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Introduction:
Benelux as stepping
stone for European
investments

The Benelux comprises three founding fathers of
the European union ( “EU” ), namely Belgium, the
Netherlands and Luxembourg. These countries are
located in the center of Europe, adjacent to France
and Germany. In spite of its geographical tiny territory
with only 74,102 km2, the Benelux is one of the most
commercially active regions in Europe with one of the
highest levels of per capita income in the world. Among
others, good infrastructure, transportation and logistics
facilities, highly qualified workforce, good language
capacities, well-known financial services, advanced
technologies and R&D facilities make Benelux one of the
most popular regions for foreign direct investment in the
world.

A growing number of Chinese investors are
investing in Europe or use Europe as stepping stone for
investments in other countries outside the EU. Some
Chinese businesses choose to invest in countries with
big consumer markets such as Germany, Italy, France,
etc. Different European countries may have different
attractions for Chinese investors. Increasingly investors
have been expanding to more than one European
country. Ultimately, the enlarged European Union now
comprises a market of some 500 million consumers and
highly developed industries. If business is developed in
multiple countries, it is generally advisable to centralise
the investments and manage the same through one
European holding company. In the absence of an
intermediary company, a Chinese investor will have to
check the investment and tax arrangements between
China and each individual country. However, if an
intermediary company is established in a selected
European country, the investment made by this
intermediary company in other European countries will

be regulated by unified European Directives applying to
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all European Member States. This will greatly simplify
the investment structure. The investor simply needs to
check the investment and tax regime of one particular
European country where the intermediary country will be
established, rather than check the investment and tax
regimes of each European country in respect of China.
If properly structured (for this, expert advice is needed),
the introduction of an EU intermediate holding company
will not result in additional taxation but rather leads to
reduced overall taxes. This is further explained in this
newsletter.

Operationally, creating a centralised European
holding is efficient and allows for continued control
and good governance Such intermediary company for
centralised holding of EU investments and activities
should be incorporated in a country with a favourable
infrastructure, as well as favorable tax and corporate

regimes.
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Factors in choosing
the ideal location
within the Benelux

Any choice of location for an intermediate holding
company in the group will have to be carefully considered
taking all relevant issues into account. Some of the
issues which are relevant in this respect are mentioned
below. Tax structuring is critically important as this allows
Chinese corporations to reduce their overall tax burden
on global income. It is so important that tax is dealt with
separately in chapter 3 of this newsletter. Note that very
often the choice of location may differ from the market or
country where at a given point the Chinese corporation
is actually most active. In other words, if the key market
to develop is in Eastern Europe, it may be very beneficial
to locate the European HQ in a Benelux country from the
start.

Investment protection

Notably the Netherlands but also Belgium and
Luxembourg offer protection — though bilateral
treaties with third countries — of foreign investment.
These treaties protect Chinese corporations against
nationalization of key assets in other countries. This
may be particularly interesting for Chinese corporations

investing in natural resources, for example in South
America.

Capital market access

Euronext Amsterdam, part of NYSE Euronext,
the merged stock exchange and the largest trading
platform in the world, has recently introduced a fast
track procedure for Chinese corporations with a listing
at NYSE to become easily listed at Euronext by way of
secondary listing without prospectus requirement. This

opens up the European capital market without a complex
procedure and therefore at relatively low cost to Chinese
businesses. Aside, creating a solid presence in Europe

through a European headquarters established in the
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Benelux will facilitate a future IPO (initial public offering)
contrary to holdings which would be located in less
reputed off shoring jurisdictions.

Infrastructure and logistics

The Benelux is obviously a centre for logistics. The
Netherlands has the third largest trading deficit in the
world, on account of the immense flow of goods exported
out of the Rotterdam, Amsterdam ports and Schiphol
Airport. The Antwerp harbor and Luxembourg airport are
important logistical hubs as well. Rotterdam is the third
largest port in the world and the biggest port in Europe
— even before the massive port expansion program
which will be put to effect shortly. In logistics, we note the
recent introduction of the Approved Economic Operator

concept. This is highly relevant to Chinese importers
of goods in the EU as obtaining the status of Approved
Economic Operator will provide a priority status and this
greatly improves operational efficiency. Please refer to
www.loyensloeff.com for more detailed information in

Chinese.

Investment climate

Many of the world” s largest companies have
domiciled their (European) headquarters in the
Netherlands. Chinese businesses follow their peers.
The open approach which the Benelux governments
take towards foreign investment is a decisive benefit.
For example, there are practically very little rules which
would prohibit a Chinese corporation from taking over a
Benelux target business.

Corporate law throughout the Benelux may be
characterized as flexible, allowances for continued
control and governance of the international part of
the Chinese group. Joint ventures in an international
context for example are often structured through Dutch
limited liability companies, to the benefit of both Chinese
shareholders and their international counterparts. This
is even the case where the actual business of the joint
venture is conducted outside the Netherlands.
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The cost of maintenance and compliance of
intermediate holding companies in any of the Benelux
countries are modest.

Although the Benelux countries are not an overly
regulated market, note that for specific sectors, specific
rules apply. For example, this is the case in the chemical
sector where the new European REACH directive
is taking effect, requiring that dangerous chemicals
included in products imported are notified and cleared.
Specific information can be obtained from www.
loyensloeff.com and is available in Chinese.

The investment climate is further enhanced by the
availability of sizable Chinese communities, excellent
housing and schooling conditions, and a high general
welfare level.
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Tax structuring:
a comparison of
applicable benefits

The Benelux countries have favourable tax regimes
which are vital elements for reaching investment
decisions on a Europe-wide basis. Benelux countries are
frequently used as holding locations both by well known
multinational corporations and by Chinese corporations
investing and doing business abroad.

Corporate income tax

At present, the nominal corporate income tax rate is
29.63% in Luxembourg, 25.5% in the Netherlands, and
33.99% in Belgium.

Although the normal corporate income tax rate
seems decisive at first sight (and indeed, countries
are consistently pursuing lowering of the tax base to
attract foreign investment), the location which ultimately
is chosen for the intermediate holding entity should
be carefully selected taking into account all available
structuring possibilities per country. The normal tax rates
can often be reduced as a result of financing (leverage),
grouping or pooling arrangements on a cross-border
basis, transfer pricing arrangements within a group,
or special interest deduction regimes (for example the
notional interest deduction in Belgium). In all Benelux
countries, the participation exemption regime provides
for an exemption for income (including capital gains)
originating from qualifying subsidiaries.

Withholding taxes

Withholding taxes on dividends, royalties and
interests, if any, payable by a European subsidiary to its

parent clearly also influence the overall tax cost.
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The dividend withholding tax rate in each of the
three Benelux countries can often be reduced to 0%
provided certain conditions are met or under application
of the available tax treaty network. For the Netherlands,
the dividend withholding tax is very often reduced to
0% under the applicable treaties, or by interposing a
Luxembourg holding vehicle to take advantage of the
Luxembourg Hong Kong tax treaty. Alternatively, the
European intermediate holding entity may be structured
in the form of a so called co operative, as withholding
taxes do not apply to co operatives. In Belgium the
dividend withholding tax is 0% provided a shareholder
company is established in a jurisdiction with which
Belgium has concluded a tax treaty (China and Hong
Kong have entered such a tax treaty with Belgium)
subject to a holding period and a minimum participation.

In principle, the Netherlands and Luxembourg do
not levy withholding taxes on interest and royalties.
Interest and royalties paid by a Belgian company
trigger withholding tax at the rate of 15%. However, this
WHT can easily be reduced to 0% (e.g. payment to a
qualifying EU-associated company) and is eligible for
other exemption situations.

In the ultimate comparison, it should also be noted
that Belgium exempts 95% of the dividends received by
a Belgian company, the remaining 5% being a taxable
income (subject to 33,99% - Effective tax rate of approx.
1,7%), but this taxable income cost may be off set by any
costs incurred other the Belgian company.

Treaties and Advance Tax Rulings

Each of the Benelux countries has concluded tax
treaties with multiple other countries (in addition to the
tax rules generally applicable within the EU). Notably,
Belgium and Luxembourg have concluded tax treaties
with Hong Kong, the current tax treaty among the
Netherlands and China being negotiated also to take
account of the new tax laws in China.

The Netherlands clearly has the most attractive
treaty network in the world — the result of a 90 years’

tradition in optimizing benefits for foreign investment.
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Accordingly, Chinese corporations may find that the use
of an intermediate holding company leads to increased
tax efficiency even pertaining to operations outside the
Netherlands or the EU. Again, much value can be gained
if the international operations are properly structured with
expert advice in advance.

In addition, the Netherlands has a tradition in
allowing companies, also multinationals and foreign
companies, to obtain advance rulings as to their tax
position. Prior rulings provide a reliable basis for further
tax planning. Under certain conditions, a tax payer may
obtain a prior decision from the tax authorities on its tax
position or on specific tax issues related to a transaction
to be entered into. This provides certainty up front before
an investment structure is put in place. In Luxembourg,
and Belgium advance tax rulings are equally obtainable.

Most importantly, the three countries have very well
developed treaty systems which are considered to be
among the best available. Belgium and Luxembourg
are the only two European countries to have concluded
tax treaties with Hong Kong. The Netherlands may
quite easily and without additional tax burden take
advantage of these treaties by establishing a presence
in Luxembourg under application of the advantageous
special tax regimes between Luxembourg and the
Netherlands.

In addition, a SIF regime (specialized investment
funds) has been is introduced in Luxembourg, as a
suitable vehicle for private equity investors, which is not
liable to tax on its income or capital gains. Furthermore,
a SIF in the form of a SICAV (an investment company
with variable capital) will be eligible for the benefits of
a selection of double taxation treaties concluded by
Luxembourg.

More detailed tax features of the Netherlands,
Belgium and Luxembourg are discussed in the Annexes
to this newsletter on a per country basis.
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Conclusion:
value creation

It shows that for multiple reasons — all of which
require careful analysis and expert guidance in each
case — establishing an intermediate holding company
for a Chinese corporation which is active abroad,
can generate substantial value, both by reducing the
overall tax cost on global income, obtaining investment
protection and capital market access, and other reasons.

Timely planning in advance will prove that the
benefits will normally clearly outweigh the cost required
to put in place an optimal structure. Chinese corporations
following this approach will find that their multinational
competitors have discovered and are actively enjoying
the same benefits, and ultimately this enhances the
competitiveness of the Chinese business community on
a global scale.

We will be more than pleased to further assist.
Please also refer to our website www.loyensloeff.com

and the Chinese information available there.
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The Netherlands

Advantages of Using a Dutch
Intermediate Holding Company

Historically, the Netherlands has been a highly
appreciated location for the establishment of tax efficient
holding and financing structures. To a large extent this
is caused by the international focus of the Netherlands,
which has resulted in many benefits for international
groups acting through the Netherlands, such as the
following:

* Extensive tax treaty network: the Netherlands have
concluded nearly 80 Double Taxation Treaties,
which provide for, inter alia, reductions of, or exemp-
tions for, applicable withholding taxes on dividends,
interest and royalties;

e EU Treaty and EU Directives (e.g. the Parent-Sub-
sidiary Directive): within the European Union, the EU
Treaty has been implemented. This treaty provides
for beneficial provisions on intra-EU relations, in
particular with a view to the avoidance of domestic
discriminatory provisions and other provisions that
obstruct free movement of goods and people within
the EU;

e Bilateral Investment Treaties (BITs): the Netherlands
has concluded many BITs, which provide for protec-
tion against unjust actions by foreign governments;
and

e Good international business climate: the Nether-
lands has a stable and reliable political system,
highly qualified service providers and a reliable
banking system.

In addition, the Netherlands has a strong and flexible
legal system and a beneficial tax regime for international
holding and financing activities, which is internationally
well-accepted. Important aspects of the Dutch tax
system include (i) a corporate income tax rate of 25.5%
with (ii) a 100% participation exemption for dividends
and capital gains derived from subsidiaries that carry out
business activities, (iii) the absence of withholding tax

on interest and royalties, and (iv) the possibility to obtain
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advance tax rulings confirming the tax position of Dutch
taxpayers in advance. Due to the fact that the Dutch tax
regime is a balanced system of benefits with sufficient
realistic requirements and anti-avoidance provisions, the
Netherlands is generally not considered as a tax haven
by other jurisdictions.

China outbound structures

The simplest way of creating a Dutch holding structure
for a Chinese group would be to set up a Dutch private
limited liability company (a besloten vennootschap met
beperkte aansprakelijkheid or “BV” ). The BV holds the
shares in the (operating) companies.

This basic structure would already provide for a
number of the benefits that are envisaged:

e A transparent and acceptable structure for interna-
tional business partners;

* Aholding in a strong legal environment;

e Protection under BITs (Bilateral Investment Trea-
ties);

e Areduction of withholding taxes in various EU- and
treaty countries; and

e Apossibility to sell shares in operating companies to
third parties without taxation of capital gains (due to
the participation exemption).

However, any dividend distributed by the BV would
be subject to dividend withholding tax in the Netherlands
at a rate of 15%. Even though this rate will be reduced
to 10% under the Treaty between the Netherlands
and China, it would not be the most tax efficient way
to repatriate excess cash to the ultimate beneficiaries.
There are various ways of mitigating the Dutch dividend
tax exposure. Two alternatives are described below
under 1.1.
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Alternatives to mitigate Dutch dividend
tax

Alternative | — Co-operative as holding company

As an alternative to the Dutch BV it may be
considered to establish a so-called co-operative (a
cooperatie or “Co-op” ). A Co-op is an entity with legal
personality under Dutch law. It does not issue shares, but
instead it has members. A Co-op must be incorporated
by a notarial deed and should have at least two members
at incorporation.

In brief, the most important benefit of using a Co-
op is that the distribution of profits to the members is
not subject to dividend withholding tax. Especially, for
situations in which there is no treaty protection such as
in the Hong Kong — Netherlands situation, it provides
the advantage of Dutch tax treaties without incurring
withholding taxes.

The main envisaged tax consequences of this
alternative would be the following:

e The operating profits of the (operating) companies
are taxable in the resident state;

e Dividends distributed by the (operating) compa-
nies are subject to dividend withholding tax in the
resident state (the domestic dividend tax rate can
be reduced by virtue of the tax treaty between the
Netherlands and the resident country);

e Dividends received by the Dutch Co-op are exempt
from Dutch corporation tax pursuant to the participa-
tion exemption;

e The Dutch Co-op can distribute its profits from the
European operating companies free from dividend
withholding tax;

e Capital gains on the sale of shares in the (operating)
companies by the Dutch Co-op are exempt from
Dutch corporation tax pursuant to the participation
exemption; and

e Theright to levy income tax on capital gains realized
on the sale of the membership interests in the Co-
op will be appointed by the tax treaty between the

Netherlands and the resident country;
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Alternative Il — Cypriot top holding

As a second alternative, it may be considered to
incorporate a limited liability company under the laws
of Cyprus, which would hold the shares in the Dutch
BV. In turn, the Dutch BV would hold the shares in the
(operating) companies.

The Cypriot company in principle qualifies for the
dividend tax exemption under the EU Parent-Subsidiary
Directive. Therefore, the benefit of this structure is that
it offers the possibility to use the ‘well-known’ Dutch
BV, without the BV being liable for Dutch dividend tax on
distributions of profits to its shareholders.

The main envisaged tax consequences of this
alternative would be the following:

e The operating profits of the (operating) companies
are taxable in the resident state.

e Dividends distributed by (the operating) compa-
nies are subject to dividend withholding tax in the
resident state (the domestic dividend tax rate can
be reduced by virtue of the tax treaty between the
Netherlands and the resident country).

e Dividends received by the Dutch BV are exempt
from Dutch corporation tax pursuant to the participa-
tion exemption.

e The Dutch BV can distribute its profits from the
(operating) companies to the Cypriot company free
from dividend withholding tax (this may not be the
case in the first year after establishment of the struc-
ture).

*  Capital gains on the sale of shares in the (operating)
companies by the Dutch Co-op are exempt from
Dutch corporation tax pursuant to the participation
exemption.

e Dividends received, and capital gains realized, by the
Cyprus company on the shares in the Dutch BV are

likely to be exempt from corporation tax in Cyprus.
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e Capital gains realized by the Cypriot company on
the sale of the shares in the Dutch BV are, arguably,
not subject to Dutch corporation tax (i.e. no ‘non-
resident tax liability” in the Netherlands).

e Dividends paid by Cyprus Holdco are exempt from
dividend withholding tax.

Conclusion

Due to the good international business climate in the
Netherlands, combined with its extensive treaty network
(double taxation as well as BIT), the Parent-Subsidiary
Directive and the beneficial tax regimes (participation
exemption and possibility to reduce dividend withholding
tax to nil) the Netherlands is very recommendable as a
holding country for a Chinese group.




16 2008 4 6 A

b % B

I A EL R B AR [B) 4 AR 2 B B RA 25 28 B B4R
%

FAETEAR
I LEA I 23 W] I BEBE BB AR . DO LG 852 55 7
AR AENL 25 BRICEITERL

XA 2UIN 95% FBt, AT EAUEE 100% f*
it

EC I e AR Al T 73 B2 4 3Ly 33.99% (/N4 7]
LB

FEFTIEE S5 RBC BT, LRI 2w
fRIB B 52 95% Bt (R B A 1.7%). 5% KK
ST RARE— 20 iR ] P AR I A, i, — R B
AL RSB BT ES /B M 55 SO RN SE R
B8 AR 2K o

FEAING 23 7] 76 LM IS AN E 128 7] (R B 5 RIS 1) %
AW gt 584 Bl o ToAR YT PR sldme (K 2 UG 52 AT (I
SRS A AE AT DX 1 P i R T AL ) 7 WA
K)o BEBCHS s (8 LR IS P22 5 A 32 A R AR L S5 4

bS e R ES N R S I M e & R e )9S S R
Tigdt

FELCAIN,  ph = i 24 7 1R BEST A 5 HORIN 25T Btk
BIh A 1A IR K ) B2 ) 53 B B2 AR PR B RS T B S e
T o LRI 2 5 v L A v ) e P A 4 B A (T TR 22—
MCEEAIN 23 7] SEAS 2 r 1 2 ) sl [ 7 2 ) OB T A
TG B .

LOYENS [ LOEFF

fHAF—HRBR T ARG 2 Ah, BRI 5 il 4t 45
BB E F A PN BOH E 2K 2

I 2 FARRFL B A PR A9 TR

EEAINS 28 7] S AT R R SRS S A 159% FR I3«
EOERZHNEOUT, SLHEEB AT AL R 2 0%, Una @] )
A BRI IR ]y LA I ARAT B S T B 5 [
PORAT A o Tl RPN R AT I A i o

HERZEFR (NID )

BU R I AN XA 42 T s U A se 4 g, i H A
2007 ZABLEEE AT R AU L HRAT 11 B2 LK AR 148 B Ay 2
P N R B 05 S ) BT AE 3L ) AUUR) SRR A1 360 2 S VR 4R A
AL il A S AT BR A E LR (2009 4R JE A E N
4.307%), MIMTERAR 7 EEAUI 23 ] 1A 2k Bl A

REAUA AR B H BT B8 115 Clni&E D
AR 2 T 98 HEREA TV S S BRI By i) 2w AT
BB I SR E IR o

FIE e

5 BT 100 BR7T




LOYENS [ LOEFF

Belgium

Advantages of Using a Belgian
Intermediate Holding or Financing
Company

Exemption of capital contribution tax

Contributions made to a Belgian company are
exempt from capital tax. Only a stamp duty of EUR 25
applies to contributions in cash or in kind.

95% exemption for dividends income and 100%
exemption for capital gains

The basic nominal corporate income tax rate in
Belgium amounts to 33.99% (lower tax rates apply to
small companies).

Under the conditions of the so called ‘participation
exemption’ regime, dividends received by a Belgian
company benefit from a 95% exemption (effective tax
rate is therefore 1.7%). The 5% dividends can further be
compensated with other costs incurred by the company,
e.g. general operating costs and interest expenses/other
financial charges on loans taken out for the acquisition of
a participation and currency losses on such loans.

Capital gains realized by a Belgian company on
shares in a Belgian or a foreign subsidiary are fully
exempt. No specific condition, such as a holding period
or minimum participation, is required (the shares must
only relate to a subsidiary which is subject to a normal
corporate income tax in its jurisdiction). This tax feature
makes the Belgian holding regime very competitive in
Europe.

Exemption of withholding on dividend distribution to
China, Hong Kong and other jurisdictions

Dividend distributions allocated or paid by a resident
company to a parent company established in a country
with which Belgium has entered into a Tax Treaty can
be exempt from withholding tax in Belgium. Belgium has
among other concluded Tax Treaties with China and
Hong Kong. Dividends from a Belgian company to a
Chinese company or to a Hong Kong company can be

paid free of withholding tax.
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With Luxembourg, it is interesting to note that
Belgium is one of the sole two European countries to
have currently concluded a tax treaty with Hong Kong in
addition to Luxembourg.

Limited withholding tax on interest and royalties
Interest and royalties paid by a Belgian company
trigger Belgian withholding tax at the rate of 15%.
However, this withholding tax can in most cases be
easily reduced to 0%, if the company, for example,
borrows from a qualifying EU-associated company, a
Belgian bank or a bank located in a tax treaty country, or
has issued registered bonds to non-resident taxpayers.

Other investing features (NID, etc.)

Belgium is not only competitive in the field of
holding activities but also gradually a location for inter-
group financing activities with the implementation of the
notional interest deduction regime as from tax year 2007.
The notional interest deduction regime allows a deemed
interest (4.307% for the assessment year 2009) to be
automatically deducted annually from the taxable basis
and thus lowers the effective corporate tax rate of a
Belgian company.

The amount of the notional interest deduction is
calculated on the equity amount of the company after
certain corrections (if applicable) to it. It leads to a
substantial reduction of the effective tax rate of equity-
financed companies in Belgium.

Chinese Company

Equity
——————————————— --- 100EUR  ---

BEL Financing Company

EU1

Loans
100 EUR

Interests
5 EUR

N

EU2

EU3
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In the following situation, the three EU subsidiaries
need cash from the Chinese parent. Rather than offering
loans from the Chinese parent directly to the three
subsidiaries, it is advisable to establish and inject the
required cash as capital in a Belgian financing company.
Loans will be granted by the Belgian financing company
and interests received by the Belgian company will be
subject to a low taxation.

This structure offers the following
advantages:

the interests paid to the Belgian company can
be paid free of withholding taxes in the various EU
countries (interest-royalties directives) and should be tax
deductible in the various jurisdictions from the income
realized by the EU companies;

the interests received by the Belgian company will
be subject to a low tax rate (less than 10% can be easily
achieved). The effective tax rate will decrease to 4.71%
in the above-described structure;

the income received by the Belgian company can be
repatriated to the Chinese investor free of withholding tax
in Belgium.

In addition, a Belgian company investing in research
and development can apply a tax credit in some cases,
resulting in 25% to 65% income tax reduction for
researchers. Furthermore, qualifying Belgian company
can benefit from a reduction of 80% of the patent income
from the taxable basis, resulting in an effective tax rate
on patent income of maximum 6.8%. Such patent income
deduction can be applied to the taxpayer company in
addition to the aforementioned tax-deductibility of R&D
related expenses. In addition to these favourable tax
regimes, Belgian company law is rather flexible and
allows establishing a Belgium company within a short
period time and at low cost.
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Luxembourg

Luxembourg and Hong Kong Special Administrative
Region of the People s Republic of China ( “Hong
Kong” ) recently entered into an agreement for the
avoidance of double taxation and prevention of tax
evasion with respect to taxes on income and capital
(“Treaty” ). As of the beginning of this year, Luxembourg
has introduced an 80% exemption for net income and
net capital gains from intellectual property; the effective
tax rate for such income is thereby reduced from the
general rate of 29.63% (Luxembourg City) to 5.93%. In
February 2007, Luxembourg has also enacted the law on
specialised investment funds (the ‘SIF Law’ ).

Advantages of Using a Luxembourg
Intermediate Company : The New
Luxembourg - Hong Kong Treaty

The Treaty must still be ratified in both countries.
Once in force, the Treaty will apply for tax periods starting
on or after 1st January 2008 in Luxembourg and for tax
periods starting on or after 1st April 2008 in Hong Kong.

The Treaty allows investments from Hong Kong into
Europe in a way that profits can be repatriated to Hong
Kong without withholding tax. Luxembourg may therefore
play an important role in structuring such investments
between Hong Kong and Europe.

The main features of the Treaty are summarised
below.

Eligibility to the Treaty

The Treaty applies to “persons” that qualify as
residents of either Hong Kong or Luxembourg (each a
“Contracting Party” ). The term “person” includes an
individual, a company, a partnership and any other body
of persons. The term “person” also applies to Hong
Kong trusts.

In the case of Luxembourg, “resident” means inter
alia any person who is liable to tax by reason of his

domicile, residence or place of management.
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In the case of Hong Kong “resident” means inter
alia:
e any individual who ordinarily resides in Hong Kong;
e any company incorporated or normally managed or
controlled in Hong Kong;
e any other person constituted under the laws of Hong
Kong or being normally managed or controlled in
Hong Kong.

The government of a Contracting Party or any local
authority thereof also qualifies as a resident.

The Treaty does not contain a specific “limitation
on benefits provision” . Thus, non-Luxembourg or non-
Hong Kong residents may indirectly take advantage of
the Treaty benefits by investing through a Hong Kong or
Luxembourg resident.

Taxation of income

Income from immovable property

Income derived from immovable property may be
taxed by the Contracting Party in which the immovable
property is situated.

Business income

Income derived from &n enterprise of a Contracting
Party may only be taxed in that Contracting Party,
unless such income is derived through a permanent
establishment situated in the other Contracting Party.
Such income may be taxed in that other Contracting
Party as well, but only to the extent it is attributable
to that permanent establishment. The definition of
“permanent establishment” includes a building site or a
construction, assembly, installation project or supervisory
activities carried out in connection therewith if the activity
lasts for at least 6 months; and furthermore services,
including consultancy services, that are furnished by
an enterprise directly or through employees or other
personnel engaged by an enterprise for such purpose but
only if activities of that nature continue (for the same or
a connected project) for a period or periods aggregating
more than 180 days within any twelve month period.
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Dividends

Dividends paid by a company resident in one
Contracting Party to a resident of the other Contracting
Party may be taxed in that other Party. Such dividends
may also be taxed in the Contracting Party of which
the paying company is a resident, however, if paid to a
beneficial owner resident in the other Contracting Party,
such taxation may not exceed:

0 per cent of the gross amount of the dividends if the
beneficial owner is a company (other than a partnership)
which holds directly at least 10 per cent of the capital
of the company paying the dividends or a participation
with an acquisition cost of at least EUR 1.2 million in the
company paying the dividends;

e 10 per cent of the gross amount of the dividends in
all other cases.

Interest
Interest is only taxable in the Contracting Party of
which the beneficial owner is a resident.

Royalties

Royalties paid by a company resident in one
Contracting Party to a resident of the other Contracting
Party may be taxed in that other Party. Such royalties
may also be taxed in the Contracting Party of which
the paying company is a resident; however, if paid to a
beneficial owner resident in the other Contracting Party,
such taxation may not exceed 3% of the gross amount of
the royalties.

The definition of royalties includes among other
things any copyright of literary, artistic or scientific work
including cinematograph films or payments for the use
of, or the right to use industrial, commercial or scientific
experience.

Capital gains
Capital gains may, generally speaking, only be
taxed in the Contracting Party in which the alienator is a
resident, except if the alienated asset qualifies as:
e immovable property situated in the other Contracting
Party;
¢ movable property allocated to a permanent estab-

lishment in the other Contracting Party; or
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e shares of a company more than 50% of the value
of which is derived directly or indirectly from immov-
able property situated in the other Contracting Party
(with exceptions applying to shares (i) quoted on
certain stock exchanges; (ii) alienated in the frame-
work of a reorganisation, merger, division or similar
operation; and (iii) in a company deriving more than
50% of its asset value from immovable property in
which it carries on its business).

In these cases the Contracting Party in which the
immovable property or the permanent establishment is
situated is entitled to tax the capital gains.

Other income

Items of income not dealt with in the specific articles
of the Treaty and derived from sources in a Contracting
Party may be taxed by that Contracting Party. Other
items of income not dealt with in the specific articles of
the Treaty may in principle exclusively be taxed by the
Contracting Party of which the recipient is a resident.

Capital

Capital represented by immovable property or by
movable property forming part of the business property
of a permanent establishment may be taxed by the
Contracting Party in which the immovable property or the
permanent establishment is situated. Other capital may
normally only be taxed by the Contracting Party of which
the owner is a resident.
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Methods for elimination of double taxation

Hong Kong avoids double taxation by applying the
credit method. Luxembourg avoids double taxation in the
following manners:

e For income derived from sources that may be taxed
in Hong Kong (inter alia (certain) dividends and roy-
alties) Luxembourg will allow a credit against Lux-
embourg tax for Hong Kong tax up to the amount of
Luxembourg tax on such items of income;

e For other income that may be taxed in Hong Kong
and derived by a Luxembourg tax resident, Luxem-
bourg shall provide an exemption from Luxembourg
tax, unless Hong Kong applies the Treaty such that
Hong Kong exempts such income.

Miscellaneous provisions

The Treaty furthermore explicitly stipulates that
it does not prevent Luxembourg or Hong Kong from
applying its respective domestic laws and measures
concerning tax avoidance, whether or not described as
such.

The 80% tax exemption for income from
intellectual property in Luxembourg

The new provisions in the Luxembourg Income
Tax Act, provides an exemption of 80% of net income
stemming from the use or the concession to use the
rights to the following categories of intellectual property:
(i) copyrights on software; (ii) patents; (iii) trademarks;
(iv) designs; and (v) models. Net income is defined as
the gross income minus costs in direct relation to such
income, including depreciation and amortisation.

Net capital gains on the alienation of such intellectual
property are also 80% exempt, albeit that net losses
stemming from the alienated intellectual property in the
year of alienation or previous years are ‘recaptured’ :
the exemption is not applicable to the extent of such
losses. Furthermore, the 80% exemption is not applicable
to the extent previous capital gains were rolled over to
the alienated intellectual property.

In order to avoid possible abuse, the 80% exemption
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is excluded from intellectual property acquired from
related companies. Related companies are defined for
this purpose as companies that own at least 10% in the
capital of the taxpayer, are owned for at least 10% by
the taxpayer or that are owned for at least 10% by a third
company that also holds at least 10% in the taxpayer.

For self-developed patents the taxpayers use in their
business operations, a deduction may be taken equal
to 80% of the net income that could have been realised
if the patent had been licensed to a third party, as of
the date the application for registration of the patent is
pending. The deduction will be undone, however, if the
application is withdrawn or refused.

The expenses and amortisations taken before the
date of application are to be capitalised as per that date
and thus added to taxable profit of the relevant fiscal
year.

General methods available for the valuation of
intellectual property may be utilised by a taxpayer for
the determination of the value of his own intellectual
property; he has the burden of proof that the method
applied is an adequate one.

However, in recognition of the administrative burden,
such determination may pose for small and medium
business enterprises, they may opt to use a valuation
equal to 110% of the aggregate amount of expenses
made for developing the intellectual property.

The new Luxembourg tax exempt fund
regime (SIF)
Introduction

In February 2007 Luxembourg enacted the law on
specialised investment funds (the ‘SIF Law’ ). The
SIF Law replaces the 1991 law on undertakings for
collective investment ( ‘UCIs’ ), commonly referred to
as institutional investor funds, the securities of which are
not intended to be offered to the public. The result is a
lightly regulated, operationally flexible and tax-efficient
investment fund regime for an internationally qualified
investor base.
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Main conditions

Legal structure
The SIF regime may be applied to any entity formed

under Luxembourg entity including the FCP and SICAV.

In summary, the SIF regime can be applied to:

e A tax-transparent common fund established by a
contractual arrangement (fonds commun de place-
ment), managed by a Luxembourg management
company (a “FCP-SIF” );

e  An investment company with variable capital ( “SlI-
CAV” ) in the corporate form of a private limited li-
ability company (société a responsabilité limitée or
‘S.arl’ ), public limited liability company (société
anonyme or ‘SA’ ), partnership limited by shares
(société en commandite par actions or ‘SCA’ ) or
cooperative company in the form of a public limited
liability company (société coopérative sous forme de
société anonyme or ‘SCSA’ ) (a“SICAV-SIF” );

e Any entity formed under Luxembourg law, including
a limited partnership (société en commandite simple
or SCS).

Eligible investors

Any institutional, professional or ‘well-informed’
investor may invest in, but also initiate or launch, a SIF.
The ‘well-informed’ investor status basically entails
that an investor invests at least EUR 125,000 in the
fund, or in the case of a smaller investment, obtains an
appraisal from a credit institution, a qualifying investment
enterprise, or a management company certifying the
investor’s expertise, experience and knowledge justifying
his adequate appraisal of an investment in the relevant
SIF. It is thus not the SIF itself that is ‘specialised’ , but
it is the investor base which must be ‘specialised” .

Supervision

Establishing a SIF does not require prior
authorisation by the Luxembourg regulatory authority
for the financial sector (Commission de Surveillance
du Secteur Financier or ‘CSSF’ ). However, the
constitutional documents of the relevant SIF must be

filed with the CSSF within one month following the
establishment of the SIF. Although the CSSF will verify
that the relevant SIF and its directors have complied with
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the applicable laws and regulations prior to admitting the
SIF to the official SIF list, pending such admittance the
SIF may in principle launch its activities once it has been
established.
Investment policy

Although the SIF Law imposes the condition that
the SIF adheres to a policy of risk diversification, the
law does not elaborate on any quantitative, qualitative,
geographical or other type of investment restrictions. In
order to speed up the regulatory approval process, the
CSSF has published a Circular (07/309) which provides
additional guidance as to this risk diversification principle.
Pursuant to this Circular, a SIF should generally not
invest more than 30% of its assets or commitments in
securities of the same kind issued by the same issuer.
However, exemptions may apply to investments in
securities issued or certified by an OECD Member
State or by its territorial public communities, including
international or local institutions and supranational
bodies, and investments in other undertakings
for collective investment that are subject to risk
diversification requirements which in purpose and nature
are at least comparable to the requirements imposed on
SIFs.

The SIF is not permitted to be in a short position with
respect to similar securities issued by the same issuer for
more than 30% of the SIF s assets. If the SIF invests in
derivative financial instruments, it must ensure, through
a diversification of its underlying assets, a comparable
risk diversification policy.

These guidelines apply to all SIFs, although the
CSSF may grant exemptions, if appropriate. In addition,
depending on the investment policy, the CSSF may
require the relevant SIFs to adopt additional investment
limitations. A second Circular (07/310) provides detailed
information on the financial reporting obligations that
must be adopted by SIFs.
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Taxation

The tax regime of the SIF relies on the proven and
tested tax regime of Luxembourg investment funds.
Regardless whether the SIF is organised with or without
legal personality, it is not liable to tax on its income or
capital gains. Upon its establishment, a one-off lump-
sum capital duty charge of EUR 1,250 is due.

The SIF is subject to an annual subscription tax (taxe
d abonnement) of 0.01% assessed on the total of its
net assets. There are certain exemptions to this annual
subscription tax with respect to investments in other
undertakings for collective investment that have already
been subject to an annual subscription tax, and for SIFs
that invest in certain money market instruments or that
implement pension pooling schemes.

SICAV-SIFs will be eligible for the benefits of
a selection of double tax treaties concluded by
Luxembourg with other jurisdictions.

The Luxembourg management company of an FCP-
SIF (typically in the form of an S.a r.l.) managing solely
one FCP may benefit from the tax regime of the SIF, and
as such is exempt from Luxembourg taxation.

SIF in practice

As of January 25, 2008 the total number of SIFs
in place is 572. These existing SIFs adhere to a wide
selection of investment policies ranging from traditional
securities funds to infrastructure, logistics, private
equity and hedge funds. Practice has proven that SIFs
have also become popular as a platform for real estate
investment funds. SIFs are further also being used for
a variety of fund-of-funds, umbrella funds and master/
feeder funds. Please be referred to the below structure
charts for some practical examples of a SIF being
used as a fund vehicle for, respectively, a real estate
investment fund and an umbrella fund.

[This newsletter is not to be taken as advice in any individual case; we recommend that expert advice is sought if any

of the issues described above are of interest to you]
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