WUEST | () S5
EUROPE businesses Driving the positive tax agenda

Tax neutrality in Private Equity and Venture Capital
by Richard V. Thomson

About the author:

Richard V. Thomson is a Partner in EY’s Private Business Funds team. Richard
has over 15 years’ experience as an accountant in UK practice, the majority
of which has been spent assisting asset managers, their partners, and their
employees with the tax issues arising from their participation in the
industry.

Richard’s primary focus is on assisting Private Equity funds with their fund
and office structuring and tax compliance, considering both complex
international and domestic tax issues across a variety of taxes and jurisdictions.

Richard is a member of the Invest Europe Tax Committee.

Executive summary:

Tax neutrality is one of the most discussed topics in the private equity and venture capital
industry. And yet, a great deal of misunderstanding persists, even among investors and
investment managers.

So what, exactly, is tax neutrality? It means that in order to avoid additional burdens on
taxpayers, the tax should be paid only once. When it comes to private equity, investors
should only be taxed on their gains and income when they make taxable profits from the
fund.

This concept is particularly important as funds are not simply a single company in which
investors invest, which can easily lead to double taxation. In parallel, different EU
jurisdictions have their own views on which entities are transparent for tax purposes. This
is another issue to consider in the context of cross-border investment.

EU and national governments need to create a regulatory framework that maximises the
flow of investment capital. Tax neutrality is critical in achieving this.
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Introduction:

Tax neutrality is the concept that investors in Private Equity and Venture Capital (“PE / VC”)
funds should be taxed as if they held the underlying assets directly. This means that the
taxable investors, e.g. private individuals or insurance companies, should pay tax once on
their gains and income when they receive taxable profits from the fund. Similarly, pension
funds, charities, educational endowment funds or sovereign wealth funds should not be taxed
at all on their profits provided that they qualify for such treatment in the country of investment.

If there is one or more additional layers of taxation for most PE / VC investors, it is unlikely
that many investments would be commercially viable and such investors would seek
alternative investments. In these circumstances the investors would be in a worse position
than if the same institutions invested direct and would over time move away from using funds
as investment vehicles. If PE / VC funds, and by extension these funds’ investors, were subject
to additional layers of tax it is unlikely that the industry would continue to exist in its current
form. More important, it would likely affect start-ups, SMEs and other companies throughout
the EU that need fresh capital and professional management to grow and sustain their
businesses.

In this article, we look at the various requirements for PE / VC funds in terms of tax neutrality
and make some recommendations for the future of this industry in the EU.
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Figure 1: lllustration of an investment made by a PE fund.
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Background: How do PE / VC funds work, who invests in them, and why is tax
neutrality important?

PE / VC funds invest in unlisted companies with a view to injecting capital and expertise into
these companies in order to help them flourish and grow. Typically, a PE / VC fund will hold
an asset for three to eight years depending on the market conditions and state of the company,
with a view to realising value for its investors by either listing the company on an exchange or
selling the company to another purchaser.

Investors in PE / VC funds come from a variety of sources. Typically, the largest are pension
funds, insurance companies, and sovereign wealth funds who manage large pools of capital
on behalf of future and current pensioners, purchasers of insurance, and sovereign states.
Various high net worth individuals will also occasionally invest in PE / VC. The exact mix of
investors will vary from fund to fund.

Capital is raised from across the globe into funds managed in Europe, i.e. the investor pool is
much wider than European investors, and includes the US, Asia, and the Middle East. This
has the very useful function of allowing significant amounts of non-EU capital flow into the
EU’s medium to large companies.

It is often the case that individuals who are not involved in the PE / VC industry assume that
these funds would be simply composed of a single company into which investors invest.
Unfortunately, the legal and practical challenges of the structures mean that it is rarely this
simple. In practice, most fund structures are a mix of partnerships and companies;
occasionally other legal forms are used. In designing these structures, the ability to receive
and return capital to investors in a tax neutral fashion is key.

Investing into the fund — pooling entities

In essence funds are pooling vehicles which essentially bring together different investors.
Various entities are used as pooling vehicles. For most funds, a partnership is typically used
as a pooling vehicle as it allows a higher degree of flexibility around the economics,
i.e. different investors can have different economic arrangements and fund management can
receive a profit share based on the performance of the fund.

Often, typically for US investors’ tax status or because of differing commercial arrangements,
several layers of partnerships are used to bring investors together and into a fund’s assets.

The partnership model is not available in all jurisdictions or suitable for all funds, and corporate
entities or contractual arrangements with entity-like features (e.g., unit trusts or FCPs) are
therefore frequently used as PE/VC funds as well. These entities are typically much less
flexible given the economic arrangements need to fit into the confines of what can be legally
done with classes of shares or units. The tax neutrality of these entities is also a point of
attention, especially when a general tax exemption at fund level or for withholding tax on
distributions are only conditionally available. These kinds of fund arrangements are useful
where the investors are likely to change during the life of the fund e.g. on open ended funds.
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Pooling entities for funds tend to be recognised as Alternative Investment Funds under
AIFMD.
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Figure 2: lllustration of organisation of a pooling entity

Making investments - Acquisition entities

Once PE / VC funds have been set up (i.e. investors have committed capital to be deployed),
the fund will then proceed to make investments. In most cases investments are made through
acquisition entities which are normally limited companies.

Limited companies are useful for this purpose as their limited liability status allows investments
to be ‘ring fenced’ such that where one deal that goes bad, that deal cannot taint other deals.
Companies also allow for other investors to be brought into the assets (including management
of the underlying portfolio investment), for financing to take place at a different level to the
asset, for treaty access to be simplified, and tax neutrality maintained. Whilst tax will be paid
on the underlying group’s operating profits as with any other business, typically, no tax is due
on any future sale or on distributions from the underlying asset, within the acquisition entities
as a result of local participation exemptions. To the extent the investors are taxable they will
pay tax where they are located. If they are exempt investors, it is essential that there be no
tax within the acquisition structure - tax for this type of investor would destroy their investment
case.

It is also important that the acquisition entity itself has the ability to return capital to investors
to mirror the treatment of the underlying investment. Aligning capital returns at the acquisition

1 AIFMD- Alternative Investment Fund Managers Directive, to learn more about it please consult the
Invest Europe website- https://www.investeurope.eu/policy/key-policy-areas/aifmd/
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entity with capital flows at the top of the fund structure ensures that investors are put back in
the same position as if they had held it themselves (given the different treatment of capital and
dividends in many jurisdictions). Typically, the acquisition entity can partially or fully liquidate
its shares to return capital gains to investors.

It is useful to note that not all funds will use acquisition vehicles. For example, venture capital
funds investing in minority stakes alongside other PE firms will often purchase equity directly
from their pooling vehicle. Capital gains taxes on non-resident persons do not typically exist
in jurisdictions with already thriving tech industries. For other countries, this could be a
strategic improvement of their tax system to attract more investments from VC funds in their
local start-up scene. Dividend withholding taxes are also rarely an issue in the VC/Tech space.

Issues: Treaty access and access to the parent - subsidiary directive

Partnerships and most other pooling vehicles are typically not treaty, or parent - subsidiary
directive, entitled because such entities are as such not subject to tax (due to the tax
transparency of partnerships). This means that in order for investors to gain the benefit of
treaty access to the underlying investments either they need to be held directly in the fund,
and any withholding taxes reclaimed by each investor from the relevant tax authorities
(assuming, of course, that both the investor and investing jurisdictions see the pooling entity
as transparent — see below) resulting in a significant administrative burden, or the acquisition
entity needs to be either entitled to relief under either the relevant double tax treaty or the
parent - subsidiary directive.

In terms of identifying investors in most PE / VC funds, the majority of investors tend to be
treaty-entitled pension funds, insurance companies, and sovereign wealth funds. Often some
individuals and other institutional investors are in the mix as well. It is rare for a fund to have
more than a small minority of its investors coming from locations without a treaty network and
therefore most investors would have treaty access in the location if they came directly into an
investment.

However, as we have seen above, most investments take place via an acquisition entity as
this is the only way the investment can be made commercially. This then creates a situation
where the acquisition vehicles need to have access to a treaty with the territory of the ultimate
investment, and the acquisition vehicle needs to be entitled to benefits under the treaty in
order to restore a position of tax neutrality.

Action Point 6 of the OECD’s BEPS2 project has resulted in the introduction of the principal
purpose test as a gateway for access to most double taxation treaties which has caused large
fund managers to have their acquisition vehicles in a single location where they also have
offices, employees and other substance. There is, however, a constant worry that challenges
to the treaty position for acquisition vehicles will result in either double taxation without any
credit available (in the case of taxable investors), or inappropriate taxation (in the case of
treaty-entitled tax exempt investors). The same concerns are also in place in terms of access

2 BEPS- Base Erosion and Profit Shifting, to learn more about it please consult the Invest Europe
website- https://www.investeurope.eu/policy/key-policy-areas/anti-tax-avoidance/
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to the parent - subsidiary directive, especially following recent EU case law i.e. the Danish
cases®.

Another potential issue for PE / VC funds is ATAD Il (the “Unshell Directive”)* treating
acquisition entities as shell companies and therefore denying acquisition entities within the EU
access to treaty networks or the parent - subsidiary directive. This directive has not yet been
finalised, and it is hoped that there will be a carve out for entities which are part of regulated
fund structures, which has to be confirmed as part of the final legislation.

It is worth noting that it is widely understood and agreed that the aims of the ATAD |/ 11 / Il
and BEPS projects are important and crucial attempts in reducing tax avoidance both inside
and outside the EU. These have been extremely worthwhile, and these legislations are
essential in the context of ensuring the right amount of tax is paid in the right territory. Our
sector’s concerns are simply that, in certain cases, implementation could cause issues for
investors who would ultimately suffer from an inappropriate level of taxation. This may create
the situation where direct investment becomes more efficient from a taxation perspective but
is likely to have the unfortunate consequence of reducing capital available for investment in
companies in an EU market that need growth capital and professional expertise offered by PE
/ VC funds; any reduction in the capital available to EU businesses would be to the detriment
of society.

Issues: Local law perspective on partnerships - Transparency and opacity

As it stands, different EU jurisdictions take their own view on which entities are transparent
and which are opaque for tax purposes, and whether these entities are seen as investing or
trading. Although beyond the scope of this article, this situation is replicated internationally as
well.

This situation results in some unusual treatment from a tax perspective resulting in investors
in various jurisdictions being taxed in radically different ways. Some of these issues have been
considered below.

Where the pooling vehicle is seen as a non-transparent partnership, this situation may result
in capital gains being turned into dividends in the hands of investors. This can result in higher
tax in the hands of individual investors than the taxation of capital, but lower tax in the hands
of corporate investors. This drives complexity and prevents certain investors investing in
certain funds. A good example of this has been the historic Dutch treatment where most non-
Dutch investment partnerships were seen as opaque.

This situation drives a lot of the hybridity issues which ATAD Il seeks to address in relation to
investment funds. In a widely held fund, any hybrid mismatches are typically wholly accidental,
but drive a significant amount of compliance burden on the fund itself to collect and analyse
data from the various investors and conclude on the level of hybridity. This often, unfairly,

3 Concerned Danish companies claiming withholding tax exemptions on dividend and interest paid out
to EU parent companies established in another EU jurisdiction while the payments had been done to
non-EU based companies or PE funds (C-116/16, C-117/16, C-115/16, C-118/16, C-119/16, and C-
299/16)

4 ATAD- Anti-Tax Avoidance Directive, to learn more about it please consult the Invest Europe
website- https://www.investeurope.eu/policy/key-policy-areas/anti-tax-avoidance/
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results in more tax for non-hybrid investors as the mismatched tax often affects the returns to
all investors.

Finally, where a partnership as a pooling vehicle is not seen as transparent by either the
investment or investor jurisdiction, the investors (often pension schemes and other ‘good’
investors) may be denied treaty relief resulting in higher taxation for the investor than the
investor would have otherwise suffered if it had made the investment directly.

Issues: Local law perspective on partnerships - Investing and trading

Where a partnership is seen as investing then investors are seen as receiving passive income
or gains. Where a partnership is seen as trading, investors are seen as receiving active
income, which typically drives a higher rate of taxation.

Given that partners are not involved in the management of the partnership or investments,
and the investments are long term, it would be typically expected that PE / VC partnerships
may be seen as investing but this is not always the case.

From a German law perspective, partnerships can be either regarded as asset management
partnerships or trading partnerships which is determined based on the wording of agreements
rather than the nature of the activity. This means that, depending on the phrasing, the returns
to investors are treated very differently. This results in significant amounts of time devoted to
ensuring that partnership agreements are drafted (and certain partners introduced) to secure
that they will be treated as asset management partnerships, or vice versa.

Another example of this is that, from a Finnish tax perspective, investing through a partnership
may also create a taxable permanent establishment risk in Finland under historic case law.
This risk has been mitigated with legislative changes during recent years, with the latest
amendment coming into force at the beginning of 2022. However, it is still the case that if a
partnership is established in a jurisdiction that does not have an information exchange
agreement with Finland or an underlying investor resides in a jurisdiction which does not have
a tax treaty with Finland, there is a risk that a taxable permanent establishment is established
in Finland for the underlying investor. Furthermore, investing through a Finnish partnership
may give rise to a taxable permanent establishment in Finland for the underlying investor if
the partnership is not a fund established under the AIFMD.

A third example of this is that, from a Dutch tax perspective, investing through a partnership
with the characteristics of a PE / VC fund may create a taxable permanent establishment risk
in the Netherlands under historic case law. In practice, this risk is mitigated for corporate
investors as the domestic and foreign corporate investors in Dutch PE / VC funds are generally
entitled to the participation exemption with respect to dividends and capital gains derived from
the shares owned by such funds in the underlying investments. Individuals investing in PE /
VC funds that are treated as tax transparent from a Dutch tax perspective, need to invest in
such funds via corporate blocker entities to avoid additional taxation as compared to a direct
investment in the underlying entities.

Conclusions and recommendations
For the PE / VC industry to thrive in Europe, the EU and national governments need to help
by providing a legislative framework that helps rather than hinders inbound investment into
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the EU. Maximising the flow of investment capital into EU industries is critical to Europe’s
future success.

PE investors are typically insurance companies, public and private sector pension funds,
sovereign wealth funds, charities and other investors where it is in society’s interest to
maximise investment returns. The alternative is for fund management to move out of the
jurisdictions in which investments are made and / or for fund managers to relocate to locations
that support tax-neutral funds. In the longer term, this will benefit other geographical areas
rather than the EU.

To make it work, the following needs to happen:

e Introduce pooling vehicles and treaty accessible SPVs® that minimise tax on gains (i.e.
receive participation exemption) and include the ability to distribute capital gains from
the entity.

e Ensure that ATAD IIl has appropriate carve outs for entities beneath (directly and
indirectly) regulated EU funds. Allowing PE / VC funds to use SPVs which don’t
necessarily have a significant amount of activity going on within them but are beneath
a regulated entity and have a purpose beyond tax avoidance is incredibly important.
While we fully agree with the aims of ATAD lll, we are concerned that poor
implementation may jeopardise how European funds operate and reduce the flow of
capital investment into the EU.

e Introduce a simple EU-wide system whereby withholding taxes or other capital gains
taxes are not deducted at source where it can be demonstrated that the ultimate
beneficial owner can benefit from their respective treaty or other exemption, e.g. in
relation to their fund status. This would ultimately increase the total tax paid within the
EU as it would mean that 'good' investors would continue to pay no tax while 'bad'
investors would be subject to withholding tax where due. The administration of such a
system is the key issue, but if we take the example of the US, fund managers there
have implemented a similar system in conjunction with local tax authorities with
generally positive results.

e Introduce a standardised EU-vehicle (like the SE, but a partnership) which acts as a
pooling vehicle for fund managers, is transparent, regarded as not carrying on a trade,
and non-taxable in all EU jurisdictions, which gains some benefits on distributions from
EU entities. The special status of this vehicle could only be granted where the investors
meet certain criteria (e.g. the fund is widely held or that the investor group is seen as
‘good’ from an EU perspective).

e Standardise EU guidance on transparency and opacity, and on trading and investing,
to simplify-fy the analysis of companies for the benefit of both fund managers and
investors.

5 SPV- Special Purpose Vehicle
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