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This is the September 2008 edition of our periodical Tokyo Newsletter Tax. This Newsletter is intended for
Japanese businesses investing in or through the Netherlands, Belgium, Luxembourg, Switzerland and the
EU. It provides a summary update of tax developments in the Kingdom of the Netherlands and touches on
developments in Belgium, Luxembourg, Switzerland and the European Union.

IN THIS ISSUE
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e ECJ concludes Netherlands fiscal investment funds
regime incompatible with EC law

e Dutch interest deduction denial rules
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e Implementation merger directive

e Advocate General finds Belgian participation
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e Reduction of Luxembourg corporate income taxes
¢ Abolition of capital duty
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¢ Proposed Swiss VAT amendments

EU

® ECJ concludes German system of full exemption of
foreign PE profits compatible with EC law (Lid/
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e Dutch Government introduces State aid recovery
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The Netherlands

ECJ CONCLUDES NETHERLANDS FISCAL
INVESTMENT FUNDS REGIME INCOMPATIBLE
WITH EC LAW

On 20 May 2008, the ECJ rendered its judgement
in the Orange European Smallcap Fund case (C-
194/06) concerning the Netherlands fiscal
investment funds regime. The ECJ concluded that
the disputed regime violates the free movement of
capital protected under Article 56 EC.

Orange European Smallcap Fund NV (‘OESF’) is
an investment fund based in the Netherlands, with
investments in quoted companies located in the
other EU member states, including Germany and
Portugal. The investors in OESF are individuals and
legal entities resident in the Netherlands, other EU
Member States and third States (i.e. United States
and Switzerland).

Under Dutch investment fund rules, OESF was
allowed a refund of foreign withholding tax. The
refund was, amongst others, limited to (i) the
amount that a resident investor could take into
account on basis of a tax treaty (if any) as if they
had invested directly (thus, not via the fund); and (ii)
the extent to which OESF is held by Dutch
shareholders.
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In the case at hand, OESF received dividends from
foreign companies, which were subject to foreign
withholding tax. Part of such withholding tax was
not refunded on the basis of the investment fund
regulations because (i) the first limit (i.e. treaty test)
applied with respect to dividends sourced in
Germany and Portugal; and (ii) the second limit (i.e.
shareholder test) applied in view of the participation
of non-resident investors in OESF.

The ECJ concluded that the first limit is not in
violation of EC law when comparing the tax
treatment applicable to domestic and cross-border
dividends. As a matter of fact, OESF was not taxed
either on domestic dividends, or on dividends
sourced in Germany and Portugal. Whereas, in
those circumstances, dividends from Germany or
Portugal are subject to a greater tax burden than
dividends distributed by Netherlands companies,
that disadvantage was not attributable to the
Netherlands legislation at issue in the main
proceedings.

As to the second limit, the ECJ concluded that it
represented a restriction on the free movement of
capital capable of dissuading non-resident investors
from investing in OESF. In the light of the Denkavit
Internationaal case (C-170/05), the ECJ upheld
that, as soon as the Netherlands decided to grant
fiscal investment enterprises established within its
territory a special concession for tax deducted
abroad and to exercise its fiscal sovereignty over all
dividends distributed by such enterprises to their
shareholders, whether resident or established in
that EU Member State or in another State, it had to
extend the benefit of that concession to fiscal
investment enterprises which included shareholders
resident or established in other EU Member States.

DUTCH INTEREST DEDUCTION DENIAL RULES

The Dutch tax code provides for a number of

restrictions on tax deductibility of interest expenses

on related party debt. Recently, some of these rules
were amended. The deduction of interest expenses
on third party loans is not restricted by any

provision of the Corporate Income Tax Act 1969

(‘CITA’), unless these third party loans qualify as

related party debt for Dutch tax purposes.

This could be the case if, for example, the third

party loan is guaranteed by a related party.

In principle, a related party is:

(i) a company in which the taxpayer holds an
interest (directly or indirectly) of at least one-
third;

(i) a company that holds (directly or indirectly) at
least an interest of one-third in the taxpayer;

(ii) a company in which a third party holds an
interest of at least one-third, whilst the same
company also holds an interest of at least one-
third in the taxpayer.

The most relevant provisions that could potentially
limit the deductibility of interest expenses on related
party borrowings are the following.

At arm’s length principle

On the basis of article 8b, CITA, the conditions
(including the interest rate) of related party
transactions (amongst others, debt) should at all
times be at arm's length. To the extent the interest
on the shareholder loan would exceed the arm’s
length interest rate, the excess would not be
deductible. Article 8b, CITA also provides for the
obligation for the taxpayer to include sufficient
documentation on the arm's length character of the
conditions of related party debt in its administration.

Article 10a, CITA
Article 10a, CITA limits the deduction of interest on
related party loans which are obtained in
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connection with certain fainted transactions. These
tainted transactions are primarily (i) profit
distributions or capital repayments; and (ii)
acquisitions (purchase or expansion) from and
capital contributions to entities that qualify as a
related entity after the transaction.

Two forms of proof apply that would prevent
interest deduction denial, specifically; (i) the
existence of predominantly valid commercial
reasons for the transaction and the loan; or (ii) a
compensating levy. The taxpayer bears the burden
of proof.

When, for instance, an acquisition is made from a
third party, the acquisition and the loan will
generally be motivated by valid commercial
reasons, and an exception can therefore be
invoked.

If the interest income is effectively taxed in the
hands of the related creditor at a rate of at least
10%, over a basis as calculated in accordance with
Dutch tax principles, the burden of proof that there
are no valid business reasons lies with the tax
authorities. If the interest income is taxed at a rate
of less than 10%, the taxpayer has to prove that the
transaction and the loan were entered into for
business reasons.

Article 10d, CITA

Article 10d, CITA provides for a restriction of
interest deduction if and to the extent the taxpayer
is excessively financed with debt (thin
capitalization). If and to the extent that the taxpayer
is excessively financed with debt, the interest paid
on related party debt (including bank loans re-
qualified as related party debt as a consequence of
guarantees provided by related parties) will not be
deductible. There are two tests to determine
whether the taxpayer is excessively financed:

The first test is based on the ratio between fiscal
debt and fiscal equity. Where the ratio is more than
3:1, a restriction of the interest deduction may arise.
Upon inclusion in the fiscal unity, the assets of the
consolidated companies are set at tax book value.
This means effectively that the equity is reduced by
goodwill and hidden reserves.

The second test is based on the ratio of the
commercial debt to commercial equity. A restriction
on deductibility arises if, in relation to the group of
which it forms part, the taxpayer is excessively
financed with debt. The commercial debt-to-equity
ratio of the Dutch taxpayer is compared with the
commercial debt-to-equity ratio of the consolidated
accounts of the group.

Conclusion

Detailed rules exist in the Netherlands that could
limit interest deduction on loans from related
parties. If a company resident in the Netherlands is
financed by a related party (or is deemed to be
financed by a related party), we suggest an in-
depth review on whether or not the interest due on
such loans would be deductible for Dutch corporate
income tax purposes.

TAX TREATY UPDATE

A first-time treaty between the Netherlands and
Qatar was signed on 24 April 2008. Amongst
others, the treaty prescribes that under conditions
no dividend withholding tax applies.

On 8 July 2008, an amending protocol was signed
between the Netherlands and South Africa.
Amongst others, under the protocol, a withholding
tax of 5% applies if the beneficial owner holds an
interest of at least 10% in the distributing entity.
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Belgium

IMPLEMENTATION MERGER DIRECTIVE

The Belgian government has prepared a Bill on the
implementation of the EU Merger Directive. The Bill
covers essentially the tax neutral character of
cross-border mergers between EU companies, and
this with retroactive effect to 1 January 2007. This
also applies to cross-border demergers, partial
demergers, contributions of a line of business or all
assets and liabilities and exchange of shares. As a
result, Belgian parent companies will be able to
absorb EU subsidiaries and EU parent companies
will be able to absorb Belgian subsidiaries in a tax
neutral way. A condition for the tax neutral
character is that the transaction has not been set
up with the main purpose or one of the main
purposes being tax fraud or tax evasion. It is
expected that the Bill will be voted on soon.

ADVOCATE GENERAL FINDS BELGIAN
PARTICIPATION EXEMPTION REGIME
INCOMPATIBLE WITH THE PARENT-
SUBSIDIARY DIRECTIVE (COBELFRET)

On 8 May 2008, Advocate General Sharpston of
the ECJ gave her Opinion in the Cobelfret case (C-
138/07). The Advocate General concluded that a
national rule with the features of the Belgian regime
is contrary to the Parent-Subsidiary Directive, as it
does not provide for a systematic exemption of
dividends.

The Parent-Subsidiary Directive provides that,
where a parent company resident in one Member
State receives a dividend from a subsidiary resident
in another Member State, the Member State of the

parent company must either refrain from taxing the
dividends or authorise the parent company to
deduct from the amount of tax payable thereon tax
paid by the subsidiary on the profits thereby
distributed. Under the Belgian rules, such dividends
are first included in the basis of assessment of the
parent company and subsequently deducted
therefrom (in the amount of 95%) only in so far as
the parent company has taxable profits. The result
is that the amount of loss carry forward is limited as
the dividends are only exempt for the part of the
dividend that remains after deduction of losses.
Therefore, the Belgian rules do not properly
implement either of the relief methods provided
under the Parent-Subsidiary Directive. Advocate
General Sharpston further stated that if the ECJ
followed her Opinion, the consequences of this
decision should not be limited in time since Belgium
had not substantiated the risk of ‘serious economic
repercussions’.

Luxembourg

REDUCTION OF LUXEMBOURG CORPORATE
INCOME TAX RATES

On 22 May 2008, it was announced that the
Luxembourg corporate income tax rate was to be
gradually reduced from 29.63% to 25.5% and that it
would be accompanied by a broadening of the
corporate income tax base. The first step of the
reduction of the corporate income tax rate should
take effect as of 2009. It was recently announced
that as a result of the current decrease of the
Luxembourg corporate income tax revenues, the
first decreasing step will not be more than 1%.

ABOLITION OF LUXEMBOURG CAPITAL DUTY

Capital duty is currently levied at a rate of 0.5% on
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the raising of capital in civii and commercial
companies. According to a  Government
announcement, capital duty will be abolished as
early as 1 January 2009.

TAX TREATY UPDATE

In 2008 Luxembourg initialled tax treaty
negotiations with Macedonia and Barbados and
extended its tax treaty network by entering into new
tax treaties with Kazakhstan and India.

Switzerland

PROPOSED SWISS VAT AMENDMENTS

On 26 June 2008, the Swiss government submitted
a bill to Parliament proposing far-reaching
amendments to the Swiss VAT Act. One of the
most salient proposals is the introduction of a single
flat VAT rate of 6.1% for all goods and services.
This means abolition of the reduced rate of 2.4% for
essential goods and services and abolition of the
special 3.6% rate for the hotel Sector.

Another important amendment concerns the
revocation of most of the currently existing
exemptions. It is proposed to revoke 20 of the 25
exemptions currently available. Sectors that would
be affected include inter alia: health care, education
and research, culture and sports. Only the following
five sectors would remain exempt: finance and
insurance, lottery and gambling, sale and lease of
real estate, agriculture and the public sector.

The introduction of the single VAT rate and the
abolition of most of the exemptions (particularly the
exemption for health care services) are politically
controversial. Therefore, at this stage it is uncertain

whether these radical changes will indeed be
adopted.

EU

ECJ CONCLUDES GERMAN SYSTEM OF FULL
EXEMPTION OF FOREIGN PE PROFITS
COMPATIBLE WITH EC LAW (LIDL BELGIUM)

On 15 May 2008, the ECJ rendered its decision in
the Lidl Belgium case (C-414/06), which relates to
the German system of full exemption of profits from
a permanent establishment situated abroad.
Contrary to Advocate General Sharpston’s recent
Opinion (see the previous edition of this News letter
for details), the ECJ concluded that German tax
regime at issue is not precluded by the freedom of
establishment protected under Article 43 EC.

The ECJ concluded that Article 43 EC does not
preclude a situation in which a company
established in a Member State (here: Germany)
cannot deduct from its tax base losses relating to a
permanent establishment situated in another
Member State (here: Luxembourg), to the extent
that, by virtue of a double tax treaty, the income of
that establishment is taxed in the latter Member
State where those losses can be taken into account
in the taxation of the income of that permanent
establishment in future accounting periods.

DUTCH GOVERNMENT INTRODUCES STATE
AID RECOVERY RULES

The Dutch Government handed down a proposal
for legislative provisions in order to be able to
comply with the new and strict deadlines set for
State aid recovery by the Commission. In
accordance with its new guidelines, in the future
Member States should be able to inform the
Commission of the procedure to be used for
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recovery within two months and effectively execute
it within four months. As for the potential recovery
of illegal fiscal State aid, the new proposal provides
that any such recovery will follow tax procedure and
may be addressed in the tax courts. Most legal
safeguards and time limits that would normally
stand in the way of (re)payment of past taxes to
fulfil recovery are being set aside. The proposal
also provides for a basis to charge appropriate
interest at a level set by the Commission. The
current proposal, however, does not provide a
similar basis in the case of approved aid, allowing
the national courts to charge compensatory interest
from the state aid recipient if so requested by a
competitor, as may become necessary after the
fairly recent ECJ ruling in the CELF case.

In view of its summary nature, the Newsletter does not form a substitute for advice. Although this
Newsletter has been compiled with great care, we cannot accept any liability for the consequences of
making use of this issue without our cooperation.
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