies;

•

The LP makes a commitment to hold fund shares for 5 years;

•

The LP holds less than 25% of shares of investee companies;
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•

The LP has reinvested in the FCPR incomes received from the funds during the
holding period.

Even so, the capital gain is subject to social contributions.
A new tax regime applies to options on shares attributed from 28 September 2012. However,
the previous tax and social regime continues to be applicable after 28 September 2012 to the
shares attributed before this date.
Under the new regime, the acquisition gain realised at the time of the acquisition of stockoptions is taxable on the progressive scale of income tax under the category of “salaries and
wages”. This acquisition gain is taxable on the date of sale of these shares.
The potential loss on the acquisition of the shares may be offset against the gain realised upon
the sale of these shares.
The social contribution levied on the acquisition gains is partially deductible from the taxable
income.
The vesting period, which used to condition the application of the taxation flat rates, is no
longer applicable to the extent that the acquisition gain is henceforth subject to the salaries and
wages scheme. However, the specific rate of salary contribution depends on compliance with
the vesting period deadline.
All amounts of tax are increased by social charges and a flat social tax rate of 10%.

9.1.2

Institutional

In principle, the tax treatment of domestic investors investing through a French PE fund or
directly into portfolio companies would be similar since the PE fund is treated as a ‘look
through’ entity in order to keep the exact nature and source of the income deriving from the
distributions performed by the FCP (‘couponage rule’).
Nevertheless, besides these rules, a domestic corporate investor (except life insurance
companies) is taxable on the yearly increase of value of the fund from one year to the next. In
this latter case, the domestic corporate investor must, in principle, include in its taxable income
the difference in the realization value of the fund from one year to the next (application of the
mark-to-market method).
However, the mark-to-market taxation is not applicable when more than 90% of the market
value of the investments of the PE fund are composed of shares or investment certificates
issued by French or EU entities which are subject to corporate income tax at the standard rate.
If the PE fund qualifies for the ‘FCPR Fiscaux’ and the investors undertake to keep their stake
in the fund for at least 5 years, the mark to market method does not apply and under conditions,
a tax exemption or reduction applies on the distributions, the sale of stakes in the fund.
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Tax exemptions or reductions are applicable when the PE fund is eligible to the ‘FCPR Fiscaux’
tax treatment:
•

the investments of the PE fund are composed for 50% at least of shares, convertibles
bonds, etc. issued by EU/Norway/Iceland companies (or 70% for FCPI as from 1
January 2014);

•

up to 20% can derive from direct and indirect (through a holding company as admitted
by the French Tax Authorities) investments in EU/Norway/Iceland listed companies
under conditions;
o

carrying out commercial, industrial, artisanal activity;

o

being subject to corporate income under the common rules (or equivalent
taxation).

If these conditions are met, for the distributions deriving from the fund:
•

the mark to market method does not apply for corporate investors (if commitment to
keep the stakes in the fund for at least 5 years);

•

distributions deriving from the disposal of assets held by the fund: no taxation up to
reimbursement of the contributions, no taxation for distributions made 2 years after
the contribution for participation shares held for at least 2 years;

•

taxation at the standard rate of the distribution made before the two-year contribution
period, taxation at 15% for the other situations, and

•

dividends and interest are subject to the standard rate.

If these conditions are met, capital gains realized from the sale of the fund’s units held for more
than 5 years can benefit from an exemption or be the subject of a 15% CIT. The sale of stakes
held for less than 5 years are subject to the standard rate of CIT.

9.1.3

Entitlement to benefits under double tax treaties

The funds are generally not eligible to the provisions of double tax treaties because they do not
have a legal personality and are not subject to corporate income tax. However, some double
tax treaties signed by France include specific provisions for the fund itself or in proportion of
its resident investors.

9.2

Foreign investors

9.2.1

Individuals

The rates of withholding taxes levied on dividends and certain capital gains earned by nonresident taxpayers would also be reduced (subject to application of the relevant tax treaties) to
12.8%.
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9.2.2

Institutional

For foreign investors, according to article 119-bis 2 of the French Tax Code (“FTC”), a
withholding tax is applicable on French dividends (from 15% to 75%) and depending on the
provisions of the double tax treaties.
Exceptions exist and for instance, there is no withholding tax on French dividends if the
distribution of dividends is made to an investment fund that meets the following conditions:
•

being located in another Member within the EU or in a State or territory having
concluded a convention on administrative assistance to combat fraud and tax evasion;

•

raising capital from a certain number of investors in view of investing it, under a
defined investment policy, in the interest of those investors;

•

having similar characteristics with the French funds expressly enumerated under the
article 119 bis 2° of the FTC, and

•

the administrative assistance agreement against fraud and tax evasion allows the FTA
to obtain information from the foreign tax authorities regarding the fulfilment of these
conditions.

Foreign investors are generally not subject to capital gains tax in France on the sale of shares
of a French company unless they hold or have held, at any time in the past 5 years, directly or
indirectly, shares entitling them to more than 25% of the profits of that French Company.
Capital gain is subject to a taxation of 33.3% pursuant to the Finance Act for 2018. For capital
gains realized by a beneficiary located in a non-cooperative jurisdiction, the rate amounts to
75% and the tax applies irrespective of the holding percentage. For corporate companies having
their place of effective management in an EU Member State, or in a European Economic Area
state that has signed an administrative assistance agreement with France, the same tax treatment
as that of a French company could apply.

9.2.3

Entitlement to benefits under double tax treaties

The funds are generally not eligible to the provisions of double tax treaties because they do not
have a legal personality and are not subject to corporate income tax. However, some double
tax treaties include specific provisions for the fund itself or in proportion of its resident
investors.

10

Taxation of Cross-Border Mergers and Acquisitions

From a tax point of view, according to the French tax code, merger operations between
companies may benefit upon election and under conditions from a tax deferral treatment (i.e.
in particular no immediate taxation of latent gains and profits).
Said favorable tax regime may apply to cross-border merger under conditions. The French
contributing (or absorbed) companies now must file with the French tax authorities a
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declaration including basic information regarding the modalities of and reasons for the
transaction.
It is also now possible to request that the French tax authorities confirm, through a ruling, that
the transaction satisfies the conditions required to benefit from the special merger regime.

11

Exit Strategy for Funds

As a principle, exit paths are relatively straightforward: investors may engage in:
•

a sale to a third party, in favor of another private equity fund or a strategic buyer,

•

an initial private offering (IPO), or

•

a dividend recapitalization in order to extract all or part of the cash invested in the
portfolio company.

However, in practice, the exits which are available to investors are highly depending on market
conditions, as well as the situation of the portfolio company. For example, an exit through an
IPO will be theoretical for most of the French portfolio companies which are composed of
SMEs and mid-tier companies, as a result of the cost associated with the process and the relative
illiquidity of the stock exchanges dedicated to that type of companies.
Moreover, a distinction must be drawn according to whether the exit is related to venture capital
(VC), growth capital (GC) or LBO. For example, in case of VC, investors may reasonably
expect the exit to occur in the context of a further roundtable, which is far more likely to occur
than in the case of GC investment.

11.1

Asset deal

Possibility of tax shields induced by tangible assets step-up allowing for future higher
amortization allowances.
Application of registration duties amounting to circa 5%, levied on the transfer of on-going
concern on the purchase price (i.e. 0% from 0 to EUR 23 k, 3% for the portion between EUR
23.000 and EUR 200.000 and 5% for the portion greater than EUR 200.000)
Potential significant tax impact at the level of the seller, the transfer of 80% or 90% of its
activity to a NewCo could trigger potential tax consequences:
•

taxation of the capital gains at the standard corporate income tax (CIT) rate (33.33%)
on latent capital gains attached to assets sold vs. application of the participation
exemption regime on the sale of shares of target company should said shares be held
for more than 2 years by another French company, i.e. broadly an effective tax rate of
4% on the capital gain of shares vs. 33.33% on the sale by target company of its assets;

•

forfeiture of existing tax losses carry-forward if any at the level of target company, due
to a major change of activity.
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11.2

Share deals

See above.
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1

Private Equity Market Overview

Continuing the development of the last years the level of private equity activities keeps on
rising. This in particular applies to private equity transactions. According to market data of the
German Private Equity and Venture Capital Association (BVK e.V.) both the number and
volume of private equity transactions increased significantly. Driven by large transactions like
the takeover of Ceramtec and STADA – the latter being one of the largest buy-outs of the last
years – the volume of buy-outs increased from EUR 5.01 billion in 2016 to EUR 8.94 billion
in 2017 and the number of reported transactions increased from 119 in 2016 to 150 in 2017.
So, there are a lot of investment activities in all investment segments from small cap through
large cap transactions. One of the main market drivers was the high availability of equity as well
as debt financing. Though, the growth rates with regard to fundraising did not hit the same
rates like private equity transactions, year 2017 also turned out being a successful year with
slight but steady growth to approx. EUR 3 billion of newly committed funds.
Despite these very positive developments, the German private equity landscapes still it seems
to have significant upside potential. Compared to other jurisdictions like, for instance, UK and
France the German private equity market is still significantly behind the overall economy of
Germany. So, there is still substantial space for future growth, always bearing in mind the
general political and economic uncertainties which the entire European Union has to face.

2

Tax Environment

2.1

General principles of the tax system

The taxes applicable to companies in Germany are income tax (“IT”) or corporate income tax
(“CIT”), municipal trade tax (“TT”) and value added tax (“VAT”).
Partnerships are treated as fiscally transparent entities. While the partnership is liable to TT and
VAT, the partners are assessed to IT or CIT. In addition to the normal IT or CIT, a surcharge
on IT or CIT is levied to finance Germany’s reunification. The tax basis for individuals and
companies being subject to an unlimited tax liability is the worldwide income.
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2.2

Recent tax reforms or tax proposals which may affect the private equity
market

Germany has recently seen some legislative developments with relevance for the private equity
sector:
•

Germany introduced a license barrier rule with effect as of 1. January 2018. The rule
shall restrict the tax deduction of royalties and similar payments made to related
parties, if such payments are subject to a non-OECD compliant preferential tax
regime (IP Box) in the jurisdiction of the recipient and are effectively taxed at a rate
below 25%.

•

A new rule provides for an exemption of the forfeiture of tax loss carryforwards in
case of a harmful change of control (see section 2.6).

•

The tax legislation amended the reorganization tax act by aggravating the conditions
for the tax neutrality of spin-offs and share swaps. Generally, the tax neutrality
requires that the transferring person receives as consideration new shares in the
receiving entity. Other considerations in addition to new shares (e.g. cash, shareholder
loans) are permitted. However, the legislation requires that the fair value of such other
considerations must not amount to more than (i) 25% of the book value of the
contributed business assets or (ii) EUR 500.000.

2.3

Corporate income tax

2.3.1

Taxation of resident companies

A corporation is considered tax resident in Germany if its registered office or place of
management is located in Germany. All income of a corporation generally is considered
business income.
Resident corporations are taxed on their worldwide income. However, tax treaties may exclude
foreign-source income from German taxation. The CIT rate is 15%, plus a 5.5% solidarity
surcharge, which results in a combined rate of 15.825%. Moreover, municipal TT is levied,
typically at rates between 14% and 17%, depending on the municipality where the corporation
is located. The effective tax rate (CIT incl. the solidarity surcharge and TT) typically ranges
between 30% and 33%.

2.3.2

Taxation of non-resident companies

Nonresident companies are taxed on certain German-source income, such as income from a
German permanent establishment.
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2.4

Participation Exemption

2.4.1

Dividends

Dividends received by German corporations or branches of non-resident corporations
generally are exempt from CIT. However, 5% of the gross dividend is added back to taxable
income as a non-deductible expense, resulting in an effective tax exemption of 95%. The
exemption requires a minimum shareholding of at least 10% of the share capital at the
beginning of the calendar year (acquisitions of 10% or more during the calendar year are
deemed to have taken place as at the beginning of that year). The exemption is not granted to
banks and financial services institutions, financial companies, life and health insurance
companies and pension funds unless the EU parent-subsidiary directive or a tax treaty provide
otherwise. The exemption is not applicable if, and to the extent that, the dividend has been
treated as a deductible expense at the level of the distributing company, irrespective of different
provisions in an applicable tax treaty (anti- hybrid rule). The 95% exemption also applies to TT
with the restriction that a minimum shareholding of 15% of the share capital (10% for
dividends from companies’ resident in other EU member states) is necessary at the beginning
of the calendar year.

2.4.2

Capital gains from share disposal

Capital gains arising from the sale of shares by a corporation generally are 95% exempt (a 100%
exemption with a 5% add-back as nondeductible business expense), regardless of how long the
participation in the subsidiary has been held and the extent of the participation (see section
2.4.1).

2.5

Interest deduction

Generally, the deduction of interest expense exceeding interest income (net interest expense) is
limited to 30% of the tax EBITDA. The limitation applies to all interest regardless of whether
the debt is owed to a shareholder, related party or third party. It is not applicable (with some
related-party exceptions) where:
•

the annual net interest expense is less than EUR 3 million, or

•

the taxpayer is not part of a group of companies, or

•

the equity ratio of the German borrower does not fall short of the equity ratio of the
worldwide group by more than two percentage points.

The EBITDA threshold is calculated on the basis of the current year EBITDA of the German
business (i.e. the year for which interest deductions should be claimed). A tax group for German
tax purposes is treated as one business. If the net interest expense is lower than 30% of the tax
EBITDA, the excess EBITDA may be carried forward and used in the following five years
when the net interest expense exceeds 30% of the current EBITDA. Interest expense exceeding
the 30% limitation is non-deductible for German CIT and TT purposes in the year of accrual
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(unless one of the exceptions applies) but may be carried forward indefinitely. The interest
carryforward is subject to change-in-ownership rules (a direct or indirect ownership change of
more than 25%/50% to one shareholder or a group of shareholders with similar objectives),
which could result in a partial or complete forfeiture of all interest carryforwards.

2.6

Loss carry-forward

Losses of up to EUR 1 million may be carried back one year for CIT purposes. No carryback
is available for TT purposes. Losses not carried back can be carried forward indefinitely for
CIT and TT purposes. However, the utilization of loss carry forwards is restricted for annual
profits exceeding EUR 1 million. Only 60% of the excess over EUR 1 million may be offset by
the carried forward losses; the remaining 40% is taxed at the regular rates (minimum taxation).
All CIT and TT losses and loss carryforwards forfeit in case of a harmful change of control. A
harmful change of control occurs if more than 25% but not more than 50%, or more than 50%
of the subscribed capital, the membership rights, shareholder rights or the voting rights in a
corporation are acquired by one acquirer (or related parties of an acquirer) within a time period
of 5 years. Whereas losses carried forward and current losses forfeit in total in case of a share
transfer of more than 50%, losses carried forward and current losses only forfeit pro rata in
case of a share transfer of more than 25% but not more than 50%. The rules on the forfeiture
of tax loss carryforwards and unused current losses do not apply to share transfers where (i)
the acquirer directly or indirectly holds a participation of 100% in the transferring entity, (ii) the
seller directly or indirectly holds a participation of 100% in the receiving entity, or (iii) the same
individual or legal person or commercial partnership directly or indirectly holds a participation
of 100% in the transferring and the receiving entity. Furthermore, tax loss carryforwards and
unused current losses will not forfeit to the extent that they are covered by built in gains, which
are taxable in Germany at the time of such acquisition. On application, the change-inownership rule does not apply if (i) the loss corporation has maintained one and the same
business activity in the year of the ownership change and the three preceding years or, if less,
since the formation of the corporation and (ii) none of the following harmful events has
occurred during this period:
•

The business activity has been dormant or terminated;

•

The business activity has changed its purpose (e. g. by change of industry);

•

The corporation has commenced additional business activities;

•

The corporation has been a partner in a partnership;

•

The corporation has been the parent company in a German tax group for CIT and
TT purposes;

•

Assets have been transferred to the corporation below fair market value.
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2.7

Withholding taxes

2.7.1

Dividends

The dividend withholding tax rate is 25% (26.375%, including the solidarity surcharge). A 40%
refund is granted to non-resident corporations (subject to anti-abuse rules) upon application to
the Federal Central Tax Office, which should result in an effective withholding tax rate of
15.825% on dividends for non-resident corporations in non-treaty/non-EU directive
situations. The EU parent-subsidiary directive is applicable. The tax rate may be reduced under
a tax treaty. Anti-abuse rules apply.

2.7.2

Interest

Germany generally does not levy withholding tax on interest, except for interest derived from
certain securitized or registered loans or bonds, interest received from German banks and
German financial services institutions, convertible bonds and certain profit participating loans
where a German resident company is the debtor. In these cases, withholding tax is levied at a
rate of 25% (26.375% including the solidarity surcharge). Withholding tax is not applied to nonresidents unless the debt is secured by, inter alia, domestic real estate or ships. If withholding
is applied, the withholding tax rate may be reduced by an applicable tax treaty or under the
provisions of the EU interest and royalty directive.

2.8

General and Special Anti-Avoidance Rules applicable to private equity
structures

The German General Tax Code (Abgabenordnung) provides for a GAAR applicable to all
taxpayers. This provision has three important features: (i) inappropriate tax planning constitutes
abuse, (ii) the presumption of abuse can be rebutted by the tax payer by demonstrating sound
business reasons of the particular structure and (iii) the GAAR is superseded if a special antiabuse rule applies.
Moreover, German tax law provides for the following SAARs: Interest barrier rule (see section
2.5), license barrier rule, exit taxation rules, CFC rules and anti-hybrid rules (see section 2.4.1).

3

Regulatory Overview for Investment Funds and Principal
Regulatory Bodies

The German regulatory environment for private equity funds is mainly driven by the
Alternative Investment Fund Management Directive (“AIFMD”) which has been implemented
into German law by the German Investment Code (“KAGB”). Even though German
lawmakers decided in many instances to go beyond the requirements imposed by the AIFMD,
the general framework is broadly harmonized with other European Union member states.
In contrast to the AIFMD, the German Investment Code does not only aim to regulate the
alternative fund manager and the distribution or fundraising, but also imposes certain
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requirements on the alternative investment fund itself and on its investments (e.g. prohibition
of asset stripping and limitation of the leverage).
In addition to the German Investment Act, several other laws on the European and national
level may have an impact on private equity, such as
•

EUVECA, which introduces a regulation “light” for venture capital funds;

•

EuSEF, governing social investments;

•

ELTIF, a regulatory regime for long-term infrastructure investments;

•

German Banking Act (Kreditwesengesetz), governing brokerage, advisory and
administrative services in relation to financial instruments if the German Investment
Act does not apply;

•

Investment Regulation (Anlageverordnung), which applies to insurers and pension
schemes investing (inter alia) into private equity funds;

•

Investment Tax Act (Investmentsteuergesetz) governing the tax treatment of investments,
and

•

Securities Trading Act (Wertpapierprospektgesetz) and Private Investment Act
(Vermögensanlagegesetz) which contain prospectus requirements for certain types of
investment (other than investments into alternative investment funds).

The German supervising authority for the private equity industry is the Federal Supervisory
Office for Financial Services (BaFin), which is also responsible for the supervision of banks
and financial service providers, insurances and listed companies. It publishes legal opinions and
other statements on a regular basis which provide prominent guidance how to understand and
interpret the provisions of the German Investment Act and other regulatory laws (we refer to
https://www.bafin.de/EN/RechtRegelungen/Auslegungsentscheidungen/ae_node_en.html
and
https://www.bafin.de/EN/RechtRegelungen/Merkblaetter/merkblaetter_node_en.html).
Moreover, BaFin issues regulations (Verordnungen) which specify the provisions of the German
Investment Act.

4

Major Investment Fund Types: Form of Vehicles and
Legal Structures

The German Investment Act restricts the legal forms which are available for private equity
funds to the following types:
•
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Contractual Arrangement / Separate Funds (Sondervermögen) – only for open-ended
funds;
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•

Stock Corporation (Aktiengesellschaft) with variable capital – only for open-ended
funds;

•

Stock Corporation (Aktiengesellschaft) with fixed capital – only for closed-ended funds;

•

Limited Partnership (Kommanditgesellschaft) – for closed-ended and open-ended funds.

The most common legal form is the limited partnership. The concept and the structure are
similar to limited partnerships established under the laws of other jurisdictions (such as a
Delaware L.P or a Luxembourg SCS (Société en commandite simple). It has its own legal personality
and basically comprises of the limited partners being the investors and the general partner. The
limited partnership agreements include the customary provisions which one would expect to
see in a private equity environment, such as, for instance, provisions governing draw-downs,
management fees, carried interest and key-man events. A limited partnership can be set-up
relatively simply and quickly; only a signed limited partnership agreement and the registration
with the commercial register are required.
German specifics mainly arise from tax laws. Usually, a German limited partnership which is
used as a fund vehicle has a so called managing limited partner, who is - solely or together with
the general partner - entitled to manage the affairs of the fund. Such managing limited partner
is required to ensure the tax transparency of the fund. Another particularity is that VAT
(currently 19%) will accrue on the management fee, which cannot be deducted on a fund level
and therefore increases the actual fund expenses.
Irrespective of the legal form, the German Investment Act categorizes fund vehicles for
regulatory purposes. Different regulatory regimes apply for instance depending on whether the
fund is open-ended and closed-ended or whether it is a retail fund (Publikums-AIF) or a special
fund (Spezial-AIF) in which only professional and semi-professional investors may invest.
Another distinction is made with regard to the asset classes which a fund is targeting (e.g. real
property, traded securities, etc).

5

Fund Structuring

The set-up and structure of PE management firm does not much differ from those of other
jurisdictions. Having that said it is worth to note that big PE buyout funds are usually not
located or structured under German law. There may be mainly tax reason for this situation
(such as VAT payable on management fees and the fact that the tax treatment of the carried
interest is more beneficial in other jurisdictions). However, German fund structures are
frequently used for venture capital, special situations or parallel funds or if the fund exclusively
targets German Investors. In fact, almost 500 Alternative Investment Fund Managers (AIFM)
have been registered or approved by BaFin.
In our practice we see a continued popularity of Master–AIFMs. Within this concept, banks
and other service provider offer their services as licensed AIFM in order to manage the
portfolio of their customers, sometimes combined with an advisory model where the Master-
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AIFM receives recommendations with regard to investments from the customers or affiliates
thereof. The receipt of such information or recommendations will not be deemed to be a critical
outsourcing of functions of the AIFM, if the qualified investment decision is based on the
AIFM’s own analysis of the investment. Therefore, such Master-AIF and advisory structures
are often seen as an appropriate approach to set-up funds and to mitigate the administrative
burden imposed by the German Investment Act at the same time.

5.1

Fund manager and fund administration

5.1.1

Role

The main role of the AIFM is to manage the affairs of the fund; more particularly the AIFM is
responsible for the portfolio and the risk management. Other, merely administrative activities
(such as for instance communication with the investors, accounting, tax filings etc.) will be
carried out by the general partner and the managing limited partner.

5.1.2

Requirement imposed

The requirements which German law imposes on the alternative investment fund manager are
basically in line with those imposed by the AIFMD. For instance, an AIFM needs (i) a certain
minimum registered capital (EUR 125.000), (ii) an adequate mechanism to deal with interests
of conflicts, and (iii) an appropriate business organization including adequate risk management
systems. The outsourcing of functions is limited; the remuneration of risk takers is regulated.
The AIFM is obliged to deliver certain reports to the BaFin and to the investors.

5.1.3

Activities carried-out

As described above, the AIFM is responsible for the risk management and the portfolio
management.

5.1.4

Regulatory framework

The regulatory framework is described in Section 3 above. The German Investment Act does
not necessarily describe how the AIFM is to be internally organized but rather defines the
requirements in an abstract way.

6

Leveraged Buy-Out and
Opportunities and Limits

6.1

Opportunities

Re-Leveraged

Buy-Out:

The very strong economic development combined with high availability of funds for private
equity investments on one hand and the limited number of suitable targets on the other hand,
at least in the mid and large cap segment, result in a very seller-friendly environment – both in
terms of evaluation, multiples and, consequently, purchase price as well as deal terms. The
aggressive growth strategies of warranty & indemnity insurances further fuel the latter. While
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in the last years the German W&I insurance market appeared to be one step behind other
jurisdictions like, for instance, UK and the Nordics, the industry is now on the fast lane.
Thus, purchase price hold-backs and escrow accounts currently appear to be instruments of a
former decade and are rarely seen in now-a-days private equity transactions – no matter whether
primaries or secondaries. The current deal documentation in Germany is consequently often
characterized by very seller-friendly terms like “zero liability-concepts” shifting the whole
liability exposure from the sellers to the W&I insurers respectively the buyer. Most of the
structured auction processes include pre-arranged W&I insurance which is flipped over to the
buyer in the course of the transaction process. Especially for the bidders this stands for an
additional workstream and an additional requirement of resources. A further outcome of this
development is the rising relevance and scope of due diligence investigations which form the
basis for the W&I insurance. Even parts of target groups with lower commercial relevance
which in former times would not have been in the scope of due diligence are now often subject
to a thorough review. So, investors entering the German market should generally plan more
efforts to successfully consummate a private equity transaction in Germany.

6.2

Limits

Although there are certain regulatory developments like the tightening up of German foreign
direct investment control which could at a first glance deteriorate the current development of
the German transaction market, the end of the trends set forth above is not yet in sight.

7

Economic Flows to Private Equity Transactions

7.1

Transaction costs

7.1.1

Transaction costs for acquisition of businesses: accounting and tax treatment

German tax law does not provide for an exhaustive definition of the term transaction costs.
According to settled case law of the German Federal Court of Finance (“BFH”), costs are to
be treated as transaction costs if the they are directly associated with the respective transaction.
Such transaction costs can either be deductible or capitalized which depends on certain
qualitative and temporal factors. It is therefore not possible to make a generalized statement.

7.1.2

Interest deduction from financing:

With respect to the tax deductibility of interest expense from debt financing we refer to our
statements in section 2.5. As regards to the withholding tax impacts on interest from debt
financing we refer to our statements in section 2.7.2.

8

Good Leaver and Bad Leaver Provisions

In German private equity transactions, one will see typical good leaver and bad leaver
provisions. Usually, a bad leaver as well as good leaver has to re-transfer all of is equity
participations whether vested or not to the company or to other parties upon request (Call
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Option). The differentiation between good leaver and bad leaver as well as between vested and
unvested shares comes into play with regard to the compensation payable to the leaver only (see
Section 8.1).
The German high court ruled that a right to call shares of a shareholder without a good reason
might be held invalid. Based on this court decisions are having been questioned in the past
whether leaver clauses are enforceable under German law. However, in recent decisions the
courts stated that a management participation scheme can be deemed to be a good reason in
principle and that leaver clauses should be deemed valid under normal circumstances.

8.1 Valuation of share
Unvested shares are usually valued at their acquisition costs. Vested shares of a bad leaver are
valued at the lower of acquisition costs or fair market value. Vested shares of a good leaver will
be compensated at fair market value. Under German law, a valuation below 50% of the fair
market value might be problematic. Therefore, a valuation at acquisition costs might be
challenged by a court to the effect that the full fair market value needs to be paid.

8.2 Payment
The payment terms usually allow for a payment in several installments to protect the liquidity
of the company. Sometimes, the payment is deferred until an exit occurs. A German
particularity applies if the shares of the leaver held in the company are acquired by the company
itself, which is established as a German limited liability company or a stock corporation. The
acquisition of own shares or treasury shares respectively requires, inter alia, that adequate
reserves covering the amount of payments to the seller are available. Therefore, if the call option
is granted to the company itself it needs be ensured that these requirements can be met or that
other persons (e.g. the majority shareholder) are entitled and/or obliged to acquire the shares if
the call option is exercised.

9

Taxation of Investors

9.1

Domestic investors

9.1.1

Individuals

An individual with residence or domicile in Germany is subject to resident taxation, meaning
the worldwide income is taxed in Germany with IT. Taxable events are exhaustively listed, e.g.,
income of business, rental income, income from personal services (self-employed or employed)
or capital income. The income of individuals is taxed at progressive IT rate starting at 14%
(taxable income from EUR 9.000) increasing proportionally up to 45% for taxable income of
EUR 260.533 and more. A solidarity surcharge of 5.5 % is added on to the respective tax rate.
For certain categories of interest income, dividend income and capital gain a flat tax rate of
26.375% (including solidarity surcharge) applies (so-called Abgeltungsteuer). Expenses and costs
effectively connected with such income are not deductible from the flat rate tax base. Flat rate
taxation is not applicable but regular taxation applies in the following circumstances:
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•

The financial assets generate business income and are thus qualified as business assets;

•

With respect to interest income: the borrower is a corporation and the lender holds at
least a 10 % shareholding or is a related party of the borrowing corporation;

•

With respect to capital gains: the shareholder has a shareholding in a corporation of
at least 1 % at one point in time within the last five years;

•

With respect to dividend income: the taxpayer can opt for standard taxation instead
of flat rate taxation in cases of a shareholding of at least 25 % or a shareholding of at
least 1 % and employment by the distributing corporation.

9.1.2 Entitlement to benefits under double tax treaties
Generally, individuals and corporations are entitled to benefits under the double tax treaties
Germany has entered into. However, partnerships are treated as fiscally transparent for German
tax purposes and are, therefore, principally not entitled to treaty benefits.

9.2

Foreign investors

9.2.1

Individuals

If an individual is not subject to resident taxation (i.e. has no residence or domicile in Germany)
but has income from a German source, the individual is usually taxed in Germany. The
following list specifies the types of taxable events regarding non-resident taxation:
•

business income to the extent the business activities that can be allocated to a domestic
permanent establishment or a permanent agent;

•

rental income from domestic real estate;

•

(if not already included in business income) capital gains resulting from the disposal
of domestic real estate, except if the real estate does not qualify as a business asset and
was held by an individual or non-business partnership for more than 10 years;

•

income from personal services which are utilized in Germany and provided by
individuals (self-employed or employed) or entities;

•

capital gains resulting from the disposal of shares in a German corporation (minimum
shareholding of 1 % at one point in time within the last five years required);

•

dividends and liquidation proceeds received from German corporations;

•

performance-related interest income paid by German debtors and capital gains
derived from the disposal of such instruments as well as certain other (nonperformance-related) interest income (including capital gains) if the debt instrument
is registered in Germany or secured by domestic real estate.
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9.2.2

Entitlement to benefits under double tax treaties

Generally, individuals and corporations are entitling to benefits under the double tax treaties
Germany has entered into. However, partnerships are treated as fiscally transparent for German
tax purposes and are, therefore, principally not entitled to treaty benefits.

10

Taxation of Cross-Border Mergers and Acquisitions

10.1

General tax principles deriving from extraordinary transactions

In particular the German Reorganization Tax Act (Umwandlungssteuergesetz) provides for taxneutral reorganizations such as mergers, spin-offs, conversions and contributions of shares or
specific business assets. The full or partial tax neutrality for the transferring entity in principle
requires that (i) Germany retains the right to tax a capital gain regarding the assets transferred,
(ii) the transferring entity only receives new shares in the receiving entity (or limited other
considerations), and (iii) the relevant entity files an application for tax neutrality with the
competent tax office. If these requirements are met the transferring entity may recognize the
assets at tax book value thereby avoiding a capital gain. These rules are also applicable in crossborder reorganization measures. German tax law also provides for structuring options outside
the Reorganization Tax Act. For instance, the assets of a partnership can be transferred to its
sole remaining partner in a tax-neutral way. Tax loss carryforwards might forfeit (see section
2.6 above).

10.2

Asset deal

An asset deal gives the buyer the possibility to step up the acquired assets, including goodwill,
up to the acquisition price. The subsequent depreciation results in lower tax burdens for the
buyer in the future. In an asset deal, most of the tax risks from former years remain with the
seller. However, if the asset deal qualifies as a transfer of a going concern (meaning the transfer
of the whole business unit), there is a special regulation that the buyer could be subject to a
secondary liability for certain business taxes of the seller resulting from the pre-acquisition
period. Furthermore, the acquisition of assets is generally not exempt from VAT (unless the
asset deal qualifies as a transfer of a business going concern). Please note that the acquisition
of a partnership interest is treated like an asset deal for German tax purposes. For the seller,
the asset deal is in principle a taxable event. Capital gains could be offset against existing losses
and loss carry-forwards of the seller. In this context the seller has to take into account
Germany’s minimum taxation rules (see section 2.6). Capital losses from an asset deal are in
principle tax-deductible.

10.3

Share deal

In a share deal, no step-up of assets in the target company is possible for the buyer. Further,
the buyer acquires all tax risks from prior years associated with the company’s shares and
therefore requests tax guarantees/indemnity from the seller. If the target company owns
German real estate with considerable value, a share deal might enable the buyer to mitigate or

9698

GERMANY
even avoid German real estate transfer tax. From a corporate seller’s perspective, the main
advantage of a share deal is that the capital gain deriving from the disposal of shares is in
principle 95% tax-exempt. However, capital losses from share deals are not tax-deductible at
all. Losses carried forward and current losses up to the transfer date might forfeit under the
loss utilization restriction rules (see section 2.6 above). Share transfers are generally VATexempt. Depending on the VAT situation of the seller and the purchaser, the seller can opt for
regular VAT in order to improve the deductibility of input VAT on transaction costs.

10.4

Tax treatment of positive merger differences: goodwill

For tax purposes, goodwill is amortized over a 15-year period, independent of the International
Financial Reporting Standards (IFRS) or statutory accounting treatment. Consequently,
deferred tax implications apply.
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Private Equity Market Overview

1.1

Trends and outlook of the market: the level of private equity activity in
recent years and developments in 2017

The periodic survey conducted by the Italian Association of Private Equity (AIFI) and
PricewaterhouseCoopers Transaction Services shows that, in 2017, the investment activity in
the Italian private equity and venture capital market continued its positive trend of 2016 and
2015. The figures for 2017 highlight the following data:
•

a total of 311 transactions carried-out for an overall value of EUR 4.938 million, of
which 74 involving international operators and 126 domestic operators,
corresponding to an increase on the sourcing side by domestic operators in
comparison to 2016 (+ 195%) and 2015 (+ 79%);

•

most of the investments were performed in the early-stage segment (133 transactions
for an overall value of EUR 133 million), followed by buyouts and expansions (90 and
45 transactions corresponding to an overall value of EUR 3.444 million and EUR 338
million, respectively);

•

investments are mostly located in northern Italy (72% on a total of 92% Italian
transactions) where, on a regional level, Lombardy is still playing a leading role (114
transactions, corresponding to 40% of the capital transactions).

1.2

The current major players

In 2017, the overall economic resources collected by operators located in Italy amounted to
EUR 5.063 million, of which EUR 4.110 million from institutional investors and EUR 920
million from private investors. These figures do not include the resources deriving from panEuropean funds based in Italy: in such case, the total capital collected would amount to EUR
6.138 million (+76% than in the previous year).
Most of the transactions (63%) were carried out by international operators, such as panEuropean funds, followed by private investors (23%) and institutional investors (13%), such as
asset managers and country funds.
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1.3

The principal sources of funding for private equity

The main sources of 2017 funding raised from:
•

Individual investors: 27% (21.2% in 2016);

•

Funds of private funds: 17.5% (23.2% in 2016);

•

Public institutions: 13.7% (2.3% in 2016);

•

Banks: 12.1% (7.1% in 2016);

•

Pension funds: 10.6% (12.3% in 2016);

•

Banking foundations: 7.1% (2.8% in 2016).

2

Tax Environment

2.1

General principles of the tax system

The Italian Tax Law is governed by Decree No. 917 issued on 22 December 1986 by the
President of the Republic (Testo Unico delle Imposte sui Redditi, hereinafter also “TUIR”), which
sets forth the statutory framework of corporate income tax (Imposta sul Reddito delle Società,
hereinafter also “IRES”) applicable to resident and non-resident companies in Italy. In addition,
the Italian tax system provides for the Regional Tax on Productive Activities (Imposta Regionale
sulle Attività Produttive, hereinafter also “IRAP”), which tax rate can vary from region to region.
A company is considered resident for tax purposes in Italy, and thus subject to tax on its
worldwide income, if it has: (i) its registered office (or legal seat), (ii) its place of effective
management, or (iii) its main business in Italy for the greater part of the year. According to a
domestic anti-avoidance rule, a foreign company is deemed to be resident in Italy for tax
purposes if it holds a substantial interest in an Italian company and, in turn, either it is controlled
by another Italian company, or most of its Board of Directors is composed by Italian residents.
The main types of legal entities liable to IRES in Italy are: Joint Stock Companies (SPA – Società
per azioni), Limited Liability Companies (SRL – Società a responsabilità limitata) and Partnerships
Limited by Shares (SAPA – Società in accomandita per azioni).

2.2

Recent tax reforms or tax proposals which may affect the private equity
market.

Primarily, a new tax regime applicable to carried interest proceeds has been introduced by Law
Decree no. 50 of 24 April 2017 (see section 7.2.3.1).
An important tax reform that may largely impact the private equity market is the one dealing
with the Registration Tax (Imposta di Registro), where the Italian legislator clarified that the
subjective scope of such taxation should be strictly found in the nature of each single deed. In
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fact, the previous law gave rise to too many interpretative issues connected with the treatment
applicable to deeds subject to Registration Tax.
Lastly, Italy implemented a new definition of permanent establishment in line with the OECD
Transfer Pricing Guidelines 2017 and BEPS Action 7. Under the new provision, a non-resident
entity is deemed to constitute a permanent establishment in Italy if it has “a significant and
continuous economic presence” in the territory.

2.3

Corporate income tax

2.3.1

Taxation of resident companies

Businesses are subject to IRES and IRAP. The former is calculated by making upward or
downward adjustments to the profits shown in the statutory accounts for the relevant fiscal
year, in accordance with the rules established by the TUIR and subjecting it to the standard
IRES rate (currently at 24%, with a surtax equal to 3.5% for banks and financial institutions).
A resident company may also opt for the Branch Exemption Regime (under the clause “all-in,
all-out”), which means that profits and losses deriving from foreign permanent establishments
are excluded from the taxable base in Italy, as alternative to ordinary taxation with tax credits.
For IRAP purposes, the taxable base is calculated on the net value of production generated in
each tax period by entities engaged in business activities with the exception of certain items of
labor costs and losses on receivables. Financial items are therefore not taken into consideration
for IRAP purposes. The average IRAP tax rate is 3.9%, while Italian regions maintain the
directionality to increase (or decrease) the relevant tax rate up to 1%. Specific provisions are
also applicable to banks and financial institutions.
Under Italian tax law, a tax consolidation regime (for IRES purposes only) is available. The
election can be made by domestic entities and, to a certain extent, non-resident companies (if
located in a country with which Italy has into force double tax treaty which provides for an
adequate exchange of information and the non-resident carries-on in Italy a business through
a permanent establishment located therein). It applies for at least three years and is deemed to
be renewed.

2.3.2

Taxation of non-resident companies

Non-resident entities are subject to IRES deriving from sources of income located in Italy. In
case of business income derived from permanent establishments of foreign companies, IRES
is calculated in the same way as per resident companies (see section 2.3.1), otherwise it is
computed in accordance with specific provisions for each item of income (i.e. income and gains
from real estate assets situated in Italy, royalties, interests, miscellaneous income or activities
carried out in Italy). Non-resident entities are subject to IRAP, if they maintain a permanent
establishment in Italy for at least 3 months or, in case of partnerships and individuals, they carry
on an autonomously organized business in Italy. The tax rules for IRAP calculation are the
same applicable to resident companies (see section 2.3.1).
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2.4

Participation Exemption

2.4.1

Dividends

Dividends derived by resident companies are excluded from the corporate income tax base up
to 95% of their amount. Thus, only 5% of dividends is included in the relevant IRES taxable
base (effective tax rate at 1.2%). Nonetheless, if the subsidiary is resident in a black-list
jurisdiction (as defined under Italian controlled foreign company rule) dividends are wholly
relevant for IRES purposes, unless taxpayers can prove to the tax authorities (through an
appropriate tax ruling) that the foreign subsidiary is not used to shift profits and benefit of most
favorable tax regimes. In contrast, dividends are generally excluded from IRAP taxable base.

2.4.2

Capital gains from share disposal

A specific participation exemption regime (Pex) is also applicable for capital gains deriving from
the disposal of shareholdings, resulting in a partial exemption (95%) from IRES taxable base
deriving from the sale of shares. The provision is applicable if: (i) the participation is held
continuously for the last 12 months prior the sale, (ii) the participation has been booked as
financial fixed assets in the financial statement since its initial acquisition, (iii) the foreign
company has never been resident in a jurisdiction that is deemed to have a low-tax regime under
for the purposes of the Italian rule on foreign subsidiaries and (iv) the subsidiary carries on an
actual business activity. The third and fourth conditions must be met at least from the third
year preceding the date of the sale of the investment. As a general rule, capital gains that do not
qualify under PEX regime can be taxed in five fiscal periods: the year of realization and the
subsequent 4 years.
In contrast, capital gains on financial investments are generally excluded from IRAP taxable
base.

2.5

Interest deduction

Italian Tax Law provides that the deduction of interest resulting from the companies’ financial
statements and referred to any transaction having a financial purpose (e.g. interest from loans,
bonds issued, notional cash pooling or finance leasing agreements), is subject to the following
rules. Firstly, interest expenses are fully deductible up to the amount of interest income.
Secondly, any excess of interest expenses is deductible up to 30% of the EBITDA or gross
operating margin (“reddito operativo lordo”, also “ROL”). EBITDA is calculated as the difference
between the value of production (item A of the profit and loss scheme, contained in article
2425 of the Civil Code) and the costs of the production (item B) grossed up by depreciations,
amortizations and financial leasing. However, if in any fiscal year the net interest expenses are
higher than 30% of the EBITDA, the difference may be carried forward without time limitation
for offsetting against available ROL. Also, if 30% of the EBITDA exceeds the net interest
expenses in any fiscal year, the difference may be carried forward to increase the deductible
limit. Special rules apply in case of tax group consolidation, where any excess of net interest
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expenses (or 30% of the EBITDA) may be transferred to the companies belonging to the
group, and used for that member’s deductibility of net interest expenses purposes.

2.6

Loss carry-forward

For IRES purposes only, tax losses realized in a fiscal period can be carried forward without
any time limitation to offset 80% of the taxable income in subsequent years. Tax losses incurred
in the first three years of business activity can be carried forward and used to offset taxable
income without the aforementioned threshold (80%). Tax losses cannot be carried back.

2.7

Withholding taxes

2.7.1

Dividends

Generally, dividends paid by resident companies to other resident companies are not subject to
withholding tax. Instead, a final withholding tax of 26% applies to dividends paid to nonresident companies without a permanent establishment in Italy. Nonetheless, non-resident
recipients are authorized to claim a partial refund of the tax paid in Italy (up to 11/26 of the
Italian withholding tax) whether they can demonstrate to the Italian tax authorities that a final
tax on the same dividends has been already paid in their country of residence (reducing
therefore the effective tax rate to 15%).
In principle, in case of dividend payments made by Italian companies to non-residents, the
percentage of the withholding tax may be reduced by double tax conventions. Italy’s double
tax treaties network generally follows the OECD Model Convention that provides for the
limitation of the source state’s right. The withholding tax is also reduced to 1.2% if the recipient
is resident in an EEA country that allows for adequate exchange of information with Italy, and
qualifies as the beneficial owner of the income. However, under the domestic law implementing
the EU Parent Subsidiary Directive, the tax rate on outbound dividends amounts to zero.

2.7.2

Interest

As a general rule, interest paid by resident companies to non-residents are subject to a final
withholding tax of 26%, unless the recipient has an Italian permanent establishment. Italy’s
right to tax is also restricted by tax treaties to a certain percentage if the recipient of the income
qualifies as the beneficial ownership. Under the domestic law implementing the EU Interest
Royalties Directive, interest payments are exempt from taxation at source.

2.8

General and Special Anti-Avoidance Rules applicable to Private Equity
structures

Italy’s legislator has recently strengthened the set of instruments aimed at preventing the
erosion of resident companies’ taxable base. A statutory general anti-avoidance rule (GAAR)
has been codified into Law No. 212/2000, addressing both the anti-avoidance rule and the
abuse of law principle. In a nutshell, under the Italian GAAR the assessment of an abusive
behavior can be conducted by tax authorities if taxpayers carry out “one or more transactions
lacking of any economic substance which, while being formally compliant with the tax rules,
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they essentially achieve an undue tax advantage”. A transaction is therefore deemed to be
challenged whether it lacks of any economic substance (e.g. it involves facts, deeds and contracts
that are in conflict with the purpose of the relevant tax provisions and the principles of the tax
system) or it is mainly put in place to achieve a tax advantage that, in the absence of the
transaction carried-out, would not have been obtained. In terms of SAARs, Italian tax law
comprises a number of regulations. A non-exhaustive list may include: the controlled foreign
companies’ legislation, the provision to limit the deduction of interest expenses (see section 2.5)
as well as the mechanism of tax losses carry-forward to offset taxable base (see section 2.6) or
tax losses carry-forward in merger and demerger situations.
The Italian CFC legislation has been revised several times over the last years. Under the latest
version, a country is presumed to be black-listed for tax purposes if its nominal tax rate is lower
than 50% of the combined IRES and IRAP rates. In such a case, the profits of the non-resident
subsidiary are allocated to the Italian resident shareholder in proportion to its equity interest.
In contrast, entities residing in another Member State or EEA country that allows for an
adequate exchange of information with Italy, are not subject to the “nominal tax rate” test.
Nevertheless, they must meet other conditions to avoid the application of the CFC legislation
(i.e. in terms of effective taxation and percentage of passive income accrued).
With reference to the provision limiting the carry-forward of tax losses in case of mergers and
demergers, it establishes that the carry-forward is only possible under certain conditions
whereby the company’s profit and loss account, for the tax year preceding the one in which the
merger or demerger took place, shows revenues from business and employment costs higher
than 40% of the previous 2 years average.

3

Regulatory Overview for Investment Funds and Principal
Regulatory Bodies

The principal regulations concerning UCI are:
•

Legislative Decree no. 58/1998 (the “Consolidated Financial Act” or “TUF”);

•

Ministerial Decree no. 30 of 5 March 2015 which sets out the main criteria with which
investment funds should comply (the “Decree”);

•

Bank of Italy’s Regulation of 19 January 2015, as amended by the decision of 23
December 2016, the regulation on collective asset management (the “Asset
Management Regulation”);

•

CONSOB (as defined below) Regulation on Issuers (CONSOB regulation no.
11971/1999);

•

CONSOB Regulation on Intermediaries (CONSOB regulation no. 20307/2018).
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•

The main Italian regulatory bodies are: CONSOB (the Italian Securities and Exchange
Commission) and the Bank of Italy.

4

Major Investment Fund Types: Forms of Vehicles and
Legal Structures

The fundamental definitions contained in the TUF and referring to UCI are:
•

“collective asset management”: “the service which is carried out through the management of
UCIs and of the relative risks” (Article 1 (1)(n) of the TUF);

•

“UCI” (Undertaking for Collective Investment): “body set up to provide the service of the
collective management of assets, the capital of which is obtained from multiple investors by the issue
and offer of units or shares, managed upstream in the investors' interests and independently by the
same and also invested in financial instruments, credit, including credit backed, in favour of subjects
other than consumers, by the UCITS capital, equity or other fixed or non-fixed assets, on the basis
of a predetermined investment policy” (Article 1(1)(k) of the TUF);

•

“variable capital investment company” (SICAV): “open-end UCIs established in the form of
a joint-stock company with variable capital with registered office and general management in Italy for
the exclusive purpose of providing for the collective investment of the assets obtained through the offer
of its own shares” (Article 1 (1)(i) of the TUF);

•

“fixed capital investment company” (SICAF): “closed-end UCI set up in the form of a jointstock company with fixed capital, registered office and general management in Italy for the exclusive
purpose of providing for the collective investment of the assets obtained through the offer of its own
shares and other financial instruments of equity held by the same” (Article 1 (1)(i-bis) of the
TUF);

•

“investment fund”: “UCI established in the form of an enterprise with independent equity, divided
into units, set up and managed by a fund manager” (Article 1(1)(j) of the TUF).
In the Italian market, the most common type of UCI is the investment fund, therefore the
present paper will focus on the mentioned UCI. Regarding investment funds, it is worth
mentioning that, according to a recent and innovative decision of the Milan Court (N.
7232/2016), the investment fund should be considered as an entity endowed with legal
personality. Moreover, the investment fund is managed by an asset management company
(Società di Gestione del Risparmio, “SGR”, according to Article 36 (1) of the TUF), which must
be authorized to operate by the Bank of Italy, after consultation with Consob, and be
registered in a special list held by the Bank of Italy (Article 35 (1) of the TUF). The
investment fund’s assets shall be deposited with a custodian (either an Italian bank, the
Italian branch of an EU bank or a bank based in non-EU countries, an investment firm or
an Italian branch of an EU Investment company or a company based in non-EU countries,
other than banks – “Custodian”) whose duties are provided by Article 48 of the TUF.

The main types of UCI (the focus is on fund) are:
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Open-end UCIs.
The main characteristics of this type of fund are the possibilities for the investors to enter and
exit into/from the fund almost without limitations. Precisely, the investors can subscribe the
fund’s units in every moment and the unitholders can request the redemption of the units,
according to the relevant provision of the fund’s regulation, in every moment. The Asset
Management Regulation, Title V, Chapter III, Section III, paragraph 22 provides for the
permitted composition of the portfolio of this type of funds. The Italian legislation included
the SICAVs in the category of open-end UCIs.

Closed-end UCIs.
The main characteristics of this type of fund are: (i) the subscription of the fund’s units can be
performed only in determinate period and quantity; (ii) the redemption of the units can be
requested only upon termination of the fund (the fund duration cannot exceed 50 years). The
Asset Management Regulation, Title V, Chapter III, Section III, paragraphs 25 to 28 provides
for the permitted composition of the portfolio of this type of fund. The Italian legislation also
included the SICAFs in the category of open-end UCI.

Reserved UCIs.
The participation to a Reserved UCI is limited to professional investors as defined in Article 1
(1)(p) of the Decree which refers to Articles 6 (2-quinquies) and (2-sexies) of the TUF.

5

Fund structuring

5.1

Fund manager and fund administration

5.1.1

Role

The investment fund management is performed by an asset management company (SGR),
which will manage the investment fund and invest its resources in accordance with the
investment fund’s regulation.

5.1.2

Requirement imposed

In order to be authorized by the Bank of Italy, after consultation with Consob, the SGR must
fulfil the requirements established by Article 34 (1) of the TUF and listed below:
•

the legal form adopted is that of a joint-stock company;

•

the registered office and the head office of the company are situated in Italy;

•

the paid-up capital is not lower than that established on a general basis by the Bank
of Italy. The minimum corporate capital requirement for an SGR is EUR 1 million
(title II, chapter I, section II.1 of the Asset Management Regulation). Such amount is
reduced to EUR 500.000 for SGRs managing closed-end reserved alternative
investment funds (title II, chapter I, section II.1 of the Asset Management Regulation),
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and to EUR 50.000 for SGRs falling below certain thresholds set out under title II,
chapter I, section VII of the Asset Management Regulation;
•

the persons in charge of the administrative, management and control functions are
suitable under Article 13 of the TUF;

•

the shareholders indicated in article 15, paragraph 1 of the TUF, have the
requirements and meet the criteria laid down by Article 14 of the TUF and the
disqualification conditions contemplated by Article 15, paragraph 2, of the TUF did
not occur;

•

the structure of the group of which the company is part is not prejudicial to the
effective supervision of the company and at least the information required under
Article 15(5) of the TUF has been provided;

•

a programme of initial operations and a description of the organizational structure
have been submitted together with the instrument of incorporation and the Articles
of Association; and

•

the name of the company contains the wording “asset management company”.

The authorization shall be denied if sound and prudent management is not ensured.

5.1.3

Activities carried out

The SGR shall perform collective asset management services for UIC and other activities (i.e.
incorporation and management of pension funds; portfolio management etc.).
Regarding investment funds, the SGR incorporates the fund and approves the fund’s regulation
which “defines the features of the fund, governs the functioning of the same, identifies the
manager and the custodian, defines the allocation of tasks between such subjects, and regulates
the relationships between such subjects and the fund investors”. The mentioned regulation
constitutes the fundamental document of the investment fund and it establishes the relation
among the fund and the investors, the Custodian, and the SGR; the regulation shall be approved
by the Bank of Italy unless the investment fund is a reserved fund. Moreover, the SGR will
manage the UIC and invest the resources provided by the investors in the goods indicated in
the fund’s regulation.

5.1.4

Regulatory framework

In order to be authorized to collective asset management, the SGR shall make the relevant
request to the Bank of Italy and present the activity programme and the organizational structure
of the SGR.
According to the TUF and the Asset Management Regulation, the corporate officer of the SGR
must satisfy the requirement of professionality, honorableness and independence set out in
Article 13 of the TUF.
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The mentioned legislation also required the SGR’s shareholders to satisfy the requirements of
honorableness, competence and fairness in order to ensure the sound and prudent management
of the SGR (Articles 14 and 15 of the TUF).

6

Leveraged Buy-Out and
Opportunities and Limits

6.1

Opportunities

Re-Leveraged

Buy-Out:

Following the corporate law reform, which was enacted in 2004, leveraged buy-out transactions
(“LBO”) are allowed under the Italian Civil Code (the “Code”) as long as the general rules on
financial assistance, contained in Articles 2357, 2358 and 2474 of the Code are not breached.
Moreover, the Italian legislator provided specific rules concerning merger leveraged buy-outs
(“MLBO”) which relate to the merger of two companies, one of which incurred debt for the
purchase of the other, whereby because of the merger, the assets of the target become a generic
security for the reimbursement of the debt. Under Article 2501-bis of the Code, such a
transaction is legitimate only if carried out in compliance with specific formal and substantive
requirements.
Likewise, private equity funds, by leveraging the company with new debt, usually resort to releverage buy-out transactions with the purpose of cashing out the equity invested in the target
company. The transaction is carried out by selling the shares of the target to a Newco,
incorporated by the same fund (sometimes with another minority shareholder), and which uses
leverage to finance the buy-out. Re-leverage transactions may give rise to issues relating to the
financial assistance veto and to the inadmissible deductibility of financial interests when tax
authorities consider the operation as invalid due to the lack of sound economic reasons. Hence,
re-leverage transactions must be structured and carried out carefully and appropriately in order
to comply with the law.

6.2

Limits

As already mentioned, LBO and MLBO transactions are limited by the rules concerning
financial assistance. In particular, if the target company is a joint-stock company, it is not
allowed to grant loans or to provide guarantees for the purchase or subscription of its own
shares without complying with some conditions provided for in Articles 2357 and 2358 of the
Code, such as, inter alia:
•

prior authorization of the transaction granted by the extraordinary shareholders’
meeting;

•

at least 30 days preceding the shareholder’s meeting, the directors deposit at the
registered office of the company a report on the transaction specifying:
o

the transaction’s terms and conditions;
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o

the economic objectives and the specific interests pursued through the
transaction;

o

the risks associated with the company’s solvency and liquidity;

o

the shares subscription and purchase price; and

o

whether the transaction will be carried out at arm’s length;

•

the shareholders’ meeting minutes, the shareholders’ resolution and the report are
filed in the Companies’ Register within 30 days, and

•

the aggregate amount of the loans and guarantees does not exceed the distributable
dividends and the available reserves resulting from the company’s last financial
statements.

Moreover, due to Legislative Decree no. 139/2015, which amended Article 2357-ter of the
Code, the purchase of own shares is deemed as a reduction in the value of equity. Therefore, a
special purpose non-distributable reserve is required to be entered in the company’s financial
statements for an amount equal to the price paid.

7

Economic Flows to Private Equity Transactions

7.1

Transaction costs

7.1.1

Transaction costs for acquisition of businesses: accounting and tax treatment

Transaction costs’ accounting and tax treatment generally depend on the accounting principles
chosen by the company. Under Italian GAAPs, costs directly incurred to acquire an interest
should be capitalized over the purchase price of the target shares (e.g. legal, tax, accounting,
operational and environmental due diligence, investment banking and finder fees and other
costs directly linked to the investment, etc.). Conversely, other residual transaction costs not
directly attributable to the acquisition should be booked into the profit and loss accounts.
Moreover, Italian GAAPs do not provide for a specific list of costs directly attributable to the
transaction. Indeed, a case-by-case analysis is generally required. In the event of costs that may
refer to both the acquisition and the related financing (such as financial due diligence or other
legal and advisory fees), it is a common standard to allocate the incurred costs to the value of
the investment based on specific allocation keys (e.g. investment company or vehicle
debt/equity ratio). From a direct tax point of view, costs capitalized over the purchase price of
the target shares are not deductible, not even after a merger. Other residual costs directly
recorded in the profit and loss accounts could generally be considered as deductible costs.
Rather, under IAS/IFRS GAAPs the capitalization of transaction costs is not allowed and
therefore they must be directly allocated to the profit and loss accounts. As for the deduction
from IRES and IRAP taxable basis, the transaction costs directly attributable to the acquisition
are fully deductible. As for the input VAT, either in case of Italian or IAS/IFRS GAAPs, the
deduction is linked to the activity carried out by the company bearing the transaction costs.
Should the acquiring company be a holding company not carrying out any economic activity,
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the VAT related to those transaction costs would be considered as non-deductible. Otherwise,
the input VAT incurred on such costs would be generally deductible. On top of that, regardless
of the accounting principles, the deduction of the transaction costs for direct tax purposes
depends on the general inherence principle provided by Italian tax law. Based on such principle
and broadly speaking, a cost is deductible to the extent that it is related to the company’s
business activity (e.g. when it is borne in the main interest of the company for providing a direct
or even an indirect benefit to the company’s business). In this respect, if the target company
accrues the transaction costs, the latter should be considered as non-deductible since incurred
for the company’s shareholders benefit.

7.1.2

Transaction costs analysis for sellers: characterization of the earn-out payment
and timing of gain recognition

Earn-out payments should be recorded by the seller in the profit and loss accounts as an
increase or decrease of the original capital gain/loss. As for IRES purposes, should the
participation exemption regime be applicable (see section 2.4.2), the payment received by the
seller would be exempted for 95% and the cash-out would be fully non-deductible. Conversely,
should the Pex regime be non-applicable, each higher or lower capital gain/loss would be fully
taxable or deductible, respectively. Earn-out payments are excluded from IRAP taxable basis
and are VAT-exempt. As for the timing of the gain/loss, Italian corporate entities should tax
or deduct the earn-out payment in the fiscal year in which it is accrued in the profit and loss
accounts (e.g. when the underlying agreement would be considered certain and final, which
typically corresponds at the payment date).

7.1.3

Transaction costs for financing issues. Accounting and tax treatment for and
legal fees: legal and advisory fees

Under both Italian and IAS/IFRS GAAPs, transaction costs incurred on borrowings and other
financial liabilities (including legal and advisory fees) are amortized over the term to maturity
of the related liability (using the “amortized cost method”). More in detail, such transaction
costs should be included within the initial carrying value of the financial liability, thus reducing
it. Consequently, it leads to the determination of an effective interest rate which is higher than
the nominal one. As a result, the cost of the advisors would be converted into interest expenses
during the financial liability lifetime. From a tax standpoint, since the transaction costs related
to the financial liabilities increase the amount of interest expenses, the deduction of such a
higher value must be evaluated under the ordinary provision set forth by Italian tax law, i.e. on
the basis of the available EBITDA amount (see section 2.5). Conversely, such costs are not
deductible from the IRAP taxable basis.

7.1.4

Recurring Management Fees. Accounting and tax treatment

Fees charged by the management company to the fund are not tax-relevant, since the fund is
generally not subject to corporate tax. Should such fees be re-charged to the Target, the
comments below will apply.
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Recurring fees charged to the Target (e.g. a portfolio company) for ongoing advisory and
management services after the acquisition are generally included in the profit and loss accounts
based on the standard accrual principle. The Italian law does not provide for any specific tax
rule. The deduction of such expenses by the portfolio company depends on the general
“inherence principle”. A case-by-case analysis is indeed required. In this respect, a cost is
deductible if it is borne in the main interests of the company for providing a direct, or even an
indirect, benefit to the company’s business; and not in the interests of the fund or the
management company itself. More in detail, the tax deduction of each cost incurred should be
supported by an adequate set of documentation aimed at proving that: (i) the services have
been effectively provided, (ii) the underlying activities are performed on behalf of the subject
for which the services are provided and (iii) the price charged is proportional to the services
rendered. The burden of proof concerning the simultaneous existence of all the abovementioned requirements lies upon the subject deducting the costs for tax purposes. Moreover,
should the entity charging the fees be a foreign taxpayer, the ordinary transfer pricing rules
apply.

7.1.5

Interest deduction from financing: tax treatment and withholding taxes

Interest expenses from financing are tax deductible for IRES purposes up to the amount of
interest income and, thereafter, up to 30% of EBITDA (see section 2.5). Interest expenses are
not deductible for IRAP purposes. Should the liability be subscribed or transferred or assigned
to foreign lenders (without a permanent establishment in Italy), interest paid to these entities
could trigger a 26% withholding tax, or the reduced tax provided by a double tax treaty or by
the Interest-Royalties Directive, if all the relevant conditions are met. Notwithstanding, in order
to broaden access to credit for Italian enterprises, the Italian tax law provides for a further
withholding tax exemption for eligible foreign lenders. More in detail, provided that specific
regulatory provisions on reserved lending activity are met, no withholding tax applies on
interest payments made under medium/long-term facilities granted to Italian businesses by: (i)
banking entities established within the EU, (ii) insurance entities established and authorized
under the laws of a EU Member State, (iii) certain selected European credit entities, or (iv)
institutional investors established in a jurisdiction (both EU and non-EU) allowing for an
adequate exchange of information with the Italian tax administration and subject to supervision
in their home jurisdiction.

7.2

Taxation of investment funds

Investment funds can be divided into two different groups: (i) investment funds other than real
estate funds, when the unitholders’ capital is not mainly invested in immovable assets, and (ii)
real estate investment funds. Specifically: investment funds, other than real estate funds, are
deemed to be resident in Italy for income tax purposes and, in principle, liable to tax in Italy.
Under art. 73-quinquies of the TUIR (Testo Unico delle Imposte sui Redditi) proceeds realized by
Italian investment funds are generally exempt. However, a number of exceptions apply (i.e.
SICAVs and SIFAFs are subject to the same income tax regime applicable to domestic
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investment funds). Instead, real estate investment funds are not subject to IRES and IRAP.
However, in some cases a withholding tax of 26% is applied.

7.2.1 Foreign funds
Foreign investment funds, whether or not having legal personality, are subject to Italian
corporate income tax for domestic income produced in Italy.

7.2.2 Taxation of the fund management
Italian investment funds may only be operated by funds’ management operators. The
management company is subject to ordinary corporate income tax and is regarded as a financial
entity. The management fees and the income received for the activity carried on are tax relevant,
for IRES and IRAP purposes.

7.2.3

General principles

7.2.3.1

Carried interest

Recent guidance issued by the Italian tax administration determined that qualifying carried
interest proceeds will be treated as investment income taxed at a flat rate of 26% (as opposed
to employment income taxed at progressive tax rates up to 43% plus surcharges) when received
by managers and employees holding shares, quotas or other similar financial instruments having
“enhanced” economic rights, or by investment undertakings or other persons controlling or
managing the fund (falling within the definition of variable remuneration). The provisions
subject to a number of conditions. In brief:
•

the issuer of such shares, quotas or other similar financial instruments must be taxresident (or collective investment undertakings instituted) in Italy, or in a jurisdiction
allowing for an adequate exchange of information with Italy;

•

the effective disbursement shall represent an amount not lower than 1% of the net
equity of the relevant qualified entity (or 1% of the total investment of the qualified
entity if this is an investment undertaking);

•

the payment of proceeds from shares, quotas or other financial instruments to
managers is deferred after all the other shareholders and/or unitholders have received
an amount equal to the invested capital plus a minimum yield, as set out by the articles
or regulations of the fund;

•

the shares, quotas or other financial instruments have been held by such managers or
employees for at least five years or, if earlier, until the date of change of control on
the relevant entity or change of the management company of the collective investment
undertaking.

Carried interest received by the Italian management company for the activity carried out is
included in the relevant income tax basis for IRES and IRAP purposes.
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7.2.3.2

Management fees from business acquisition. Accounting and tax treatment

Management costs deriving from business acquisition in case of private equity transactions may
be comprised in the definition of “other relevant costs” (see section 7.1.1). Thus, they should
be booked into the profit and loss accounts and could generally be considered as deductible
costs. However, a case-by-case approach should be envisaged.
7.2.3.3

VAT on carried interest

From a general VAT perspective, it must be noted that payments of carried interest proceeds
are exempt under Italian VAT law.
7.2.3.4

VAT on management fees

From a general VAT perspective, management fees paid by the fund to the Italian management
company are tax-exempt. However, it is worth noting that the management company is subject
to the VAT pro-rata method if it carries out other business activities subject to tax under the
Italian VAT Law.

8

Good Leaver and Bad Leaver Provisions

The manager’s competence and personal experience is a key element to private equity investors
because the marketing activity concerning the target company is often conditioned by the
reputation and qualities of the individuals that are granted effective powers in the conduct of
the business. Therefore, in order to avoid pitfalls, management agreements providing for
clauses concerning the conditions of early termination of the designated managers are common
practice in the Italian private equity market. Such clauses relate to the stake in the company that
is already held by the manager, as well as the treatment of any stock options. The effects of a
manager’s early termination depend on its underlying reasons.

8.1

Valuation of share

A “good leaver” clause considers the situation of a manager’s dismissal without just cause or
voluntary resignation or dismissal or resignation for serious objective or physical and mental
health conditions impeding the performance of their managerial functions. In such cases, the
consequences of early termination usually depend on the duration of the relationship between
the company and the manager and the state of the investment. Generally, a dismissed manager
may exercise, to a certain extent, his stock option rights, and the price shall be calculated in
proportion to the results achieved by the company prior to termination.

8.2

Payment

Bad leaver clauses, such as those concerning the dismissal of the manager by the company for
just cause or voluntary resignation of the manager without just cause, provide for the investors’
entitlement to exercise a call option right over the dismissed manager’s stock at a discounted
price. Bad leaver clauses should also consider the risks faced by private equity investors
operating in Italy according to ruling no. 16601 of 5 July 2017 issued by the Italian Supreme
Court. Such ruling allows the enforcement of foreign judgements providing for the payment of
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punitive damages despite the incompatibility of such damages with the Italian system (which
recognizes the payment of damages as a compensation for losses or harms suffered by the
injured party) upon condition that such judgements must derive from a legal system that
recognizes them.

9

Taxation of Investors

9.1

Domestic investors

9.1.1

Individuals

In case of Italian investment funds, taxation of investors is generally made according to art. 26quinquies of the Decree of the President of the Republic no. 600 of 29 September 1973,
whereby proceeds deriving from the fund’s units are subject to a final withholding tax at 26%
if the individual is acting outside a business activity. A 26% withholding tax is also levied to
persons carrying out a business activity where the fund’s units are held as business assets.
However, in this case the tax withheld is not final so that proceeds must be declared in the
income tax return and taxed in accordance with the progressive tax rates of the unitholder.

9.1.2

Institutional investors

Proceeds distributed by Italian investment funds to other domestic investment funds do not
give rise to any taxation, as they are exempt from income tax.

9.1.3

Entitlement to benefits under double tax treaties

The application of treaty benefits to institutional investors in relation to income realized by
foreign funds depends, primarily, on the legal status of the investment vehicle. If the vehicle is
not treated as a legal person under domestic law, it is still doubtful if it can qualify as a “person”
for treaty purposes (thus, be considered as “liable to tax” in Italy).

9.2

Foreign investors

9.2.1

Individuals

Non-resident investors are generally subject to a final withholding tax at 26%. However, under
the provisions set forth by Legislative Decree no. 239 of 1996, no withholding tax will apply if
non-residents provide the authorized intermediary with a declaration of beneficial ownership
and a certification of tax residency in a Country that allows an adequate exchange of
information with Italy.

9.2.2

Institutional investors

The same provisions illustrated in section 9.1.2 apply. However, the withholding tax is not
applied if non-resident investors qualify as supranational entities and organizations, central
banks or professional investors (as defined under art. 100 of Financial Tax Act). The same
considerations apply in case of distributions made by Italian real estate funds.
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In case of dividend distributions, a final withholding tax at 26% will apply, unless treaty
reductions operate (see section 9.1.3).

9.2.3

Entitlement to benefits under double tax treaties

Application of treaty benefits to foreign investors, in relation to income distributed by Italian
investment funds, is allowed in proportion to the corresponding interest in the fund’s units.

10

Taxation of Cross-Border Mergers and Acquisitions

10.1

General tax principles deriving from extraordinary transactions

This chapter focuses on merger and demerger transactions. The main implications from asset
and share deals are discussed in chapter 11 below.
As a general rule, cross-border transactions compliant with the EU framework are subject to
the same tax treatment provided for domestic transactions. In contrast, any transaction which
falls outside the scope of the EU Merger Directive, is subject to taxation in Italy (if any) and
the provisions of art. 13 of the relevant bilateral tax treaty would take place. For domestic tax
purposes, merger and demerger transactions are tax neutral operations regardless of whether
the resident merging company adopts Italian GAAPs or IAS/IFRS principles. Accordingly,
capital gains arising in the hands of the merging or de-merged resident company do not
constitute neither a taxable event nor a tax savings.

10.2

Tax treatment of positive merger differences: goodwill

In case the merger deficit is allocated to goodwill, the buyer may book this value on the balance
sheet for accounting purposes only. Therefore, the goodwill should not be relevant for IRES
and IRAP purposes and, as such, not be amortized for tax purposes unless a step-up of the
value is made (paying a substitute tax in proportion to the stepped-up value: tax rate at 12% up
to EUR 5 million, at 14% between EUR 5 million and EUR 10 million and at 16% on the
portion that exceeds EUR 10 million).

11

Exit Strategy for Funds

11.1

Asset deal: overview of tax implications

In an asset deal realized through a transfer of assets, the operation concerned is tax neutral as
far as it is realized between resident companies, and either the transferring or the receiving
company is a non-resident entity with a permanent establishment in Italy. Therefore, outside
the scope of application of the EU Merger Directive there are not special rules for cross-border
asset deals. By contrast, for domestic asset deals the provisions reported in section 10.1 are
generally applicable.

11.2

Share deal: overview of tax implications

Generally, a share deal may be structured either by way of an exchange of shares or by a share
acquisition. The specific tax issues depend on the structure chosen. In the case of exchange of
shares, whereby the transaction involves an Italian company and a foreign company resident in
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another EU Member State, rules governing the EU Merger Directive may apply. In this
situation, the requisite of substantial participation required by the Law must be determined
under the definition of art. no. 2359 of the Italian civil code.
In the case of share acquisition, any gain from the disposal of shares in target companies may
be taxable in Italy under certain limits, provided that the requirements for the participation
exemption regime are met.

11.3

Taxation of capital gains from the disposal of shares for funds

11.3.1 Resident funds
According to the special tax rules established by art. 73(5-quinquies) of TUIR (see section 7.2),
capital gains realized by Italian investment funds from the disposal of shareholdings in target
companies are exempt from taxation. Accordingly, resident and non-resident investors
receiving proceeds from the Italian investment funds will be taxed following the rules
highlighted before (see sections 9.1.1 and 9.1.2).

11.3.2 Non-resident funds
11.3.2.1 Whether a double tax treaty with the other jurisdiction is in force
Once the turnaround process of an Italian target participation is achieved, the foreign fund can
start the exit process. Based on the rules provided by art. 13 of the OECD Model Tax
Convention, capital gains that may arise from the sale of shares in an Italian target company
could be, in principle, taxable only in the Country of residence of the selling company, to the
extent that the foreign shareholders qualify as beneficial owners.
11.3.2.2 Whether a double tax treaty with the other jurisdiction is not in force
In the event that the Country of residence of the foreign fund did not sign any bilateral tax
treaty with Italy, the latter may be entitled to tax the capital gains arising from the disposal of
an Italian target company.
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Private Equity Market Overview

1.1

Trends and outlook of the market: the level of private equity activity in recent
years and developments in 2017

Over the first three quarters of 2017, the private equity sector has raised over USD 338 billion. This
marks an increase of 18% compared to the same period in 2016.1
As at September 2017, all legal forms confounded, Luxembourg counted 629 regulated funds
representing around EUR 74 billion of assets under management.2 Thus, the average size of
Luxembourg private equity funds is around EUR 100 million euro.3
As for the currency, half of Luxembourg private equity funds are denominated in euro and 40% in
US dollar. This figure is endorsed by the fact that over 90% of initiators of Luxembourg private equity
funds are based in Europe whereas only 1% is based in North America.4 This also has for consequence
that 90% of European private equity funds are domiciled in Luxembourg.5

1.2

The current major players

The majority of private equity major players is not established in Luxembourg but only has an affiliated
office in Luxembourg, our country being the financial center of Europe.
However, a few private equity firms are established in Luxembourg, such as:
Private Equity Firms

Total funds raised over the last 10 years (in
million euro)6

EIF

2.766

Groupe Alpha

1.603

Castik Capital

1.030

Rocket Internet

940

Mangrove

530

African Minerals

353

Partner, Private Equity & Real Estate, Gilles.dusemon@arendt.com.
Senior Associate, Private Equity & Real Estate, Chirazad.BenMessaoud@arendt.com.
*** Partner, Tax, Thierry.lesage@arendt.com.
**** Senior Associate, Tax, Stéphanie.maschiella@arendt.com.
1
Luxembourg Private Equity & Venture Capital Investment Fund survey, Deloitte, Nov. 2017.
2
Luxembourg Private Equity & Venture Capital Investment Fund survey, Deloitte, Nov. 2017.
3
Luxembourg Private Equity & Venture Capital Investment Fund survey, Deloitte, Nov. 2017.
4
Luxembourg Private Equity & Venture Capital Investment Fund survey, Deloitte, Nov. 2017.
5
The European Fund Industry in a Changing World, Luxembourg for Finance, May 2017.
6 Private Equity Fund Managers Export, Preqin Ltd. 2018.
*

**
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1.3

NB Renaissance

300

Mandarin Capital

283

Vesalius

219

The principal sources of funding for private equity

The main source of funding for private equity lies in institutional investors. However, many funds
also count on high net worth individuals financing. The collected data for 2017 is the following:

ϭϬϬнŝŶǀĞƐƚŽƌƐ
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ϭƚŽϱŝŶǀĞƐƚŽƌƐ
Ϭй

ϭϬй

ϮϬй

ϯϬй

ϰϬй

ϱϬй

•

80% of asset managers raise funds from institutional investors;

•

55% of asset managers raise funds from high net worth individuals;

•

15% of asset managers raise funds from private banks;

•

10% of asset managers raise funds from family offices, and

•

3% of asset managers raise funds from the retail sector.7

As per the number of investors per fund, data show that:
•

37% of the funds have 1 to 5 investors;

•

40% of the funds have 6 to 25 investors;

•

21% of the funds have 26 to 100 investors, and

•

2% of the funds have more than 100 investors.8

This means that over 75% of the funds have 25 or less investors.

7
8

Luxembourg Private Equity & Venture Capital Investment Fund survey, Deloitte, Nov. 2017.
Luxembourg Private Equity & Venture Capital Investment Fund survey, Deloitte, Nov. 2017.
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2

Tax Environment

2.1

General principles of the tax system

Under Luxembourg tax law, a company is a Luxembourg resident if its registered office or its central
administration is located in the Grand Duchy of Luxembourg. “Registered office” means the statutory
office as determined by the articles of incorporation of the company. “Central administration” refers
to the place of effective management of the company, where it is commonly understood that the
principal establishment designates the place where the company’s accounts and records are kept,
where the general meetings of the shareholders are held and where the decisions concerning the
company’s business are taken.
If a company is dual resident, the tie-breaker rule of applicable double tax treaty, if any, will usually
determine the tax residence based on the “place of effective management”
Luxembourg tax resident companies are taxed on their worldwide income while non-Luxembourg tax
resident companies are taxed only on Luxembourg-source income.
Luxembourg provides sophisticated investment structures for private equity. Corporate tax rates in
Luxembourg are not particularly low, but Luxembourg investment vehicles benefit from extensive tax
exemptions which ensure an almost tax-neutral environment in Luxembourg.
Private Equity vehicles in Luxembourg may be:
•

standard unregulated commercial companies which are subject to normal corporate taxation
in Luxembourg, as further detailed in this section 2 – the so-called “SOPARFI” being an
acronym for société de participations financières (financial holding company) whose main activity
is to hold the shares in subsidiaries benefiting from the participation exemption regime;

•

a wide range of vehicles, organised under corporate form or contractual form, which are
either indirectly supervised by an appointed AIFM or/and directly supervised by the
Luxembourg Commission de surveillance du secteur financier (“CSSF”) and whose tax regime is
further detailed in Section 4.

2.2

Recent tax reforms or tax proposals which may affect the private equity market

Various measures have been undertaken by Luxembourg to comply with new international tax
standards.
On 7 June 2017, Luxembourg signed the multilateral instrument (“MLI”) developed by the OECD
under Action 15 of the Base Erosion Profit Shifting (“BEPS”) Action Plan, which aims to swiftly
implement the tax treaty measures contained in the following actions deriving from the BEPS Project:
•

Action 2: Hybrid mismatches

•

Action 6: Treaty abuse

•

Action 7: Avoidance of permanent establishment status

•

Action 14: Dispute resolution
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Luxembourg has decided that all of its tax treaties currently in force will fall within the scope of MLI.
Besides, Luxembourg has adopted a restrictive approach and has sought to limit the scope and impacts
of this new layer of international legislation to the minimum standards to remain BEPS-compliant.
The key features include the Principal Purpose Test (“PPT”) clause and an improved dispute
mechanism system.
Luxembourg will introduce a PPT clause to comply with the minimum standard set in Action 6 of
BEPS as well as an extended wording in the preambles of its covered agreements, clarifying that those
agreements may not be used to create opportunities for reduced or no taxation through tax evasion.
In a nutshell, the PPT clause aims at denying the benefits of covered agreements to taxpayers where
there is evidence that a given arrangement or transaction was set up for the principal purpose of
obtaining that benefit.
Luxembourg has opted to include the reformed dispute resolution mechanisms (arbitration and
Mutual Agreement Procedure) under the MLI to its covered agreements.
On 15 June 2018 the Luxembourg government approved 2 new bills of law:
•

The “MLI Bill” approving the OECD’s MLI; and

•

The “ATAD Bill” implementing the provisions of the Council Directive (EU) 2016/1164 –
the so-called Anti-Tax Avoidance Directive (“ATAD”).

The ATAD was adopted by the Council of the European Union on 28 June 2016 in order to
implement the OECD’s recommendations in its BEPS Project. Accordingly, the ATAD foresees new
rules to be adopted by all EU Member States in the following 5 specific areas:
•

Interest limitation rules

•

Exit taxation rules

•

General Anti Abuse rules (“GAAR”)

•

Controlled Foreign Companies (“CFC”) rules

•

Hybrid mismatch rules

The ATAD Bill transposes these rules into Luxembourg domestic law, using all the flexibility of the
ATAD regarding the optional provision for the sake of the continuity, legal certainty and
simplification. In addition, the ATAD Bill introduces 2 additional measures not foreseen by the
ATAD, i.e. amendments to the roll-over regime on capital gains and the permanent establishment
definition.

2.3

Corporate income tax and Municipal Business Tax

2.3.1

Taxation of resident companies

Luxembourg levies an annual corporate income tax (impôt sur le revenu des collectivités - “CIT”) on the net
worldwide profits (subject to double tax treaties) of Luxembourg companies. Taxable profits are
computed in accordance with the provisions of the amended income tax law dated 4 December 1967
(“ITL”), which defines them as the annual variation of the net assets of the company during the fiscal
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year, increased by withdrawals and reduced by contributions. As a general rule, taxable profits are
determined on the basis of the accounting profits as established in accordance with the Luxembourg
generally accepted accounting principles (“Lux GAAP”), except where the valuation rules for tax
purposes require otherwise. Profits and expenses (e.g. amortizations, depreciations, interest, and other
business expenses) are taken into account for the financial year during which they have been realized
or exposed, irrespective of actual payment. Several exemptions from CIT may apply, such as the
participation exemption regime on eligible shareholdings or the exemption from certain intellectual
property rights, and roll-over reliefs may be available for reinvested capital gains in certain
circumstances.
The CIT rate is 18% for taxable income exceeding EUR 30.000. Specific tax rates apply for lower
income. A 7% surcharge for the employment fund is levied on the CIT due, levying the maximum
CIT rate at 19.26%.
Luxembourg also levies an annual municipal business tax (impôt commercial communal - “MBT”) on the
net profits realised by Luxembourg companies. The taxable base for the determination of the taxable
result under the MBT is generally the taxable result as determined under the CIT (with minor
adjustments). The MBT is governed by the amended municipal business tax law dated 1 December
1936. The MBT rates vary depending on the municipality in which the company’s registered office or
undertaking is located.
In 2018, the MBT rate is 6.75% in Luxembourg City.
The overall income tax rate, therefore, is 26.01% for companies with registered seat in Luxembourg
City and having an income exceeding EUR 30.000.

2.3.2

Taxation of non-resident companies

Non-Luxembourg tax resident companies are taxed only on Luxembourg-source income. As relevant
examples: business profits realized directly or indirectly through a Luxembourg permanent
establishment or a Luxembourg permanent representative, rental income or capital gains from
immovable properties located in Luxembourg or speculative capital gains derived from a substantial
participation in Luxembourg companies.9 Nevertheless, reference has to be made to the relevant
double tax treaties concluded by Luxembourg, if any, to determine which State (residency State or
Luxembourg) has the right to tax the capital gains.

2.4

Net Wealth Tax

Luxembourg levies an annual net worth tax (impôt sur la fortune - “NWT”) on the net assets of
Luxembourg companies in accordance with the net wealth tax law dated 16 October 1934.
Net worth is referred to as the unitary value as determined at 1 January of each year in accordance
with the valuation rules set forth by the valuation law dated 16 October 1934.
The unitary value is basically calculated as the difference between (i) assets generally estimated at their
fair market value and (ii) liabilities vis-à-vis third parties. Several exemptions from NWT may apply, e.g.
9
Capital gains derived from the disposal of a participation in an undertaking for collective investment organized under
corporate form les revenus provenant de la cession d’une participation dans un organisme de placement collectif revêtant la forme sociétaire,
dans une société d’investissement en capital à risque ou dans une société de gestion de patrimoine familiale

122120

LUXEMBOURG
the participation exemption regime on eligible shareholdings. Real estate assets situated abroad are
generally exempt under the applicable double tax treaties. The NWT rate is 0.5% on the unitary value
as determined as at 1 January of the fiscal year. A reduced NWT rate of 0.05% applies to assets
exceeding EUR 500 million.
As from the 1 January 2016, a minimum NWT (“MNWT”) has been introduced in Luxembourg.
Companies whose financial assets, transferable securities and cash deposits exceed cumulatively (i)
90% of their total balance sheet and (ii) EUR 350.000 will be subject to an MNWT of EUR 4.815.
For other companies, the MNWT is calculated according to the amount of their total balance sheet at
year end (MNWT charge from EUR 535 to EUR 32.100 respectively for a total balance sheet from
EUR 350.000 to equal or more than EUR 30.000.001).
Securitization companies and SICAR remain exempt from NWT but are liable to the MNWT.

2.5

Withholding taxes

2.5.1

Dividends

Dividends distributed by a Luxembourg company to its shareholder(s) are as a rule subject to a
withholding tax (“WHT”) at the rate of 15% (17.65% if borne by the distributing company). The
dividend WHT must be levied by the distributing company on behalf of the recipient and remitted to
the tax authorities within 8 days from the date on which the dividend is placed at the shareholder’s
disposal.
An exemption from or reduction of the dividend WHT is however possible under the participation
exemption regime or the applicable double tax treaties.
For resident shareholders, the dividend WHT may be credited against their income tax liabilities and
any excess is refundable. For non-resident shareholders, the dividend WHT is the basic tax on their
Luxembourg-source dividends. A partial or total refund may be available by virtue of a double tax
treaty.

2.5.2

Interest

Arm’s length interest paid by a Luxembourg company is generally not subject to WHT, except in the
following limited cases:
•

profit allocations paid to a silent partner investing in a business and remunerated in
proportion to the business’s profits may be subject to a 15% WHT;

•

interest paid on certain profit-sharing bonds or notes may be subject to a 15% WHT;

•

payments of interest or similar income made by a paying agent established in Luxembourg
to or for the benefit of an individual beneficial owner who is resident of Luxembourg, will
be subject to a WHT of 20%. Such WHT will be in full discharge of income tax if the
beneficial owner is an individual acting in the course of the management of his private wealth.
Responsibility for the WHT is assumed by the Luxembourg paying agent.
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2.5.3

Liquidation proceeds

Liquidation proceeds (deriving from a complete or partial liquidation) paid by a Luxembourg company
are not subject to WHT in Luxembourg.

2.5.4

Directors’ fees

Fees (tantièmes) paid to directors or statutory auditors are subject to a WHT levied at the rate of 20%
on the gross amount paid (25% if the withholding cost is borne by the payer). The WHT is the final
tax for non-resident beneficiaries if their Luxembourg-source professional income is limited to
directors’ fees not exceeding EUR 100.000 per fiscal year.

2.6

Participation Exemption regime

If the conditions of the participation exemption regime are not satisfied, the following tax treatment
is applicable:
•

dividends are as a rule fully liable to CIT and MBT at the ordinary rates. As an exception:
o

o

a 50% exemption is available for dividends derived from a participation in one of the
following entities:
-

a Luxembourg resident fully-taxable company limited by share capital; or

-

a company resident in a State with which Luxembourg has concluded a double
tax treaty and liable to a tax corresponding to the Luxembourg CIT; or

-

a company resident in an EU Member State and covered by Article 2 of the PSD.

a full exemption from MBT is available, subject to the GAAR, for dividends derived
from a participation representing, at the beginning of the taxable year, at least 10% in
the share capital of the distributing company which is:
-

a Luxembourg resident fully-taxable company limited by share capital; or

-

a non-resident company limited by share capital fully liable to a tax corresponding
to the Luxembourg CIT.

•

capital gains are treated as ordinary profits and are as a rule fully liable to CIT and MBT at
the ordinary rates;

•

dividends paid by a Luxembourg company to its shareholder(s) are as a rule subject to the
15% Dividend WHT.

Under the participation exemption regime, the following exemptions are available:
•

dividends, liquidation proceeds and capital gains received and realized on qualified
shareholdings in eligible subsidiaries are exempt from CIT and MBT;

•

dividends distributed to eligible parent companies are exempt from the 15% dividend WHT;

•

qualified shareholdings in eligible subsidiaries are exempt from NWT (except MNWT).

In order to qualify for the participation exemption regime, the following conditions must be met.
124122

≥ 10% or acquisition price ≥ EUR 1.2 million

holding or commitment to hold the participation for an
uninterrupted period of at least 12 months

• a Luxembourg resident fully- taxable company;
• a company covered by Article 2 of the PSD or a
a Luxembourg resident fully-taxable company;
Luxembourg PE thereof;
a Luxembourg permanent establishment (“PE”) of a company covered by
• a company resident in a country having a double tax treaty
Article 2 of the Directive 2011/96/ EU of 30 November 2011 as amended on
with Luxembourg and liable to a tax corresponding to the
the common system applicable in the case of parent companies and subsidiaries
Luxembourg CIT or a Luxembourg PE thereof;
of different Member States (“PSD”);
• a Swiss resident company which is subject to corporate
a Luxembourg PE of a company resident in a country having a double tax treaty
income tax in Switzerland without benefiting from an
with Luxembourg;
exemption;
a Luxembourg PE of a company which is resident in a Member State of the
• a company resident in an EEA Member State other than an
European Economic Area (“EEA”), other than an EU Member State.
EU Member State and liable to a tax corresponding to the
Luxembourg CIT or a Luxembourg PE thereof.
a Luxembourg resident fully-taxable company;
a Luxembourg resident fully-taxable company
a company covered by Article 2 of the PSD;

Participation exemption on outbound dividends

the participation exemption regime on eligible shareholdings. Real estate assets situated abroad are
generally exempt under the applicable double tax treaties. The NWT rate is 0.5% on the unitary value
as determined as at 1 January of the fiscal year. A reduced NWT rate of 0.05% applies to assets
exceeding EUR 500 million.
As from the 1 January 2016, a minimum NWT (“MNWT”) has been introduced in Luxembourg.
Companies whose financial assets, transferable securities and cash deposits exceed cumulatively (i)
90% of their total balance sheet and (ii) EUR 350.000 will be subject to an MNWT of EUR 4.815.
For other companies, the MNWT is calculated according to the amount of their total balance sheet at
year end (MNWT charge from EUR 535 to EUR 32.100 respectively for a total balance sheet from
EUR 350.000 to equal or more than EUR 30.000.001).
Securitization companies and SICAR remain exempt from NWT but are liable to the MNWT.

2.5

Withholding taxes

2.5.1

Dividends

•
•
• a non-resident company liable to a tax corresponding to the Luxembourg CIT.
holding or commitment to hold the participation for
Not applicable
an uninterrupted period of at least 12 months
≥ 10% or acquisition
≥ 10% or acquisition
≥ 10% or acquisition
price ≥ EUR 1.2
price ≥ EUR 1.2 million
price ≥ EUR 6 million
million

Participation
exemption for
NWT

Dividends distributed by a Luxembourg company to its shareholder(s) are as a rule subject to a
withholding tax (“WHT”) at the rate of 15% (17.65% if borne by the distributing company). The
dividend WHT must be levied by the distributing company on behalf of the recipient and remitted to
the tax authorities within 8 days from the date on which the dividend is placed at the shareholder’s
disposal.
An exemption from or reduction of the dividend WHT is however possible under the participation
exemption regime or the applicable double tax treaties.

2.5.2

Participation
exemption on
capital gains

For resident shareholders, the dividend WHT may be credited against their income tax liabilities and
any excess is refundable. For non-resident shareholders, the dividend WHT is the basic tax on their
Luxembourg-source dividends. A partial or total refund may be available by virtue of a double tax
treaty.

Interest

Level of participation

Holding period

Qualified subsidiary

•

payments of interest or similar income made by a paying agent established in Luxembourg
to or for the benefit of an individual beneficial owner who is resident of Luxembourg, will
be subject to a WHT of 20%. Such WHT will be in full discharge of income tax if the
beneficial owner is an individual acting in the course of the management of his private wealth.
Responsibility for the WHT is assumed by the Luxembourg paying agent.
•

•

interest paid on certain profit-sharing bonds or notes may be subject to a 15% WHT;

Qualified parent

•

profit allocations paid to a silent partner investing in a business and remunerated in
proportion to the business’s profits may be subject to a 15% WHT;

•
•

•

Participation exemption
on dividends and
liquidation proceeds

Arm’s length interest paid by a Luxembourg company is generally not subject to WHT, except in the
following limited cases:
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In addition to the domestic participation exemption regime, almost all of the double tax treaties
concluded by Luxembourg grant relief on dividends under conditions which may be more
favorable than domestic ones.
Anti-abuse measures do not permit the exemption in certain circumstances, notably when a
non-eligible participation is exchanged for an eligible participation in a tax-free manner.
Further to the amendments to the PSD, the law of 18 December 2015 applicable as of 1 January
2016 has introduced an anti-hybrid principle and a GAAR which denies the benefits of the
PSD to an arrangement or series of arrangements which, having been put into place for the
main purpose or one of the main purposes of obtaining tax advantage that defeats the object
or purpose of the PSD, are not genuine having regard to all relevant facts and circumstances.
An arrangement or a series of arrangements are considered not genuine to the extent that they
are not put into place for valid commercial reasons which reflect economic reality.
Furthermore, the participation exemption regime contains rules intended to avoid a double
benefit (exemption of income and deduction of expenses). If the acquisition of a participation
is financed through an interest-bearing debt, such interest has an implication for the application
of the participation exemption. To the extent that received dividends or liquidation proceeds
are exempt, the following expenses are not deductible: (i) business expenses in direct economic
relation to the income and (ii) a value adjustment booked on the participation as a consequence
of the distribution (the deductibility denial is to be determined in this order).
If in a given year, related expenses exceed the exempt income derived from the given
participation, the excess is tax deductible.
When a participation is disposed of, the capital gain exemption does not apply to the sum of
the related expenses and value adjustments that have reduced the tax result of the current or
preceding years. This rule is referred to as the “recapture rule”. No taxation should however
arise if the company realizes only exempt income (i.e. no taxable income such as interest,
management fees, and so on), since the taxable portion of the capital gain should be fully offset
against existing tax losses created by the expenses which are recaptured.

2.7

Interest deduction

Interest charges are generally deductible to the extent they are arm’s length and related to
instruments that qualify as debt for tax purposes. In some specific cases, a limitation may
however occur:
•

when the debt to equity ratio of 15 of equity to 85 for all liabilities combined applicable
to the shareholding activity (according to the general practice adopted by Luxembourg
tax authorities) is exceeded, interest in relation to the excess of liabilities can be
considered as hidden dividends for tax purposes and thus not deductible and
potentially subject to a 15% withholding tax under the same conditions as distributed
dividends;
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when applying the new measures contained in the ATAD for “exceeding borrowing
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As from the 1 January 2016, a minimum NWT (“MNWT”) has been introduced in Luxembourg.
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Companies whose financial assets, transferable securities and cash deposits exceed cumulatively (i)
90% Fiscal
of their
totalincurred
balance since
sheet tax
andyear
(ii) EUR
350.000
will be forward
subject to
MNWT ofofEUR
4.815.
losses
2017 may
be carried
forana maximum
17 years
For other
the MNWT
is calculated
to the amount
of theirincurred
total balance
sheet1at
undercompanies,
certain conditions
by the
company according
who has suffered
them. Losses
between
year end
(MNWT
charge
from EUR2016
535 to
EUR
32.100 forward
respectively
for atime
totallimitation.
balance sheet from
January
1991 and
31 December
may
be carried
without
EUR 350.000 to equal or more than EUR 30.000.001).

2.9

General and Special Anti-Avoidance Rules applicable to Private Equity

Securitization structures
companies and SICAR remain exempt from NWT but are liable to the MNWT.

2.5 Further
Withholding
taxes to the PSD, a GAAR is applicable as of 1 January 2016 which
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3
Regulatory
Overview
for WHT
Investment
andthePrincipal
An exemption
from or reduction
of the dividend
is however Funds
possible under
participation
exemption regime
or
the
applicable
double
tax
treaties.
Regulatory Bodies

For resident shareholders, the dividend WHT may be credited against their income tax liabilities and
The Luxembourg fund industry should comply with set of rules providing from two different
any excess is refundable. For non-resident shareholders, the dividend WHT is the basic tax on their
sources. First of all, the European legal framework has recently impacted the private equity
Luxembourg-source dividends. A partial or total refund may be available by virtue of a double tax
industry with the set of rules related to Alternative Investment Managers. The objective was to
treaty.
establish a level playing field within Europe. Most of the market players are nowadays compliant
such set of rules but the geopolitical environment had created new challenges, (e.g. Brexit)
2.5.2withInterest
for which we may expect EU Commission to intervene in next coming months. The body of
Arm’s length interest paid by a Luxembourg company is generally not subject to WHT, except in the
the EU regulators, the ESMA is also very active and provides the industry with guidelines from
following limited cases:
time to time, which the Luxembourg Regulator authority (the CSSF - Commission de Surveillance
• du Secteur
profitFinancier)
allocations
paid to very
a silent
partner investing in a business and remunerated in
is following
closely.
proportion to the business’s profits may be subject to a 15% WHT;
The local legal framework is composed by product laws such as:
•
interest paid on certain profit-sharing bonds or notes may be subject to a 15% WHT;
•
the law of 15 June 2004 on SICARs;
•
payments of interest or similar income made by a paying agent established in Luxembourg
•
the SIFs law dated 13 February 2007;
to or for the benefit of an individual beneficial owner who is resident of Luxembourg, will
• be subject
the part
lawofdated
December
toIIa UCI
WHT
20%.17Such
WHT 2010;
will be in full discharge of income tax if the
beneficial owner is an individual acting in the course of the management of his private wealth.
•
the RAIFs law dated 13 July 2016.
Responsibility for the WHT is assumed by the Luxembourg paying agent.
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The main principles of each product in terms of assets eligible, governance and risk spreading
are described therein.
Besides that, for private equity funds incorporated under the company form the set of rules of
the law dated 10 August 1915 as amended should be complied with.
Finally, governing body such as the CSSF, or the tax authorities may from time to time issue
circulars.
The CSSF duties and field of competence are provided for in the organic Law of 23 December
1998. Its main responsibilities include supervision of the financial sector, oversight of public
auditors and protection of investors.

4

Major Investment Fund Types: Forms of Vehicles and
Legal Structures

On 8 June 2011, the European Parliament and the Council adopted Directive 2011/61/EU,
the Alternative Investment Fund Managers Directive (“AIFMD”), which has been transposed
in Luxembourg law by the Law of 12 July 2013, as amended and is applicable to all private
equity funds, including RAIFs (“Reserved Alternative Investment Fund”). However, it is to be
noted that even if a private equity fund is regulated under AIFMD, it does not mean that such
fund itself, is regulated.
The most recent private equity vehicle to be created was the RAIF, which combines the
characteristics of the SICARs and the SIFs.
In November 2017, the private equity vehicles distribution was the following:10

10

Luxembourg Private Equity & Venture Capital Investment Fund survey, Deloitte, Nov. 2017
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Partnerships are not limited in their purpose.

Partnerships are not subject to authorisation
from the CSSF and may therefore be set up
very quickly.

Limited partnerships may have legal
personality (CLP) or not have such legal
personality (SLP). A CLP or a SLP is formed
between at least one unlimited partner (general
partner) and at least one limited partner that
should be different entities.

Partnership not qualifying as
SIF/SICAV/RAIF

LUXEMBOURG

the participation exemption regime on eligible shareholdings. Real estate assets situated abroad are
generally exempt under the applicable double tax treaties. The NWT rate is 0.5% on the unitary value
as determined as at 1 January of the fiscal year. A reduced NWT rate of 0.05% applies to assets
exceeding EUR 500 million.
As from the 1 January 2016, a minimum NWT (“MNWT”) has been introduced in Luxembourg.
Companies whose financial assets, transferable securities and cash deposits exceed cumulatively (i)
90% of their total balance sheet and (ii) EUR 350.000 will be subject to an MNWT of EUR 4.815.
For other companies, the MNWT is calculated according to the amount of their total balance sheet at
year end (MNWT charge from EUR 535 to EUR 32.100 respectively for a total balance sheet from
EUR 350.000 to equal or more than EUR 30.000.001).

2.5.1

Dividends

RAIFs may invest into any asset
class and apply any investment
policy or strategy

Withholding taxes

The RAIF may be organised either
under a corporate form as an SCA,
SA, SAS, SARL, as a partnership as
a CLP or SLP or in the contractual
form of a FCP.

2.5

N/A
However, the formation of a RAIF
shall be acknowledged by a
Luxembourg notary within 5 days
following its formation. The RAIF
shall subsequently be registered
with the Trade and Companies’
Register. The latter will keep an
official list of RAIFs.

Securitization companies and SICAR remain exempt from NWT but are liable to the MNWT.

RAIF

Dividends distributed by a Luxembourg company to its shareholder(s) are as a rule subject to a
withholding tax (“WHT”) at the rate of 15% (17.65% if borne by the distributing company). The
dividend WHT must be levied by the distributing company on behalf of the recipient and remitted to
the tax authorities within 8 days from the date on which the dividend is placed at the shareholder’s
disposal.

A SICAR must invest its funds in
assets representing risk capital.
Investment in risk capital is defined
in the SICAR Law as the direct or
indirect contribution of assets to
entities in view of their launch,
development or listing on a stock
exchange.
Two
conditions
shall
be
cumulatively met: (i) the risk relating
to the investments of the SICAR

A SICAR or a SIF may not start its activities until it is authorised by
the CSSF.
Once authorised, the SICAR or the SIF is registered on the official list
of SICARs or SIFs, maintained by the CSSF.

The SICAR is organised either
under a corporate form as an SCA,
SA, SARL or as a partnership as a
CLP or SLP

An exemption from or reduction of the dividend WHT is however possible under the participation
exemption regime or the applicable double tax treaties.

2.5.2

SICAR

For resident shareholders, the dividend WHT may be credited against their income tax liabilities and
any excess is refundable. For non-resident shareholders, the dividend WHT is the basic tax on their
Luxembourg-source dividends. A partial or total refund may be available by virtue of a double tax
treaty.

Interest

Arm’s length interest paid by a Luxembourg company is generally not subject to WHT, except in the
following limited cases:

interest paid on certain profit-sharing bonds or notes may be subject to a 15% WHT;

Eligible investments

Authorisation

Authorisation

Legal forms

payments of interest or similar income made by a paying agent established in Luxembourg
to or for the benefit of an individual beneficial owner who is resident of Luxembourg, will
be subject to a WHT of 20%. Such WHT will be in full discharge of income tax if the
beneficial owner is an individual acting in the course of the management of his private wealth.
Responsibility for the WHT is assumed by the Luxembourg paying agent.
Legal Forms

•

SIFs may invest into any asset
class and apply any investment
policy or strategy subject to
prior approval by the CSSF

•

The SIF is organised either
under a corporate form as an
SCA, SA, SAS, SARL, as a
partnership as a CLP or SLP or
in the contractual form of a
FCP.

profit allocations paid to a silent partner investing in a business and remunerated in
proportion to the business’s profits may be subject to a 15% WHT;
SIF

•
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Stand-alone,
umbrella, fund
of funds, feeder
funds and cross
investments

130

A RAIF must spread the risks of its
investments. The risk-spreading
requirements are aligned on those
applicable to SIFs.
By way of derogation, RAIFs which
invest exclusively in risk capital as
per their constitutive documents are
not bound by any risk-spreading
requirement.
A RAIF may invest in other funds.
The RAIF may also be used as a
feeder fund provided the underlying
master fund (i) is subject to
equivalent diversification or (ii)
comply with the risk capital
investment requirements in the case
of RAIFs which are bound as per
their constitutive documents to
invest exclusively in risk capital.
If the RAIF is organised as an
umbrella structure, investments
across compartments may be
permitted.

Firms and organisations, the purpose of which leads them to manage substantial funds and assets.

Only well-informed investors may invest in a SICAR, SIF or RAIF. Well-informed investors are: institutional
investors, professional investors or investors investing certain minimum amounts (at least EUR 125.000) or
obtaining a special certification.

A SICAR may invest in other
private equity funds provided the
underlying private equity or venture
capital funds comply with the risk
capital investment requirements as
per the SICAR Law.
The SICAR may also be used as a
feeder fund provided the underlying
master fund comply with the risk
capital investment requirements.
If a SICAR may be organised as an
umbrella structure, investments
across compartments are not
permitted.

A SIF may invest directly in
other funds.
The SIF may also be used as a
feeder fund provided the
underlying master fund is
subject
to
equivalent
diversification.
If the SIF is organised as an
umbrella
structure,
investments
across
compartments
may
be
permitted.

Risk-spreading
requirement

Eligible investors
Three categories
of
eligible
investors
Institutional
investors

No legal risk-spreading requirement
applies to a SICAR.
A SICAR may thus invest in a single
target company.

A SIF must spread the risks of
its investments. In principle,
investments in any target
company may not exceed 30%
of the SIF’s assets or
subscription
commitments.
Ramp-up periods may apply.

must be high and (ii) the SICAR
must aim at contributing to the
development of the entities in
which it invests.

There are no restrictions on the eligibility of
investors of Partnerships.
AIFs with an authorised AIFM may however
only be marketed to professional investors.

A Partnership may invest in other funds and be
organised as a fund of fund or a feeder fund.
The Partnership may not be organised as an
umbrella structure.

Partnerships are not subject to diversification
requirement.
The LP Agreement may however include the
risk-spreading requirements.

CLPs, SLPs or, depending on their legal form, RAIFs, SICARs and SIFs may i.e. be financed through a variety of equity, debt and hybrid instruments (including
(convertible) preferred equity certificates, i.e. CPECs and PECs).

LUXEMBOURG

the participation exemption regime on eligible shareholdings. Real estate assets situated abroad are
generally exempt under the applicable double tax treaties. The NWT rate is 0.5% on the unitary value
as determined as at 1 January of the fiscal year. A reduced NWT rate of 0.05% applies to assets
exceeding EUR 500 million.
As from the 1 January 2016, a minimum NWT (“MNWT”) has been introduced in Luxembourg.
Companies whose financial assets, transferable securities and cash deposits exceed cumulatively (i)
90% of their total balance sheet and (ii) EUR 350.000 will be subject to an MNWT of EUR 4.815.
For other companies, the MNWT is calculated according to the amount of their total balance sheet at
year end (MNWT charge from EUR 535 to EUR 32.100 respectively for a total balance sheet from
EUR 350.000 to equal or more than EUR 30.000.001).

2.5.1

Withholding taxes

Examples of these investors are banks and other professionals of the financial sector, insurance and
reinsurance undertakings, social security institutions, pension funds, large industrial and financial groups and
dedicated structures set up by those entities.
Entities which are required to be authorised or regulated to operate in the financial markets such as credit
institutions, insurance companies and commodity derivatives dealers, among others.
Large undertakings which meet two of the following size criteria on a company basis: (i) balance sheet total
of EUR 20 million; (ii) net turnover of EUR 40 million; (iii) own funds of EUR 2 million.
This category also includes some States or international bodies or institutions and other institutional investors,
the main activity of which is to invest in financial instruments, including entities dedicated to the securitisation
of assets or other financing transactions.
If the SICAR or the SIF qualifies as an AIF and is managed by an authorised AIFM, it may only market its
interests and shares to investors which are professional clients or may, on request, be treated as professional
clients within the meaning of Annex II of the Directive 2004/39/EC.
Those who, although not qualifying as institutional or professional investors, may evidence that they are
sufficiently sophisticated to understand and bear the risks associated with the nature of investments of the
SICAR, SIF or RAIF.
In addition to confirming in writing that he/she/it adheres to the status of well-informed investor, such
investor shall invest a minimum of EUR 125.000 in the SICAR, SIF or RAIF or obtain an assessment made
by one of the financial sector entities listed by the SICAR Law, SIF Law or RAIF law which certifies the
investor’s expertise, experience and knowledge in adequately appraising an investment in a SICAR, SIF or
RAIF.

2.5

Dividends

The eligible investor requirements do not apply to persons that take part in the management of a SICAR, SIF
or RAIF.

Securitization companies and SICAR remain exempt from NWT but are liable to the MNWT.

Dividends distributed by a Luxembourg company to its shareholder(s) are as a rule subject to a
withholding tax (“WHT”) at the rate of 15% (17.65% if borne by the distributing company). The
dividend WHT must be levied by the distributing company on behalf of the recipient and remitted to
the tax authorities within 8 days from the date on which the dividend is placed at the shareholder’s
disposal.
An exemption from or reduction of the dividend WHT is however possible under the participation
exemption regime or the applicable double tax treaties.
For resident shareholders, the dividend WHT may be credited against their income tax liabilities and
any excess is refundable. For non-resident shareholders, the dividend WHT is the basic tax on their
Luxembourg-source dividends. A partial or total refund may be available by virtue of a double tax
treaty.

2.5.2

Interest

Arm’s length interest paid by a Luxembourg company is generally not subject to WHT, except in the
following limited cases:

payments of interest or similar income made by a paying agent established in Luxembourg
to or for the benefit of an individual beneficial owner who is resident of Luxembourg, will
be subject to a WHT of 20%. Such WHT will be in full discharge of income tax if the
beneficial owner is an individual acting in the course of the management of his private wealth.
Responsibility for the WHT is assumed by the Luxembourg paying agent.
Exception for
managing
persons
and
other
persons
taking part in
the
management
Financing
Variety
of
equity, debt and

•

interest paid on certain profit-sharing bonds or notes may be subject to a 15% WHT;

Well-informed
investors

•

profit allocations paid to a silent partner investing in a business and remunerated in
proportion to the business’s profits may be subject to a 15% WHT;

Professional
investors

•
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Net Wealth Tax

Municipal
Business Tax

Not applicable

Corporate form: only the minimum
net wealth tax is applicable
Partnership: not applicable

Corporate form: applicable but
exemptions available
Partnership: not applicable

Either subject to the SIF tax
regime or to the SICAR tax regime

Minimum capital upon incorporation depends on the legal form adopted.
Minimum capital of EUR 1 million for a SICAR and EUR 1.25 million Minimum capital of EUR 1.25
for a SIF to be reached no later than 12 months following the million to be reached no later than
Minimum
authorisation by the CSSF.
12 months following the formation
capital / amount
Additional commitment requirements may need to be taken into of the RAIF.
of commitments
consideration for SICARs and SIFs qualifying as internally managed
AIFs (i.e. being itself the AIFM) in accordance with the AIFM Law. In
such cases, they must have an initial capital of at least EUR 300.000.
Redemptions / withdrawals
Redemptions (and subsequent cancellation) of shares of a SIF, SICAR or RAIF with variable share capital
are not subject to any restrictions other than those set forth in their constitutive documents, provided that
Statutory
the minimum share capital of EUR 1 million in case of a SICAR or of EUR 1.25 million in case of a SIF or
requirements
RAIF is maintained.
applicable to
Redemptions of units of a SIF or RAIF structured as an FCP are not subject to any restrictions other than
redemptions
those set forth in its management regulations, provided that the minimum amount of net assets of EUR 1.25
/withdrawals
million is respected if the redeemed units are cancelled.
SIFs, SICARs or RAIFs set up as CLP and SLP are not subject to any statutory restrictions.
Taxation
Corporate
Income Tax

hybrid financing
instruments

Not applicable

Applicable only if it carries on a commercial
activity or in limited circumstances if (i) it
pursues a business activity or (ii) its general
partner is a Luxembourg capital company that
owns at least 5% of its interests
Partnerships qualifying as AIF within the meaning of
the AIFM law are deemed not to be conducting a
business activity

Not applicable

Withdrawals of limited partners in Partnerships
are subject to the provisions set forth in the LP
Agreement.

No minimum amount of commitments applies
to the Partnership.

LUXEMBOURG

the participation exemption regime on eligible shareholdings. Real estate assets situated abroad are
generally exempt under the applicable double tax treaties. The NWT rate is 0.5% on the unitary value
as determined as at 1 January of the fiscal year. A reduced NWT rate of 0.05% applies to assets
exceeding EUR 500 million.

Not applicable

Not applicable

As from the 1 January 2016, a minimum NWT (“MNWT”) has been introduced in Luxembourg.
Companies whose financial assets, transferable securities and cash deposits exceed cumulatively (i)
90% of their total balance sheet and (ii) EUR 350.000 will be subject to an MNWT of EUR 4.815.
For other companies, the MNWT is calculated according to the amount of their total balance sheet at
year end (MNWT charge from EUR 535 to EUR 32.100 respectively for a total balance sheet from
EUR 350.000 to equal or more than EUR 30.000.001).

2.5

Withholding taxes

2.5.1

Dividends

Either subject to the SIF tax regime
or to the SICAR tax regime

Securitization companies and SICAR remain exempt from NWT but are liable to the MNWT.

Not applicable

Dividends distributed by a Luxembourg company to its shareholder(s) are as a rule subject to a
withholding tax (“WHT”) at the rate of 15% (17.65% if borne by the distributing company). The
dividend WHT must be levied by the distributing company on behalf of the recipient and remitted to
the tax authorities within 8 days from the date on which the dividend is placed at the shareholder’s
disposal.
An exemption from or reduction of the dividend WHT is however possible under the participation
exemption regime or the applicable double tax treaties.

Not applicable

Interest
Not applicable

2.5.2

Corporate form: applicable
Partnership form: not applicable

For resident shareholders, the dividend WHT may be credited against their income tax liabilities and
any excess is refundable. For non-resident shareholders, the dividend WHT is the basic tax on their
Luxembourg-source dividends. A partial or total refund may be available by virtue of a double tax
treaty.

SAS: currently possible only in case of fixed capital structure.
SIF: Specialised Investment Fund
SICAR: Société d’investissement en capital risque
SA: société anonyme (public limited company)
SCA: Société en commandite par actions (corporate partnership limited by shares)
SAS: Société par actions simplifiée (simplified limited company)
SARL: Société à responsabilité limitée (Private Limited Company)
SLP: société en commandite spéciale (Special Limited Partnership)
CLP: société en commandite simple (Common Limited Partnership)
FCP: fonds commun de placement (common fund)

Arm’s length interest paid by a Luxembourg company is generally not subject to WHT, except in the
following limited cases:

interest paid on certain profit-sharing bonds or notes may be subject to a 15% WHT;

•

payments of interest or similar income made by a paying agent established in Luxembourg
to or for the benefit of an individual beneficial owner who is resident of Luxembourg, will
be subject to a WHT of 20%. Such WHT will be in full discharge of income tax if the
beneficial owner is an individual acting in the course of the management of his private wealth.
Responsibility for the WHT is assumed by the Luxembourg paying agent.
Access to double
tax treaty

Taxation
Withholding tax
on dividends
Withholding tax
on interest
Withholding tax
on liquidation
proceeds

Subscription
Tax

Corporate form: several DTTs
applicable
Partnership / contractual
form: not applicable

•

Not applicable

profit allocations paid to a silent partner investing in a business and remunerated in
proportion to the business’s profits may be subject to a 15% WHT;
0.01% on NAV
but exemptions available

•
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Among the wide range of vehicles available in Luxembourg, other than the SOPARFI whose
tax treatment has been detailed in Section 2, the following investment vehicles are the ones
typically used in PE structures:

The SICAR
The SICAR’s tax regime is extremely favorable and depends on its corporate forms.
The SICAR under the form of a corporation is as a rule subject to CIT and MBT at ordinary
rates. However, income derived from (i) portfolio items consisting of securities and capital
gains deriving from such securities and (ii) temporary investments in liquid assets held for a
maximum period of 12 months before investment in “risk capital” is excluded from the tax
base. Distributions made by a SICAR are further not subject to any WHT. A SICAR is
furthermore exempt from NWT but remains subject to MNWT. The SICAR may also benefit
from a large number of Luxembourg double tax treaties.
A SICAR in the form of a partnership is a tax transparent entity and is thus not subject to CIT,
NWT or MBT.
Its partners will be taxed directly on their interests in the partnership in their state of residence.
Non- resident partners are not subject to tax in the SICAR partnerships, unless they hold their
interest through a Luxembourg PE or permanent representative. Given the non-commercial
nature of the SICAR’s investments, a SICAR under the form of a partnership is not constitutive
of a Luxembourg PE.

The SIF
The SIF is subject to an annual subscription tax (taxe d’abonnement) of 0.01% of its aggregate net
asset value (exemptions are however available), but is exempt from CIT, MBT, NWT and
dividend WHT.
Non-resident shareholders and unitholders are in principle not subject to tax in Luxembourg
on capital gains and income derived from the SIF, unless these shares/interests in the SIF are
owned through a PE or a permanent representative in Luxembourg.
No WHT is levied on income distributed by a SIF to its investors.

The RAIF
The RAIF is in principle subject to the same tax regime as SIFs. However, for RAIFs which
exclusively invest in risk capital, in accordance with the RAIF documentation, may also opt for
a tax and regulatory regime similar to the SICAR.

The Luxembourg Partnerships
Both CLPs and SLPs are transparent for CIT and NWT purposes and hence not subject to
CIT and NWT in Luxembourg.
The partnership may however be subject to Luxembourg MBT if it carries on a commercial
activity or in limited circumstances if (i) it pursues a business activity or (ii) its general partner
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is a Luxembourg capital company that owns at least 5% of its interests (which in practice is
generally not the case). As regards the business activity, the circular letter no. 14/4 dated 9
January 2015 provides that CLPs and SLPs which qualify as AIFs within the meaning of the
AIFM law of 12 July 201312 are deemed not to be conducting a business activity.
The Luxembourg resident partners of the partnership are personally subject to income/wealth
tax in respect of their share in the profits/assets of these entities, regardless of whether such
profits/assets are effectively distributed or not.
Non-resident partners may only be subject to taxation in Luxembourg as regards their
partnership interests if (i) they hold their interests through a Luxembourg PE or permanent
representative or (ii) if the partnership itself is constitutive of a PE or permanent representative.
As regard WHT, any distributions by the partnership are as a rule made free of WHT in
Luxembourg. Given its tax transparency, the partnership may not benefit itself from double
tax treaties but their partners may generally claim the treaty benefits with the source state.

5

Fund Structuring

5.1

Fund manager and fund administration

5.1.1

Role

The fund manager is in charge of implementing the fund’s investing strategy and of managing
its portfolio. The Fund manager may be located within the EU but also outside. It may be in
charge of portfolio management and risk management or delegate partially or totally one of
them.
The fund administration is in charge of all activities required to support the main activity of the
fund, from accounting to corporate secretary. They are the main point of contact in
Luxembourg for private equity managers. They are in charge of the net asset value calculation
on the frequency decided by the management body of the fund.
With the exception of contractual Funds such as so called FCPs, both UCITS and Alternative
Investment Fund (“AIF”) may either be self-managed or may appoint an external ManCo
(being a UCITS Management Company which is a company whose main business is collective
portfolio management of UCITS funds; a UCITS Management Company is a company
authorized to engage in the management of UCITS and other collective investment schemes in
the form of either unit trusts, common contractual funds or investment companies or any
combination thereof) or an Alternative Investment Fund Manager (“AIFM”). Where, for
example, a group’s current AIFM/ManCo does not have all of the requisite expertise to act as
AIFM/ManCo for a particular product, they may opt for a 3rd Party AIFM/ManCo which has

12

Implementing the Alternative Investment Fund Managers Directive 2011/61/EC
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the necessary expertise. This may even occur in the case of contractual Funds where two
ManCos may end up being involved.

5.1.2

Activities carried-out

A fund manager is responsible for researching and determining the best stocks, bonds or other
securities to invest in, to best fit the investment strategy of the fund.
The fund administration of a private equity fund carries out all back-office functions such as
valuation of the portfolio and pricing of the shares, legal and accounting services, customer
inquiries, record keeping, regulatory compliance monitoring, etc.

5.1.3

Regulatory framework

Usually the fund managers are not located in Luxembourg but within the EU, Switzerland and
USA. They should comply with their local regulations. The law of 12 July 2013, transposing the
AIFMD to be defined if needed along with the so-called Level 2 regulations12 to the AIFMD,
as amended sets out the different authorizations and operating conditions imposed to fund
managers subject to the AIFMD. For instance, the CSSF may request that an approved
statutory auditor be in charge of controlling whole or part of the activities of the fund manager.
ManCos are subject to the Law of 17 December 2010 on Undertakings for Collective
Investments (UCIs) (as amended), in particular Part IV - Management Companies.
It is also required that the fund manager has sound administrative and accounting procedures
and that it implements remuneration policies and practices.
Luxembourg law requires that tasks belonging to the central administration of the fund be
carried out in Luxembourg, even though some of the abovementioned functions might be
outsourced. The Luxembourg administrator should comply with the law on financial sector
and obtain specific license from the CSSF to carry out its activities.

6

Leveraged Buy-Out and
Opportunities and Limits

6.1

Opportunities

Re-Leveraged

Buy-Out:

The buy-outs taking place in Luxembourg are usually engaging amounts superior to 500 million
euro. As for the leveraged buy-outs (“LBO”s) in particular, this amount reaches EUR1 billion.
Luxembourg being one of the smallest countries in Western Europe, most LBO targets are
located outside of Luxembourg. In a typical LBO scheme, Luxembourg would more generally
embrace the role of the acquisition structure, rather than the target.

12 Commission Delegated Regulation (EU) No 231/2013 on exemptions, general operating conditions,
depositaries, leverage, transparency and supervision: Commission Implementing Regulation (EU) No 447/2013
on opt-in AIFMs, Commission Implementing Regulation (EU) No 448/2013 on the procedure for establishing
the member state of reference for non-EU fund managers.
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However, the number of LBOs taking place in Luxembourg has increased over the last few
years, notably in the financial sector.

6.2

Limits

Low occurrence of LBOs in Luxembourg may be explained by the transposition of the
European directive 2006/68, in article 430-19 (former article 49-6) of the law of 10 August
1915, which regulates financial assistance.
From a tax perspective, passive interest payments are deductible and reduce the taxable base of
the entity bearing the debt. However, the interest deduction is subject to certain limitations (see
section 2.7).

7

Economic Flows to Private Equity Transactions

7.1

Transaction costs

Luxembourg law companies may opt for Lux GAAP, Lux GAAP + Fair Value Option or IFRS
as endorsed in the EU according to the EU Regulation 1606/2002 on the application of
International Accounting Standards for the drafting of their annual accounts. Certain entities
may also opt for other national GAAP (US GAAP) or accounting rules determined in the LPA
for the drafting of annual accounts.
The accounting treatment of the transaction costs may therefore vary depending the accounting
standards applied.
Under Lux GAAP, costs resulting from the day-to-day management should, as a rule, be
expensed.
However, formations expenses, i.e. expenses relating to the creation or extension (increase of
share capital, merger) of an undertaking or a line of business (set-up costs,) may be capitalized
and depreciated on a period of five years or directly expensed. Examples of formation expenses
include notably advisors’ fees, legal publication, cost to issue debt or equity instruments,
prospecting costs, market research fees...
Finally, the purchase price of financial assets includes direct expenses (transaction costs).
As a general rule, Luxembourg tax treatment follows the accounting one, except where the
valuation rules for tax purposes require otherwise.

7.2

Taxation of investment funds

7.2.1

Foreign funds

Dividend distributions by a Luxembourg fully taxable company to a foreign fund are in
principle subject to a 15% withholding tax rate, unless the withholding tax can be eliminated
by application of the domestic withholding tax exemption rules (unlikely considering the
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general tax exemption status of foreign funds) or eliminated/reduced by application of a tax
treaty (unlikely as well).
In case the foreign fund is considered as tax transparent from a Luxembourg tax perspective,
the analysis can be made investor-by-investor.

7.2.2

Taxation of the fund management

The management fee received by a Luxembourg-based general partner is subject to standard
taxation rules (i.e. taxable income for CIT and MBT purposes). However, such income is
generally partly offset by the payment to the AIFM and to the investment advisor, if any, and
said net remuneration should be supported by a transfer pricing study.

7.2.3

General principles

7.2.3.1

Carried interest

Within the scope of AIFMD, the law of 12 July 2013 provides that carried interest received by
individuals, employees or managers of an AIF qualify as miscellaneous income.
A capital gain realised on a disposal of shares or units in an AIF must be split into two (2)
components:
•

the carried interest component, which is taxable in all circumstances as miscellaneous
income, i.e. either as ordinary income (up to 45.78% + 1.4% dependence insurance),
or as extraordinary income (up to 11.445%+ 1.4% dependence insurance). The
extraordinary income tax regime applies provided the following conditions are met:
o

beneficiaries are employees who became tax residents in Luxembourg by the end
of 2018;

o

beneficiaries have not been tax residents nor taxed on professional income in
Luxembourg in any time in the last 5 years preceding the year 2013;

o

beneficiaries did not receive any prepayment relating to their carried interest.

The beneficial provisions only apply for income realized within 10 years after the year the
individual took his functions in Luxembourg.
•

the capital gain component (i.e. capital gain received upon sale of shares/units in an
AIF) which is exempt (as supposed to be held for more than 6 months and supposed
not to be a substantial participation in the AIF).

If not in the scope of the AIFMD, the tax law does not provide any specific rule. The applicable
tax treatment is to be determined on a case by case basis. If structured as an equity investment,
taxation as a capital gain can be achieved.
7.2.3.2

VAT on carried interest

Carried interest is assimilated to dividend remuneration and therefore falls outside the scope of
Luxembourg VAT. Hence, no VAT is due on any carried interest.
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7.2.3.3

VAT on management fees

A broad VAT exemption is available in Luxembourg for the management (including
administration, portfolio and risk management services) of the investment vehicles listed in
article 44, section 1, d) of the Luxembourg VAT law. The eligible vehicles are in particular
regulated investment funds (such as SIFs, SICAVs, SICARs), regulated or unregulated AIFs
and RAIFs and securitization vehicles. It should be noted the aforementioned VAT exemption
provision also applies to delegated fund management services as well as to investment advisory
services (assuming certain conditions are fulfilled).

8

Good Leaver and Bad Leaver Provisions

Leaver provisions are an important feature of management incentive plans. In Luxembourg,
they are typically found in shareholders agreements, as they help protect the company should
a shareholder leave the company.
The validity of good and bad leaver clauses is recognized in article 1855 of the Luxembourg
Civil Code.
A good leaver will usually leave the company on grounds of death or disability whereas a bad
leaver will leave the company before his term for example. However, since these provisions are
contractual, it is important that each agreement specifies such definitions.
Should the manager or shareholder be deemed a good leaver, he will be required to return or
sell his shares at a price higher than the fair value or the nominal value of said shares. On the
other hand, should the manager be deemed a bad leaver, he will be required to return or sell
his shares at a price lower than the fair value or the nominal value of said shares.
It is to be noted that in Luxembourg, two risks may arise from such valuations:
•

the provision might be qualified as a clause pénale (penalty clause); or

•

the provision might be modified by the Judge.

9

Taxation of Investors

9.1

Domestic investors

See section 4.

9.2

Foreign investors

See section 4.
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10 Taxation of Cross-Border Mergers and Acquisitions
10.1 General tax principles deriving from extraordinary transactions
The general principle is the disclosure of latent capital gains. Tax neutrality may however be
achieved under certain cases allowing a deferral of taxation.
Tax losses of the absorbed Luxembourg tax resident entity are definitely lost.

10.2

Tax treatment of positive merger differences: goodwill

To be assessed on a case-by-case.

11

Exit Strategy for Funds

11.1

Asset deal: overview of tax implications

Capital gains are in principle subject to tax unless an exemption applies under Luxembourg tax
law or under the provisions of a double tax convention

11.2

Share deal: overview of tax implications

Capital gains are in principle subject to tax unless an exemption applies under Luxembourg tax
law or under the provisions of a double tax convention, which is generally the case.

11.3

Taxation of capital gains from the disposal of shares in Luxembourg
companies for funds

11.3.1 Resident funds
No Luxembourg taxation should arise given the general tax-exempt status of resident funds.
See section 4 for more details.

11.3.2 Non-resident funds
11.3.2.1 Whether a double tax treaty with the other jurisdiction is in force
Non-resident funds are generally not liable to any Luxembourg income tax on capital gains
realized upon the sale, disposal or redemption of such shares, to the extent the capital gain does
not derive from a substantial shareholding qualifying as speculative investment.
Nevertheless, reference has to be made to the relevant double tax treaties concluded by
Luxembourg, if any, to determine which State (residency State or Luxembourg) has the right
to tax the capital gains.
11.3.2.2 Whether a double tax treaty with the other jurisdiction is not in force
See section 11.3.2.1.
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Market overview in your jurisdiction

The activity in the market of private equity in Spain has boosted in the recent years, setting a
historical record of private equity activity. Not only are we referring to the level of investment,
but also to its contribution to the national GDP, the amount of international funds, the
investment in Venture Capital companies and the presence of the so-called megadeals.
The consumer goods industry has been the main recipient of Private Equity funds (17.5%),
whereas IT companies have been the ones receiving a higher number of investments (286 out
of 715).
Regarding the Spanish regions that have received most funds, we shall highlight Madrid and
Catalunya, mainly due to the execution of megadeals in their respective territories. In number
of investments received, Catalunya tops the ranking, with 213 registered investments.
In relation to the allocation of the funds, we shall note SMEs financial assistance. We should
bear in mind, when analyzing the data, that the Spanish market is heavily characterized by the
presence of large amounts of micro, small and medium enterprises throughout the country.
The data reflect this fact, as 612 out of 715 investments were allocated to SMEs.

1.1

Trends and outlook of the market: the level of private equity activity in
recent years and developments in 2017

Since 2010, the market of private equity began to grow in Spain, after starting recovering from
the economic and financial crisis. In 2016 the sector experienced a very positive trend, despite
all the political uncertainty, and 2017 happened to be an unprecedented and remarkable year,
as the level of private equity investment reached EUR 4.957.9 million in Spain.
To illustrate this point, we can name some of the most important operations held in 2017. First,
we find the Allfunds Bank buyout from Hellman & Friedman, in the sector of finances and
insurance sector. The operation was closed for EUR 1.800 million. We can also name the
Iberchem buyout by Eurazeo, in the consumer goods industry. The operation was closed for
EUR 400 million. Finally, we can highlight the Pronovias buyout by BC Partners, also in the
consumer goods sector. The operation was closed for EUR 550 million.

Partner, M&A and Private Equity, fa.baygual@rocajunyent.com.
Partner, M&A and Private Equity, c.blanco@rocajunyent.com.
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As we have already pointed out, though, the most part of operations are headed to the funding
of SMEs. It is worth pointing out that this funding allows all these companies to create
employment and to experience a more sustainable and profitable growth. Therefore, we can
state that the investment in the Spanish middle market is currently the most active.

1.2

The current major players

Currently, the main players in the market of private equity investments are Family Office (21%),
Bank and Investment Bank (19%), Corporate Investors (12%) and Government Agencies
(12%). This adds up to 64% of the investors.
The five largest Spain-based private equity funds currently in the market are, by target size1: (i)
Magnum Capital II; (ii) N+1 Private Equity Fund III; (iii) Altamar VIII Private Equity Program;
(iv) Arta Capital II; (v) MCH Iberian Capital Fund IV.
We should also highlight the role played by the international private equity organizations: they
invested an amount of € 3,590.8 M in Spanish companies. The economic stability, the trust in
the Spanish market and the low interest rates are attracting international investors.

1.3

The main sources of funding for private equity

The main source of funding for private equity is the raising of funds from investors, often
internationally, such as pension funds banks and insurance companies. These funds allow
investors to pool their money together, and to have a fund manager investing on their behalf.
We should also take into account that the sources will also depend on the type of company, for
instance, unit trusts, property funds, exchange traded funds or investment trusts. Each one will
require various sources of funding that will, in turn, have an effect on the type of profit that
they offer to private investors.
We can also find new companies, which are in a process of fundraising, such as Black Toro
Capital or Meridia.
Finally, there are also public funds, managed by Government bodies, such as the former
Catalana d’Iniciatives, controlled by the Catalan Government and the regional government of
Barcelona, or Enisa, a public company controlled by the Spanish Ministry of Economics.

2

Tax environment

The Spanish Tax System (“STS”) is based on the tax residency of tax payers. While tax residents
are taxed over its worldwide income, non-residents are only taxed over income from Spanish
sources.

Source:
Preqin
Private
Equity
Online.
Accessible
in
the
following
link:
http://docs.preqin.com/newsletters/pe/Preqin-PESL-June-16-Private-Equity-in-Spain.pdf (checked in July
2018).
1
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Spain has concluded about ninety Double Taxation Agreements (“DTA”) and it has also
endorsed the OECD multilateral convention.
Spain is a business-friendly jurisdiction, although those bodies within Tax Authorities devoted
to fight against the tax fraud and to review medium and large companies are, apart from highly
skilled, pretty aggressive when it comes to challenge sophisticated tax.

2.1

General principles of the tax system

The STS provides mainly two types of taxation: direct and indirect. Among them the STS
provides a different treatment for business income and for non-business income.

Direct taxation
•

Business income. Entrepreneur activities could be done through a corporation or
directly as a private individual.
o

When business activities are obtained by a corporation, they are taxed by the
Corporate Income Tax (“CIT”) as provided by Law 27/2014, of 27 December,
on Corporate Income Tax.

o

When obtained directly by a private individual, income is subject to the relevant
section of the Personal Income Tax Law, as provided by Law 35/2006, of 28
November, on Personal Income Tax.

o

When obtained by a non-tax resident, either a corporation or a private individual,
income sourced in Spain is taxed by the Non-Resident Income Tax as provided
by Royal Decree legislative 5/2004, of 5 March, on Non-Resident Income Tax.
In case a DTA were applicable it would have priority over the domestic Law.

Private income
•

When obtained by a tax resident, it will be subject to Personal Income Tax as provided
by relevant sections of Law 35/2006, of 28 November, on Personal Income Tax.

•

In case it is obtained by non-residents, it will be taxed either by the applicable DTA or,
in the absence of applicable DTA, by the Non-Resident Income Tax (Royal Legislative
Decree 5/2004, of 5 March).

Indirect taxation
As a general rule with very few exceptions, business activities are subject to Value Added Tax
(VAT) as provided by Law 32/1992, of 27 December, on Value Added Tax (implementing the
European Directive of VAT).
Non-business activities are subject to Transfer Tax (“TT”) as approved by Royal Legislative
Decree 1/1993 of 24 September, approving the Revised Text of the Tax on the Transfer of
Property Rights, Corporate Operations and the Stamp Tax.
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2.2

Recent tax reforms or tax proposals which may affect the private equity
market

The absence of a strong political majority has prevented from approving deep tax reforms. All
recent tax modifications have been approved by means of Royal Law-decree, which is an
instrument that the Government can only use when there is an extreme and/or urgent situation
and that has to be approved by the Parliament afterwards.
Main recent tax modifications are aimed at tackling public deficit and are clearly focused on
short-term collection. The following recent changes could be pointed out:
•

Payment in account increased.

•

Non-allowance of losses from portfolio that qualifies for the participation
exemption.

•

Non-allowance of portfolio impairment.

•

Reversal of portfolio impairment tax allowed in previous years.

Other tax reforms, less recent, are those affecting tax deduction of financial interests and
transfer pricing regulation.

2.3

Corporate income tax

2.3.1

Taxation of resident companies

As mentioned above, tax resident companies are taxed over their worldwide income.
Most of Spanish companies are incorporated under the legal form of a Sociedad Anónima (SA)
−Public Limited Company− or Sociedad de Responsabilidad Limitada (SL) −Limited Liability
Company. In Spain, corporations can be wholly owned by a single shareholder.
Determination of taxable income: as a general rule with a number of exceptions accounting
results agree with the taxable income. When there is not a tax provision departing from
accounting result, accounting principles are directly applicable for taxable income
determination.
Spanish GAAP closely follow IFRS, thus, the latter have a great influence in the taxable
determination, unless there were a tax rule departing from them.
General tax rate is 25% tough there are special tax rates applying to special types of entities or
entities engaged in certain business activities:
•

Financial institutions and entities are subject to 30%;

•

UCITS are subject to 1%;

•

oil and gas entities are subject to 40%.
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2.3.2

Taxation of non-resident companies

Non-resident entities are taxed only in relation to those incomes obtained in Spain (Spanish
source income). When the country where the entity is resident has concluded a DTA with Spain
the latter is directly applicable in preference to the domestic law.
When there is not a DTA, Spanish sourced incomes are taxed in accordance with the NonResident Income Tax Act.
Non-residents acting in Spain through a Permanent Establishment (“PE”) are taxed on the
basis of the PE’s net income, while Non-residents acting without PE are taxed over their gross
income.

2.4

Participation Exemption

2.4.1

Dividends

Dividends obtained by Spanish entities either from resident and non-resident entities may be
exempt from taxation under the Participation Exemption (“PEx”)

Dividends from Spanish entities
Domestic dividends will be generally exempt when the following conditions are met:
•

The recipient either owns at least 5% of the distributing entity or has an acquisition
cost higher than EUR 20 million; and

•

Such stake has at least one-year seniority (the one-year seniority could be fulfilled
afterwards).

Specific requirements are provided in case of indirect participation through a holding company.

Dividends from foreign entities
Dividends received from foreign entities might be exempt from CIT when the following
conditions are met:
•

The recipient either owns at least 5% of the distributing entity or has an acquisition
cost higher than EUR 20 million, and

•

such stake has at least one-year seniority (the one-year seniority could be fulfilled
afterwards);

•

the foreign subsidiary should be effectively subject (and not exempt) from a tax similar
to CIT at a nominal rate of at least 10%; this requirement is understood to be met
when a tax treaty is applicable, which includes an exchange of information clause.
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2.4.2

Capital gains from share sales

Capital gains resulting from the sale of shares, in both Spanish or foreign entities, would be
generally exempt from taxation in case requirements for participation exemptions are fulfilled.
In case of sale of foreign subsidiaries, the minimum taxation sold entity.

2.5

Interest deduction

As of 2012, CIT Law provides interest barrier rules. Under these rules net financial expenses
are only deductible if they do not exceed 30%of company operating income or EUR 1 million.
Any excess could be carried forward and deducted (subject to the same limits) indefinitely.
There is special rule for interest allowance in case of a leveraged buyout (“LBO”) acquisitions
whereby the above mentioned 30% operating income limit should exclude acquired entities
operating income provided that the latter has been merged into the acquiring entity (or
acquiring entity’s tax unity) within four years following the target company acquisition.
Two considerations should be made in relation to this LBO additional limitation:
•

This limitation does not prevent from applying the general interest barrier rule, then,
the rule that determined the lower amount of interest will be the applicable one.

•

The LBO specific limitation rule will not apply if the interest-bearing debt does not
exceed 70%of the purchase price of the shares and is proportionally reduced during
eight years following the acquisition until the debt reaches 30%of the purchase price.

The Spanish CIT Act provides a number of exceptions to the interest stripping rules, which are
the following:
•

This restriction is not applicable to entities that have been included in a tax group or
restructuring transactions performed before 20 June 2014;

•

interest barrier rules are not applicable to financial/insurance companies and
securitization funds;

•

if the net financial expenses in a tax year do not reach the 30% limit, the difference
between the net financial expenses and the 30% limit will be added to the 30% limit
during the five subsequent years until the difference is effectively deducted.

Financial expenses derived from debts with group companies taken up to fund: (i) acquisition
from group companies of shares; or (ii) equity contributions in group companies are generally
not tax deductible, unless there are valid economic reasons for such transactions.

2.6

Loss carry forward

The CIT Act does not provide a time limit for carry forward tax losses. Tax loss carryforwards
that can be offset amount to 70% of the pre-offset taxable income, however, EUR 1 million
could always be offset.
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Additionally, there are the following limits for large companies (those with a net turnover
amount of at least EUR 20 million during the 12 months prior to the date of commencement
of the tax period):
•

50% of the pre-offset taxable income, for companies with a turnover between 20
million and EUR 60 million;

•

25% of the pre-offset taxable income, for companies with a turnover of at least EUR
60 million in the 12 months prior to the commencement of the taxable year.

2.7

Withholding taxes

2.7.1

Dividends

Subject to international provisions (DTA and EU legislation) and domestic participation
exemptions, taxable dividends are subject to 19% withholding.

2.7.2

Interest

Subject to international provisions (DTA and EU legislation) and domestic participation
exemptions, taxable interest are subject to a 19% withholding.

2.8

GAARs and SAARs applicable to private equity structures (e.g. interest
deduction, conduit entities, etc.)

There are no specific GAARs or SAARs applicable to private equity structures.
There is special rule for interest allowance in case of LBO acquisitions whereby the above
mentioned 30% operating income limit should exclude acquired entities operating income
provided that the latter has been merged into the acquiring entity (or acquiring entity’s tax unity)
within four years following the target company acquisition.
Two considerations should be made in relation to this LBO additional limitation:
•

This limitation does not prevent from applying the general interest barrier rule, then
the rule that determined the lower amount of interest will be the applicable one.

•

The LBO specific limitation rule will not apply if the interest-bearing debt does not
exceed 70% of the purchase price of the shares and is proportionally reduced during
8 years following the acquisition until the debt reaches 30% of the purchase price.

3

Regulatory overview for investment funds and main
regulatory bodies
Regulatory overview

Regulatory framework applicable to private equity funds in Spain is based on Law 22/2014, of
12 November, on private equity entities, other closed-end collective investment undertakings
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and their management companies, amending Law 35/2003, of 4 November, on collective
investment undertakings (“Law 22/2014”).
Law 22/2014 provides the legal regime applicable to private equity entities whose registered
office is located in Spain (for companies), or that have been incorporated in Spain (for funds)
or that are marketed in Spain.
In addition, Law 22/2014 also applies to management companies of collective investment
schemes (“SGIIC”) and management companies of closed-end collective investment
undertakings (“SGEIC”) that manage or market private equity entities (companies or funds) in
Spain.
Besides the aforementioned, Law 22/2014 also applies to (i) European Venture Capital Funds
regulated in “Regulation (EU) No 345/2013 of the European Parliament and of the Council of
17 April 2013 on European venture capital funds” and (ii) European Social Entrepreneurship
Funds regulated in “Regulation (EU) No 346/2013 of the European Parliament and of the
Council of 17 April 2013 on European social entrepreneurship funds”, provided they have their
registered office in Spain (for companies), they have been incorporated in Spain (for funds) or
they are marketed in Spain by virtue of such European Regulations.
Finally, it is worth mentioning that Law 22/2014 is complemented by a large number of notices
issued by the Spanish private equity regulatory authority in Spain, this is, the National Securities
and Exchange Commission (“CNMV”) that regulate in detail, among others, relevant aspects
concerning accounting requirements, annual accounts, information and transparency
obligations as well as recording obligations.

Main regulatory body with authority over a private equity fund and its manager
in Spain
Supervision of private equity funds and their managers in Spain correspond to the CNMV. In
accordance with Law 22/2014, the CNMV has monitoring, inspection and enforcement
authorities with regard to compliance with Law 22/2014 and the implementation of its
regulations. The CNMV’s authority can be exercised (i) directly; (ii) in collaboration with other
regulatory authorities, either national or foreign; (iii) by delegation to other entities acting to
these effects under the CNMV’s responsibility or (iv) through the relevant judicial authorities.

4

Major investment fund types: forms of vehicles and legal
structures

A common investment scheme in Spain consists in incorporating a management company,
mainly a management company of closed-end collective investment undertakings (“SGEIC”)
which, in turn, promotes and incorporates a closed-end private equity fund (or a closed-end
private equity company, which, in fact, and due to tax implications and familiarity reasons, tends
to be the preferred vehicle for non-institutional investors).
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Investors make their investments in the fund in which the management company usually invests
directly too as a limited partner (often with preference distribution rights over the carried
interest).
The aforementioned structure allows to put in place co-investment schemes with other private
equity entities, either funds or companies, that are managed by the same or by third
management companies (either SGEIC or management companies of collective investment
schemes (“SGIIC”)).
In this regard, it is worth mentioning that management companies in Spain are increasingly
recurring to the aforementioned form of European Venture Capital Funds (“EuVECA”)
regulated in Regulation (EU) No 345/2013 of the European Parliament and of the Council of
17 April 2013, due to the more flexible legal regime that applies to this type of funds in
comparison with the funds incorporated under the Spanish legal regime (for instance, managers
of qualifying EuVECA are legally able to market the units of such funds to non-professional
clients in accordance with Section I of Annex II to Directive 2004/39/EC, without the need
to appoint a depositary).
It must be pointed out that real estate investment funds in the private equity sector in Spain
need to set up legal structures for overcoming the legal prohibition to invest directly in real
estate.
Registration of private equity vehicles (companies or funds) in Spain is not subject to prior
authorization from the CNMV (unlike the regime applicable to management companies). In
this regard, the CNMV verifies that the legal documentation submitted by the promoter of the
company (such as the informative prospectus and the bylaws) or fund (such as the informative
prospectus and the regulations of the fund) formally complies with the applicable Law in order
to register the vehicle. This process usually takes around 3 months.
As a general rule, forming a private equity company in Spain requires a minimum subscribed
capital of EUR 1.2 million. At the time of its incorporation, at least 50% of the capital must be
paid out and the rest within 3 years from the incorporation of the company. Disbursements
must be made in cash, in assets suitable for the investment of the private equity company or in
assets that integrate its fixed assets.
As per private equity funds, the minimum aggregated committed capital need to amount EUR
1.65 million.
It is worth mentioning that private equity companies have separate legal personality, different
from the legal personality of their management company. On the contrary, private equity funds
do not have such separate legal personality. Private equity funds are separate assets without
legal personality that belong to the investors of the fund, whose management and
representation corresponds to a management company, which exercises the powers of
ownership without owning the fund.
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5

Fund structuring

5.1

Fund manager and fund administration

5.1.1

Role

Fund manager (this is, the management company) in Spain is, from a legal standpoint, a specific
type of company, in particular, a public limited company (sociedad anónima) whose corporate
purpose is the management of the investments of one or several private equity entities (among
other type of entities), as well as the control and management of their risks. Such services can
be delegated by the fund manager to third parties provided that such third parties are entities
legally authorized to provide the delegated services and that the fund manager monitors such
delegation (delegation does not remove the fund manager’s responsibility towards the CNMV
and the investors).
As previously outlined, the role of the fund manager is mainly to manage and represent the
fund, exercising the powers of ownership without owning the fund.

5.1.2

Requirement imposed

In order to ensure that the manager’s activity is prudent and intended to mitigate risks and grant
a prudent management, the fund manager is subject to the following regulatory requirements:
a)

to have a minimum capital of EUR 125.000;

b)

provided that the total value of the portfolio managed exceeds EUR 250 million, the
fund manager must increase its own resources. The additional amount of own
resources must be equivalent to 0.02% of the amount in which the value of the
portfolio managed exceeds the aforementioned amount;

c)

to have additional own resources adequate to cover any possible risks derived from
its professional liability in case of professional negligence (0.01% of the managed
assets) or, alternatively, to subscribe a professional civil liability insurance;

d)

fund manager must have a good administrative and accounting organization, as well
as human and technical resources, including security mechanisms in the IT field and
procedures for internal control, risk control, procedures and bodies for the prevention
of money laundering and rules of conduct, appropriate to the characteristics and
volume of its activity;

e)

a fund manager must have internal rules of conduct as well as, among others,
regulations governing the personal transactions of its employees or the holding or
management of investments for the purpose of investing on its own interest, in order
to guarantee that each transaction related to the managed entity can be reconstructed
with respect to its origin, the participants, its nature and the time and place where it
was made, and that the assets of the managed entity are invested in accordance with
the regulations or bylaws of the managed entity and the current legal regulations;
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f)

board of directors of the fund manager should be formed by at least 3 members and
its general managers and assimilated personnel must have a recognized commercial,
business or professional honorability;

g)

the majority of members of its board of directors, or of its executive commissions, as
well as all its managing directors, general directors and assimilated personnel must
have adequate knowledge and experience in financial or business management
matters;

h)

stockholders of the fund manager that hold relevant stakes (at least 10% of the capital)
must be suitable (suitability depends on the honorability, financial means and
professional activity of the stockholders).

In addition to the foregoing, fund managers (a) whose assets under management in total exceed
a threshold of EUR 500 million when the managed entities are unleveraged and have no
redemption rights exercisable during a period of 5 years following the date of initial investment
or (b) whose assets under management, including any assets acquired through use of leverage,
in total exceed a threshold of EUR 100 million, or (c) that market the managed entities to nonprofessional investors need to also comply with additional regulatory operational and
organizational requirements that are contained in Chapter II of Law 22/2014 and developed in
the Commission Delegated Regulation (EU) No 231/2013 of 19 December 2012,
supplementing Directive 2011/61/EU of the European Parliament and of the Council with
regard to exemptions, general operating conditions, depositaries, leverage, transparency and
supervision or the accounting reporting obligations (“Delegated Regulation 231/2013”).
In this regard, such additional regulatory requirements can be summarized as follows:
•

to implement remunerative policies and procedures that are consistent with a rational
and effective management of risks, and that prevent employees and personnel with
responsibilities in the control or investment-making decision functions from assuming
risks that do not conform to the risk profiles, or to the regulations or incorporation
documents of the managed entities;

•

to design procedures and measures for the prevention or management of conflicts of
interest to ensure that the relevant persons engaged in different business activities
involving a risk of conflict of interest carry out these activities having a degree of
independence appropriate to the size and activities of the fund manager and of the
group to which it belongs, and to the materiality of the risk of damage to the interests
of the managed entities or its investors;

•

to separate, functionally and hierarchically, the risk management function from the
operative functions, including the portfolio management function;
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•

for each managed entity, excluding the non-leveraged funds, the fund manager shall
establish adequate liquidity management systems and adopt procedures that allow the
fund manager to control the liquidity risk of the managed entities;

•

to establish, implement and maintain accounting policies and procedures and
valuation rules that permit the correct and independent valuation of the assets under
management;

•

to have a regulatory compliance function, in addition to the internal control function
and the risk management function;

•

to appoint a depositary;

•

to give compliance with all the information, audit and accounting obligations set forth
in Chapter II of Law 22/2014 towards the investors and the CNMV.

5.1.3

Activities carried out

In addition to carry out the management of the investments of the managed entities as well as
the control and management of their risks, fund managers can also provide the following
services with respect to the entities they manage or, within the framework of a delegation, with
respect to other entities:
•

Administration of the managed entity, comprising:
o

legal services and accounting;

o

treatment of customer queries;

o

valuation and determination of the net asset value, including the application of
the corresponding tax regime;

o

compliance control with applicable regulations;

o

holding of the register of investors in the fund;

o

return distributions, where applicable;

o

subscription and redemption of units;

o

settlement of contracts including issuance of certificates; and

o

record keeping;

•

marketing of the managed entity;

•

activities related to the assets of the managed entity, in particular, services necessary
to comply with the fiduciary obligations of the managers, the management of real
estate and services used in the activity, the activities of administration of real estate,
the advice to companies with respect to capital structures, industrial strategy and
related matters, advice and services related to mergers and acquisition of companies,
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as well as other services related to the management of the entity and the companies
and assets in which it has invested.

5.1.4

Regulatory framework

From a legal standpoint, fund managers must set up a risk control function and an internal
control function. The Law enables fund managers to delegate such functions provided the legal
requirements for doing so are totally complied with.
As previously explained, certain fund managers (those managing assets exceeding the threshold
of EUR 500 million or EUR 100 million or those who market funds to non-professional
investors) must also set up an internal audit function.
As per the specifics of each function, Law 22/2014 refers to the European regulations, mainly
delegated in this regard to the aforementioned Delegated Regulation 231/2013.
In addition, all fund managers need to implement anti-money laundering prevention processes
(which in turn must be recorded in a mandatory handbook) and appoint a representative for
these purposes before the relevant Spanish authority (Servicio Ejecutivo de la Comisión de Prevención
del Blanqueo de Capitales e Infracciones Monetarias or “SEPBLAC”).
Finally, it must be mentioned that the Spanish Law expressly provides that relevant
management companies of collective investment schemes (“SGIIC”) (which, despite the fact
that they manage open-end funds can also manage private equity vehicles provided they receive
authorization from the CNMV to these purposes) need to establish a remuneration committee
which is in charge of independently evaluate the remuneration rules and practices and the
established incentives for risk management.

6

Leveraged buyout and re-leveraged buyout: opportunities
and limits
Introduction to the leveraged buyout and the re-leveraged buyout

The leveraged buy-out or re-leveraged buyout (commonly known as “LBO” or “RE-LBO”)
could be defined mostly as a common M&A transaction, and it shall therefore share most of
the elements and legal implications which characterize those transactions (such as the letter of
intent, due diligence, SPA, etc.), which is notable for using few equity and a material amount of
borrowed money for the acquisition of the target company. In this sense, it shall be taken into
account that in order to borrow money for the execution of the acquisitions, the assets or shares
of the company being acquired are often used as collateral, together with any other assets owned
by the acquiring company.
These transactions therefore provide the companies the chance to make large acquisitions
without having to commit a lot of capital.
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Specific clauses included in the LBO operations
Despite the fact that –as mentioned above– the LBO transaction share most of the elements
and legal implications characterizing the common M&A transactions, there are also some
specific issues and aspects that should be considered whenever we are involved in LBO
transactions, and several particular clauses which are often included in the relevant agreements
to be signed by the parties in such cases.
The financial viability of the target company is certainly a relevant point to be analyzed
whenever an LBO is going to be executed, due to the fact that the debt ratios will increase as a
consequence of the acquired loans. In fact, the consequences of going beyond certain debt ratios
are usually included in the corresponding loan agreement and, therefore, due to its importance,
such provisions shall be properly negotiated. It is also quite common, in the event that the loan
agreement is negotiated and formalized after the signing of the purchase contract, to include a
clause in the purchase agreement which allows the acquiring company to terminate the contract
if it finally does not receive the funds needed in order to carry out the acquisition.
Additionally, it is also advisable to verify the debt levels of the target before formalizing the
loan agreement as the funds received by the investor are often partially used to refinance the
debts of the target, once the acquisition is duly formalized.

Merger operation within the 3 years following to the execution of the LBO
In the event of designing the whole operation so that, once that the relevant SPA has been duly
formalized, the acquiring company then absorbs the target company, it shall be stated that the
Spanish Law 3/2009, of 3 April, on Structural Amendments of the Commercial Companies,
establishes an obligation for the companies taking part in the merger process which consist in
requesting the relevant Commercial Register to appoint an external expert so that such expert
issues a report making remarks on the merger project issued by the directors of the mentioned
companies and that states whether the merger operation shall be considered as a case of
financial assistance (asistencia financiera).

7

Economic flows to private equity transactions

7.1

Transaction costs

7.1.1

Transaction costs for acquisition of businesses. Accounting (e.g. expensing or
capitalizing) and tax treatment (e.g. deductible or capitalized) for:

Spanish CIT requires for any costs to be tax deductible to be connected to the entity’s turnover.
Additionally, any operation with related parties should be scrutinized under the arm’s length
principle.
More specifically, the tax treatment of transaction costs generally follows accounting treatment.
Without prejudice that a case-by-case is required, in general terms, under Spanish GAAPs that
closely follow IFRS costs directly incurred on acquiring a participation (e.g. legal, tax,
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accounting, operational and environmental due diligence, investment banking and finder fees
and other costs directly linked to the investment, etc.) would be tax deductible to the extent they
are recorded in the profit and loss accounts. From a direct tax point of view, costs capitalized
over the purchase price of the target shares are not deductible, not even after a merger. Those
costs could only be tax deducted in case of a liquidation.
As for the input VAT, the deduction is linked to the activity carried out by the company bearing
the transaction costs. Should the acquiring company be a holding company not carrying out
any economic activity, the VAT related to those transaction costs would be considered as nondeductible. Otherwise, the input VAT incurred on such costs might be deductible provided the
input VAT is directly connected to a VATable supply of services and/or goods carried out by
the entity.

7.1.2

Transaction costs analysis for sellers:

Earn-out payments should be recorded by the seller in the profit and loss accounts as an
increase or decrease of the original capital gain/loss. Should the participation exemption regime
be applicable (see section 2.4), the payment received by the seller would be exempt from CIT,
and however in case a loss it is not deductible.
Conversely, should the participation exemption regime be non-applicable, each higher or lower
capital gain/loss would be respectively taxable or deductible.
As for the timing of the gain/loss, Spanish corporate sellers should tax or deduct the earn-out
payment in the fiscal year in which it is accrued in the profit and loss account.

7.1.3

Transaction costs for financing issues (costs to issue debt or equity instruments
used to finance the operation). Accounting and tax treatment for:

Transaction costs will be qualified for tax purposes in accordance to Spanish GAAP (that
follows IFRS).
When those transaction costs are regarded as financial costs they are subject to the abovementioned limits/barriers regarding financial interest deduction (i.e. 30% of EBITDA).

7.1.4

Recurring Management Fees. Accounting and tax treatment:

Recurring fees charged to the Target (e.g. a portfolio company) for ongoing advisory and
management services after the acquisition are generally included in the profit and loss accounts
based on the standard accrual principle.
Spanish law provides no specific tax rule, hence the deduction of such expenses by the portfolio
company depends on the general tax principles. In this respect, a cost is deductible if the
received services are linked to the company’s income, the company actually obtain a benefit
from them and price of the services is in accordance with the arm’s length principle.The burden
of proof concerning the above requirements lies upon both the charging and the recipient
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entity, additionally transfer pricing documentation should be prepared when the amount
exceeded EUR 250.000.

7.1.5

Interest deduction from financing:

Interest expenses from financing are tax deductible for CIT purposes up to the amount of
interest income and, thereafter, up to 30% of EBITDA (see section 2.5). Should the liability be
subscribed or transferred or assigned to foreign lenders (without a permanent establishment in
Spain), interest paid to these entities could trigger a 19% withholding tax, or the reduced tax
provided by a double tax treaty or by the Interest-Royalties Directive, if all the relevant
conditions are met.

7.2

Taxation of investment funds

Spanish investments funds are in general taxed at 25%, though Spanish UCITS are subject to
1% CIT.

7.2.1

Foreign funds

Foreign investment funds, whether or not having legal personality, are subject to Non-Resident
Income Tax for Spanish sourced income.

7.2.2

Taxation of the fund management

The management company is subject to ordinary corporate income tax. Management fees and
the income received for the activity carried on are fully taxable.
7.2.2.1

Carried interest

In accordance with the Spanish Tax Authorities criteria included in at least a specific ruling,
carried interest is fully taxable and it could not be considered as a profit distribution.
7.2.2.2

Management fees from business acquisition. Accounting and tax treatment

Possible management costs, deriving from business acquisition in case of private equity
transactions, may be comprised in the definition of “other relevant costs” (see section 7.1). Thus,
provided they are properly booked into the profit and loss accounts they could generally be
considered as deductible costs.
7.2.2.3

VAT on carried interest (if any)

Regardless a case-by-case approach would be required, from a general VAT perspective, it must
be noted that payments of carried interest proceeds are generally exempt under Spanish VAT
law.
7.2.2.4

VAT on management fees (if any)

Following a general VAT perspective, management fees paid by the fund to the Spanish
management company could be VATable in accordance to the criteria of the ECJ (case 44/11)
when the management is qualified as “discretionary portfolio management”.
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8

Good leaver and bad leaver provisions

Whenever an acquisition of a stake of the share capital of a company takes place, the relevant
investor often desires to retain the management team in order to continue to run the business.
Therefore, in the event that such managers subsequently resign from their position in the target
company (within a specific period from the execution of the investment, to be determined by
the parties), an institutional investor will often demand to have the right to a call option over
that manager’s shares in such cases, in favor of either the company or the institutional investor
itself. This call option will need to be necessarily included in the shareholders or investment
agreement, as its inclusion in the bylaws of the target could possibly be rejected by the trade
register (taking into account that any amendment of the bylaws of the company shall be
registered with the relevant Commercial Register).
In this sense, it is important to mention that depending on the circumstances under which the
manager resigns from his position, such person would be deemed as one of the two main
figures −“good leaver” or “bad leaver” −, and, therefore, different provisions would apply to
the call option over the manager’s shares, stating in each case the general terms and conditions
of the right to be exercised by the investor, or the target itself (shares’ price, terms of payment,
etc.).

Good leaver provisions
The “good leaver” provisions usually apply under the following circumstances:
•

termination of the employment contract of the manager for a material breach of such
agreement by the target;

•

the death, serious illness or incapacity of the owner manager, or of a parent, son or
spouse, or person with similar relation of affectivity;

•

the retirement of the manager at the legal or agreed age;

•

resignation by the manager from his position for specific reasons such as a significant
reduction in the compensation received by the manager or a reduction of the
responsibilities of such manager;

•

not being considered a “bad leaver”.

If any of the mentioned circumstances –or any other agreed by the parties− causes the
resignation of the manager, the “good leaver” provisions would apply and therefore the terms
and conditions of the call option right would be more beneficial for the manager. In fact, it is
also common in this type of provisions to state that no call option right shall apply in the event
that the manager is considered a “good leaver”. In these cases, specific compensation may be
agreed (“golden parachute clause”) so the manager receives an additional indemnity (apart from
the ones foreseen in the Spanish Law).
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Bad leaver provisions
The “bad leaver” provisions usually apply under the following circumstances:
•

termination of the employment contract of the manager for a material breach of his
contract by the manager himself;

•

a robbery or other serious criminal offence;

•

non-authorized transfer of intellectual or industrial property of the target to a third
party;

•

fraudulent conduct which causes any damage to the target.

Of course, in these cases the investor of the target itself would be able to acquire the manager
shares under more favorable terms and conditions. It is quite common to state that in the event
of a “bad leaver” resignation the investor would be able to acquire the manager’s shares paying
in kind, applying a discount over the shares’ price or even just being obliged to pay a symbolic
price (such as EUR 1 for the whole share stake of the manager). It is also quite common to
foresee that, in the event that a manager is deemed to be a “bad leaver”, such person
automatically loses his stock options, phantom shares, ratchets or any other incentive plan
granted by the target.
In any case, it shall be taken into account that the provisions of the relevant agreement relating
to “good leaver” and “bad leaver” tend to vary considerably depending on the importance of
retaining the managers in the target. Of course, several types of “good leavers” and “bad
leavers” could be foreseen depending on the specific transaction.

9

Taxation of investors

9.1

Domestic investors

9.1.1

Individuals

Private individuals are fully taxable over profits and capital gains resulting from investment
funds distributions.
Regarding UCITS, Under the Spanish Personal Income Tax Act (article 94), if the capital gains
the taxpayer obtains from redeeming or transferring shares or units in specific collective
investment funds, such as SICAVs, to acquire or subscribe to other collective investment funds,
the gain would not be taxed, and the new shares or units would have the same value and
acquisition date (tax deferral).
Corporations participating in investment funds (other than UCITS) could benefit from
participation exemption regardless the stake in the funds (provided the rest of the participation
exemption requirements are fulfilled).
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9.1.2

Institutional

Proceeds distributed by funds to other domestic investment funds (other than UCITS) could
benefit from participation exemption regardless the stake in the funds (provided the rest of the
participation exemption requirements are fulfilled).

9.1.3

Entitlement to benefits under double tax treaties

From the Spanish tax viewpoint, in general, domestic investors in foreign investment funds
could benefit from DTA.

9.1.4

Foreign investors

Income obtained by non-residents from Spanish investment funds are not regarded as income
sourced in Spain and, thus, are not taxable. This would not apply in case the shareholder is a
resident in a tax haven. Investments funds could benefit from DTA.

10

Taxation of cross-border mergers and acquisitions

10.1

General tax principles deriving from extraordinary transactions (e.g. tax
neutrality, carry forward of tax losses and tax benefits, etc.)

The main rules leading the taxation of cross-border mergers and acquisitions (“M&A”) are
governed by the CIT Act, incorporating the EU Council Directive 2009/133/EC of 19
October 2009, also “EU Merger Directive”.
As a general rule, cross-border transactions compliant with the EU framework are subject to
the same tax treatment provided for domestic transactions. In contrast, any transaction which
falls out from the scope of the EU Merger Directive is subject to taxation in Spain (if any) and
the provisions of art. 13 of the relevant bilateral tax treaty would apply.
In a nutshell, for domestic tax purposes (and, implicitly, for EU cross-border M&A purposes),
merger and demerger transactions are tax neutral operations regardless. Accordingly, capital
gains arising in the hands of the merging or de-merged resident company does not constitute
either a taxable event or a tax savings.
In case of a cross border merger, step up is not admitted for tax purposes and tax losses from
other jurisdictions cannot be offset in Spain.
Spanish CIT Act contains an anti-abuse rule targeted at preventing the use of the special regime
for mergers to be used with mainly the purpose of obtaining a tax advantage.

10.2

Tax treatment of positive merger differences: goodwill

In case of goodwill emerging from merger deficits the value is not relevant for tax purposes (in
respect of the principle of tax neutrality): the goodwill is therefore allocated to the balance
sheet, but it is not amortized for tax purposes.
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11 Exit strategy for funds
11.1 Asset deal: overview of tax implications
Unless it were regarded as a branch of activity, transfer of assets would be fully taxable under
Spanish CIT. When transferred assets determined a branch of activity, they could benefit from
the special regime for mergers.

11.2 Share deal: overview of tax implications
Generally, a share deal may be structured either by way of an exchange of shares or a share
acquisition. The specific tax issues depend on the structure chosen. In the case of exchange of
shares, whereby the transaction involves a Spanish company and a foreign company resident in
another EU Member State, rules governing the EU Merger Directive (e.g. tax neutrality under
certain conditions, taking into consideration the 10% limit of cash payments to the
contributors) may apply.
In the case of share acquisition, any gain from the disposal of shares in target companies may
be exempt in Spain provided that the requirements for the participation exemption regime are
met, regardless the participation in the target company.

11.3

Taxation of capital gains from the disposal of shares for funds

11.3.1 Resident funds
According to the CIT special tax regime, capital gains made by Spanish investment funds from
the disposal of shareholdings in target companies may be exempt from taxation if the
participation exemption applies, or alternatively a 99% tax credit may be applied between the
second and the fifteenth of ownership.
In case of a target’s initial public offering, the tax credit will apply during three years following
the IPO.

11.3.2 Non-resident funds
11.3.2.1 If a double tax treaty with the other jurisdiction is in force
The sale of non-resident funds of target company in Spain could be non-taxable in Spain
depending on the applicable DTA, since various DTA provided taxation in Spain when there
is a significant participation in the sold company.
Sales by EU residents would generally be exempt from tax (except tax havens).
The exemption would not apply when:
•
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the transfer is of shares in corporations or other entities, whose assets consist mainly,
directly or indirectly, of real estates located in Spain;
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•

the seller is an individual that has owned, directly or indirectly, at least 25% of the
capital or equity of the entity at any time during a 12-month period prior to the
transfer, or

•

in the case of entities if the PEx requirements are not met.

11.3.2.2 If a double tax treaty with the other jurisdiction is not in force
If the investment funds are resident in a country that has not concluded a DTA with Spain, the
capital gain would be taxable in Spain, however sales by EU residents would generally be
exempt from tax (except tax havens).
The exemption would not apply when:
•
•

•

the transfer is of shares in corporations or other entities, whose assets consist mainly,
directly or indirectly, of real estates located in Spain;
the seller is an individual that has owned, directly or indirectly, at least 25% of the
capital or equity of the entity at any time during a 12-month period prior to the
transfer, or
in the case of entities if the PEx requirements are not met.
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1

Private Equity Market Overview

1.1

Trends and outlook of the market: the level of private equity activity in
recent years and developments in 2017

As a general comment, it should be noted that the concepts of private equity (“PE”) and
venture capital in Portugal are interchangeable and there is generally no distinction between
them. Actually, they are usually used to describe the acquisition, for a limited period of time, of
shareholdings (regardless of the percentage) in companies with high growth potential in order
to increase their value and divest with profit in the future. Additionally, there is no legal
definition of “private equity”, as opposed to “venture capital”, which has a specific legislative
framework. Therefore, the expression “PE” in this chapter refers to PE activity in a broader
sense, which comprises both private equity and venture capital.
The PE activity in Portugal in recent years has been marked by the strong and growing interest
of international PE players, as well as by a substantial increase in the number of PE players in
the Portuguese market.
Turnaround or distressed asset transactions have been the most relevant types of PE deals in
Portugal in recent years, followed by growth capital investments (although there is a larger
number of transactions in relation to startup and early stage investments, which are typically
transactions with smaller tickets). There are also various sector specific PE funds that are active
in the Portuguese market, with a focus on a variety of different sector strategies which include
tech, MedTech, hospitality, traditional industry, SMEs, etc.
During 2016 and 2017 there was an increase in PE activity in the Portuguese market, namely
in the context of registration of new PE companies (6 and 7, respectively) and new PE funds
(4 and 17, respectively) as well as in the number of investments and divestments executed by
PE companies in Portugal.
The main reason for the exponential increase in 2017 in the number of PE funds also relates
to the fact that IFD – Instituição Financeira de Desenvolvimento, a State-owned entity, set aside up
to EUR 110 million to be invested in several new PE funds, together with private investors, in
order to co-invest up to EUR 10 million per PE fund with private investors on a 50/50 basis.
During 2017, IFD selected 15 PE companies, promoting PE investment activity for a total of
approximately EUR 204 million. On the other hand, IFD has also set up a new co-investment
fund named EUR 200 million with similar investment objectives, on a deal-by-deal basis
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(investing up to EUR 5 million per deal), on a 50/50 basis and targeting international and
institutional investors, up to a total amount of EUR 200 million.
The PE activity has also been gradually active with seed and A-level investment rounds being
made by both national and international funds in Portuguese start-ups, although the big bulk
of transactions in Portugal are still normally carried out at a later stage of development of the
target companies.
There has been a clear growth and development in the Portuguese tech sector during the last
years which has attracted a wide range of domestic and international investors (both strategic
and financial) and resulted in the acquisition of control and minority positions in various
Portuguese tech companies. These investors include international private equity and venture
capital funds, mostly from the EU and USA.
Finally, there are several PE funds which are reaching their maturity and divestment stage,
which will lead to an increase in processes of sale of assets and companies in Portugal during
the next years.

1.2

The current major players

Pursuant to information made available by the Portuguese Securities Market Commission
(“CMVM”), there are currently 46 PE companies and 102 PE funds registered and authorized
in Portugal.
Notwithstanding the above, there is a significant concentration in the Portuguese market given
that 10 PE funds represent approximately 70% of total assets under management.
The major private players are ECS Capital and Oxy Capital, which manage different types of
PE funds including growth capital, mezzanine and restructuring funds, and the major public
players are Caixa Capital and Portugal Capital Ventures, which manage a large number of
smaller early stage and growth capital funds. However, it is clear that there are other PE
companies which have been actively increasing the number of investments and transactions
and therefore competition is expected to increase in the near future.

1.3

Principle sources of private equity funding

There is no publicly available information as regards the principal sources of funding for PE in
Portugal, except the co-investment funds managed by IFD. In any case, based on our
experience we understand that the principal sources of funding for PE in Portugal include
banks, family offices, high net worth individuals, pension funds, the European Investment
Fund and the State, either through specific investment vehicles that are State or EU funded (as
mentioned above as regards the co-investment funds managed by IFD) or direct granting of
funds to existing PE entities.
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2

Tax Environment

2.1

General principles of the tax system

The Portuguese tax system is composed of several state and municipal taxes that may have a
significant impact on investment decisions and the way in which businesses should be
structured in an efficient manner.
State taxes comprise taxes on income of companies and individuals (corporate income tax
(“CIT”), personal income tax and social contributions), taxes on expenditure (VAT and excise
duties) and others (including stamp tax).
Municipal taxes are levied on the ownership and sale of real estate (municipal property tax and
property transfer tax).

2.2

Recent tax reforms or tax proposals which may affect the private equity
market

Nothing of relevance to be noted.

2.3

Corporate income tax

2.3.1

Taxation of resident companies

The taxable profit is calculated on the basis of accounting income adjusted according to specific
rules contained in Portuguese tax legislation. Business expenses are generally tax-deductible
provided that they are incurred in generating taxable profits or deemed essential for maintaining
the structure of the company. Nonetheless, some expenses are not deductible for the purpose
of computing taxable profits, even where accounted for as costs or losses in the relevant
accounting period. That is the case, for example, in relation to the following items:
•

CIT paid;

•

compensation paid in respect of insurable events;

•

per diem expense allowances and payments relating to an employee’s travel using his
or her own car, under certain circumstances;

•

excessive depreciation and accounting provisions, and

•

interest and other forms of remuneration from shareholder loans exceeding certain
limits.

The regular CIT rate in Portugal is 21%.
The CIT rate applicable to the first EUR 15.000 of taxable income of taxpayers qualifying as
small and medium-sized enterprises, as provided by EU Commission Recommendation
2003/361/EC, is 17%.
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Companies located in the interior regions of Portugal, with economic, agricultural, commercial,
industrial or service-providing activities, benefit from a CIT rate of 12.5% for the first EUR
15.000 of taxable amount.
A municipal surcharge is levied in addition to CIT in most municipalities at a rate of up to 1.5%
of taxable income.
Corporate taxpayers with taxable income of more than EUR 1.5 million are also subject to a
state surcharge of 3%. The surcharge increases to 5% for taxable income exceeding EUR 7.5
million and to 7% for taxable profits in excess of EUR 35 million.

2.3.2

Taxation of non-resident companies

Except in certain circumstances, most income obtained by non-resident entities in the
Portuguese territory is subject to withholding tax (“WHT”). Income is deemed to be obtained
in Portugal if the debtor is a resident or has its head office or place of effective management in
Portugal or if its payment is attributable to a permanent establishment in Portugal. The CIT
WHT rate is generally 25%.
Outbound dividends paid by Portuguese-domiciled companies are exempt from WHT,
provided that the company receiving the dividends:
•

is resident in a Member State of the EU or EEA, or a country with which Portugal
has concluded a double tax treaty that includes a provision for administrative
cooperation in the field of taxation similar to that existing in the EU;

•

is subject to and not exempt from a tax mentioned in the EU Parent–Subsidiary
Directive, or a tax that is similar to CIT, in other cases, provided that the applicable
tax rate is not less than 60% (i.e. 12.6% cent) of the CIT rate; and

•

has held, directly or indirectly, for a 12-month period prior to the distribution, a
participation of at least 10% of the share capital or voting rights of the company.

In the event that the 12-month period is not completed, dividends paid will be subject to a CIT
WHT at a rate of 25% (which can be recovered after the completion of such period) eventually
reduced under an applicable tax treaty.
In addition to Portuguese domestic arrangements that provide relief from international double
taxation, Portugal has entered into double taxation treaties with 80 countries to prevent double
taxation, 76 of which are already in force.

2.4

Participation Exemption

2.4.1

Dividends

Profits, dividends and reserves distributed to Portuguese-domiciled companies by their
subsidiaries and the capital gains and losses arising from the sale of shareholdings in such
subsidiaries are not subject to CIT, provided that:
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•

the Portuguese company holds at least 10% of the share capital or voting rights of the
subsidiary;

•

the shares have been held for at least 12 months prior to the distribution or transfer
of the shares (or if the shares are maintained for that period, in the case of distribution
of profits);

•

the company distributing the dividends or reserves is subject to and not exempt from
Portuguese CIT, similar tax referred to in the EU Parent–Subsidiary Directive or
similar tax provided that its applicable rate is not lower than 60% of the Portuguese
standard CIT rate, unless:
o

at least 75% of the profits derive from an agricultural, industrial or commercial
activity, or from the rendering of services that are not predominantly targeted
to the Portuguese market;

o

the entity distributing the profits or the reserves, or in which a shareholding is
sold, does not have a residence and is not domiciled in a blacklisted jurisdiction;

•

the company distributing the dividends or reserves, or whose capital is subject to sale,
is not domiciled in a blacklisted jurisdiction; and

•

the profits or reserves do not qualify as deductible costs in the distributing entity.

2.4.2

Capital gains from share disposal

See section 2.4.1.
It should also be noted that capital gains arising from the transfer of shares, warrants and other
securities issued by Portuguese-resident entities and realized by non-resident entities are exempt
from CIT. This exemption does not apply to the following:
•

non-resident entities which are at least 25% directly or indirectly owned by resident
entities;

•

entities domiciled in a blacklisted territory; and

•

capital gains realized by non-resident entities on the sale of shares in a company
resident in Portugal, if at least 50% of the assets of such company are made up of real
estate situated on Portuguese territory.

2.5

Interest deduction

Portugal has abolished its thin cap rules. However, net financial expenses may only be
deductible for CIT purposes up to the higher of the following limits: (i) EUR 1 million or (ii)
30% of EBITDA.
Net financial expenses, which are not considered as tax deductible as a result of such limitations,
may be carried forward for a period of 5 fiscal years, as long as the above limits are always
complied with.
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Furthermore, when the amount of net financial expenses does not reach the 30% threshold,
the difference between the amount deducted and the 30% limit may be carried forward for the
following 5 fiscal years.

2.6 Loss carry-forward
Tax losses may be carried forward for 5 years, although any deduction is limited to 70% of the
taxable profit assessed in the relevant fiscal year.
Losses carried forward may be lost if, between the tax year in which the losses were suffered
and the year in which they are used, (i) there is a change in the object or activity effectively
carried out by the company or (ii) 50% (or more) of its share capital is transferred to different
shareholders (change of control).
In the case of change of control in the company, a request may be filed within 30 days from
the date of change of control with the Ministry of Finance to obtain a special authorization for
the use of the losses in cases of overriding economical interest.

2.7

Withholding taxes

2.7.1

Dividends

As described in Section 2.3.2 above, outbound dividends paid by Portuguese-domiciled
companies may be exempt from WHT, provided that the company receiving the dividends:
•

is resident in a Member State of the EU or EEA, or a country with which Portugal
has concluded a double tax treaty that includes a provision for administrative
cooperation in the field of taxation similar to that existing in the EU;

•

is subject to and not exempt from a tax mentioned in the EU Parent–Subsidiary
Directive, or a tax that is similar to CIT, in other cases, provided that the applicable
tax rate is not less than 60% (i.e., 12.6%) of the CIT rate, and

•

has held, directly or indirectly, for a 12-month period prior to the distribution, a
participation of at least 10% of the share capital or voting rights of the company;

•

in cases where the participation exemption does not apply, dividends will be subject
to WHT at a rate of 25%, if the recipient is a company, or 28%, if the recipient is an
individual. The WHT rate may be reduced under an applicable tax treaty.

2.7.2

Interest

Interest paid by Portuguese-domiciled subsidiaries to a parent company that is a resident in an
EU Member State may benefit from a WHT exemption under the EU Interest and Royalties
Directive. Otherwise, the standard CIT WHT rate of 25% shall apply, eventually reduced under
an applicable tax treaty.
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2.8

General and Special Anti-Avoidance Rules applicable to Private Equity
structures

Portuguese general anti-avoidance rules provide for a general principle of substance over form
under which the tax authorities may disregard the legal form agreed upon by the parties where
a transaction is deemed exclusively or principally tax-driven, and they may re-characterize the
facts for tax purposes in accordance with the underlying economic reality.
Law no. 5/2016, of 29 February, which transposed Council Directive 2015/121/EU of 27
January (which amended the EU Parent-Subsidiary Directive, introducing PSD GAAR), has
introduced a specific anti-abuse provision under which the WHT exemption on dividends is
denied in case of an arrangement or series of arrangements which main purpose or purposes is
to obtain a tax advantage that defeats the object and purpose of eliminating double taxation on
profits, in case such arrangement or series of arrangements is not regarded as genuine, all facts
and circumstances considered. For the sake of completeness, an arrangement or series of
arrangements is not regarded as genuine if it is not based on valid economic reasons and has
no economic reality.
Furthermore, under the specific anti-abuse provision set forth in the CIT Code, the exemption
on interest paid out under the EU Interest and Royalties Directive must not be granted if the
chain of participations is primarily targeted at obtaining the reduced withhold tax rate, notably
in cases where the recipient company is controlled by an entity that is tax resident in a third
country.

3

Regulatory Overview for Investment Funds and Principal
Regulatory Bodies

The PE activity is primarily governed by Law no. 16/2015 and Law no. 18/2015 of 4 March
(together “PE Law”), which transposed Directive 2011/61/EU and Directive 2013/14/EU on
Alternative Investment Fund Managers (“AIFMD”) into the Portuguese legal framework.
Pursuant to the Portuguese Securities Code (“PSC”) and PE Law, the supervision of PE
companies and PE funds in Portugal is carried out by the CMVM.
As regulator, the CMVM has not only decision-making power as regards the registration and
authorization of PE companies and PE funds (all PE players described in Section 4 below must
carry out a registration or authorization process with the CMVM), but also the powers to
request documents and all necessary information from PE companies in order to enable the
CMVM to carry out its supervision duties and assess compliance of PE companies and PE
funds with the mandatory legal framework.
Additionally, the CMVM has the power to issue regulations as regards certain matters within
the PE activity, namely asset and debt valuation, accounting organization, duties of information
and fit and proper requirements for members of the corporate bodies and holders of qualified
shareholdings in PE companies. In this context, and in addition to PE Law, PE activity is also
governed by CMVM Regulation no. 3/2015 (which regulates the valuation of assets and
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liabilities comprising the portfolio, marketing, information disclosure duties and merger and
demerger procedure of PE funds) and CMVM Regulation no. 2/2005 (which regulates
accounting issues for PE companies and PE funds).

4

Major Investment Fund Types: Forms of Vehicles and
Legal Structures

Pursuant to PE Law, PE companies may be subject to one of two legal regimes depending on
the value of assets under management:
•

if the assets under management are greater than EUR 100 million (in respect of
portfolios containing assets acquired with leverage) or EUR 500 million (in respect of
portfolios containing assets acquired without leverage and in respect of which there
are no redemption rights for an initial five years period), the PE company is considered
to be above the relevant legal threshold and falling within the scope of the AIFMD
and, therefore, being subject to a more demanding and complete legal and regulatory
framework; and

•

if the assets under management do not cross any of the above thresholds, the legal
and regulatory framework applicable is lighter. However, PE companies may decide
to opt-in and request the authorization to carry out its activity as a management entity
within the scope of the AIFMD (opt-in procedure), in which case it shall be subject
to a more demanding and complete legal and regulatory framework but also benefit
from special rights granted under the AIFMD (namely the right to use the EU
Passport).

As regards the type, form and legal structures which PE players may assume, PE Law provides
different solutions which shall vary according to whether or not they fall within the scope of
the AIFMD.

PE players outside the scope of the AIFMD
PE companies
PE companies (sociedades de capital de risco) are commercial companies incorporated as a public
limited liability company (sociedade anónima), with legal personality and with a minimum share
capital of EUR 125.000. PE companies can (i) directly own a portfolio of investments, (ii) have
the sole purpose of managing PE funds or (iii) combine both activities (i.e. directly own a
portfolio of investments and manage one or more PE funds).
PE funds
PE funds (fundos de capital de risco) are autonomous sets of assets without legal personality, but
with capacity to institute legal proceedings. PE funds are not responsible for the debts of
investors, fund managers, depositaries or placement agents or the debts of any other PE funds
managed by the same fund manager. PE funds may be managed by PE companies, regional

167
169

development entities and entities legally qualified to manage closed-end securities investment
funds.
PE funds are closed-end investment funds and have a minimum subscribed capital of EUR 1
million. The minimum subscription amount required per investor is EUR 50.000, with the
exception of directors of the management entity who are not subject to this minimum threshold
and may therefore subscribe lower amounts.
PE investors
PE investors (investidores em capital de risco) are special private equity companies mandatorily
incorporated as a sole shareholder limited liability company (sociedade unipessoal por quotas) with
an individual person as the sole shareholder.

PE players within the scope of the AIFMD
PE fund management companies
PE fund management companies (sociedades gestoras de fundos de capital de risco) are commercial
companies incorporated as a public limited liability company (sociedade anónima), with legal
personality and with a minimum share capital of EUR 125.000. Their corporate purpose is the
management of PE collective investment undertakings that fall within the scope of the AIFMD.
These companies are subject to more demanding legal and regulatory requirements, namely in
relation to access to activity and operating conditions.
PE investment companies
PE investment companies (sociedades de investimento em capital de risco) are commercial companies
incorporated as a public limited liability company (sociedade anónima). The corporate purpose of
PE investment companies is the direct investment in PE (own portfolio). These companies
may be self or externally managed, in which case they may be managed by PE fund management
companies or by investment fund management companies. If these entities are self-managed
they must have a minimum share capital of EUR 300.000.

5

Fund Structuring

5.1

Fund manager and fund administration

5.1.1

Role

See section 4.
A PE fund must be managed by PE companies (sociedade de capital de risco or sociedade gestora de
fundos de capital de risco), regional development entities and entities legally qualified to manage
closed-end securities investment funds. The PE fund manager is subject to a wide range of
obligations under the PE Law, including inter alia the obligation to arrange for registration of
the PE fund and subscription of fund units, prepare the fund regulation, select the assets for
investment of the PE fund, purchase and sell the assets of the PE fund and exercise the inherent
rights on behalf of the PE fund, issue and redeem the fund units, calculate the value of the
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assets and liabilities of the PE fund and the fund units. The PE fund manager has the right to
receive remuneration for the management of the PE fund, which may include a fixed
management fee and a variable management fee dependent upon the performance of the PE
fund.
The PE fund must also have a depositary, which must be appointed by written agreement
between the PE fund manager and the depositary. The depositary shall be responsible for the
custody of the assets of the PE fund and have the right to receive a remuneration in the form
of a depositary fee (a percentage over the value of assets of the PE fund).

5.1.2

Requirement imposed

PE companies must have in place several internal policies to address the risk of its activity,
remuneration policy and issues, outsourcing, internal control, evaluation of assets under
management, anti-money laundering, prevention and management of conflicts of interest,
among others, which are all subject to the supervision of the CMVM.
The extent of complexity of each of such policies varies and depends on whether the PE
company falls within the scope of the AIFMD or not.

5.1.3

Activities carried-out

See section 4.

5.1.4

Regulatory framework

The PE companies must have (i) a board of directors comprising at least three members and
(ii) an audit board comprising at least three members (the majority of which must be considered
independent) and one sole auditor.
The members of the board of directors and audit board must be previously authorized by the
CMVM and are subject to a thorough fit and proper assessment carried out by the CMVM.

6

Leveraged Buy-Out and
Opportunities and Limits

6.1

Opportunities

Re-Leveraged

Buy-Out:

Transactions involving PE entities as investors in Portugal are usually financed with the equity
of the PE fund which has been raised from its investors.
However, there are PE funds (for example mezzanine funds) which involve debt financing
structures in the context of acquisition and investment transactions, which may normally
include senior term, senior revolving and mezzanine facilities, backed with security packages
which may include pledges over shares, assets, receivables and bank balances, as well as other
types of guarantees that may be agreed on a case by case basis.
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6.2

Limits

It should be noted that Portuguese law expressly prohibits financial assistance. This prohibition
applies to loans, guarantees, security or any other form of advance of funds by a company for
the direct or indirect acquisition or subscription by a third party of shares representing its share
capital. Any transaction which is executed in breach of this legal provision shall be null and
void. Therefore, the debt financing and security package in the context of LBO and re-LBO
transactions must be carefully structured and reviewed to ensure compliance with Portuguese
law.
Exceptions to this rule include:
•

transactions which are carried out in the ordinary course of business of banks and
other financial institutions; and

•

operations to acquire shares by or for employees of the company (or a related
company).

In any case, these transactions cannot result in the net assets of the company being lower than
the sum of the amount of the subscribed share capital of the company and the statutory
reserves.
Portuguese law does not foresee any procedure to circumvent the financial assistance
prohibition such as a whitewash procedure.
Additionally, it should be noted that a Portuguese company can only provide guarantees in
relation to obligations undertaken by other companies provided that (i) such companies are in
a group or dominion relationship with the guarantor company or (ii) the guarantor company
has a direct or indirect benefit (i.e. a justified own interest) from the provision of such guarantee
(corporate benefit).

7

Economic Flows to Private Equity Transactions

7.1

Transaction costs

7.1.1

Transaction costs for acquisition of businesses: accounting and tax treatment

Business expenses are generally tax-deductible provided that they are incurred in generating
taxable profits or deemed essential for maintaining the structure of the company. Nonetheless,
some expenses are not deductible for the purpose of computing taxable profits, even where
accounted for as costs or losses in the relevant accounting period. This must be carefully
reviewed on a case by case basis.

7.1.2

Transaction costs analysis for sellers: characterization of the earn-out payment
and timing of gain recognition

The characterization of earn-out payments for accounting and tax purposes is still a rather
uncertain issue, notably as regards corporate income tax. Even if there are doubts about on
whether such contingent payment represents an additional purchase price or a compensation
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to the seller, it seems uncontroversial for personal income tax purposes that earn-out payments
should accrue to the sale price of the shares increasing eventual capital gains in the hands of
the seller with the resulting consequences as regards the correction of the relevant tax returns.
For corporate tax purposes, however, doubts remain as to whether a similar conclusion can be
made or if such payment should qualify as income of the relevant period, although the latter
seems to be more compatible with the nature of the payment in question.
According to the Personal Income Tax Code, any adjustments to the sale price must be
recognized in the tax year in which the shares have been sold by filing a substitute tax return.
This seems to include any earn-out payment regardless of the nature of such payment. The
Corporate Income Tax Code, however, does not specifically address such issue. In the absence
of any official guidance, the recognition in the tax year in which the payment becomes certain
and irrefutable would be the correct procedure under the accrual principle and the national
accounting system.
Transaction costs for financing issues: accounting and tax treatment for legal and advisory fees
As mentioned above, transaction costs such as legal fees are generally tax deductible.
Nevertheless, this must be carefully assessed on a case by case basis.
As mentioned above, transaction costs such as advisory fees are generally tax deductible.
Nevertheless, this must be carefully assessed on a case by case basis.

7.1.3

Recurring Management Fees. Accounting and tax treatment

Any management fees received by a PE company from a PE fund under its management shall
accrue to the taxable profits of the PE company for CIT purposes and is VAT exempt.
As set out below, any income which is received by a PE fund shall be CIT exempt and will be
subject to VAT upon general terms.

7.1.4

Interest deduction from financing: tax treatment and withholding taxes

See sections 2.5 and 2.7.2.

7.2

Taxation of investment funds

The PE funds set up under Portuguese law are exempt from CIT. Income from PE funds
derived to the unitholders (by distribution or redemption) is subject to WHT at a rate of 10%
if the unitholder is a Portuguese tax resident or a non-resident without permanent
establishment in Portugal. Income derived to Portuguese entities exempted from tax on capital
income or to non-resident unitholders is except from WHT, unless the beneficiary is resident
in a blacklisted jurisdiction or an entity which is directly or indirectly held in more than 25% by
a resident entity.
Capital gains arising from the disposal of units are subject to income tax at an autonomous rate
of 10% if the unitholder is a non-resident entity or a resident individual who obtains income
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from outside the scope of a commercial, industrial or agricultural activity and does not opt for
aggregation. Nevertheless, non-resident unitholders may benefit from tax exemption on the
capital gains under the general regime applicable to capital gains obtained by non-resident
entities.
PE companies are subject to the general CIT regime, notably in respect of the application of
the participation exemption regime, interest deduction and WHT on dividends and interests
paid out (see section 2.4 to 2.8). Furthermore, PE companies may benefit from a tax allowance
corresponding to amount invested in companies with growth and valorization potential with
the limit of the tax paid in the 5 preceding years.

7.2.1

Foreign funds

Portuguese tax law does not provide for any specific tax advantage regarding investments made
by foreign funds, which therefore will be subject to tax on Portuguese sourced income as any
other foreign investor (although the jurisdiction of incorporation of such foreign fund may
result in tax advantages or disadvantages).

7.2.2

Taxation of the fund management

Portuguese tax law does not provide for any specific tax treatment of the fund management
income, notably as regards ratchet or carried interest.

7.2.3

General principles

7.2.3.1

Carried interest

As referred above, Portuguese tax law does not provide for any specific rule regarding carried
interest, which leads to substantial uncertainties. Ultimately any carried interest may be qualified
as labor income. This must be carefully reviewed on a case by case basis.
7.2.3.2

Management fees from business acquisition. Accounting and tax treatment

Management fees are treated for tax purposes as any other provision of services, notably as
regards VAT, transfer pricing rules and WHT rules (whenever paid to non-resident entities).
7.2.3.3

VAT on carried interest

As mentioned above, there is uncertainty surrounding the tax treatment of this type of income.
Notwithstanding, no VAT shall be due unless the income is paid in the context of a business
activity in the context of a self-employed capacity.
7.2.3.4

VAT on management fees

Management fees will be subject to VAT under general rules, with the exception of
management fees paid by the PE fund to the PE company which are exempt from VAT.
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8

Good Leaver and Bad Leaver Provisions

8.1

Valuation of share

In Portugal PE transactions documentation usually includes international standards as regards
good leaver and bad leaver provisions (provisions enabling the PE fund to compulsorily acquire
shares of directors and/or founders upon termination of his/her relationship with the relevant
company).
These provisions usually set out good/bad leaver situations by reference to specific
circumstances, namely death/disability, retirement, long-term illness, termination without
cause, breach of contract, etc. The amount that may be due in such cases to the leaving director
or founder (or at least a formula for its calculation) is usually included in the PE transaction
documentation. A good leaver will normally obtain the higher of cost and fair market value for
his/her shares, while a bad leaver may expect to receive the lower of cost and fair market value.

8.2

Payment

Vesting may be straight-lined or graduated and full vesting shall typically occur up to five years.

9

Taxation of Investors

9.1

Taxation of investors

9.1.1 Individuals
See sections 2.7.1 and 7.2.

9.1.2

Institutional

See sections 2.7.1 and 7.2.

9.1.3

Entitlement to benefits under double tax treaties

Portuguese tax resident investors (individual or institutional) that invest in foreign PEs are
generally entitled to benefits that may apply under the relevant applicable tax treaties.

9.2

Foreign investors

9.2.1

Individuals

See sections 2.7.1 and 7.2.

9.2.2

Institutional

See section 2.7.1 and 7.2.
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9.2.3

Entitlement to benefits under double tax treaties

This entitlement applies to Portuguese PE funds and PE companies. However, any entitlement
to benefits by any non-Portuguese PE funds or PE companies will depend on the relevant
applicable tax treaty and taxation rules at the relevant state of residency.

10

Taxation of Cross-Border Mergers and Acquisitions

10.1

General tax principles deriving from extraordinary transactions

A tax neutrality regime is available for corporate reorganizations (mergers, de-mergers and/or
asset contribution operations). Under the tax neutrality regime, tax benefits and tax losses can
be transferred without prior approval within certain limits.

10.2

Tax treatment of positive merger differences: goodwill

Goodwill arising from business restructuring transactions (but excluding goodwill arising from
shares transactions) may be depreciated during a period of 20 tax years (5% per year).

11

Exit Strategy for Funds

11.1

Asset deal: overview of tax implications

See sections 2.3 and 7.2.

11.2

Share deal: overview of tax implications

See sections 2.3 and 7.2.

11.3

Taxation of capital gains from the disposal of shares for funds

11.3.1 Resident funds
See section 7.2.

11.3.2 Non-resident funds
11.3.2.1 Whether a double tax treaty with the other jurisdiction is in force
The taxation of capital gains will depend on the relevant applicable tax treaty and taxation rules
at the relevant state of residency.
11.3.2.2 Whether a double tax treaty with the other jurisdiction is not in force
See section 7.2.

174
176

175

