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Preface

Tax on Inbound Investment 2019
Thirteenth edition

Getting the Deal Through is delighted to publish the thirteenth
edition of Tax on Inbound Investment, which is available in print, as an
e-book and online at www.gettingthedealthrough.com.

Getting the Deal Through provides international expert analysis in
key areas of law, practice and regulation for corporate counsel, cross-
border legal practitioners, and company directors and officers.

Throughout this edition, and following the unique Getting the Deal
Through format, the same key questions are answered by leading
practitioners in each of the jurisdictions featured. Our coverage this
year includes new chapters on Ecuador and Korea.

Getting the Deal Through titles are published annually in print.
Please ensure you are referring to the latest edition or to the online
version at www.gettingthedealthrough.com.

Every effort has been made to cover all matters of concern to
readers. However, specific legal advice should always be sought from
experienced local advisers.

Getting the Deal Through gratefully acknowledges the efforts of all
the contributors to this volume, who were chosen for their recognised
expertise. We also extend special thanks to the contributing editors,
Peter Maher of A&L Goodbody and Lew Steinberg of Merrill Lynch,
for their continued assistance with this volume.

GETTING THE /§<
DEAL THROUGH

London
September 2018

www.gettingthedealthrough.com

© Law Business Research 2018

PREFACE



Schindler Attorneys

AUSTRIA

Austria

Clemens Philipp Schindler and Martina Gatterer

Schindler Attorneys

Acquisitions (from the buyer’s perspective)

1 Taxtreatment of different acquisitions

What are the differences in tax treatment between an
acquisition of stock in a company and the acquisition of
business assets and liabilities?

The acquisition of shares (share deal) in exchange for cash or shares
does not generally affect the target company itself (there are certain
exceptions such as net loss carry-forwards, which may cease to exist,
or recapture rules under the Austrian group taxation regime). The com-
pany continues to record its assets at book values. At the shareholder
level, if shares are sold for cash, the selling shareholder realises a capi-
tal gain or loss equal to the difference between the sales price and the
value of the shares in his or her books. A share-for-share exchange is
generally also taxable, but may qualify for rollover treatment under the
Austrian Reorganisation Tax Act.

When acquiring shares in an Austrian corporation, the acquirer has
to capitalise the shares at their acquisition cost. In the case of a future
disposal of the shares, a capital gain is subject to corporate income tax
at a rate of 25 per cent or at the special income tax rate of 2.5 per cent if
the seller is an individual. A capital gain is computed by deducting the
book value of the shares at the time of disposal from the proceeds from
sale less the costs of disposal.

In the course of the acquisition of business assets and liabilities
(asset deal), the price has to be attributed to the transferred assets
(ie, such transaction is treated as if the purchaser has bought the vari-
ous assets separately) according to the going concern values of the indi-
vidual assets of the business in order to determine the acquisition costs
of the assets (ie, a step-up that allows for depreciation takes place). The
remaining acquisition costs that are not allocable to the transferred
assets have to be reported as goodwill. The acquiring company is not
entitled to utilise any tax losses available to the selling company in
respect of the transferred business.

If interests in a partnership are acquired, this is generally treated
in the same way as described above for the asset deal, that is as a pro-
rata purchase of the assets and liabilities of a partnership. Besides the
purchase for a cash consideration, business assets and liabilities (if they
constitute a business unit or division of a business unit) or partnership
interests can also be contributed against the issuance of shares, and
such transactions may also qualify for rollover treatment under the
Austrian Reorganisation Tax Act.

Any capital gain resulting from the disposal of assets or a business
is subject to corporate income tax at the standard rate of 25 per cent if
the seller is a corporation or up to §5 per cent if the seller is an individ-
ual. In principle, there is no difference between the taxation of capital
gains resulting from the disposal of assets and capital gains resulting
from the disposal of a business (some allowances may apply under very
narrow circumstances).

www.gettingthedealthrough.com

2 Step-upinbasis
In what circumstances does a purchaser get a step-up in basis
in the business assets of the target company? Can goodwill
and other intangibles be depreciated for tax purposes in the
event of the purchase of those assets, and the purchase of
stockin a company owning those assets?

In the course of an asset deal (or purchase of partnership interests) a
step-up in basis in the business assets is achievable. Generally, the
acquired assets have to be reported at their acquisition costs in the book
of the acquiring company. Subsequently, the acquired assets may be
depreciated over their expected useful lives. The differences between
the price actually paid for a business and the acquisition costs of the
individual assets has to be reported as goodwill. For Austrian tax pur-
poses, the goodwill has to be depreciated over a period of 15 years on a
straight-line basis.

There is no goodwill deduction in the case of the purchase of stock
in a company acquired after 28 February 2014. For shares acquired
before that date in an Austrian target that became a member in an
Austrian tax group, a goodwill amortisation over a period of 15 years
(capped at 50 per cent of the purchase price) was available. Goodwill
amortisations from transactions before that date can be continued, to
the extent that the goodwill amortisation influenced the purchase price
of the shares. In this context it should also be noted that the statutory
restriction of this goodwill amortisation to domestic targets violated EU
law, according to case law.

3 Domicile of acquisition company

Is it preferable for an acquisition to be executed by an
acquisition company established in or out of your jurisdiction?

In a leveraged transaction, a purchaser will usually seek to implement
a tax offset structure that is aimed at offsetting interest expense at the
acquisition company (AcquiCo) level with profit generated at the target
company level. In principle, there are two methods for achieving this.

The first method is to establish a tax group between the AcquiCo
and the target company. In such tax group, the fiscal result of the
AcquiCo and the target company is consolidated at AcquiCo level (ie, a
negative fiscal result will be offset against a positive fiscal result). If the
aggregated fiscal result of the AcquiCo and the target company is nega-
tive, the loss can be carried forward by the AcquiCo to future periods.
The formation of such tax group requires a tax allocation agreement
and an application to the tax office. The required minimum period of a
tax group is fulfilled when three full fiscal years have expired. If the tax
group is collapsed prior to the lapse of the three-year period, the group
members are retroactively taxed on a stand-alone basis.

A second method, which is sometimes discussed but rarely ever
implemented because of the significant implementation risk it involves,
is an upstream merger of the target company into the AcquiCo. Based
on past decisions of the Austrian Supreme Court, it is pretty clear that
where the AcquiCo carries the acquisition debt for the purchase of the
shares of the target company, a downstream merger of the AcquiCo into
the target company will not be registered. In certain exceptional cases,
an upstream merger of the target company into the AcquiCo may, how-
ever, be feasible. The result of such upstream merger would be that the
shares in the target company pass to the AcquiCo, interest expense on
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the acquisition debt can be offset against profit, and guarantees and
security interests granted by the merged entity (holding the cash-gen-
erating assets) are not subject to the limitations under the Austrian cap-
ital maintenance rules and thus will be of greater commercial value to
the financing banks. In particular, the last point is often of great interest
to the financing banks, which is why this route is sometimes explored
when a particular case supports the necessary arguments.

Regarding a future exit, it should be taken into account that double
taxation treaties usually assign the right to tax capital gains to the state
of residence of the shareholder. For that reason, a foreign seller will usu-
ally not be taxed on the capital gains in Austria. If, however, the seller
is an Austrian tax resident, capital gains taxation applies (ie, no partici-
pation exemption is available for Austrian tax residents in relation to
Austrian companies). Avoidance of withholding taxes on dividends is
usually less of an issue, since pre-exit distributions are very rare. Still, to
address that issue, EU entities are usually preferred over non-EU enti-
ties and, among the latter, entities from countries with which Austria
has concluded a double taxation treaty. Accordingly, if a transaction is
not leveraged, a foreign AcquiCo will usually be the preferred structure
for a foreign purchaser. In case of a domestic purchaser, the interpo-
sition of a foreign AcquiCo would be under high scrutiny by the tax
authorities, though.

4 Company mergers and share exchanges

Are company mergers or share exchanges common forms of
acquisition?

Company mergers or share exchanges as a form of acquisition are not
as common between unrelated parties as in other jurisdictions such as
the UK or the US. Accordingly, the transaction currency will usually be
cash instead. However, when the parties aim to enjoy a rollover treat-
ment, merger or share for share exchanges can be an attractive option.

Under Austrian tax law, mergers within the scope of the Austrian
Reorganisation Tax Act are tax-neutral provided that the possibility to
tax unrealised gains at the level of the legal successor (receiving com-
pany) is not restricted. In the case of a restriction, a merger into a receiv-
ing company in the sense of article 3 of the EU Merger Directive in its
current version or if the receiving company is resident in an EU mem-
ber state or an EEA country with which Austria has concluded a com-
prehensive exchange of information and enforcement agreement, the
merger is taxable but the respective tax payment is deferred up to seven
annual instalments upon request of the transferring company. If the
receiving company does not meet the aforementioned requirements,
the merger triggers immediate taxation. Towards EU or EEA entities
this is a new and less favourable regime that applies to reorganisations
resolved as of 1 January 2016, while reorganisations before that date
could apply for a deferral of taxation until capital gains had actually
been realised, and such taxation had been time-barred after 10 years.
Accordingly, whereas under the past regime an exit taxation often had
been avoided, this is no longer possible under the new regime. If capital
gains were deferred under the old regime, the tax in such cases is also
divided in seven instalments if so requested by the taxpayer.

5 Taxbenefits in issuing stock

Is there a tax benefit to the acquirer in issuing stock as
consideration rather than cash?

Beside the possibility of the tax-neutral reorganisation under the
Austrian Reorganisation Tax Act there are no further tax benefits to the
acquirer in issuing stock as consideration rather than cash. However,
in order to benefit from such tax-neutral reorganisation, it should be
noted that the stock granted in consideration for the received assets
does not necessarily have to be newly issued stock, but may also be
existing stock (eg, transferred from other shareholders).

6 Transactiontaxes

Are documentary taxes payable on the acquisition of stock
or business assets and, if so, what are the rates and who is
accountable? Are any other transaction taxes payable?

There are no transfer taxes as such levied on the sale of shares in a cor-
poration or on the sale of assets in Austria. Note that (minor) court fees
for registration in the Commercial Register have to be paid.

Additionally, Austria levies stamp duties on a wide range of legal
transactions, including:

lease agreements (rate of 1 per cent);
- assignment agreements (rate of 0.8 per cent);

agreements regarding easements (rate of 2 per cent);

agreements regarding sureties (rate of 1 per cent); and
+  pledge agreements regarding real estate (rate of 1 per cent).

Stamp duties are triggered whenever a written deed evidencing the
transaction is signed in Austria or, in cases where the deed is signed
outside of Austria, if certain criteria being considered as substitute
documentation are fulfilled (note that it is not the transaction as such
that triggers the stamp duty but rather the written deed). Stamp duties
can thus be legally avoided if no written deed at all is set up by carefully
carried out strategies. Debtors of the stamp duties are basically all par-
ties of the agreements.

The sale of shares in a corporation is VAT exempt without the right
to deduct value added input tax. The sale of assets is subject to VAT at
a rate of 20 per cent. In this case, however, the exemptions set out in
the Austrian Value Added Tax Act (eg, for real estate or shares) remain
applicable. The sale of a business as a going concern is treated as the
sale of the underlying individual assets (ie, there is no VAT-exemption
for the sale of a business in its entirety). Therefore, the price of the busi-
ness has to be divided according to the going concern values of the
underlying assets. Tax rates and exemptions are applicable according
to regular VAT law.

Real estate transfer tax (standard rate is 3.5 per cent) is levied on
every acquisition of domestic real estate and in some cases also if shares
in corporations or interests in partnerships that directly own Austrian
real estate are transferred. In particular, the transfer of buildings and
land, building rights and buildings on third party land falls within the
scope of the Austrian real estate transfer tax; the transfer of machinery
and plants is not subject to real estate transfer tax. Tax base of the real
estate transfer tax is the amount of consideration for the transfer (fair
market value), at least the value of the real estate.

According to the last tax reform (applicable to transactions effected
after 31 December 2015), real estate transfer tax is triggered if 95 per
cent (before the reform: 100 per cent) of the shares of a company
that directly holds Austrian real estate are consolidated in the hands
of one shareholder or a group of shareholders within the meaning of
the Austrian group taxation regime. Furthermore, the tax reform also
added a new taxable event: if within a period of five years 95 per cent or
more of the partnership interests of a partnership that directly holds real
estate are transferred, this triggers real estate transfer tax (under the
scope of this new rule this can include several transactions with differ-
ent purchasers). In each case the real estate transfer tax amounts to 0.5
per cent of the value of the real estate. The changed law now states that
shares held by trustees are to be attributed to the trustor for the purpose
of calculating the 95 per cent threshold. If Austrian real estate is trans-
ferred in the course of a reorganisation under the Reorganisation Tax
Act, the real estate transfer tax will likewise be 0.5 per cent of the value
of the real estate. The taxation based on the value of the real estate - in
absence of a consideration that otherwise would be the tax base - was
also introduced by the recent tax reform. Before that, taxation in such
cases was based on an assessed value of real estate for tax purposes that
usually was much lower than the fair market value.

In addition to real estate transfer tax, a registration duty for the
land register at a rate of 1.1 per cent, also based on the purchase price or
the value of the real estate, is levied if a new owner is registered (ie, not
if shares are transferred, as the owner of the real estate does not change
in such case).

7 Netoperating losses, other tax attributes and insolvency
proceedings
Are net operating losses, tax credits or other types of deferred
tax asset subject to any limitations after a change of control
of the target or in any other circumstances? If not, are
there techniques for preserving them? Are acquisitions or
reorganisations of bankrupt or insolvent companies subject to
any special rules or tax regimes?

Insofar as losses are not deductible in one year they can be carried
forward (there is no carry-backward available) to the next years for

Getting the Deal Through - Tax on Inbound Investment 2019
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corporate income tax purposes. Pursuant section 8, paragraph 4, No.
2 of the Austrian Corporate Income Tax Act a deduction of loss carry-
forwards up to the amount of 75 per cent (with certain exceptions that
allow a deduction of 100 per cent, like in the course of a liquidation or
if' a business unit is sold) of operating income is possible.

According to section 8, paragraph 4, No. 2, ¢ of the Austrian
Corporate Income Tax Act, loss carry-forwards expire if the ‘economic
identity’ of the taxpayer has changed in a significant way. The law stip-
ulates a three-part test to establish if such change has occurred. There
has to be:

a substantial change in the organisational structure;

a substantial change in the economic structure; and

a substantial change in the shareholder structure that has been

made against consideration.

Generally, all three requirements have to be cumulatively met to con-
sider that the ‘economic identity’ of the taxpayer has changed sig-
nificantly. Despite the foregoing, some may be less pronounced, as
the assessment depends on an overall view of relevant requirements,
taking into account all facts and circumstances. While the objective of
the shell company acquisition regime is to deny the possibility to buy a
company just to benefit from existing tax loss carry-forwards, there is
no ‘motive test’ that would provide for an exemption from the regime if
the taxpayer can clearly demonstrate that the transactions was not tax-
driven. Even clear business reasons for the transactions do not hinder
the application of the regime. In general, the law does not provide for a
certain time period in which the three criteria have to be fulfilled cumu-
latively. The fulfilment of all three criteria within a short time frame is a
strong indication that a shell company acquisition took place. However,
the relevant observation period may cover several years as long as the
single steps can be considered to be parts of a larger plan to effect the
relevant changes leading to the loss of the ‘economic identity’.

Even if the conditions are fulfilled, the loss carry-forwards do not
expire if the changes are made for purposes of a restructuring of the
corporation with the goal of saving a substantial number of existing
jobs and its trade or business (that is an ‘escape clause’). A substan-
tial number of jobs is generally given if 25 per cent of the employees
are retained. Such exemption will thus usually not be met if a holding
entity or a similar vehicle is restructured.

Given that loss carry-forwards do expire as a result of the loss of
the ‘economic identity’, section 8, paragraph 4, No. 2, ¢ of the Austrian
Corporate Income Tax Act, stipulates a very important exemption: any
taxable income arising from the substantial economic change (eg, sale
of assets or business premises) in the year of loss of the ‘economic iden-
tity’ can be offset with the loss carry-forwards before they expire.

Acquisitions or restructurings of bankrupt or insolvent companies
are not subject to any special rules or tax regimes in Austria, although
cancellation of debt, which generally is taxable in Austria, may enjoy a
reduced taxation if certain requirements are met.

8 Interestrelief

Does an acquisition company get interest relief for
borrowings to acquire the target? Are there restrictions on
deductibility where the lender is foreign, a related party, or
both? Can withholding taxes on interest payments be easily
avoided? Is debt pushdown easily achieved? In particular,
are there capitalisation rules that prevent the pushdown of
excessive debt?

Pursuant to section 11 of the Austrian Corporate Income Tax Act, inter-
est - in a narrow sense - on funds used to finance the acquisition of
shares is tax deductible for corporate income tax purposes.

Expenses related to the payment of interest to foreign recipi-
ents are in general deductible from the corporate income tax base.
However, the deductibility of interest payments is limited in the case
of loans between related parties. Accordingly, expenses with interest
are not deductible from the tax base of an Austrian corporation as long
as, cumulatively:

the interest is paid to an Austrian company or a foreign company

that is comparable to an Austrian company;

the interest is paid to a company that is directly or indirectly part of

the same group of companies or is influenced directly or indirectly

by the same shareholder; and

www.gettingthedealthrough.com

- the interest payments in the state of residence of the receiving
company are not subject to tax because of a personal or objective
exemption:

subject to tax at a rate lower than 10 per cent; or
subject to an effective tax at a rate lower than 10 per cent due to
any available tax reduction.

It is not relevant whether taxation at a rate lower than 10 per cent is
based on the domestic law of the state of residence of the receiving
company or the applicable double taxation treaty concluded between
Austria and the respective state of residence. If the receiving entity is
not the beneficial owner, the respective conditions have to be investi-
gated at the level of the beneficial owner (eg, in certain back-to-back
refinancing scenarios). Although not limited to cross-border payments
in other jurisdictions, one should note that Austria, as of today, has
no interest barrier rule. Accordingly, interest payments made to third
(ie, unrelated) parties are always tax-deductible. However, as a result of
the OECD BEPS project, it is notable that recently adopted EU legisla-
tion provides for such interest barrier rule to be implemented by the EU
member states before and applied as of 1 January 2019. However, mem-
ber states may postpone the implementation of such interest barrier
rule until 2024 if they have equally effective measures in place. In this
respect, it is currently being discussed whether the above described
provision regarding the non-deductibility of interest payments to low-
taxed group companies may be considered equally effective in order to
avoid the application of the interest barrier rule as from 2019.

Despite the fact that there are no Austrian statutory rules on thin
capitalisation, as a matter of administrative practice and under the case
law, loans from related parties to an Austrian company may be consid-
ered to be ‘hidden’ equity and not debt if the Austrian corporation is
considered to be thinly capitalised. A shareholder loan may be re-qual-
ified as deemed equity in the following scenarios:

lack of sufficient equity in relation to the long-term funding require-

ments of the business;

excessive debt financing (debt to equity ratios far below the market

standard);

- inability of the borrower to obtain a loan at comparable terms from
third parties; or

the loan agreement grants rights to the lender similar to those of

shareholders.

In such a case, the interest is reclassified as dividends for Austrian tax
purposes, but these deemed dividends may not, in some cases, benefit
from treaty or directive reductions. While there is no official ‘safe har-
bour’ rule, the Austrian tax authorities generally accept debt-to-equity
ratios of around 4:1 to 3:1. However, this can only serve as guidance and
the adequate debt-to-equity ratio has to be analysed on a case-by-case
basis. Having said that, higher debt-to-equity ratios have also been
accepted.

9 Protections for acquisitions

What forms of protection are generally sought for stock and
business asset acquisitions? How are they documented? How
are any payments made following a claim under a warranty or
indemnity treated from a tax perspective? Are they subject to
withholding taxes or taxable in the hands of the recipient?

Tax risks are usually covered by warranties or indemnities. Tax warran-
ties typically foresee a time limitation around seven years. No liabil-
ity is usually agreed for mere timing differences (eg, if tax authorities
request longer tax depreciation periods) or if the tax risks had already
been accounted for (eg, through provisions). Warranties are usually
qualified by matters that have been disclosed (in a certain manner)
or are deemed disclosed by operation of the provisions of the acquisi-
tion agreement or the disclosure letter. Indemnities are generally not
qualified by disclosure or knowledge. The tax indemnity is usually only
subject to a specific tax conduct provision, a direct loss limitation and
the overall cap. In some cases additional protection is obtained by war-
ranty and indemnity insurances. If a tax warranty or indemnity is trig-
gered, the seller will usually have the right to pursue tax litigation at his
or her own risk and expenses to mitigate a potential liability. Payments
under tax warranties or indemnities result in a retroactive change as
regards the profit or loss generated by the seller and the acquisition
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costs recorded by the purchaser and thus have only indirect tax con-
sequences, rather than being taxable as such. If, however, additional
payments such as liquidated damages are agreed upon, these would be
subject to tax by the recipient. There is generally no withholding tax on
such payments.

Post-acquisition planning

10 Restructuring

What post-acquisition restructuring, if any, is typically
carried out and why?

Typical post-acquisition restructurings are the merger of the acqui-
sition company with the target company or the establishment of an
Austrian tax group (see question 3). Owing to corporate limitations,
the implementation of such a merger is often not feasible. Accordingly,
the following paragraphs focus on the establishment of an Austrian tax
group.

Austrian companies have the possibility to establish a tax group
with subsidiaries by jointly filing a group taxation application before
the Austrian tax authorities. The advantages of a tax group are the off-
setting of profits and losses within the group (including the losses of
foreign group members) and earlier usage of tax loss carry-forwards
and the deduction of interest expenses from operational income.

According to the Austrian group taxation regime, a group parent
company can form a tax group with a subsidiary if the parent exercises
financial control over the subsidiary (ie, the parent owns more than
50 per cent of the capital and voting power in the subsidiary). Group
members can include resident companies and non-resident companies
if they are resident in an EU member state or in a third state with which
Austria has concluded a comprehensive administrative assistance
agreement regarding the exchange of information.

With regard to Austrian group members, 100 per cent of the profit
or loss of the company is taxed at the level of the parent company (irre-
spective of the participation held), while losses of non-resident group
members are only attributed to the parent to the extent of the direct
participation of another national group memeber or the parent com-
pany (profits are not attributed at all). Losses attributed to the Austrian
parent company in the past have to be recovered in Austria if the non-
resident group member offsets the losses with its own income in subse-
quent years or if the non-resident group member leaves the group. The
foreign losses have to be calculated based on Austrian tax law but they
can only be offset to the extent a loss exists, according to foreign tax
law. Special rules for the recovery of losses apply in case of the liquida-
tion of a non-resident group member. Additionally, foreign losses shall
be deductible only to the extent of 75 per cent of the total profit gener-
ated by all domestic group members and the parent company.

In general, write-offs with regard to participations in group mem-
bers are not tax deductible. For shares acquired in a new Austrian group
member, there was the option to record a goodwill element from the
acquisition and amortise this asset over 15 years, leading to an addi-
tional tax deduction. For shares acquired after 28 February 2014, this
option is no longer available. Goodwill amortisations from transactions
before that date can be continued, given that the goodwill amortisation
influenced the purchase price of the shares.

Other potential post-acquisition reorganisations could be, for
example, the change of the legal form (typically a conversion) or the
combination of a part of the existing business with the purchased
business, which usually would be implemented by a carve-out of the
existing one and a combination with the purchased one, which could
be implemented either through a straight spin-off by acquisition, or
through a spin-off followed by a merger. Sometimes, post-acquisition
reorganisations are also aimed at simplifying the structure, for exam-
ple if two multinational companies are combined by merging the
various local entities. In the cross-border context, another possible
post-acquisition reorganisation is the conversion of a local subsidiary
into a branch, which is usually implemented by cross-border mergers.

11 Spin-offs
Can tax neutral spin-offs of businesses be executed and,
if so, can the net operating losses of the spun-off business
be preserved? Is it possible to achieve a spin-off without
triggering transfer taxes?

Within the scope of article VI of the Austrian Reorganisation Tax Act a
spin-off of companies can be effected tax-neutral (ie, a rollover treat-
ment is available). The spin-off qualifies only if it relates to:
a business unit;
a division of a business unit, a partnership interest with an active
trade or business; or
a qualifying interest in a corporation (at least 25 per cent of the
share capital).

In a spin-off qualifying assets would be transferred from one company
to one or more companies, while the transferring company continues
to exist. In a split-off the transferring company dissolves without for-
mal liquidation and ceases to exist. The property can be transferred to
a newly established company (split-off by formation) or to an existing
company (split-off by acquisition).

In general, the rules set forth in section 8, paragraph 4, No. 2, let-
ter c of the Austrian Corporate Income Tax Act (as mentioned in ques-
tion 7) also apply to any changes of the structure of a corporation in
the course of a reorganisation, such as spin-offs. However, the Austrian
Reorganisation Tax Act contains some special provisions supplement-
ing the general rules. Basically, the net operating losses of the spun-off
business are transferred to the receiving company as long as the assets
that caused the transferred losses are also transferred and the scope
of the transferred assets is comparable to the scope of the assets in the
point in time when the losses occurred.

Under the provisions of the Austrian Reorganisation Tax Act an
exemption from VAT applies. Stamp duties will usually not be trig-
gered since the transfer of assets and liabilities is implemented by
operation of law according to the principle of universal legal succes-
sion. Depending on the assets transferred, real estate transfer tax and
registration duties may be triggered. There is no capital duty in Austria
anymore.

12 Migration of residence

Is it possible to migrate the residence of the acquisition
company or target company from your jurisdiction without
tax consequences?

There are no explicit statutory taxation rules or administrative guide-
lines (except one provision in connection with the creation or discontin-
uation of an international participation in the course of the cross-border
migration of an Austrian company) that deal with the migration of an
Austrian corporation. At the level of the migrating corporation, the fol-
lowing alternatives have been discussed. Some scholars argued in the
older literature that the corporation is treated as if it were liquidated.
According to section 19 of the Austrian Corporate Income Tax Act the
liquidation surplus at the level of the company would be calculated
as the difference between the net assets at the beginning of the liqui-
dation period and the net assets at the end of the liquidation period
according to the normal tax and accounting principles. Losses carried
forward can be offset against the liquidation surplus without limitation.
The distribution of the liquidation surplus and retained earnings of ear-
lier years constitutes taxable income for the shareholders and is taxed
at their level depending upon whether it is a company or an individual,
resident in Austria or not. In the meantime, however, the prevailing
opinion is of the view that no liquidation taxation is triggered. Based on
income taxation rules, it then needs to be analysed whether assets are
actually transferred in the course of the migration, in which case exit
taxation would be triggered, or whether as a consequence of the migra-
tion certain assets are no longer taxable in Austria (eg, a goodwill that
will ususally be attributed to the place of effective management) and
likewise would be subject to exit taxation. In case of migration to an EU
or EEA member state with a comprehensive administrative assistance,
the tax can - upon request of the taxpayer - be paid in seven annual
instalments (or two annual instalments as regards the current assets).
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Update and trends

The Annual Tax Act 2018 implemented the standards set by the EC
Anti-Tax Avoidance Directive, and the most significant change is
the introduction of CFC rules for ‘controlled foreign companies’
and permanent establishments. According to these new provisions,
specific non-distributed passive income (eg, interest payments, royalty
payments, taxable dividend payments and income from the sale of
shares, financial leasing income and activities of insurances and banks)
of a controlled foreign subsidiary under certain conditions is included
in the corporate tax base of the Austrian parent company by applying
the CFC rule. The preconditions for such attribution of income of the
foreign company are the subsidiary:
is directly or indirectly controlled (50 per cent of voting rights or
capital or rights to profit);
is situated in a low-tax country (meaning that the effective
corporate tax paid by the subsidiary is lower than 12.5 per cent
considering the foreign income calculated based on Austrian tax
law and the factual paid foreign tax; and
does not carry out any significant economic activity in terms of
personnel, equipment, assets and premises.

Low-taxed passive income will only be attributed to the Austrian
parent company if it amounts to more than one-third of the income of
the foreign company. To avoid any potential double taxation triggered
by the CFC rules a tax credit for actually paid foreign taxes and a
reduction of taxable capital gains by the amount of profits (forming
part of such capital gain) that have already been subject to Austrian tax
pursuant to the CFC rules are provided.

In addition, the previous switchover mechanism for portfolio
participations has been adapted and applies to low-taxed passive
income of qualified international participations and qualified portfolio
investments of at least § per cent. As a result, the switchover to credit-
method will be triggered if the foreign subsidiary predominantly
achieves low-taxed passive income and if the CFC legislation is not
applicable.

The new CFC rules as well as the amended switchover mechanism
for portfolio participations apply for business years, starting 1 January
2019.

Furthermore, the Annual Tax Act 2018 introduced a legal
definition of ‘misuse/abuse’ based on the EU Anti-Tax Avoidance
Directive. Then, abuse shall be deemed to have occurred ‘when a legal
arrangement, which may include one or more steps, or a sequence of
legal arrangements, is inappropriate in terms of economic purpose’.
‘Inappropriate’ are those arrangements that, disregarding the associated
tax savings, no longer make sense, because the essential purpose or one
of the essential purposes is to obtain a tax advantage, which is contrary
to the aim or purpose of the applicable tax law. There is no abuse if there
are valid economic reasons that reflect the economic reality.

Finally, the application of advance tax rulings has been extended
and in addition to reorganisations, tax groups and transfer pricing,
aspects of international law (as of 1 January 2019), VAT law (as of 1
January 2020) and a potential application of the abuse of law provisions
(as of 1 January 2019) can be clarified in the course of this advance tax
ruling procedure. Furthermore, tax authorities must answer a tax ruling
request within a period of two months.

13 Interest and dividend payments

Are interest and dividend payments made out of your
jurisdiction subject to withholding taxes and, if so, at
what rates? Are there domestic exemptions from these
withholdings or are they treaty-dependent?

Interest payments to non-Austrian corporations are generally not sub-
ject to withholding tex and, therefore, are not subject to limited tax
liability in Austria. Interest payments to non-Austrian individuals may
be subject to Austrian withholding tax at a rate of 2.5 per cent (or 2§ per
cent in case of interest payment from bank deposits and certain non-
secured receivables against credit institutions) if paid by an Austrian
paying agent (eg, an Austrian issuer of securities, Austrian credit institu-
tion or Austrian branch of a non-Austrian credit institution). However,
if the debtor has neither its seat nor its place of business within Austria,
interest payments are exempt from limited tax liability and withholding
tax, even if paid by an Austrian paying agent. Relief from withholding
tax may be granted under applicable tax treaties. With respect to inter-
est payments made before 1 January 2017, it is notable that individuals
being resident in another EU member state may, as an alternative to the
above described domestic withholding tax, be subject to EU withhold-
ing tax at a rate of 35 per cent unless they provide proper documentation
issued by the tax office of their state of residence in order to avoid such
withholding. EU withholding tax was abolished as of 1 January 2017.

As of 1 January 2016, dividends paid to a non resident are subject to
a withholding tax of 27.5 per cent (previously 25 per cent). A reduction
or relief from withholding tax might be available based on a tax treaty
or the EU Parent-Subsidiary Directive. According to the Austrian imple-
mentation of the Directive, there is no withholding tax on dividends if:

the parent company has a form listed in the Directive;

the parent company owns directly or indirectly at least 10 per cent

of the capital in the subsidiary; and

the shareholding has been held continuously for at least one year.

Given that certain documentation requirements are met, a reduction
or relief can be granted at source. There is no relief at source in cases of
potential tax avoidance through holding companies (ie, if the recipient
is a company that does not have an active trade or business, employees
and business premises). Companies can apply for a refund in that case.
In the course of the refund procedure, the company has to provide evi-
dence that the interposition of the company does not constitute an abu-
sive arrangement. As a further option, a refund of withholding tax on
dividends can be claimed by a foreign corporation to the extent that the
Austrian payer is not relieved from its withholding obligation, so long
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as the tax withheld is not creditable in the recipient’s home state under
a double taxation treaty.

14 Tax-efficient extraction of profits

What other tax-efficient means are adopted for extracting
profits from your jurisdiction?

According to Austrian generally accepted accounting principles
(GAADP), the balance sheet profit of a company can be sourced by the
release of capital reserves paid in by the shareholder or by operat-
ing profits obtained by the company itself. Austrian tax law provides
a different treatment for distributions of such balance sheet profits,
whether they are made in the form of repayment of capital or as divi-
dends. Repayments of capital are tax-neutral and do not trigger with-
holding tax. At the level of the company, such repayment of capital does
not trigger any tax consequences under Austrian tax law. At the level
of the shareholder a repayment of capital is treated as a reduction of
the acquisition costs or book value of the participation. Such reduction
leads to a taxable capital gain if the repaid amounts exceed the acquisi-
tion costs or book value for tax purposes of the participation.

To document the amount of capital contributions for tax purposes
(which can be different from the equity according to Austrian GAAP),
taxpayers have to record all capital contributions in a special tax
account. As long as the contributions recorded in this account cover the
amount of a planned profit distribution, the management of a company
has the right to decide whether a distribution to all shareholders of the
company shall be treated as a taxable dividend or a tax-neutral repay-
ment of capital.

Disposals (from the seller’s perspective)

15 Disposals
How are disposals most commonly carried out - a disposal of

the business assets, the stock in the local company or stock in
the foreign holding company?

The most common form of transaction relating to corporations clearly
is the share deal, due to reasons that go way beyond the tax implica-
tions. In general, a purchaser usually wishes to acquire only the target,
rather than the foreign holding entity as well. The purchase of partner-
ship interests is treated as the purchase of the pro rata amount of the
assets and liabilities of the partnership (ie, as an asset deal). Either form
generally trigger taxation.
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16 Disposals of stock

Where the disposal is of stock in the local company by a non-
resident company, will gains on disposal be exempt from tax?
Are there special rules dealing with the disposal of stock in
real property, energy and natural resource companies?

The disposal of stock in an Austrian company by a non-resident com-
pany is subject to tax if the participation amounts to at least 1 per cent
at any time within the preceding five years. Accordingly, such disposals
will usually be taxable in Austria (by contrast capital gains realised by
Austrian companies arising from the disposal of stock in foreign cor-
porations will usually be exempt from taxation in Austria). Corporate
income tax is assessed on such gains at the normal rate of 25 per cent.
Taxation is eliminated, however, in most cases under an applica-
ble double tax treaty. Some of the double tax treaties concluded with
Austria include a special provision in connection with companies own-
ing real estate located in Austria, and assign Austria the right to tax such
capital gains.

17 Avoiding and deferring tax

If a gain is taxable on the disposal either of the shares in the
local company or of the business assets by the local company,
are there any methods for deferring or avoiding the tax?

It is possible to transfer the shares in an Austrian company or of the
business assets by the Austrian company in a tax-neutral way under the
Austrian Reorganisation Tax Act. Therefore, if the requirements are
met (among others the consideration that the shares or assets trans-
ferred must generally be shares in the acquiring company), rollover
treatment is available. If the seller of a local corporation is an Austrian
private foundation, taxation of capital gains in a sale transaction can
be avoided if within 12 months an alternative investment is made and
the realised capital gains (hidden reserves) of the sold participation are
transferred to this new investment (by reducing the acquisition costs in
such new participation) and thereby remain taxable.
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Acquisitions (from the buyer’s perspective)

1 Taxtreatment of different acquisitions

What are the differences in tax treatment between an
acquisition of stock in a company and the acquisition of
business assets and liabilities?

In general, the Income Tax Law does not make distinctions between
acquisitions of stock in a Chilean company or its business assets and
liabilities. In both cases, the seller must report the income derived from
the transaction and pay the corresponding income tax.

Nevertheless, the acquisition of tangible movable assets in a busi-
ness asset acquisition may be subject to value added tax (VAT), which
is 19 per cent of the price or value. The same treatment is provided in an
acquisition of going concern.

The tax is economically borne by the purchaser and therefore
added to the price. However, it is the seller that must declare and pay
the VAT to the Treasury.

2 Step-up inbasis
In what circumstances does a purchaser get a step-up in basis
in the business assets of the target company? Can goodwill
and other intangibles be depreciated for tax purposes in the
event of the purchase of those assets, and the purchase of
stock in a company owning those assets?

Under the general rules of the Income Tax Law, companies and enti-
ties obliged to determine their income under full accounting basis
must update the value of their assets and liabilities using an inflation
adjustment.

Step-up in basis may also occur when the acquiring company
acquires all the shares or participation rights in the target company,
and the law provides that the latter cannot continue and therefore is
automatically dissolved. In this case, the goodwill (ie, the difference
between the price of the investment made by the acquiring company
and the books value of the target company) will increase the value
of non-monetary assets of the target company up to their fair market
value. If a difference still remains, the goodwill constitutes an intan-
gible asset that can be amortised at the moment the company ends its
activities or it is dissolved.

3 Domicile of acquisition company

Is it preferable for an acquisition to be executed by
an acquisition company established in or out of your
jurisdiction?

Chilean Income Tax Law provides the same conditions in respect of
acquisitions regardless of the domicile of the purchaser. However,
if there is a double tax convention applicable, it may be preferable to
make the purchase through a company established abroad.

The rules on dividends and profits distributions, which were
recently amended by the 2014 Tax Reform (in force since January
2016), provide that dividends and profit distributions paid to share-
holders are subject to individual income tax (for individuals residents
in Chile) or withholding tax (for non-residents). Residents in Chile
may credit 100 per cent or 65 per cent of the corporate income tax
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paid by the company making the distribution dependent upon the
corporate income tax treatment applicable to the latter (full or partial
integrated system). The general rule within Chilean borders is partial
integration(ie, 65 per cent of credit).

The same rules are applicable to non-residents. However, if the
shareholder is resident in a country that has a double tax convention
with Chile, the credit provided by the Income Tax Law will be in full
regardless of the corporate income tax treatment applicable to the
company making the distribution.

4 Company mergers and share exchanges

Are company mergers or share exchanges common forms of
acquisition?

No, mergers and share exchanges are not common forms of acquisition
in Chile. Although both are legal according to Chilean law, they usually
take up a great deal of time and resources until they are fully executed.

From a tax perspective, the acquiring company may not assume the
same tax situation as the merged company. Under the Income Tax Law,
tax losses may only be used by the company that incurred in them and
cannot be transferred to another company. The same principle is appli-
cable to VAT credits or rights to refund under the Value Added Tax Law.

Accordingly, the loss of tax benefits usually discourages these
kinds of operations. The most common forms of acquisition in Chile
are the acquisition of stock or the acquisition of business assets.

5 Taxbenefits in issuing stock

Is there a tax benefit to the acquirer in issuing stock as
consideration rather than cash?

The Income Tax Law does not make any difference in the tax treatment
of the acquisition of a company regardless of the type of consideration.

6 Transactiontaxes

Are documentary taxes payable on the acquisition of stock
or business assets and, if so, what are the rates and who is
accountable? Are any other transaction taxes payable?

There are no documentary taxes applicable to the acquisition of stock
in a Chilean company or its business assets. However, as mentioned
in question 1, the acquisition of tangible movable business assets, fix
assets or of an ongoing concern may be subject to VAT. The rate of this
taxis 19 per cent of the price or value of the corresponding asset, except
in the case of fix assets where the tax is determined excluding the value
of land.

Stamp duties are applicable to loans depending on whether the
loan is payable within a determined period or not. The tax rate applica-
ble ranges between 0.332 per cent and 0.8 per cent.
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9 Protections for acquisitions
Update and trends What forms of protection are generally sought for stock and

The government announced that is working in a tax reform aimed
to simplify the current tax system. The general objectives of this
new legislation are to boost the investment and growth, but no
specific details regarding its content have been notified to the
public.

The correspondent bill of law should be introduced for
discussion to the Congress sometime during the 2018 second
semester.

7 Netoperating losses, other tax attributes and insolvency
proceedings

Are net operating losses, tax credits or other types of deferred
tax asset subject to any limitations after a change of control

of the target or in any other circumstances? If not, are

there techniques for preserving them? Are acquisitions or
reorganisations of bankrupt or insolvent companies subject to
any special rules or tax regimes?

In general there are no limitations on the use of net operating losses. In
order to prove the origin of these losses to the tax authorities, all legal
and commercial documentation supporting them must be kept.

However, if there has been a change in the ownership of the shares,
participation rights or rights to profits in the company incurring in those
losses, their use is subject to the following conditions: the company
must continue to carry on its main business activity and the company
must have sufficient capital assets or assets and resources to carry on its
businesses at the moment of change in property. The above-mentioned
limitations only apply when the change in the property rights or profit
rights exceeds 50 per cent.

As to other tax benefits and credits, there are no limitations insofar
as the entity using them is the company that generated them.

Finally, there are no special tax treatments provided in respect of
acquisition or reorganisation of insolvent companies.

8 Interestrelief

Does an acquisition company get interest relief for
borrowings to acquire the target? Are there restrictions on
deductibility where the lender is foreign, a related party, or
both? Can withholding taxes on interest payments be easily
avoided? Is debt pushdown easily achieved? In particular,
are there capitalisation rules that prevent the pushdown of
excessive debt?

Income Tax Law does not provide interest relief for borrowings to
acquire the target company. However, under general rules, deduction
of interest derived from borrowings is allowed insofar as the borrow-
ings are invested in the production of taxable income.

The deduction of interest paid in respect of a loan provided by a
non-resident related party may be disallowed or limited under the
transfer pricing rules provided in the Income Tax Law. These rules are
applicable when the transactions are executed with related parties and
they infringe the arm’s length principle.

In addition, under thin capitalisation rules interests paid to foreign
related parties may be subject to a withholding tax at a rate of 35 per
cent if the target company’s debts exceed the ratio 3:1 in respect of its
equity.

Withholding taxes on interest payments cannot be avoided, but
they may be significantly reduced down to 4 per centif aloanis granted
by a foreign financial institution, or to § per cent, 10 per cent or 15 per
cent if a double tax convention is applicable.

Debt pushdown is not allowed under Chilean law. If a debt is del-
egated to the target company, there would not be interest relief for the
target company. It won’t be considered as an expense related to the
production of taxable income.

12

business asset acquisitions? How are they documented? How
are any payments made following a claim under a warranty or
indemnity treated from a tax perspective? Are they subject to
withholding taxes or taxable in the hands of the recipient?

As in most commercial transactions, warranties and indemnities are
the main protections used. These are usually documented in the busi-
ness asset or in the stock purchase agreement.

Considering the nature of these protections, the payment usually
repairs the damage derived from the infringement of the contract’s
obligations. Thus, they do not generate tax effects.

Post-acquisition planning

10 Restructuring

What post-acquisition restructuring, if any, is typically
carried out and why?

In Chile, after the acquisition process it is quite common to amend the
bylaws of the company to the acquirer’s standards.

Sometimes the acquisition process is followed by an increase of the
company’s capital or the provision of a loan from the acquirer aimed at
funding its current activities or investing in new projects, which were
the reason to acquire the target company in the first place. Usually, new
contributions or loans are materialised in accordance with the ratio
established by the thin capitalisation rules.

Other restructuring operations may be the deletion or creation of
divisions of the company, which will usually imply the termination of
employees’ contracts and new hiring.

11 Spin-offs
Can tax neutral spin-offs of businesses be executed and,
if so, can the net operating losses of the spun-off business
be preserved? Is it possible to achieve a spin-off without
triggering transfer taxes?

Under the provisions of the Income Tax Law, spin-offs can be executed
in the form of company division or constitution of a subsidiary with-
out triggering transfer taxes insofar as the tax or financial value of the
assets and liabilities transferred to the new company are maintained.

However, spin-offs are not entirely tax neutral. As mentioned in
question 7, the use of losses, tax credits and other benefits is restricted
to the taxpayer that produced them. Therefore, they cannot be trans-
ferred to the new entity.

12 Migration of residence

Is it possible to migrate the residence of the acquisition
company or target company from your jurisdiction without
tax consequences?

Chilean Company Law does not authorise the migration of incorpo-
rated companies to abroad regardless of whether the foreign juris-
diction accepts the migration or not. From a Chilean perspective,
companies are considered as Chilean residents if they are incorporated
in Chile - ‘incorporation theory’.

Thus, the only option to move or allocate part or the entire busi-
ness activity of a company abroad is to incorporate a foreign subsidi-
ary or liquidate the company and transfer its assets abroad. In the first
scenario, the transfer of assets to the subsidiary may generate taxable
income.

In the second scenario, the dissolution and liquidation of the com-
pany may imply the application of income taxes in respect of the tax-
able income earned in the current fiscal year and also in respect of the
undistributed profits of the company.
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13 Interest and dividend payments

Are interest and dividend payments made out of your
jurisdiction subject to withholding taxes and, if so, at
what rates? Are there domestic exemptions from these
withholdings or are they treaty-dependent?

The Chilean tax system is an integrated system. Under the general
rules of the Income Tax Law, dividends and profit distributions paid
to non-residents are subject to withholding tax at a rate of 35 per cent.
The corporate income tax paid by the company making the distribution
may be credited to the withholding tax in full when a double tax con-
vention is applicable or up to 65 per cent in all other cases.

Double tax conventions signed by Chile do not reduce the with-
holding tax in respect of dividends insofar as the corporate income tax
may be fully used as credit.

As to the payment of interest, the withholding tax rate is 35 per
cent. If a double tax convention is applicable, this tax is reduced to the
rate established in the treaty, which is usually § per cent, 10 per cent or
1§ per cent.

However, if the payment is made to financial institutions, the
Income Tax Law reduces the rate of this tax to 4 per cent.

14 Tax-efficient extraction of profits

What other tax-efficient means are adopted for extracting
profits from your jurisdiction?

As in many jurisdictions, the most efficient manner to extract profits
from Chile is by way of using the benefits provided in double tax con-
ventions. With the exception of dividends, which are a type of income
in which Chile does not limit its taxation rights due to the integration
system, the application of reduced taxes in respect of interests and
royalties along with the possible non-application of taxes in respect
of business profits (article 7 of the OECD Model) constitute a major
advantage. The existence of a permanent establishment in Chile elimi-
nates these benefits.

In the absence of double tax conventions, the payment of interest
may be subject to a reduced rate of 4 per cent when the beneficiary of
the income is a foreign financial institution. In addition, depending on
the nature of the service, payment of fees may also be exempt from
income tax according to the Income Tax Law.

Disposals (from the seller’s perspective)

15 Disposals
How are disposals most commonly carried out - a disposal of

the business assets, the stock in the local company or stock in
the foreign holding company?

The most common form of disposal utilised in Chile has been the
disposal of stock in the local company. Before the modifications
introduced to the Income Tax Law by the 2014 tax reforms, these trans-
actions were subject to a special and more favourable tax treatment.

With the exception of disposal of companies whose shares are
traded in the Chilean stock market, under which the capital gain is tax
exempt, the special tax treatments for the disposal of all other type of
shares were significantly reduced. Therefore, as of 2017 the income
derived from most other transactions is subject to general tax rules.

Finally, another type of disposal is the indirect sale. This usually
occurs when the object of the sale is the non-resident holding or par-
ent company of the local company. Despite the fact that the transaction
may be between non-resident parties under contracts not subject to
Chilean Law, the application of income tax is not avoided. Article 10 of
the Income Tax Law provides that if the underlying asset (ie, the local
company) is situated in Chile, the income derived from the transaction
is sourced in Chile and therefore taxable under Income Tax Law.

16 Disposals of stock

Where the disposal is of stock in the local company by a non-
resident company, will gains on disposal be exempt from tax?
Are there special rules dealing with the disposal of stock in
real property, energy and natural resource companies?

According to the Income Tax Law, the disposal of stock in local com-
panies may be exempt from income tax insofar as certain conditions
are met. In general, the company’s shares must have been acquired and
sold on the Chilean stock market. In addition, a reduced non-resident
withholding tax may be applicable if the buyer is a Chilean resident and
a double tax convention is applicable.

There are no tax benefits for the disposal of stock in real property,
energy and natural resource companies other than the abovemen-
tioned treatment.

17 Avoiding and deferring tax

If a gain is taxable on the disposal either of the shares in the
local company or of the business assets by the local company,
are there any methods for deferring or avoiding the tax?

If the seller is an individual resident in Chile, under certain circum-
stances the Income Tax Law permits him or her to choose between
declaring the income on an accrued or perceived basis. If the price is
paid in instalments and the seller has chosen to declare the income on
a perceived basis, he or she will be able to defer the income tax.

If, on the other hand, the seller is a company or other entity (resi-
dent or non-resident), there is no method for deferring or avoiding tax.
Under general rules, the resident seller of either shares in the local
company or business assets obtains a taxable income from such trans-
action and must comply with all tax obligations no later than 30 April
of the year following the year in which the income was accrued or per-
ceived, whichever occurs earlier.

In transactions where the seller is not resident in Chile and the pur-
chaser is a resident in Chile, the Income Tax Law provides that the lat-
ter must withhold a 35 per cent tax over the price or over the capital gain
(if it is known). The withholding tax rate may be lower in cases where
a double tax convention is applicable. Regardless of the application of
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withholding tax, the seller is obliged to file a tax return according to
general rules.

Finally, in transactions where both the seller and the purchaser are
not resident in Chile the Income Tax Law provides that the obligation
to declare and pay income tax corresponds to the seller. This situation
does not include the indirect sale (the sale of a non-resident holding
company of a local company). In these cases, it is the purchaser who is
the party obliged to withhold the tax applicable to the transaction if the
seller is not resident in Chile.
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Acquisitions (from the buyer’s perspective)

1 Taxtreatment of different acquisitions

What are the differences in tax treatment between an
acquisition of stock in a company and the acquisition of
business assets and liabilities?

The relevant differences relate to VAT treatment. Before the enactment
of Law 1819/2016, the main difference was the possibility of effectively
amortising the assets, if the acquisition was made on an asset-by-asset
basis. New tax rules state that the amortisation of goodwill, either in
the acquisition of stock or assets will be part of the tax basis of the stock
or assets.

The transfer of shares is not subject to VAT. Conversely, assets
deals trigger VAT at a 19 per cent rate when the assets are disposed.
The transfer of fixed assets is not subject to VAT, including intangibles
formed or acquired by the taxpayer and that are not transferred in the
ordinary course of business. In an acquisition made through an asset
deal, each asset must be duly identified and transferred individually to
determine the applicable taxation. Even if the transaction is structured
as the transfer of a going concern, the tax analysis should be carried out
on an asset-by-asset basis.

In Colombia, the International Financial Reporting Standards
(IFRS) were adopted for local accounting purposes, thus some entities
(entities listed in the Colombian stock exchange, public entities and
among other taxpayers) should apply the IFRS Full and some others
(the SMEs) should apply the IFRS for SMEs.

Under IFRS both the shares and the business acquisitions through
a transaction providing control to the acquirer require the recognition
of goodwill (no matter if the acquirer applying the IFRS is a resident
entity or non-resident entity), which is not amortisable (as per IFRS
Full only). However, the goodwill arising from the acquisition of shares
is only recognised at the level of the acquirer’s consolidated financial
statements; in its separate financial statement the whole payment for
the shares acquisition should be recognised as cost of the shares, thus
a goodwill is not recognised. Said goodwill, assets acquired through a
business acquisition and the shares are subject to accounting for the
impairment of assets.

As for income tax purposes, the goodwill is not amortisable nor is
the impairment of assets acceptable; it is important for the taxpayer to
control and consider in its tax planning the related differences between
the tax and the accounting basis, to minimise or optimise effects of
double taxation that usually arise from said basis differences.

2 Step-upinbasis
In what circumstances does a purchaser get a step-up in basis
in the business assets of the target company? Can goodwill
and other intangibles be depreciated for tax purposes in the
event of the purchase of those assets, and the purchase of
stock in a company owning those assets?

The step-up in basis could be achieved in stock deals and asset deals.
The general rule is that tax basis corresponds to the assets acquisition
price, plus improvements, minus depreciations and amortisations. In
addition, in the case of fixed assets, the taxpayer is entitled to increase
the tax basis by inflation adjustments authorised by the government.
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Regarding real estate, there is an alternative tax basis. The
Colombian Tax Code includes the possibility of increasing the tax basis
of municipal real estate taxes and taking that tax basis for income tax
purposes, minus the accumulated depreciation applied as income tax
deduction. The rationale behind this step-up in basis rule is to increase
the municipalities’ tax collection and in consideration for it, taxpayers
could use a tax basis higher than the acquisition price of the real estate
as tax basis in the disposal of such assets.

The formal requirements that have to be met in order to correctly
apply the step-up rule implies at least two fiscal years. Thus, its imple-
mentation has to be opportunely planned. Real estate tax rates vary
depending on the municipality, but the rates range between 0.3 per
cent and 3 per cent.

For IFRS, the entity has the option to revaluate its property, plant
and equipment, intangible assets (with the exception of goodwill), and
investment property as long as their fair value can be measured reli-
ably. However, in assessing this option, the entity should control and
consider in its tax planning any difference between the tax and the
accounting basis in order to minimise or optimise the effects of double
taxation that usually arise from said basis differences.

3 Domicile of acquisition company

Is it preferable for an acquisition to be executed by
an acquisition company established in or out of your
jurisdiction?

There are no tax advantages of acquiring the target company through
another Colombian company. In fact, that kind of investment structure
could create cash trapping issues, because dividends could only be paid
after a fiscal year ends and the annual shareholders’ meetings are held.
The fiscal year in Colombia is the same as the calendar year and nor-
mally ordinary shareholders’ meetings are held in March.

It is ideal to invest through an entity that could benefit from the
application of a double taxation convention in force with Colombia.
Currently our treaty network includes Canada, Chile, Czech Republic,
India, Mexico, Portugal, South Korea, Spain and Switzerland.

Another incentive to invest through a foreign entity is that an indi-
rect transfer of shares is not a taxable event for foreign investors with-
out tax residence in Colombia. Therefore, double holding international
structures are commonly used to invest and acquire investments in
Colombia.

4 Company mergers and share exchanges

Are company mergers or share exchanges common forms of
acquisition?

Mergers and spin-offs are common acquisition tools. The reason is that
our current tax law provides that these forms of corporate reorganisa-
tion are tax neutral, meaning that mergers and spin-offs are not con-
sidered as transfer or alienation of stock under certain circumstances.

If formal and substantial requirements are met, taxation is deferred
until the disposal of the shares or assets subject to the merger or spin-
off. Tax neutrality applies to both income tax and VAT.

It is relevant to mention that after the neutral merger or spin-
off takes place, there is a two-year holding period requirement that
needs to be met. If it is not observed, the tax effects could be more
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burdensome than those that would be applicable if the transaction was
not considered neutral.

For IFRS purposes, it is important to highlight that when through a
business combination (arising from mergers or spin-offs) the control of
the acquired company is obtained, the acquirer should use the acquisi-
tion method to recognise said business combination. This means that
the assets and liabilities of the acquired entity should be measured at
their fair value for recognition purposes. As the tax assets and liabilities
are measured at cost in neutral mergers and spin-offs, the differences
between the tax and accounting basis should be controlled and consid-
ered in the acquirer’s tax planning in order to minimise or optimise the
effects of double taxation that usually arise from said basis differences.

5 Taxbenefits in issuing stock

Is there a tax benefit to the acquirer in issuing stock as
consideration rather than cash?

There is no benefit from the tax perspective.

6 Transaction taxes

Are documentary taxes payable on the acquisition of stock
or business assets and, if so, what are the rates and who is
accountable? Are any other transaction taxes payable?

The sale of shares in a corporation or simplified stock corporation is
not subject to transactional taxes. The transfer of quotas in a limited
liability company is subject to registration tax and notary fees of a 1 per
cent rate, approximately.

In the case of an asset-by-asset deal, VAT may be triggered as VAT
is triggered on the import and transfer of tangible movable goods and
the provision of services within Colombian territory. According to the
above, the sale of fixed assets and intangible property does not gener-
ate any VAT.

In the case of the transfer of a going concern, as it is not prop-
erly a movable good, in principle, its transfer should not trigger VAT.
Nevertheless, the tax administration doctrine has understood that the
sale of a going concern does actually trigger VAT, given that it implies
the transfer of property of movable goods. Therefore, even if a going
concern is being transferred, the sale would have to be made on an
item-by-item basis as it occurs with income tax.

7 Netoperating losses, other tax attributes and insolvency
proceedings

Are net operating losses, tax credits or other types of deferred
tax asset subject to any limitations after a change of control

of the target or in any other circumstances? If not, are

there techniques for preserving them? Are acquisitions or
reorganisations of bankrupt or insolvent companies subject to
any special rules or tax regimes?

Net operating losses (NOLs) generated until fiscal year 2016 can be car-
ried forward without amount or time limitation. However, if the com-
pany is merged or spun-off, the NOLs can only be offset if the absorbing
or resulting company has the same economic activity as the one that
generated the NOLs. Additionally, in these cases NOLs can only be off-
set in the proportion of the equity that the company represents in the
absorbing or resulting company. NOLs generated as of fiscal year 2017
can be carried forward with a 12-year limitation.

Regarding the bankruptcy regime, there are two special rules. In
Colombia, income tax basis is determined as the higher between two
methods: the ordinary income method and the presumptive income
method. The first one is the result of determining the net income
(income less costs and expenses); the second is calculated as 3.5 per
cent of the taxpayer’s equity of the prior fiscal year.

Taxpayers that benefit from the bankruptcy regime are not subject
to income tax under the presumptive income method for three years.
In addition, taxpayers under such regime can claim on a quarterly basis
the refund of income tax withholdings.
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8 Interestrelief

Does an acquisition company get interest relief for
borrowings to acquire the target? Are there restrictions on
deductibility where the lender is foreign, a related party, or
both? Can withholding taxes on interest payments be easily
avoided? Is debt pushdown easily achieved? In particular,
are there capitalisation rules that prevent the pushdown of
excessive debt?

The current tax authorities’ position is that interests on debt loans for
the acquisition of shares are deductible. This deduction is applicable if
the interest payment is made by a Colombian entity. When the lender is
a foreign entity, the payment or accrual of the interests should be sub-
ject to income tax withholding and comply with Colombian exchange
rules as a deductibility requirement. In addition, if the lender is a
related party, transfer pricing rules should be observed.

The income tax withholding rate will depend on the loan term.
Interest payments on loans granted for more than one year are subject
to income tax withholding at a 14 per cent rate upon gross payment.
Interest payments on loans granted for less than a year are subject to
income tax withholding at a 33 per cent rate upon gross payment.

Taxpayers are only able to deduct interest generated by credit
loans (debt) whose total average amount during the taxable period is
not greater than three times the taxpayer’s net worth as determined on
31 December of the previous fiscal year.

Based on these rules, interest paid on loans that exceed a 3:1 debt-
to-equity ratio when compared with the equity of the taxpayer as of the
last day of the previous tax year shall not be deductible. Only interest-
bearing loans shall be taken into account for the calculation.

These rules apply even if the lenders are financial institutions and it
isirrelevant if the lenders are related parties or not. Apart from the thin
capitalisation rules, in order to be deductible interest payments have
to be necessary, proportional and have a cause-effect relation with the
income producing activity. Moreover, if the loans are granted by a non-
resident related party, the loans would be subject to the Colombian
transfer pricing regime.

Acquisition debt may be subject to a pushdown into the Colombian
entity or another entity as a result of reorganisation in Colombia with
no restriction.

9 Protections for acquisitions

What forms of protection are generally sought for stock and
business asset acquisitions? How are they documented? How
are any payments made following a claim under a warranty or
indemnity treated from a tax perspective? Are they subject to
withholding taxes or taxable in the hands of the recipient?

Forms of protection of investments are very wide: warranties, indemni-
ties and tax covenants are usually included in stock sale and purchase
agreements, memoranda of understanding or letters of intention. If
claims relate to indemnifications, they are not taxed in the portion of
the indemnification corresponding to damages not to be considered as
loss of profits. Loss of profits is taxed as ordinary income.

Another possibility is to gross up the transaction’s price, but
depending on how the adjustment is structured, it could be considered
as taxable income for the claimer.

Post-acquisition planning

10 Restructuring

What post-acquisition restructuring, if any, is typically
carried out and why?

From the tax perspective, restructuring should be conducted and
planned before executing the acquisition.
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11 Spin-offs
Can tax neutral spin-offs of businesses be executed and,
if so, can the net operating losses of the spun-off business
be preserved? Is it possible to achieve a spin-off without
triggering transfer taxes?

As mentioned above, spin-offs are tax neutral if certain requirements
are met. The NOLs can be offset to the extent the absorbing or resulting
entity has the same economic activity of the entity that generated the
NOLs. NOLs can only be offset in the portion of equity that the spin-off
entity represents in the absorbing or resulting entity.

12 Migration of residence

Is it possible to migrate the residence of the acquisition
company or target company from your jurisdiction without
tax consequences?

This procedure is not possible in Colombia.

13 Interest and dividend payments

Are interest and dividend payments made out of your
jurisdiction subject to withholding taxes and, if so, at
what rates? Are there domestic exemptions from these
withholdings or are they treaty-dependent?

Interests are subject to a 15 per cent income tax withholding. A reduced
5 per cent rate is applicable to certain infrastructure projects. These
income tax withholdings may be reduced with the application of dou-
ble taxation conventions. Until 31 December 2016, dividends were not
subject to income tax, as long as they were paid out of taxed profits; if
the dividends were not taxed at the corporate level the applicable rate
was 33 per cent. As of the year 2017, dividend distributions paid out
from taxed profits are subject to a § per cent withholding tax. Dividends
paid out from untaxed profits are subject to a 35 per cent withholding
tax; in this case, an additional § per cent income tax withholding would
apply on the dividend, net from the 35 per cent income tax withholding.

14 Tax-efficient extraction of profits

What other tax-efficient means are adopted for extracting
profits from your jurisdiction?

Some tax-efficient measures include income from services or intangi-
bles. A 15 per cent income withholding tax rates are applicable in the
provision of technical services, technical assistance and consulting
services and on royalties. In the context of a double taxation, conven-
tion may allow the application of a 10 per cent reduced rate. In any tax
strategy to extract profit it is important to observe Colombian anti-
avoidance rules. According to the current regime, any transaction,
action or legal structure may be declared abusive under article 869 of
the Colombian Tax Code (CTC), disregarding the tax effects applied
by the taxpayer and recharacterising the transaction for tax purposes.

In this case, it is possible that the income obtained by the enti-
ties that are part of the corporate structure is considered as income
obtained directly by the ultimate beneficiaries of the same, as the Tax
Office may lift the corporate veil of the entities that are part of said cor-
porate structure or the transactions carried out.

Therefore, abuse implies the use or implementation of any type
of artificial legal action or proceeding, without an economic or com-
mercial purpose, in order to alter, disfigure or artificially modify the tax
effects that would otherwise be generated for one or more taxpayers
or their related parties, shareholders or beneficiaries with the sole pur-
pose of obtaining a tax benefit (such as tax eliminations, reductions,
deferrals, exemptions, etc). As per article 869 of the CTC, there would
be an artificial legal action or a lack of economic or commercial pur-
pose in a transaction if it is evident, among other circumstances, that:
it is not reasonable from an economic perspective; it entails a high tax
benefit; or it involves an apparent valid legal act or business.

Additionally, if a transaction is considered to be abusive, the person
who made, participated in or facilitated actions of fraud or abuse will
be jointly and severally liable before the Colombian tax office (DIAN)
for the obligations derived of said acts or structures and for damages
caused. The declaration of invalidity of actions of fraud or abuse, and
the action for compensation for damages arising from the respective
acts will be analysed by DIAN through an audit procedure.

With regard to the application of the anti-avoidance rule, it is
important to mention that this provision introduces a penalty regime
whenever a situation of abuse occurs. As the Colombian legality prin-
ciple requires that an applicable penalty must exist at the date of occur-
rence of the situation that may generate the penalty, the anti-avoidance
rule can only apply to new facts or strategies implemented or modified
after the enforceability of this provision.

Disposals (from the seller’s perspective)

15 Disposals
How are disposals most commonly carried out - a disposal of

the business assets, the stock in the local company or stock in
the foreign holding company?

All of these are usually implemented. If there is an international struc-
ture the disposal can be implemented as indirect transfers of owner-
ship due to the fact that these operations are not taxable in Colombia.
Stock and asset deals are usually implemented too. Capital gains tax
rate is 10 per cent if the asset or stock has been held for two years or
more and the taxable base is the difference between the selling price
and the tax basis. If the two-year holding period is not observed, the
ordinary income rate would be applicable. Therefore, the applicable
rate is 34 per cent for fiscal year 2017, 33 as of fiscal year 2018.
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16 Disposals of stock

Where the disposal is of stock in the local company by a non-
resident company, will gains on disposal be exempt from tax?
Are there special rules dealing with the disposal of stock in
real property, energy and natural resource companies?

The disposal of stock by a non-resident company is taxed as capital
gains at a 10 per cent rate. Taxable base is the difference between the
selling price and the tax basis of the shares. This rate is applicable to
the extent the shares were held for a period equal to or higher than two
years. If they were not, the transaction is taxed as ordinary income.
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Avoiding and deferring tax

If a gain is taxable on the disposal either of the shares in the
local company or of the business assets by the local company,
are there any methods for deferring or avoiding the tax?
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Acquisitions (from the buyer’s perspective)

1 Taxtreatment of different acquisitions

What are the differences in tax treatment between an
acquisition of stock in a company and the acquisition of
business assets and liabilities?

Acquisition of assets

The buyer can purchase the assets and liabilities of the target in Curagao.
In such a case, the buying company may value the assets and liabilities,
including goodwill, at fair market value. When real estate is purchased
with the asset transaction, 4 per cent real estate transfer tax is due. No
sales tax is due on the acquisition of assets provided it concerns the
acquisition of a business or independent part of a business.

Acquisition of shares

The participation exemption rules are important tools in Curagcao M&A
practice. As explained in question 3, the proceeds, upon acquisition
of shares from another Curagao company, may be tax exempt at the
seller’s side provided certain conditions are met.

In the case of acquisition of shares of another Curagao company,
the use of a Curagao acquisition vehicle is recommended as fiscal unity
can be formed upon acquisition of 99 per cent of the shares in the
Curagao target. As a result of the fiscal unity, the parent company can
set off its interest expenses of acquisition loans provided certain condi-
tions are met.

The acquired subsidiary continues with the book value of its assets.

The acquisition of real estate companies is, contrary to the
Netherlands law, not subject to real estate transfer tax. The acquisition
of shares is not subject to sales tax in Curagao.

The shares purchased are booked against the purchase price. No tax
deductible amortisation of goodwill is possible when the participation
exemption rules apply with the acquiring company.

Domestic acquisitions

The acquisition of a domestic target is preferably executed through a
local holding company in order to form a fiscal unity. If the acquisition is
financed, the interest can be set off against the operational results of the
target, though anti-abuse measures exist.

Domestic acquisitions of companies in certain industries can be
executed by using the treaties to promote economic activities between
Curagao and Denmark, Sweden and Finland, granting certain tax
advantages in those countries, among others exemption of dividends
distributed to these countries. It is not quite clear whether it concerns a
direct investment of a company resident in those countries or whether
it would also apply to foreign companies investing in Curagao through
intermediary holdings in those countries.

Foreign acquisitions

It may be beneficial to use a Curagao holding in order to acquire a for-

eign target for the following reasons:

- asset protection possibilities - Curagao, as a country within the
kingdom of the Netherlands, is party to more than 9o bilateral
investments treaties;

- through its participation exemption rules, dividends received and
capital gains realised with the alienation of shares are exempt pro-
vided that certain conditions are met;
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Curagao levies no withholding taxes;

advantageous possibilities to create group finance companies and
IP structures;

access to the Dutch treaty network by using a Dutch intermediary
holding. Under the new Tax Arrangement of the Kingdom, the Tax
Arrangement Netherlands Curagao, which has come into force as
of 1 January 2016, no dividend withholding tax is due provided the
limitations of benefit clauses are not applicable or an appeal can be
made on the safety net provision;

access to the Spanish treaty network by using a Spanish holding
qualifying for the Spanish ETVE (for holding companies) regime.
Spain does not levy Spanish dividend withholding tax on dividend
distributions to Curagao; and

access to the Norwegian treaty network by using the Curagao-
Norwegian tax treaty.

US companies should be able to use the Curagao fiscal unity rules (and
create BV1-BV2 structures) for their foreign acquisitions, though it
depends on the country where the target is located.

2 Step-upinbasis
In what circumstances does a purchaser get a step-up in basis
in the business assets of the target company? Can goodwill and
other intangibles be depreciated for tax purposes in the event
of the purchase of those assets, and the purchase of stockin a
company owning those assets?

As mentioned, in asset transactions the buyer is allowed to account for
the assets and liabilities at fair market value, which creates a higher
amortisation base. Goodwill can be amortised, generally in five years,
other assets in three to five or 10 years. As of 1 January 2016, the acceler-
ated amortisation is no longer allowed. As per the same date the depre-
ciation rules for real estate have been amended. Broadly speaking, no
depreciation of real estate is allowed for real estate investments if the
real estate value is lower than the real estate value for real estate taxes.

An investment deduction for tangible assets is available provided
certain conditions are met. The investment deduction is 10 per cent of
the acquisition value of the tangible assets. For real estate the invest-
ment deduction is 15 per cent. Disinvestments within six years, respec-
tively 15 years (real estate) as of the year of investment, result in an
addition of 10 or 15 per cent of the disinvestment amount.

3 Domicile of acquisition company

Is it preferable for an acquisition to be executed by an
acquisition company established in or out of your jurisdiction?

Several tax advantages could be realised in the case of an acquisition of
a business in Curagao by an acquisition company in Curagao.

Under the national ordinance tax benefits investments, tax advan-
tages such as a reduction of the profit tax to 2 per cent, exemption for
real estate taxes and custom duties can be granted provided that certain
conditions are met. Investments in certain branches, such as tourism,
project development, healthcare, and industries such as R&D, high
tech, and the agriculture industry are stimulated by these provisions.
Existing companies acquired may also benefit from these rules provided
that certain minimum investments are made.
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In addition, the Curagao participation exemption rules may apply.
This may be of particular importance in the case of the acquisition of
shares in a domestic or foreign target. Under the participation exemp-
tion rules, dividends received and capital gains realised with the aliena-
tion of shares are exempt from taxes provided the following conditions
are met: the Curagao parent company holds at least an interest of § per
cent or more in the nominal paid in capital in the subsidiary, or § per cent
of the certificates of participation in a mutual fund; or the Curagao par-
ent company is a member of a Cooperative Association.

The participation exemption includes a corresponding holding of
profit-sharing certificates.

Note that not only the dividends and capital gains are exempt, but
that also expenses, including foreign exchange results, directly or indi-
rectly related with the participation are not deductible, unless these
expenses are indirectly instrumental in making profits in Curagao. This
means that only certain expenses in connection with a domestic partici-
pation are deductible.

Interests less than § per cent

The Curagao parent company that holds less than § per cent of the nomi-
nal paid in capital but has paid at least US$500,000 for its participation
also qualifies for the Curagao participation exemption.

No quantitative demands for interests in cooperatives

Note that, contrary to the holding of shares in another company, no
quantitative demands are applicable in case of a membership in a coop-
erative. The membership alone is sufficient.

Anti-abuse measure passive subsidiaries

Under the anti-abuse measure, a 10th part of the dividend income
received from subsidiaries that qualify for the participation exemption
is taken into account if the following cumulative conditions are met: the
gross income of the subsidiary, derived from investments comprises
more than 50 per cent of dividends, royalties or interest received out-
side the framework of an enterprise it operates, has acquired or has
alienated; and the subsidiary is not subject to a nominal tax rate of
10 per cent. These demands are hereafter referred to as the activity test
and subject to tax test.

Note that capital gains are always fully tax exempt provided that the
conditions of the participation exemption rules are met.

The activity and subject to tax tests may be determined on the
consolidated gross income on the consolidated profit of the subsidiary.
Participations held by the subsidiary that are not consolidated in the
statutory financial statements may be considered as if they were tax
transparent in determining whether the activity and subject to tax tests
are met. On request, the activity and subject to tax tests may be deter-
mined on the basis of the average taxable profit of the last two years.

Tax-free repatriation profits in case anti-abuse rules apply

The profit tax ordinance contains a definition of dividends. As a result
it will be possible to obtain income free from taxes from a participation
that does not qualify for the full Curagao participation exemption by way
of repayment of capital, (partial) liquidation and repurchase of shares.

Real estate companies

The activity test and subject to tax test are not applicable on dividend
income of a participation of which the assets consist, directly or indi-
rectly, of 90 per cent of more of real estate.

Other anti-abuse rules

The participation exemption rules contain anti-abuse rules when receiv-
ables held by the Curagao parent company have been amortised by the
parent company and are converted into capital, or when they have been
sold or transferred to a non-resident.

Earn-out arrangement and participation exemption rules
In the M&A practice it is not uncommon that (a part of) the purchase
price for shares in the acquired company is paid under an earn-out
arrangement. Under an earn-out arrangement, the sellers are paid an
additional sum thatis based on future earnings of the acquired company.
According to the decision of the Dutch Supreme Court of 30 June
1999, BNB 1999/139 additional payments under an earn-out arrange-
ment do not qualify for the participation exemption. According to the
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Supreme Court decision, both the buyer and the seller have to make
an estimate of the expected obligation respectively receivable of the
future payments to be made or received under the earn-out arrange-
ment. The buyer would like to value the obligation as low as possible,
as additional payments are deductible, whereas the seller would like to
value his or her receivables as high as possible as payments received
exceeding the receivables are taxable. In addition, Curagao does not
levy any withholding tax on dividends, interest and royalties.

4 Company mergers and share exchanges

Are company mergers or share exchanges common forms of
acquisition?

Enterprise mergers (shares in exchange for assets)

The Curagao profit tax ordinance contains enterprise merger rules
under which the acquisition of assets that form a business or independ-
ent business in exchange of shares in the company that acquires the
assets and liabilities are facilitated.

The enterprise merger rules are especially interesting for the trans-
fer of family-owned businesses where the business is transferred from
one generation to another.

The enterprise merger can also be used to merge the assets of two
businesses and create holding companies of the original entities.

Characteristic of the enterprise merger is that the assets and liabili-
ties, which have to form a business or part of an independent part of a
business, are transferred to a new entity in exchange for shares in the
new entity. The contributing entity becomes a holding company, pro-
vided certain conditions are met. No taxes are levied at the time of the
merger. The tax claim is preserved as the new entity continues the book
value of assets received. Therefore, the new company that acquires the
assets and liabilities cannot account for goodwill or revalue assets.

The tax not levied at the time of the merger will be levied when the
shares issued are sold within three years after the enterprise merger.

A special form of the enterprise merger is where the assets and
liabilities that form a business or independent part of a business are
transferred in exchange for cumulative preference shares. As a result, it
is possible to transfer all business assets to a new company in exchange
for cumulative preference shares placed with the company of the con-
tributor of the assets. Nominal shares are, for example, placed with a
company incorporated by a third party, the acquiring party. After three
years, the cumulative preference shares can be repurchased as a result
of which the company is fully owned by the company of the third party.
The proceeds of the repurchase of the cumulative preference shares are
not taxable under the participation exemption rules.

The enterprise merger can take place without prior approval of the
tax authorities if the following conditions are met:

+ the enterprise merger must contain the transition of a business or
assets that are considered an independent business;

the transition of assets must take place in the context of a merger;
+ the acquiring party may not have losses that can be carried forward;

the tax claim on the assets must be secured (realised by continuing

with the book value);
- the transition of assets must take place against exchange of shares
in the acquiring company;

the shares acquired with the merger may not be sold within three

years; and

for the purpose of determining the profit, both companies must

use the same system of profit determining. This implicates that the

merger is not possible in case one of the companies is subject to, for
example, a special regime.

‘Standard conditions’ have been published under which the enterprise
merger can take place if one of the seven conditions mentioned above
are not met. In such a case, a request must be filed with the tax authori-
ties and the enterprise merger can only take place after the approval of
the tax authorities.

Share exchange (shares for shares)
In a share merger a company is taken over by an acquisition of its shares
in exchange for shares in the acquiring company.

The tax facility rules regarding share exchange, merger, demerger
and conversion rules were introduced on 1 January 2017. With respect
to the share merger, these tax facility rules have replaced the old share
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exchange directive based upon which a tax facilitated share exchange
was already possible.

Under the provisions for the share exchange, the profit realised
with the exchange of shares does not have to be taken into account,
unless the acquirer also pays a cash remuneration. Under the provi-
sions for share exchange, share exchanges in the following situations
are facilitated when:

a Curagao company acquires, in exchange for its own shares, suf-

ficient shares in another Curagao company that it has more than 5o

per cent of the voting rights in the company acquired;

a Curagao company acquires, in exchange for its own shares, such a

number of shares in a foreign company that it has all, or almost all

(ie, 90 per cent or more) of the voting rights of the foreign company

acquired; or

if a Curagao company already possesses shares in a Curagao com-

pany that represents more than 50 per cent of the voting rights or

such a number of shares in a foreign company that represents more
than 9o per cent of the voting rights and scope of the voting rights
are extended by the share merger.

An advantage of the share exchange is that there is hardly a need for
cash. The rules only allow limited cash payments (10 per cent) in case
of a share exchange.

The provision also contains a general anti-abuse provision. The
share exchange provision is not applicable when the share exchange is
aimed at avoiding taxes or postponing taxes. Such will be the case if the
share exchange is not based on business motives such as reorganisa-
tion, restructuring or rationalisation of the businesses of the companies
involved.

A share exchange can be of use in the case of the reverse takeover,
where public listing is sought.

There are some companies that are still listed but hardly have any
activities. Such companies are sometimes used to acquire shares in the
company that seeks a listing in exchange for shares in the already listed
company.

The rules also provide for bypassing the tax claim in the case
of individual shareholders who are considered substantial interest
holders.

The share exchange rules are especially useful to the shareholders
with a substantial interest in the company that is going to exchange its
shares for shares in the acquiring company. Under the share exchange
rules, the substantial interest is not levied but the tax claim is passed
on to the shares received. The tax claim is preserved by passing on the
original cost-price of the shares to the shares obtained in the acquiring
company.

Briefly, an individual is considered to have a substantial interest
when he or she, whether or not together with a spouse, possesses § per
cent or more of the shares. Under the substantial interest rules, indi-
viduals are taxed for their dividends as well as capital gains. Foreign
individuals are generally not taxed under the substantial interest
rules, unless they receive income from their substantial interest within
10 years after being a resident of Curagao.

The share exchange rules are also advantageous for creating joint
ventures.

Legal merger and demerger
As of 1 March 2004, the Curagao Civil Code (CCC) contains merger,
demerger and conversion rules, but the tax rules that facilitate merg-
ers, demergers and conversions have only been implemented since
1]January 201y.
A tax neutral merger (and demerger) is possible provided the fol-
lowing four conditions are met:
+  both the acquiring and disappearing company may not have any
losses that are eligible for carry forward;
both companies have the same system for profit determination;
the tax claim on the assets must be secured (realised by continuing
with the book value); and
the merger must be based on sound business reasons (see share
exchange above).

In case the four conditions mentioned above are not met, a facilitated

merger or demerger can take place on request. Standard conditions are
published with demands that must be met.
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In both the share exchange and legal merger, the companies con-
tinue with the original cost-price of the assets and, contrary to an asset
transaction, no tax is levied upon acquiring assets through a merger.

The merger rules of the CCC allow an inbound cross-border
merger in which a foreign legal entity is the disappearing entity (pro-
vided that foreign law allows such merger) and an outbound cross-
border merger were the Curagao legal entity is the disappearing entity,
though the tax facility rules only facilitate a domestic merger as the
standard conditions only apply for mergers when both companies are
located in Curagao.

As with the share exchange, the merger rules also contain a facil-
ity in case the shareholders are individuals with a substantial interest.

5 Taxbenefits in issuing stock

Is there a tax benefit to the acquirer in issuing stock as
consideration rather than cash?

With a consideration paid in cash, the acquirer may wish to consider
whether he or she can offset interest payments against operational
profits, especially when the purchase price for the stock is borrowed.
This can be realised through a fiscal unity between a Curagao acqui-
sition company and a Curagao target. Alternatively, it could also be
realised between a Curagao acquisition company and Curagao target in
which the target applies for the tax transparent status. An existing com-
pany, provided certain conditions are met, can apply for a tax transpar-
ent status before the end of the book year or within three months after
the start of the new book year. In both cases the tax transparent status
commences as per the new book year. In both cases the interest pay-
ments of the acquiring company can be set off against the operational
profits of the target, either through consolidation (fiscal unity) or, in the
case of transparency, because the results are accounted for at the level
of the parent company.

Curacgao does not levy any capital taxes and therefore it does not
make a difference whether an acquisition is cash or shares. A point of
attention may be the foreign exchange licence fee of 1 per cent levied
by the Central Bank of Curagao and St Marten when the acquiring
company is not in possession of a dispensation of the foreign exchange
licence.

6 Transactiontaxes

Are documentary taxes payable on the acquisition of stock
or business assets and, if so, what are the rates and who is
accountable? Are any other transaction taxes payable?

No stamp taxes are due upon the acquisition of shares. The same goes
for the asset transaction.

Curagao does not levy any capital duties upon issuing of new shares
or when shares are paid in.

No sales tax (VAT) is due upon the transfer of shares or the transfer
of assets and liabilities that constitute a business or independent part
of a business.

Real estate transfer tax is due when real estate is acquired under
an asset transaction. As of 1 January 2017, exemptions for real estate
transfer tax apply in case of mergers and demergers.

Stamp tax amounting to not more than US$5.60 per page of docu-
ment and registration tax of US$ 2.80 per document are payable in the
case of registration in Curagao of documents or if such documents are
brought into the courts of Curagao and court fees will be due in the case
of litigation in the courts of Curagao.

7 Netoperatinglosses, other tax attributes and insolvency
proceedings

Are net operating losses, tax credits or other types of deferred
tax asset subject to any limitations after a change of control

of the target or in any other circumstances? If not, are

there techniques for preserving them? Are acquisitions or
reorganisations of bankrupt or insolvent companies subject to
any special rules or tax regimes?

Losses of a company can be carried forward for a period of 10 years.

In case of an asset transaction, the losses stay behind with the sell-
ing company, which can use them to set off the capital gain realised
with the sale of the assets.
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by the thin cap rules. The thin cap rule is only applicable if moneys are
Update and trends borrowed from group companies.

To comply with the BEPS Rule 5, the profit tax ordinance has been
amended as per 1 July 2018. The regime for the economic zone
has been reformed and can only be used for physical trading,
warehousing and certain services such as repair and maintenance
services on assets that are brought into the economic zone or assets
that are located abroad.

A new territorial foreign profit regime has been introduced
for delivery of goods and performing services to non-resident
customers, which exempts the profit realised provided certain
conditions are met.

As of 1]July 2018, substance rules have been included in the
profit tax ordinance.

Loss compensation can be continued in the case of a transfer of
shares provided that the activities of the company acquired have not
ceased or nearly ceased, in which case the losses cannot be compen-
sated with new activities developed by the new shareholders. However,
this anti-abuse rule is not applicable in cases when these profits are put
mainly at the disposal of individuals who were also shareholders at the
time when the activities ceased. The words ‘mainly at the disposal’
mean that at least 70 per cent of the shareholders must also be share-
holders in the new situation.

Disinvestment premiums may be due by the seller in cases when
the seller has claimed an investment deduction and the sale of the
assets takes place within five years following the year of claiming the
investment deduction. With real estate, the disinvestment period is
1§ years.

8 Interestrelief

Does an acquisition company get interest relief for
borrowings to acquire the target? Are there restrictions on
deductibility where the lender is foreign, a related party, or
both? Can withholding taxes on interest payments be easily
avoided? Is debt pushdown easily achieved? In particular,
are there capitalisation rules that prevent the pushdown of
excessive debt?

Interest is generally deductible. However, the Curagao profit tax ordi-
nance contains several anti-abuse measures including that interest and
other remunerations paid for the use of assets to other group compa-
nies are not deductible if the remuneration is not at arm’s length. Also,
interest, including foreign exchange results, paid to a tax exempt group
company, whether domestic or foreign, is not deductible if the average
debt in a book year exceeds one-third of the equity of the borrower.

Furthermore, the Curagao profit tax ordinance contains measures
that prevent base erosion. Under these measures, no interest paid to
group companies is deductible if the debt is related to: (i) profit dis-
tributions and repayment of capital; (ii) the acquisition of shares, cer-
tificates of participation or membership rights in companies belonging
to the same group and established in one of the other countries under
the domain of the Netherlands or in a country with which Curagao
has entered into a tax treaty except and insofar as a change is made
in the ultimate interest and control of that company; or (iii) a capital
contribution by the taxpayer in the company to which the contribution
is indebted.

However, the anti-abuse measures under (i) to (iii) above are not
applicable when the loan is based on business reasons or the interest
received by the lender is taxed at a rate that is considered to be reason-
able for Curagao tax purposes (10 per cent).

Debts that fall within the reach of (i) through (iii) above are not
taken into account in cases when the interest is already not deductible
as a result of the fact that it is paid to a foreign or domestic tax-exempt
group company and the average loan during the book year exceeds
one-third of the equity of the debtor.

Furthermore, thin cap rules 1:3 apply on payments made to related
group companies that are not subject to tax (ie, interest is not deducti-
ble in as far as the debt exceeds three times the equity of the debtor). To
determine whether interest is deductible or not, the base erosion rules
I through III must be applied first. If the interest is deductible accord-
ing to the rules I through III, then the deductibility might be prevented
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As mentioned above, using a domestic company to take over the
shares in another domestic company can be advantageous, as under
the fiscal unity rules the interest can be set off against the operational
results of the acquired company. The above-mentioned anti-abuse rules
also apply in case of a fiscal unity.

The main rule within the fiscal unity is that interest paid on inter-
company loans entered into for the acquisition of shares in the subsidi-
ary is only deductible if the interest amount does not exceed the profit
of the parent that it would have realised without a fiscal unity or interest
deduction.

However, loans related to the acquisition of shares stay deductible
within the fiscal unity: in as far as the group company that has granted
the loan to acquire the shares has taken up a loan with non-related par-
ties (banks etc); or if the parent company in the fiscal unity can prove
that the ultimate interest in the subsidiary has been changed; or if the
parent company in the fiscal unity can prove that the reasons for the loan
agreement are not tax evasion.

As the rebuttal rules mentioned above are also applicable, the inter-
est paid to group companies is also deductible in cases when the interest
received by the lender is taxed at a rate that is considered reasonable for
Curagao tax purposes.

9 Protections for acquisitions

What forms of protection are generally sought for stock and
business asset acquisitions? How are they documented? How
are any payments made following a claim under a warranty or
indemnity treated from a tax perspective? Are they subject to
withholding taxes or taxable in the hands of the recipient?

When shares are purchased, the seller and buyer often agree upon a
full indemnity by the buyer for tax costs relating to the pre-acquisition
period and that are not included in the acquisition balance sheet.

If the acquired company formed part of a fiscal unity with the seller,
special warranties are usually agreed upon with respect to the period of
the fiscal unity and transactions that might have taken place within the
fiscal unity.

Furthermore, the seller and buyer may have determined certain tax
indemnities in the due diligence and which are described in a separate
schedule.

Provided that the participation exemption rules apply, payment
under an indemnification should be tax neutral for both the seller and
acquiring company.

In case of an asset transaction, the tax indemnities are limited as
the tax liabilities are usually left behind with the selling company.

Post-acquisition planning

10 Restructuring

What post-acquisition restructuring, if any, is typically carried
out and why?

Fiscal unity

As mentioned, entering into a fiscal unity is the most important post-
fiscal unity tool. Note that the fiscal unity can only be implemented
when the acquiring company possesses all shares at the beginning of the
book year. As per 1 July 2018, it is possible to form a fiscal unity during
the book year. Provided certain conditions are met, a subsequent fiscal
unity can granted. It is important that on the first day of the new book
year the shares of the subsidiary are transferred. It is also possible to cre-
ate a subsequent fiscal unity with a newly incorporated parent company.

It is important with a subsequent fiscal unity with a newly incor-
porated parent that the purchase price of the subsidiary is irrevocably
agreed upon and it is agreed upon that the shares in the subsidiary are
held for the account and risk of the buyer. The shares must be trans-
ferred on the first working day after the day of incorporation of the
acquiring company.

In situations where a Curagao company is acquired by a non-
resident company and the acquisition is financed with debt, setting up a
new Curagao parent can be considered, combined with debt acquisition
by the new holding and forming a fiscal unity in order to set off interest
payments with operational profits of the target.
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Alternatively, the target may apply for a tax transparent status that
may enter into force on the first day of the new book year.

Spin-offs of businesses that are not of interest to the buyer are also
possible.

11 Spin-offs
Can tax neutral spin-offs of businesses be executed and,
if so, can the net operating losses of the spun-off business
be preserved? Is it possible to achieve a spin-off without
triggering transfer taxes?

The tax rules that facilitate a tax neutral demerger have been intro-
duced as of 1 January 2017. A tax-neutral demerger is possible provided
the following four conditions are met:
both the acquiring and disappearing company may not have any
losses that are eligible for carry forward;
both companies have the same system for profit determination;
the tax claim on the assets must be secured (realised by continuing
with the book value); and
the merger must be based on sound business reasons (see share
exchange before).

If the four conditions are not met, a facilitated merger or demerger can
take place on request. Standard conditions are published with demands
that must be met.

As in the enterprise merger, the shares acquired after a demerger
cannot be sold for a period of three years. However, as in the enterprise
merger, it is possible to request a relief for the prohibition to sell the
shares.

In both the demerger and merger, the companies continue with the
original cost-price of the assets and, contrary to an asset transaction, no
tax is levied upon acquiring assets through a merger.

The merger rules of the CCC allow an inbound cross-border merger
in which a foreign legal entity is the disappearing entity (provided that
foreign law allows such merger) and an outbound cross-border merger
when the Curagao legal entity is the disappearing entity.

As in the share exchange, the merger rules also contain a facility in
cases when the shareholders are individuals with a substantial interest.

12 Migration of residence

Is it possible to migrate the residence of the acquisition
company or target company from your jurisdiction without tax
consequences?

Under the CCC it is possible to re-domicile a Curagao company and
continue its existence under foreign law provided that under foreign law
such conversion is not considered a liquidation but a continuation under
that country’s law. Foreign law must allow such conversion.

It is also possible to convert a foreign company and continue its
existence under Curagao law.

If the articles of association of the Curagao company incorporated
before 1 March 2004 has a reference to the national ordinance on

statutory seat transfer to third countries (NOTS), than such transfer may
be executed under this old ordinance. The NOTS was abolished upon
the introduction of the new conversion rules in the CCC, but reinstated
only for those old offshore companies that have an explicit reference to
the NOTS in their articles of association.

The aforementioned ordinance contains a specific clause that the
conversion is tax-neutral and may still be applied in cases when the arti-
cles of association contain a reference to the NOTS.

The tax facility rules for conversion, merger and demerger contain
rules for a conversion for shareholders and the company. Tax claims can
be bypassed.

With a continuation under foreign law, the Curagao company will
cease to be a tax resident of Curagao and Curagao taxes are due on ben-
efits not yet taken into account.

13 Interest and dividend payments

Are interest and dividend payments made out of your
jurisdiction subject to withholding taxes and, if so, at what
rates? Are there domestic exemptions from these withholdings
or are they treaty-dependent?

Curagao does not levy any withholding taxes on dividends, interest or
royalties.

14 Tax-efficient extraction of profits

What other tax-efficient means are adopted for extracting
profits from your jurisdiction?

Curagao does not levy any dividend withholding tax. It is therefore quite
simple to extract profits as long as there are sufficient retained earnings.

In cases when the target has a large share capital or share premium
reserve, it may be attractive to take a shareholders’ decision to reduce
the nominal value of the shares, amend the articles of association and
repay capital. Under these conditions, the repayment is not considered
adividend.

In case of high share premium reserves, the shareholders can take
a decision to convert the share premium in share capital followed by a
decision to reduce the nominal value per shares. After the amendment
of the articles of association, the company can repay capital, which is
not considered a dividend payment.

Creating a hybrid debt is another possibility to extract profits from
the subsidiary, especially if there is a mismatch and the debtor can
deduct the interest payable.

Under hybrid financing the debt is considered equity and interest
payments received qualify for the participation exemption.

In general, the Dutch Supreme Court considers a loan as a hybrid
loan if the following conditions are met:

the loan must be perpetual;

the loan must be subordinated to all other loans;

the interest payments are profit dependent; and

the loan can only be recalled in case of bankruptcy or moratorium of

payment or liquidation.
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Case law is diverse and the conditions under which a hybrid is available
may vary from case to case.

Disposals (from the seller’s perspective)

15 Disposals
How are disposals most commonly carried out - a disposal of

the business assets, the stock in the local company or stock in
the foreign holding company?

A disposal of stock is generally more favourable if the participation
exemption rules apply. Disposal of assets is taxed at the normal tax rate
of 22 per cent unless a special regime applies, such as the economic zone
regime, where a tax rate of 2 per cent applies and the assets are sold to
either another company in the economic zone or a non-resident buyer.

16 Disposals of stock

Where the disposal is of stock in the local company by a non-
resident company, will gains on disposal be exempt from tax?
Are there special rules dealing with the disposal of stock in
real property, energy and natural resource companies?

Generally the disposal of stock in a Curagao company by a non-resident
company will not lead to taxes in Curacao unless the shares are the
asset of a Curagao permanent establishment, although in such cases
the Supreme Court has ruled that the permanent establishment may
apply the participation exemption rules. The same goes in case the
non-resident company holds shares in a Curagao real estate company or
energy company or a company that exploits natural resources.
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A non-resident company will only be considered a foreign taxpayer
for profit tax purposes if it directly holds real estate in Curagao or a
mortgage vested in real estate in Curagao.

As mentioned above, individual shareholders may have a substan-
tial interest in a company. This does not have to be a substantial interest
in a Curagao company.

The substantial interest rules are applicable when an individual,
whether or not together with his or her spouse, possesses at least 5 per
cent of the shares in a company. The substantial interest rules do not
apply to non-residents if they have never been a resident of Curagao.

An individual who has been a resident of Curagao and possess § per
cent or more of the shares in a company will be taxed under the substan-
tial interest rules if he or she sells the shares within a period of 10 years
after leaving Curagao.

Under the Tax Arrangement Netherlands Curagao, an individual
with a substantial interest in a Curagao company emigrating to the
Netherlands will be subject to Curagao substantial interest rules for a
period of 10 years.

17 Avoiding and deferring tax

If a gain is taxable on the disposal either of the shares in the
local company or of the business assets by the local company,
are there any methods for deferring or avoiding the tax?

The Curagao profit tax contains a ‘re-investment reserve’ under which
capital gains can be reserved provided four years have passed following
the year of the sale of the assets. However, the investment in the new
business assets must be similar to the assets sold.

Getting the Deal Through - Tax on Inbound Investment 2019

© Law Business Research 2018



Bustamante & Bustamante

ECUADOR

Ecuador

Maria Fernanda Saa-Jaramillo, Lorena Ortiz and Pedro Gomez de la Torre

Bustamante & Bustamante

Acquisitions (from the buyer’s perspective)

1 Taxtreatment of different acquisitions

What are the differences in tax treatment between an
acquisition of stock in a company and the acquisition of
business assets and liabilities?

Under Ecuadorian law, there are few tax implications that may differ
with respect to the way the parties can structure a transaction.

In general terms, the acquirer will not receive different treatment
from a tax liability standpoint. Based on our Tax Code, the way par-
ties can structure the acquisition of a company or business will bear the
same tax liability. The Ecuadorian Tax Code stipulates that the acquirer
is liable in the fiscal year in which the transaction was executed and
for the two fiscal years preceding, with respect to all the taxes due by
the target company or that are outstanding with regard to the business
assets and liabilities. That liability is limited, however, to the value of
the acquired assets and will cease within one year of the transaction
as long as the acquirer complies by informing the Internal Revenue
Service of the transaction.

When a new company substitutes the target company, taking over
its assets and liabilities under a merger operation, the tax liability
will include all taxes due by the former up to the effective date of the
operation.

If the target company has a tax benefit, such as net operating loss
carry-forwards, the acquirer would need to evaluate the best way to
acquire the company’s shares, since such benefit would not follow the
assets if these are purchased and will remain with the target company.
Conversely, an asset deal could be beneficial taxwise from the seller’s
perspective to offset future gains in such a case.

Ecuador tax law levies income tax, pursuant to specific rules. The
seller’s gains, in either of the cases mentioned above, will be subject to
tax at the corporate level if the transaction is made through the acquisi-
tion of the entire business, meaning the acquisition of assets and liabili-
ties, or if the transaction will be made through a transfer of shares.

2 Step-up in basis
In what circumstances does a purchaser get a step-up in basis
in the business assets of the target company? Can goodwill
and other intangibles be depreciated for tax purposes in the
event of the purchase of those assets, and the purchase of
stock in a company owning those assets?

In asset transactions, the purchaser will usually receive a fair market
value for assets and post that value in its books for depreciation pur-
poses. Therefore, acquiring the target company’s assets, as well as
acquiring the assets resulting from business spin-off transactions, will
get a fair market value.

Nonetheless, in the case of merger transactions, if there is any dif-
ference between an asset’s residual book value and its fair market value,
the difference will not be deemed to be taxable income. Moreover, the
difference cannot be depreciated in the new company resulting from
the merger operation.

When the target company has revalued assets, the depreciation
from the revaluation is not deductible. If a new value is assigned to
fully depreciated assets, the asset cannot be depreciated again. In the
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case of a sale of revalued goods, the difference between the sales price
and the residual value, without considering the revaluation, will be
regarded as taxable income.

Intangible assets can be amortised for tax purposes in the terms
provided under the contract, for a period of not less than five and, in
general, not more than 20 years. Pursuant to Ecuadorian tax regula-
tions, goodwill cannot be depreciated.

3 Domicile of acquisition company

Is it preferable for an acquisition to be executed by
an acquisition company established in or out of your
jurisdiction?

Regarding the acquisition of shares of a local company (target com-
pany), Ecuadorian legislation ascribes the same tax treatment whether
the acquirer is a company domiciled or not domiciled in Ecuador.

When a foreign company acquires an Ecuadorian company, it is
advisable that the foreign company be domiciled in a country with
which Ecuador has signed a double taxation agreement.

The advantage of having the acquirer domiciled abroad is that, in
addition to being exempt from income withholding tax, dividends will
not be subject to the capital outflow tax.

The outflow tax rate is § per cent of the transaction value.

4 Company mergers and share exchanges

Are company mergers or share exchanges common forms of
acquisition?

Mergers and share exchanges executed abroad involving an Ecuadorian
company are often used. Nonetheless, transactions concerning acqui-
sitions of business assets and liabilities or acquisitions of stock are the
most common.

Mergers and spin-offs are commonly used because these forms
of company reorganisation or transformation are tax free under
Ecuadorian tax legislation. Transfers of shares using these forms and
made under certain conditions are tax free so long as no gains are
produced.

The law establishes that gains on the direct or indirect disposal of
shares and other rights representing capital are regarded as income
subject to income tax. Merger or spin-off processes are excluded from
this rule provided the actual earnings on the disposal of shares or other
rights representing capital are the same before and after the process.

5 Taxbenefits in issuing stock

Is there a tax benefit to the acquirer in issuing stock as
consideration rather than cash?

Ecuadorian Law does not have tax benefits to the acquirer in issuing
stock as consideration rather than cash.
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6 Transactiontaxes

Are documentary taxes payable on the acquisition of stock
or business assets and, if so, what are the rates and who is
accountable? Are any other transaction taxes payable?

No documentary taxes are payable on the acquisition of stock or busi-
ness assets, in accordance with Ecuadorian legislation. The acquisition
of stock only generates capital gains subject to income tax.

The sale of businesses in which all assets and liabilities are trans-
ferred does not generate value-added tax. If, however, business assets
are sold separately, the value-added tax would apply at a rate of 12 per
cent. For the transfer of ownership of fixed or immovable assets, the 1
per cent municipal property tax must be paid.

Notwithstanding the foregoing, there are other costs, such as
notary, registration and other fees, applicable to this kind of transaction.

7 Netoperating losses, other tax attributes and insolvency
proceedings

Are net operating losses, tax credits or other types of deferred
tax asset subject to any limitations after a change of control

of the target or in any other circumstances? If not, are

there techniques for preserving them? Are acquisitions or
reorganisations of bankrupt or insolvent companies subject to
any special rules or tax regimes?

With respect to net operating losses, pursuant to article 11 of the Tax
Law, a company’s losses from previous years may be offset with the
taxable profits obtained within the following five tax periods, with-
out exceeding 25 per cent of the profits obtained in a period. There is
no impact when the acquisition is made through the acquisition of a
company’s stock. If made otherwise, however, this benefit will not fol-
low the assets acquisition as mentioned eatlier. Likewise, VAT credit
and refunds on excessive tax payments are not affected by a change of
control.

Ecuadorian legislation does not provide a special tax treatment,
regime or rules for insolvency or bankruptcy.

8 Interestrelief

Does an acquisition company get interest relief for
borrowings to acquire the target? Are there restrictions on
deductibility where the lender is foreign, a related party, or
both? Can withholding taxes on interest payments be easily
avoided? Is debt pushdown easily achieved? In particular,
are there capitalisation rules that prevent the pushdown of
excessive debt?

In accordance with article 13 of the Internal Tax Regime Law, there
are many conditions for interest payments to be deducted as a finan-
cial expense for loans obtained abroad. If the Ecuadorian acquisition
company resorts to borrowing money for acquiring the target, it must
obtain a loan from a foreign financial entity duly incorporated abroad
or a financial entity qualified by the relevant Ecuadorian oversight enti-
ties. In these cases, interest cannot exceed the maximum reference
interest rates set by the Monetary and Financial Policy and Regulation
Board on the date of registration of the loan or the date of novation
thereof. If these conditions are met, but the interest rate exceeds the
maximum reference interest rate, the excess portion will be subject to
withholding tax in order to be deductible.

In the case of interest paid abroad that does not fulfil these require-
ments, a withholding tax at the same rate as for the general corporate
income tax will also apply regardless of the lender’s residence.

Furthermore, Ecuadorian legislation includes several other pro-
visions that limit interest deductibility for both unrelated and related
parties, such as in the case of transfer pricing rules. Back-to-back loans
are expressly prohibited under Ecuadorian law.
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9 Protections for acquisitions

What forms of protection are generally sought for stock and
business asset acquisitions? How are they documented? How
are any payments made following a claim under a warranty or
indemnity treated from a tax perspective? Are they subject to
withholding taxes or taxable in the hands of the recipient?

In general terms, parties are completely free to opt for any contractual
warranty or fix any contractual indemnity with respect to acquisition.
From a tax perspective, including specific clauses in an SPA or APA
is the most common method used by parties for their protection. The
stipulations contained in those agreements provide representations
and warranties in respect of any unforeseen tax liabilities arising from
post-transaction tax assessment and any unanticipated due tax.

Post-acquisition planning

10 Restructuring

What post-acquisition restructuring, if any, is typically
carried out and why?

Post-acquisition restructuring focuses mostly on corporate and labour
issues. An amendment to the by-laws will be made so that they can
be adapted to the acquirer’s structure. In addition, the internal labour
regulations will be amended to reflect the acquirer’s labour policies, as
long as such policies are consistent with the legal scope of Ecuadorian
labour law.

11 Spin-offs
Can tax neutral spin-offs of businesses be executed and,
if so, can the net operating losses of the spun-off business
be preserved? Is it possible to achieve a spin-off without
triggering transfer taxes?

Spin-offs can be tax neutral. In accordance with Ecuadorian law, the
NOLs of the spin-off company will be transferred to each of the result-
ing companies in proportion to the assets and liabilities transferred to
each of them.

As an additional fact, in the case of a total spin-off (ie, when the
company is extinguished to form two or more companies), the Tax
Code stipulates that the companies resulting from the spin-off will be
jointly and severally liable for the tax obligations owed by the com-
pany being spun off, up to the date of registration of the spin-off in the
Commercial Register.

Transfers of assets and liabilities made in the spin-off process are
not subject to income tax.

The spin-off will not be subject to VAT.

12 Migration of residence

Is it possible to migrate the residence of the acquisition
company or target company from your jurisdiction without
tax consequences?

Although the migration of residence to Ecuador of the acquisition com-
pany has been recently regulated under the Companies’ Act, there are
no tax regulations in this respect. Under these circumstances, the tar-
get company cannot migrate from our jurisdiction without having first
terminated its operations and cancelled its tax registration number.
The IRS will then have a period of six to seven years to perform assess-
ment post cancellation and collect any outstanding tax. Companies
must keep all documents for that same period.

13 Interest and dividend payments

Are interest and dividend payments made out of your
jurisdiction subject to withholding taxes and, if so, at
what rates? Are there domestic exemptions from these
withholdings or are they treaty-dependent?

Dividends paid to non-resident shareholders, whether individuals or
corporations, are tax exempt. Interest payments are subject to the tax
treatment explained in the answer to question 8. Interest payments
remitted abroad are subject to the 25 per cent withholding tax and
would not be considered as a deductible expense if they fail to fulfil
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the requirements provided under the Ecuadorian tax law, as explained
above. In addition, if the beneficial owner of such interest payments is
domiciled in a tax haven or low tax jurisdiction, said payment will also
be subject to an additional 10 per cent withholding. There are, how-
ever, certain economic sectors that are exempt from this withholding
regardless of the lender’s domicile or residence.

14 Tax-efficient extraction of profits

What other tax-efficient means are adopted for extracting
profits from your jurisdiction?

Aside from exempting dividend payments paid to non-resident share-
holders, whether corporations or individuals, Ecuador has executed
several tax treaties particularly with European and Asian countries,
as well as with countries in the Latin American region, which prevent
double taxation. The treaties provide reduced withholding rates for
interest and royalty payments. Furthermore, to attract investment in
different economic sectors, the national assembly has recently enacted
a law providing longer tax holidays for investment in new industries
and other service activities.

Disposals (from the seller’s perspective)

15 Disposals

How are disposals most commonly carried out - a disposal of
the business assets, the stock in the local company or stock in
the foreign holding company?

All these methods are commonly employed. If the transaction takes
place abroad and involves a direct or indirect disposal of the stock in a
local company or of the stock of'its foreign holding company, the result-
ing capital gain in either case will be subject to income tax in Ecuador.
For indirect transfers of stock, the seller must determine whether cer-
tain parameters provided under the law have been met for the gain to
be subject to the tax.

If the chain of ownership shows that the actual beneficiary of a
transfer or sale is an individual who is a resident in Ecuador, then, for
tax purposes, it will be understood that there was a direct sale and the
gains thereon will be subject to income tax at a rate of up to 10 per cent,
depending on the amount involved. With respect to the assignment
of other assets, the type of asset and the gain on the transfer or sale
thereof would have to be considered. In any case, the gain would be
included in the company’s total income for tax purposes.

16 Disposals of stock

Where the disposal is of stock in the local company by a non-
resident company, will gains on disposal be exempt from tax?
Are there special rules dealing with the disposal of stock in
real property, energy and natural resource companies?

The disposal of stock in a local company by a non-resident company
is subject to income tax at a rate of up to 10 per cent when the transac-
tion produces a gain. If, however, the non-resident company fails to pay
the tax when disposing of its stock, the Ecuadorian tax administration
will hold the local company, the shares of which are being disposed of,
liable and collect the tax from it to secure payment.

In general, tax legislation stipulates that gains on the direct or
indirect sale of shares or other rights representing capital or different
rights concerning exploration, exploitation, concession or the like by
local companies or permanent establishments in Ecuador, are subject
to income tax. Therefore, no special rules apply to real property, energy
and natural resource companies.

There are specific rules, however, when the transaction is per-
formed through the Stock Exchange.

17 Avoiding and deferring tax

If a gain is taxable on the disposal either of the shares in the
local company or of the business assets by the local company,
are there any methods for deferring or avoiding the tax?

Our legislation does not provide specific methods for deferring the
payment of the tax applicable to the gain on the disposal of shares.
Likewise, gains on the disposal of business assets are also taxable and
Ecuadorian law does not provide any tax deferral method. Nonetheless,
it should be noted that the Ecuadorian tax law does not levy an income
tax on gains from the occasional disposal of immovable property.
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Acquisitions (from the buyer’s perspective)

1 Taxtreatment of different acquisitions

What are the differences in tax treatment between an
acquisition of stock in a company and the acquisition of
business assets and liabilities?

German tax law distinguishes between two fundamentally different
cases of enterprise acquisitions.

The first (case 1) is the acquisition of stock in a corporation (share
deal). The second (case 2) is the acquisition of the assets and liabilities
of a corporation or other enterprise, the acquisition of a whole enter-
prise run by a single natural person and the acquisition of interests in a
partnership. The asset deal rules also apply if only a part of a business
shall be acquired. In addition, German corporate and tax law provides
rules where, under certain conditions, parts of the business could be
split off on a book-value basis into a new or existing corporate entity.

Corporations are subject to German income tax and trade tax.
Only a corporation possesses a fiscal identity separate from its share-
holders. Therefore, in case 1, the book values of all the single assets
and liabilities in the accounts of the target company remain unchanged
for income tax and trade tax purposes. The purchase price paid by the
buyer is allocated to the buyer’s acquisition cost of the shares in the
corporation as such. Neither the buyer nor the target may facilitate the
purchase price for tax-effective depreciations, apart from rare cases
where the value of the company is permanently decreasing because of
permanent significant losses. In that scenario a current-value deprecia-
tion may be applicable. The purchase price only becomes tax-effective
for the seller if it resells the target. If the seller is a corporation subject
to German corporate income tax, only 5 per cent of the capital gains
from the transaction are taxed, otherwise capital gains may be 40 per
cent tax-free.

The purchase of assets and liabilities of a business, no matter
whether it is run by a single natural person or any other entity, for tax
purposes is treated as if the buyer had bought all the single assets sepa-
rately. The liabilities allocated to the target are treated as a (negative)
part of the purchase price. Therefore, in case 2, the net purchase price
paid by the buyer is equally allocated to the single assets of the target
company up to the market value of the assets. If the purchase price
exceeds the market value of all assets, the exceeding amount can be
activated as goodwill. As far as the assets have a limited useful life, the
buyer benefits from depreciation for purposes of its personal income
taxation. In addition, the acquiring entity can deduct the depreciation
of the assets from its trade tax base.

Partnerships are treated as being transparent for German income
tax purposes. The acquisition of partnership interests for tax purposes
is treated as if the buyer had bought, proportionately, all the single
assets of the partnership.
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2 Step-upinbasis
In what circumstances does a purchaser get a step-up in basis
in the business assets of the target company? Can goodwill
and other intangibles be depreciated for tax purposes in the
event of the purchase of those assets, and the purchase of
stock in a company owning those assets?

Goodwill and other intangibles may only be added to the tax balance
sheet of a company if they have been purchased (section 5(II) of the
Income Tax Act (EStG)), the only exception being a merger. Because
depreciation of an item is inconceivable without its prior entry into the
balance sheet, such assets need to be traded at least once before they
can be used for tax depreciation. The buyer is advised to include in the
purchase agreement a specific price for each intangible asset to avoid
later dispute over their value.

Assuming that goodwill and other intangibles are already included
in the target’s balance sheet and thus responsible for a part of the share
price, a depreciation of their market value can indeed be used for tax
purposes in a share deal, but only if that depreciation leads to a trace-
able lossin the share price. Buyers are advised that a share deal does not
provide in itself an opportunity to add intangibles to the balance sheet
for later depreciation. As for type 2 deals, they are generally open to tax
depreciation, which becomes effective on the level of the buyer (see
above). Tangible assets are treated no differently, as long as they have a
limited useful life. Goodwill, for instance, is considered by the Income
Tax Act to have a life span of 15 years (section 7(I)(3) EStG).

More generally, a step-up in basis in the business assets of the tar-
get company is only possible under German tax law in an asset deal. A
step-up in basis is realised if the purchase price plus the liabilities taken
over is higher than the book values of the assets together. The excess
purchase price is allocated to all the assets of the target proportionately
to their market value. If there is still a mismatch between the purchase
price and the accumulated market values of the assets, the difference is
treated as acquired goodwill.

3 Domicile of acquisition company

Is it preferable for an acquisition to be executed by an
acquisition company established in or out of your jurisdiction?

For the consequences of a purchase described in questions 1 and 2, it
makes no difference in principle whether the acquisition company is
established in Germany or abroad, as long as the target has a perma-
nent establishment in Germany.

It may be preferable, however, to have a German acquisition com-
pany, with respect to the tax treatment, in the post-acquisition time.
The acquisition company and the target company may only form a tax
group if the acquisition company has its residence or place of manage-
ment in Germany. Forming a tax group enables the two companies
to offset the losses of one company (eg, the interest expenses of the
acquisition company) against the profits of the other company (eg, the
target company). Nevertheless, it is possible that a German permanent
establishment (PE) of a foreign corporation may form a tax group with a
German subsidiary, but only if the shares are held in this PE and limited
to the profits and losses related to this PE.

A German acquisition company is also required if restructuring
measures are planned after the acquisition. For example, mergers can
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be structured tax-neutrally, but this is only the case if the merger does
not lead to a restriction of the German entitlement to levy income taxes
on the assets transferred during the merger. The sole restriction of the
German entitlement to levy trade tax does not have any adverse effects;
this is mainly due to its design as a municipality tax.

If only a part of the shares in a target corporation is to be acquired,
it can also be advantageous to structure the purchase with a German
acquisition vehicle in order to avoid adverse withholding tax issues with
respect to future dividend payments. For dividends paid by a German
corporation to a foreign shareholder, the EU Parent-Subsidiary
Directive and many double taxation agreements stipulate minimum
shareholding quotas in order to avoid or reduce withholding taxes. This
problem can be avoided by using a German acquisition vehicle, since
a German corporation as a shareholder can generally receive almost
(95 per cent) tax-free dividends and demand a refund of the withhold-
ing taxes.

4 Company mergers and share exchanges

Are company mergers or share exchanges common forms of
acquisition?

Company mergers and share exchanges are frequently chosen forms of
acquisition in Germany, as the Reorganisation Tax Act (UmwStG) gen-
erally provides for the parties having the choice of whether they want
to realise a step-up in basis in an amount to be determined flexibly up
to any amount up to fair market value of the assets or if the buyer takes
a carry-over basis in the assets acquired. However, the UmwStG gener-
ally only applies if both companies have been founded under the laws
of a member state of the EU or the European Economic Area (EEA)
and have their residence and place of business in one of these states. In
addition, it is generally required that the transferred assets or corpora-
tion shares remain subject to German taxation after the transaction in
order to have the option to valuate the assets or corporation shares at a
value lower than the market value. Therefore, the receiving company
will need to have its residency, place of management or at least a branch
in Germany. However, a step-up in the single assets owned by the tar-
get company is only possible in a company merger or demerger. In a
share exchange, the assets of the target have to be valued on a carry-
over basis. The right to opt for a step-up refers only to the shares of the
acquired company. If no choice is made in the context of the first tax
return after the merger, a step-up in basis is the rule.

5 Taxbenefits in issuing stock

Is there a tax benefit to the acquirer in issuing stock as
consideration rather than cash?

From the seller’s perspective, issuing its own shares as consideration for
shares in the target can be advantageous, since the UmwsStG allows for
the option to take a carry-over basis in the shares acquired instead of a
realisation of the hidden reserves in the target shares. However, choos-
ing this option would be disadvantageous for the buyer, as the buyer
would then have less acquisition cost for the target shares acquired and
would therefore realise a higher taxable profit in a future sale of the
shares. This effect may be of less importance because the profit from
the later sale of the shares would be 95 per cent exempt from tax. If the
option is not exercised, issuing stock as consideration is not treated dif-
ferently from paying cash.

6 Transactiontaxes

Are documentary taxes payable on the acquisition of stock
or business assets and, if so, what are the rates and who is
accountable? Are any other transaction taxes payable?

There are no documentary taxes in Germany. The sale of shares in a cor-
poration or partnership is generally VAT exempt, but the seller is enti-
tled to opt for VAT. This can be sensible under certain circumstances,
for example, if the seller has received certain services with respect to
the shares in the past, which have been burdened with input VAT. There
are no other transaction taxes in Germany that apply to company sales.
Nevertheless, one has to bear in mind that fees for notarisation and
registration to the commercial register and the land register have to be
paid. These are statutory fees according to a fixed schedule depending
on the value (purchase price) of the matter.
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However, special attention must be paid to real estate transfer tax
if the target owns real estate that has a great value. The acquisition of
at least 95 per cent of the shares in a corporation or partnership that
owns a piece of land by one buyer or related parties is treated as if the
piece of land itself was sold. In this case, real estate transfer tax of
3.5to 6.5 per cent of the value of the piece of land becomes due (section
1(II)(a), III and III(a) of the Real Estate Transfer Tax Act (GrEStG)).
The rates depend on the German federal state where the real estate
is located. In the past this result could be avoided by ‘RETT-blocker
structures’. If the target company is of the non-incorporated type, the
tax can be avoided by leaving at least 5.1 per cent of its shares in the
hands of the original owners. After a waiting period of five years, the
remaining stake can be transferred to the buyer without any negative
fiscal consequences. This solution is not an option if the target com-
pany is a corporation or a partnership. To avoid the real estate transfer
tax in this latter case, a permanent division of the target’s shares into
two separate entities is necessary and those entities must not belong
to the same group. Section 6(a) GrEStG exempts an otherwise taxable
transfer within the same group, but this exception only works when the
target has belonged to the buyer for at least five years before the trans-
fer takes place. New legislation came into force in 2013. The new rule
looks not at the nominal percentage of 95 per cent but takes an ‘eco-
nomic view’ and takes into account all direct or indirect participations
of the buyer in the respective company. Nevertheless the new rule does
not apply to reorganisations within a group of companies. A proposal
to have even more restrictive rules against RETT blocker structures is
in the legislation. Most probably the shreshold of 95 per cent will go up
to 9o per cent and the minimum holding period will go up to 10 years.

7 Netoperatinglosses, other tax attributes and insolvency
proceedings

Are net operating losses, tax credits or other types of deferred
tax asset subject to any limitations after a change of control

of the target or in any other circumstances? If not, are

there techniques for preserving them? Are acquisitions or
reorganisations of bankrupt or insolvent companies subject to
any special rules or tax regimes?

Section 10(d) of the EStG stipulates a minimum taxation that works as
follows: if a net annual loss arises, it may be carried back to the pre-
vious fiscal year up to an amount of €1 million. If the loss is still not
neutralised after that, it is carried forward into future fiscal years. Once
the company makes a surplus, the minimum taxation rule prevents it
from instantly setting off all accumulated losses against new surpluses.
Instead, usage of carry-forward losses is capped at 60 per cent for each
fiscal year. Only the first million of losses can be offset without limita-
tions. For example, a company with a surplus of €10 million in 2016
and an equal amount of carry-forward losses has a taxable income of
€3.6 million, which may be called the minimum taxable income. The
remaining losses are carried on until they are used up. Forming a tax
group can reduce the impact of the minimum taxation clause by elimi-
nating losses within the group immediately instead of carrying them
forward.

While the aforementioned limitations only defer the usage of
carry-forward losses, additional rules pertaining to a change of control
in share deals affect the very preservation of such losses. Acquiring a
company’s shares eliminates carry-forward losses either proportion-
ately (25.1 per cent to 50 per cent of shares acquired; anything less has
no effect) or entirely (50.1 per cent and above) for purposes of corporate
income and trade tax (section 8(c)(I) of the Corporate Income Tax Act
(KStG) and section 10(a)(X) of the Trade Tax Act (GewStG)). Shares
bought by a group of acquirers with common interests are added. The
loss-elimination clause covers not only direct transfers of shares, but
any similar type of transaction, leaving almost no room for a preserva-
tion of losses. However, the elimination does not kick in if the target
and acquiring corporation entirely belong to the same group or if the
target’s carry-forward losses exceed its existing hidden reserves.

Losses from one business year can be carried back to the previous
year (restricted to amounts of up to € 1,000,000). Remaining losses
are then carried forward, up to an amount of € 1,000,000 with no limi-
tations, after that at a rate of 60 per cent of the remaining losses. The
rest may be used in future years. The utilisation of losses is permitted
in company groups under certain requirements. Existing losses carried
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forward are cancelled according to the rules in the Corporation Tax
Act:
in full if more than 5o per cent of the shares of a corporation are
transferred within a period of five years; or
proportionately to the amount of shares transferred if more than 25
per cent but less than 50 per cent of the shares in a corporation are
transferred within a period of five years.

A special rule had been introduced into § 8¢ KStG in order to facili-
tate the preservation of losses during the takeover of a crisis-stricken
company. This rule has been relaxed by new legislation in § 8d KStG
concerning preservation of losses carried forward in cases of share
transfers within groups of companies or if the business is continued
without major changes.

Existing losses can be preserved in the course of a share transfer
aimed at avoiding a company’s bankruptcy, if the business of the com-
pany is continued and either one of the following prerequisites is met
(§ 8¢ KStG):

- aworks council agreement on the restructuring scheme including
provisions for the preservation of a certain number of jobs;

in the five years following the share transfer, the company pays at

least 400 per cent of the wages it has paid in the five years preced-

ing the transfer; or

the company’s equity is raised by at least 25 per cent of the com-

pany’s assets.

§ 8d KStG concerns the preservation of losses in a company in case of a
change in ownership and the losses cannot be used otherwise. In cases
where a new shareholder or a change in the shareholders is necessary
for the continuity of the business and to receive proper financing, the
losses carried forward may be preserved if the business of the company
will be continued without major changes as far as the services or prod-
ucts, customers and suppliers, the markets served and the qualification
of employees are concerned. Further restrictions apply as far as the
business is concerned. The losses can be carried forward until they are
fully used and no adverse event like the closing of the business or the
implementation of new business activities occurs.

If the company realises profits in the course of a reorganisation
due to a cancellation of debt, the tax authorities may grant a deferral
and later a waiver of the taxes on these profits, but only after all net
operating losses and losses carried forward have been used up to offset
against these profits. That was an instruction of the Federal Ministry
of Finance (‘restructuring decree’). With its judgment of 28 November
2016, the German Supreme Tax Court has decided that the restructur-
ing decree is not compatible with the principle of legality of administra-
tion. The court dismissed the application of the restructuring decree
and pointed out that the taxation of restructuring gains is only subject
to the German tax law provisions. The conditions for a tax remission
on equitable grounds, which are laid down in the restructuring decree,
do not describe any case of objective unfairness within the meaning of
articles 163 and 227 of the German Fiscal Code. In response to these
judgments, the rules of the restructuring decree were introduced in a
new section 3a in the German Income Tax Act. However, it will only
enter into force on the day on which the European Commission decides
that the new section 3a does not constitute a state aid within the mean-
ing of article 107(I) of the Treaty on the Functioning of the European
Union, or it is a state aid but compatible with the common market.

Tax credits (ie, withholding tax credits that have been accumulated
before the acquisition) stay with the corporation even after a change of
control. They are subject to the regular limitation periods.

In asset deals the tax losses accumulated by the target before the
change of control can generally not be used by the acquirer in the
future, because they always stay with the former shareholder or owner
of the business.

30

8 Interestrelief

Does an acquisition company get interest relief for
borrowings to acquire the target? Are there restrictions on
deductibility where the lender is foreign, a related party, or
both? Can withholding taxes on interest payments be easily
avoided? Is debt pushdown easily achieved? In particular,
are there capitalisation rules that prevent the pushdown of
excessive debt?

German tax law has extremely strict limitations to the deductibility of
interest payments by a company belonging to a group (the ‘interest-
barrier rule’ (section 8(a) KStG and section 4(h) EStG)); it is one of the
greatest obstacles to deal with in large transactions in Germany.

If a group company has outgoing interest payments that exceed
its incoming interest earnings by €3 million, only 30 per cent of the
profits (earnings before interest, taxes, depreciation and amortisation)
can be offset against interest payments. In contrast to the minimum
taxation rule discussed in question 7, the interest-barrier rule spares
no base amount from this restriction, so it is all or nothing in this case.
Additionally, profits that have not been offset against interest expenses
can be carried forward for five years at the most, but they may be lost
in a case of change of control. If they remain unused until then, they
become definite profits. Unused excess interest, on the other hand, can
theoretically be carried forward indefinitely.

A group company remains unaffected by the interest-barrier rule if
its equity-to-assets ratio is higher or equal to the ratio of the corporate
group as a whole.

This rule does not only apply if the lender is foreign, a related party,
or both, but applies to interest payments to any kind of lender. To make
matters worse, the exceptions provided for companies not belonging to
a group or equipped with a good equity-to-asset ratio are largely over-
ridden by special stipulations in section 8(a)(II) and (III) KStG if more
than 10 per cent of the excess interest payments go to a person that
owns at least one-quarter of a corporation, or to someone related to or
controlling that person (section 8(a)(II) and (III) KStG).

Withholding taxes on interest payments are usually not an issue,
as the obligation to withhold taxes on interest payments applies only
if the debtor is a bank or financial institution or the loan has been reg-
istered in a public debt register. However, for related-party debt, addi-
tional restrictions apply, as the interest payments are only deductible if
assessed at arm’s length. Otherwise, they are treated as hidden profit
distributions and trigger withholding tax. If the acquirer is a foreign
company, any withholding taxes can be a definite tax burden.

Debt pushdown cannot be achieved by a simple assumption of
debt, as this can be treated as a hidden profit distribution from the tar-
get to the acquirer. In this case, withholding taxes become due. Under
certain circumstances these consequences may be avoided by execut-
ing the debt pushdown as a reorganisation under the Reorganisation
Tax Act, but this is more complicated and expensive than a simple
assumption of debt.

There are no restrictions for debt pushdown other than those men-
tioned above. Should the acquirer be unwilling to undergo the effort of
areorganisation, he or she can at least realise a partial debt pushdown
to take full advantage of the €3 million interest excess allowance per
company and year.

9 Protections for acquisitions

What forms of protection are generally sought for stock and
business asset acquisitions? How are they documented? How
are any payments made following a claim under a warranty or
indemnity treated from a tax perspective? Are they subject to
withholding taxes or taxable in the hands of the recipient?

Protections for acquisitions are found in most asset or share-purchase
agreements concluded in Germany. Usually the seller guarantees that
all tax obligations have been fulfilled in the past and that the tax liabili-
ties as presented in the annual accounts and the documents provided
during the due diligence have given the purchaser the complete and
correct picture of the situation. The seller commits him or herself to
pay any taxes assessed after the transaction by the tax authorities, as
far as the cause of these taxes is to be found in the time before the clos-
ing of the transaction.
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Payments under a warranty claim reduce the profit from the sale on
the side of the seller. If the payment is made to the purchaser it reduces
the acquisition price and at the same time, the value of the target. A tax
would be triggered only in a future sale. If the payment is made into
the target company it would be treated as extraordinary income and
would be subject to the normal tax in the respective business year. No
withholding tax would become due.

Post-acquisition planning

10 Restructuring

What post-acquisition restructuring, if any, is typically
carried out and why?

A typical restructuring measure after the acquisition of a company is a
merger of the acquisition vehicle into the target in order to realise debt
pushdown without the adverse tax consequences a simple assumption
of debt would have (see question 8). Other than in upstream merg-
ers the existing losses carried forward are not lost in the absorbing
company.

Another frequent post-acquisition measure is a change of legal
form in order to change the tax treatment of the profits distributed by
the target to the buyer under the relevant double taxation agreement.
For example, a transformation of a partnership into a corporation
might be sensible if the respective double taxation agreement provides
for a withholding tax relief for dividends, while a transformation the
other way around can be advantageous if there is no withholding tax
relief'in the double taxation agreement.

An upstream merger of the target into the acquisition vehicle might
help avoid the taxation of 5 per cent of the profit distributions of the
target to the acquisition vehicle pursuant to section 8(b) KStG.

If the target owns real estate that is rented to other parties, it is
advisable to transfer the real estate from the target into a separate
company. Rental income is free of trade tax (sections 9(1) and 2 to
6 GewStG), but only for companies that exclusively rent out real estate
and do not participate in any other business activities.

Another post-acquisition restructuring is the formation of a tax
group between the target and the acquisition vehicle for corporate tax
and trade tax. This can usually be achieved by signing a profit-and-
loss-sharing agreement with a minimum term of five years but may
be achieved retroactively if the profit-and-loss-sharing agreement
is properly registered in the commercial register until the end of the
respective year. VAT tax groups arise automatically if the subsidiary is
sufficiently integrated into the parent company (section 2(II)(2) Value
Added Tax Act).

11 Spin-offs
Can tax neutral spin-offs of businesses be executed and,
if so, can the net operating losses of the spun-off business
be preserved? Is it possible to achieve a spin-off without
triggering transfer taxes?

A tax-neutral spin-off can generally be achieved under the UmwsStG,
but a sale of more than 20 per cent of the shares in the spun-off business
within the following five years will lead to a retroactive taxation of the
hidden reserves (section 15(II)(4) UmwStG).

The net operating losses cannot be transferred in their entirety;
rather they follow the spin-offin proportion to the assets received from
the transferring company (section 15(III) UmwStG).

In a spin-off scenario real estate transfer tax of 3.5 to 6.5 per cent
(depending on the federal state in which the property is located)
becomes due on the value of real estate transferred in the course of
the spin-off. Spin-offs taking place within a group of companies may be
exempt from the real estate transfer tax if 95 per cent of the shares in
the spin-off are held for at least five years by the transferring company
or another member of the group (section 6(a) GrEStG).
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Update and trends

Owing to a decision of the Federal Constitutional Court the law
about calculation of the basis for the land tax has to be revised by
the end of 2019. This will lead to a significant increase in the land
tax at least on bigger properties.

Until now, investment funds have widely been exempt from
taxation and only individual investors were subject to tax, even if
gains were not distributed. From 2018, the taxation of investment
funds was fundamentally reformed. Gains will now be taxed at the
level of the fund, not at the level of the investors. All funds are taxed
according to the same scheme: on the basis of an annual lump sum.
At the fund level, investment funds are partially subject to corporate
tax with their domestic dividends, domestic rents and profits from
the sale of domestic real estate. The tax rate is 1§ per cent each,
which means that the solidarity surcharge is already included with
regard to domestic dividends and the solidarity surcharge is still in
addition. At the investor level, all distributions and profits from the
sale of the shares are, in principle, taxable. The new legislation will
change this in respect of funds that are not special funds. The key
point of the new legislation is that gains will be taxed at the level of
the fund, not at the level of the investors. The aim is to tax national
and foreign public investment funds equally. To avoid double
taxation, certain distributions will be partially exempt from tax. The
Federal Ministry of Finance has issued several guidance letters on
the application.

12 Migration of residence

Is it possible to migrate the residence of the acquisition
company or target company from your jurisdiction without
tax consequences?

If a corporation’s residence is migrated from Germany to a state that is
not a member of the EU or EEA, the corporation is treated as if it were
liquidated (section (12) (I1I) (1) KStG), pursuant to the market value, and
the shareholders are taxed on this basis.

If a partnership’s residence is moved to any foreign state or a
corporation’s residence is moved to an EU or EEA state, this will not
lead to adverse tax consequences as long as no assets are moved away
from Germany. Several recent court decisions suggest that, even when
moved away, their hidden reserves remain taxable under section 49
EStG, but this judicial twist may yet be overturned by new legislation.

13 Interest and dividend payments

Are interest and dividend payments made out of your
jurisdiction subject to withholding taxes and, if so, at
what rates? Are there domestic exemptions from these
withholdings or are they treaty-dependent?

Interest payments are only subject to withholding taxes if either the
debtor is a bank or other financial institution or the debt has been reg-
istered in a public register (section 43(I)(1)(7) EStG). This restriction
applies irrespective of the residency of the lender. If the lender is a for-
eign entity, which is not subject to unrestricted tax liability, the interest
payments are -in addition - only subject to withholding taxes if the debt
is collateralised by German real estate (section 49(I)(5)(c)(aa) EStG).

Dividends paid by German corporations are generally subject to
German withholding taxes under national German law (section 43(I)
(1) EStG).

The withholding tax rate for interest and dividends is 25 per cent
(section 43(a)(I)(1) (1) EStG). The tax may partly be reimbursed on the
grounds of a double tax treaty. If a particular certificate can be obtained
before the dividend is paid, no withholding tax will be charged in the
first place (section s0(d)(I1I) EStG).

Until February 2013, under the old German tax regime, dividends
to shareholders holding over 10 per cent were not subject to withhold-
ing tax if the shareholder was resident within the EU or were only
subject to a reduced withholding tax under the respective tax treaty
if the shareholder was resident in a country outside the EU. Whereas
for German shareholders with participation under 10 per cent there
was basically no withholding tax burden, shareholders in other mem-
ber states were left with the definite withholding tax burden of 15 per
cent on dividends received. With the Act for the implementation of the
decision of the European Court of Justice of 20 October 2011 in case
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C-284/09 German legislation followed the order of the court to review
the withholding tax regime for minority shareholders. The new law has
been in force since 1 March 2013. The main details of the new law are
as follows:
All dividends paid after 28 February 2013 to shareholders with a
shareholding of up to 10 per cent are subject to withholding tax,
regardless of the residency of the shareholder, whereas capital
gains from the alienation of shares remain exempt from tax for
domestic shareholders.

« For all dividends paid to shareholders before 1 March 2013 the

new section 32(5) of the German Corporate Tax Act entitles for-
eign entities to reclaim withholding tax that has been paid to the
German tax administration under the old regime.
There is a complex list of conditions with which foreign sharehold-
ers have to comply and evidence to be provided if they want to suc-
cessfully reclaim the withholding tax, and the new law also contains
rules under which investment funds under the German Investment
Tax Act can benefit for the past and the future. According to these
provisions, foreign investment funds that are exempt from tax in
their country of residence are not entitled to a refund of withhold-
ing tax.

+ To solve pending disputes about the competent authority for the
reclaiming process, a new rule has been implemented to centralise
the administration process at the Federal Central Tax Office.

Dividends can only be tax-free if the respective amount has been sub-
ject to tax paid at the subsidiary level and further provided that the
shareholding exceeds 10 per cent.

14 Tax-efficient extraction of profits

What other tax-efficient means are adopted for extracting
profits from your jurisdiction?

Because dividend payments are not tax-deductible on the corpora-
tion level, but interest and royalty payments are, it is generally more
efficient to pay royalties and interest rather than dividends, as long as
the relevant double taxation agreement between Germany as the state
of residency of the target and the state of residency of the acquirer
allocates the right to levy taxes on interest or royalty income to the
state of residency of the party receiving the payments. However, the
acquirer has to meet certain ‘substance’ requirements in order to avoid
the application of a special German anti-avoidance rule (section 50(d)
(III) EStG, anti-treaty-shopping rule), and the royalties or interest rates
have to be negotiated at arm’s length to avoid the assumption of hidden
profit distributions by the tax authorities.

Section 50(d)(III) has recently been revised after its precursor was
deemed too harsh by the European Commission. The latest version
denies a foreign company the reimbursement of withholding taxes to
the extent that its shares are held by anyone who would not be enti-
tled to a reimbursement himself or herself and the company’s income
does not stem from its own economic activity. However, the legislator
accepts a structuring that shifts dividends out of Germany as long as

both a good non-fiscal reason can be shown and sufficient business
operation facilities exist to participate in the market.

In addition, a new licence limitation rule has been implemented to
be applied for expenses arising from 2018. Licence payments are only
limited deductible, § 4j EStG. The new section restricts the deduction
of royalties and similar cross-border payments made to related parties
if, in the other country, the payments are (i) subject to a preferential tax
regime, such as an IP Box regime, and the rules in the other country are
not compliant with the OECD nexus approach presented in its BEPS
Report on Action Item §, and (ii) subject to an effective tax rate of less
than 25 per cent. A safe harbour exists for royalty payments to a com-
pany that carries on substantial research and development activities.

If the law applies, the percentage of the payment that will be non-
deductible is calculated by making reference to the percentage short-
fall between the effective rate and 25 per cent. Stated mathematically,
the formula is (25 per cent - effective tax rate) + 25 per cent. For instance,
if the effective foreign preferential tax rate is 10 per cent, German law
would regard 60 per cent of all royalty payments as nondeductible.
Because 10 per cent amounts to 40 per cent of 25 per cent, the shortfall
between the effective rate and 25 per cent is 15 per cent - which is 60 per
cent of 25 per cent.

This new legislation also captures indirect licence payments and
will apply irrespective of any tax treaties (ie, treaty override).

Disposals (from the seller’s perspective)

15 Disposals
How are disposals most commonly carried out - a disposal of

the business assets, the stock in the local company or stock in
the foreign holding company?

In German tax law, a choice between share or asset deal only exists
when the sold company is a corporation (see question 1). In all other
cases, the type of deal is predetermined by the nature of the target. It
must be remembered that this statement is true only in the area of tax
law and does not extend to trade law, for example. Also, in restructur-
ing matters the UmwStG strives to put all kinds of transformations on
apar.

A disposal of the business assets of a German company as well as
a sale of the shares in a partnership (type 2 deals as described in ques-
tion 1) will generally lead to a full taxation of the difference between
the book values of the assets and the purchase price received. In a sale
of the shares in a German corporation by another corporation, only
5 per cent of the profits are subject to tax in Germany, so with a cor-
porate income tax level of 15 per cent, the effective tax rate is less than
1 per cent. Germany does not levy taxes if a foreign holding company
sells its assets in a German unincorporated company, provided that the
holding company’s shareholders are also resident abroad. The transac-
tion will be taxed only in the state of residence of the holding company,
therefore when determining the seat of the holding company the seller
should heed the advantages of a low-tax jurisdiction.
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16 Disposals of stock

Where the disposal is of stock in the local company by a non-
resident company, will gains on disposal be exempt from tax?
Are there special rules dealing with the disposal of stock in
real property, energy and natural resource companies?

As explained above, the disposal of stock in a local company by a non-
resident company is generally subject to German tax. There are no
special rules for the disposal of stock in energy and natural resource
companies, but for real property companies the real estate transfer tax
issues described in question 6 must be contemplated. Another problem
with respect to the disposal of stock in a real property company is that
the trade tax exemption described above (section 9(1)(2-6) GewStG;
question 10) may become inapplicable for the future if the sale of the
real estate is treated as a trading business.

www.gettingthedealthrough.com

17 Avoiding and deferring tax

If a gain is taxable on the disposal either of the shares in the
local company or of the business assets by the local company,
are there any methods for deferring or avoiding the tax?

Because the disposal of shares in a corporation is subject only to a very
low effective tax burden if both parties of the deal are corporations, a
restructuring of the holding may be desirable before a sale. It is possible
to transfer the shares into a corporation’s property in a tax-neutral way
under the Reorganisation Tax Act, but a waiting period of seven years
until the disposal must be adhered to in order to avoid a retroactive tax-
ation of the reorganisation (section 22(I) (1) UmwStG). Upon disposal of
German real estate that belonged to the company’s assets for at least
six years, the hidden reserves may be transferred to a new asset, if the
substitute asset is acquired within four years (section 6(b) EStG).
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Acquisitions (from the buyer’s perspective)

1

Tax treatment of different acquisitions

What are the differences in tax treatment between an
acquisition of stock in a company and the acquisition of
business assets and liabilities?

The key differences between an acquisition of stock in a company and
the acquisition of business assets and liabilities are as follows.

34

In the case of acquisition of stock, the consideration paid by the
buyer becomes the cost of acquisition of the stock for the purpose
of calculation of capital gains on transfer of stock in the future.
However, there is no step-up in the cost basis of the assets of the
company whose stock is being acquired. On the other hand, sub-
ject to certain conditions, in the case of an acquisition of business
assets and liabilities, the buyer can achieve a step-up in the cost
basis of the assets, thereby enhancing the amortisation base of
assets, including for goodwill and intangibles (discussed in detail
later).

Most tax holidays available to an Indian company would continue
to be available despite an acquisition of stock (partial or complete)
in such a company. In the case of an acquisition of specific busi-
ness assets and liabilities, the benefit of the tax holiday for the
unexpired period is not available to the buyer. In cases where the
business is acquired as a whole, while there is a possibility of the
tax holidays being available to the buyer, the position is less secure
as compared to an acquisition of stock.

In the case of acquisition of stock in a private company (whose
shares are not traded on the stock exchange), the tax losses of
the company (other than unabsorbed depreciation) would not be
permitted to be carried forward and set off if the acquisition is of
shares in a company carrying more than 49 per cent voting power.
This limit does not apply to a company whose shares are traded on
the stock exchange and in certain other scenarios such as change in
shareholding of an Indian company as a result of amalgamation or
demerger of its foreign parent company, provided 51 per cent of the
shareholders of the amalgamating or demerged foreign company
continue as shareholders of the resulting company. Amendment in
2017 provided an exception to eligible start-ups for carry forward
and set-off of losses wherein all shareholders having shares with
voting power continue to hold such shares in the year of set-off and
such loss should have been incurred during the period of seven
years from the incorporation of such a company. Amendment in
2018 provided that in the case of a company covered under the
resolution plan of the Insolvency and Bankruptcy Code 2016,
restrictions pertaining to a change in shareholding do not apply for
the carry-forward and set-off losses. In the case of an acquisition
of business assets and liabilities, tax losses are not available to the
buyer unless the acquisition is approved by the court and satisfies
prescribed conditions.

In the case of acquisition of stock in a company, prepaid taxes and
other tax credits (such as indirect tax credits including goods and
services tax (GST)) would continue to be available. Under GST
Rules 2017, on application, such prepaid taxes credits can ordi-
narily be transferred to the buyer upon an acquisition of business
assets and liabilities. Further, the buyer would need to withhold
taxes prior to making payment to the seller for the acquisition of

the stock if the seller is a non-resident and if protection under a tax
treaty is not available to the seller for such income. This require-
ment does not arise in the case of an acquisition of stock or acquisi-
tion of the business assets and liabilities if the seller is an Indian
resident. However, this requirement would apply where the busi-
ness assets and liabilities are sold by the Indian branch or liaison
office of a non-resident seller.

Capital gains on the sale of stock are treated as long term if the
stock (shares) is listed and held for more than 12 months prior to
the sale. For unlisted stock, however, the gains on transfer will
be considered as long-term if the same has been held for more
than 24 months prior to the sale. In the case of a sale of a business
(assets and liabilities), the capital gains will be treated as long term
only if the business has been carried on for more than 36 months.
Similarly, in the case of sale of stock, the consideration is received
directly by the shareholders, whereas in a sale of business assets
and liabilities, the consideration is first received by the company
and then if distributed to the shareholders, results in two levels
of tax. These are capital gains tax in the hands of seller company
and subsequently dividend distribution tax (DDT) in the hands
of shareholders at the time of profit or dividend distribution.
Although these are seller issues, they could impact the pricing of
the deal from a buyer’s perspective.

Acquisition of business assets and liabilities may require a no-
objection certificate from the revenue authorities to ensure that
the transfer is not treated as void owing to any tax demand arising
from pending proceedings against the seller as on the date of trans-
fer. A transfer is not treated as void where it is for adequate c