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Preface

Each year, the Directorate-General for Regional Policies of the Commission of the European Communities launches
a number of studies in the field of regional policy and regional planning. These studies mainly aim at providing a
basis for policy formulation internally, as well as the preparation of programmes and initiatives and a basis for ana-
lysing the impact of current or planned activities. The most interesting or innovative of these will now be published
in a series entitled Regional development studies. With this series the Directorate-General hopes to stimulate discus-
sion and action in a wider sphere on the research results received. The publication of the studies is addressed to poli-
ticians and decision-makers at European, regional and local level, as well as to academics and experts in the broad
fields of issues covered.

It is hoped that by publicizing research results the Commission will enrich and stimulate public debate and promote
a further exchange of knowledge and opinions on the issues which are considered important for the economic and
social cohesion of the Community and therefore for the future of Europe.

Readers should bear in mind that the study reports do not necessarily reflect the official position of the Commission
but first and foremost express the opinion of those responsible for carrying out the study.
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Financial Engineering

Summary

In July 1991, Directorate-General XVI of the Commis-
sion of the European Communities commissioned a
report on financial engineering techniques in the legal
and tax context applying to regions eligible under Ob-
jectives 1, 2 and 5b. Following nine months of inten-
sive legal and tax research by 24 national and two cen-
tral teams of specialist legal and tax advisers, the results
of the investigations have been collated and compiled
and are reproduced below.

Objectives

DG XVI has previously commissioned two studies on
the subject of financial engineering techniques. The first
was concerned with the financing needs of small and
medium-sized enterprises (SMEs) in assisted regions
and the difficulties facing them. The second was in-
tended as a guide for managers of Community-funded
programmes and highlighted the importance of finan-
cial engineering techniques for the SMEs and for re-
gional development. It also contains details of the vari-
ous techniques involved.

The current study was required to cover the actual
methods available for assisting SMEs financially in the
assisted regions in each Member State and the various
defects or limitations inherent in those methods. Posi-
tive features which promote the use of a technique were
also required to be covered. Within this context, the
objectives of the study could be summarized as follows:

¢ to identify the legal and regulatory framework relat-
ing to identified financial engineering techniques;

o to identify the legal and tax issues which specifically
promote or hinder those financial engineering tech-
niques;

® to comment on the legal deficiencies affecting finan-
cial engineering techniques by comparison with the
situation in other Member States; and

@ to make recommendations concerning the rectifica-
tion of those deficiencies by reference to the legal
framework.

Scope

The scope of the work covered four specified financial
engineering techniques as they affect SMEs. The tech-
niques concerned are:

® venture capital;
® guarantee funds and mutual guarantee schemes;
® Jeasing;

e factoring.

Key assumptions

According to the objectives of Directorate-General XVI,
it was agreed that, in conducting the study, the follow-
ing points would have to be borne in mind:

@ The study was to be confined to techniques of rel-
evance to SMEs. The Commission, in the context of
financial engineering, includes within the category
of small and medium-sized enterprises those busi-
nesses which satisfy the following criteria:

(i) less than 500 employees;
(ii) less than ECU 40 million assets;
(iii) less than ECU 75 million annual turnover; and

(iv) less than one-third ownership by a larger firm
(as defined by the criteria above).

These criteria were to be borne in mind when consid-
ering the range of techniques used in the Member
States. Those which are inappropriate to the smaller-
scale undertakings with which DG XVI is concerned
were to be ignored. Likewise, obstacles or benefits
which are inapplicable to the SMEs were to be ex-
cluded.
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® The study was to be concerned with SMEs in the
assisted regions designated as being eligible under
Objectives 1, 2 and 5b. They include the territory of
the former German Democratic Republic.

® The proposed study was intended to be an overview.
DG XVI was not seeking to establish an in-depth
catalogue of the detailed legal and tax provisions
applicable in each Member State. General informa-
tion and recommendations were, therefore, to be
provided.

® Financial engineering techniques based on cross-
border structures, car leasing and sale and lease-
back operations were outside the scope of this study.
The study was concerned with obstacles and positive
features affecting local financial engineering tech-
niques in each Member State.

® DG XVI was seeking to ascertain to what extent
local and regional authorities can participate in fi-
nancing small businesses by means of the techniques
under consideration.

Structure

The key conclusions of this study, broken down coun-
try by country and technique by technique, are set out
in the following pages.

Belgium

Venture capital

From a legal point of view, there are no significant legal
obstacles which inhibit the use of this technique. There
are, however, formalities which arise for consideration
with regard to the intended recipients of venture capi-
tal. In practice, for instance, venture capital is often
only provided to public limited companies (NV/SA)
and the legal form of the recipient may have to be
amended accordingly.

Certain limitations exist with regard to the manner of
provision of venture capital. Banks and savings institu-
tions, for instance, cannot generally invest directly in
share capital.

From a tax point of view, a major drawback may be that
the dividend exemption does not apply if the venture
capital company (VCC) does not have enough taxable
profits. This may lead to double taxation.

In some cases, interest paid by a limited liability com-
pany is treated as dividend. Furthermore, favourable tax
regimes exist, for example an innovation company, an
unemployment-zone company or an investrnent com-
pany (BEVEK/BEVAK).

Leasing

In Belgium, the concept of economic ownership is rec-
ognized for the purposes of direct taxation.

If the economic ownership is transferred to the lessee,
the lessee is treated for tax purposes as if he had pur-
chased the assets leased.

If there is no transfer of economic ownership, the leas-
ing is treated as a rental agreement.

From a point of view of indircct taxation, the tax treat-
ment of immovable property is based on legal owner-
ship. As a consequence, the registration duty of 12.5%
will be due on each transfer of legal ownership of
immovable property.

The VAT legislation also may constitute an obstacle in
the case of leasing of immovable property. The leasing
of buildings becomes subject to VAT only if a consid-
erable number of conditions are met. And even in this
case, leasing of land is not considered to be a VAT
activity.

14
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As a result, the VAT paid on the construction of the
building often cannot be recovered.

Factoring

There are legal restrictions on the factor itself. The fac-
tor is simply required to be incorporated as a Belgian
company and to be recognized by the Minister for the
Middle Classes.

From a tax point of view, factoring may be of interest
to SMEs. In Belgium, it is difficult to build up a provi-
sion for bad debts. Factoring can be of assistaace in this
regard as it avoids these restrictions.

The recoverability of input VAT may, in certain circum-
stances, present an obstacle. This is because certain fac-
toring transactions are not subject to VAT.

Guarantee funds

There are several examples of guarantee funds in Bel-
gium. A number of limitations affect the beneficiaries of
the guarantees provided. In the case of both the Public
Guarantee Fund and the regional guarantees there are
limitations on the eligible beneficiaries of guarantees,
on the types of loan which are eligible to benefit from
a guarantee, and on the maximum amount which can be
guaranteed.

Belgian tax law treats guarantee funds favourably (by
granting an exemption from corporate income tax, or

reduced rates).

In general terms, no real obstacles have been identified
either from a legal or a tax point of view.

Denmark

Venture capital

From a legal point of view, a number of detailed provi-
sions affect each category of vehiclc used for providing

venture capital. Broadly speaking, the public or private
limited company is the preferred form of vehicle. A
number of alternative vehicles are sometimes used,
however.

As far as the provision of debt finance is concerned,
both subordinated debt and convertible bond arrange-
ments are used and do not present any significant ob-
stacles.

There are no major tax obstacles in Denmark. However,
a number of issues do arise for consideration. Two par-
ticular problems present themselves. The dividend ex-
emption enjoyed by the VCC only applies when the
VCC holds at least 25% of the SME’s share capital.
Otherwise, a partial double taxation may result. Never-
theless, the above issues do not apply in the case of a
VCC which is incorporated as an investment company.
The dividends received by these companies are always
exempt from tax.

The second disadvantage arises from the fact that capi-
tal gains made on the realization of shareholdings are
fully taxable if the shares have been held for less than
three years.

In Denmark, investment in VCCs is made particularly
attractive for individuals. They may deduct the interest
paid to finance the purchase of shares in the VCC for
income tax purposes.

Leasing

In Denmark, the concept of economic ownership is rec-
ognized for direct tax purposes. However, transfer of
the economic ownership to the lessee is rather excep-
tional.

In the case of the transfer of economic ownership, the
lessee is treated as if he had purchased the assets leased.

Indirect taxation is based on legal ownership. As a con-
sequence, problems may arise in the case of leasing of
immovable property.
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In Denmark, leasing is normally treated as operating
leasing, i.e. the tax depreciation is with the lessor being
the legal owner. From a tax point of view, there is thus
normally no transfer of economic ownership. Only in
certain exceptional situations may the economic owner-
ship be considered for tax purposes to be transferred to
the lessee. Financial leasing is thus rather exceptional in
Denmark.

Factoring

There are no significant obstacles which affect the tech-
nique of factoring in Denmark. From a legal point of
view, certain formalities must be respected. These in-
clude the necessity to give proper notice to the debtor
of the transfer of the debt.

Factoring may be of interest from a tax point of view,
especially as regards factoring without recourse as all
probable losses are realized and, therefore, become de-
ductible without limit.

From the point of view of VAT, the recoverability by the
factor of input VAT may, in certain circumstances,
present a problem. This is because certain factoring
transactions are not subject to VAT. Furthermore, if the
receivable is not recovered, the VAT paid by the SME
to the State cannot be recovered by either the factor or
the SME. This can create a major obstacle.

Guarantee funds

There is a general framework in Denmark with regard
to guarantee funds. No real obstacles have been identi-
fied in the context of this framework.

A law concerning the cstablishment of the new Devel-
opment Fund has recently been enacted and is expected
to enter into force during the first half of 1992. This
fund has been capitalized at ECU 250 000 000.

Local and regional authorities could participate in guar-
antee funds, but would need specific legislative auth-
orization in order to do so.

From a tax point of view, there are no special provisions
in existence. However, guarantors can set up reserves to
cover bad debts only to a limited extent. This tax treat-
ment does not reflect the risks inherent in the provision
of the guarantees.

France

Venture capital

France has a highly organized system for providing
venture capital support to SMEs, and ranks third as
regards venture capital investments after the United
States of America and the United Kingdom. The pre-
ferred instruments are ordinary shares, convertible bonds
and preferred shares; debt finance is very seldom used.

From a tax point of view, an obstacle may be that, gen-
erally, capital gains are always taxable (possibly at
reduced rates). Also, long-term capital losses can only
be set off against long-term capital gains.

On the other hand, the forming of VCCs has been
encouraged by providing tax exemptions in case the
VCC takes the specific form of, for example, a ‘société
de capital risque’. Even if this is not the case, the risk
of double taxation is generally excluded, not only in the
case of debt but also in the case of equity finance
because in the latter, the VCC can cither benefit from
the dividend exemption or claim the ‘avoir fiscal’.

Finally, special tax benefits also exist for certain SMEs.

Leasing

In France, ‘economic ownership’ is not decisive in the
tax treatment of leasing operations. From a tax point of
view, all types of leasing are treated as mere rental
agreements.
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With respect to leasing of movable assets, the French
tax legislator has, however, introduced some specific
measures for a certain type of leasing in order to treat
the lessee more as an economic owner for the purposes
of capital gains taxation. This may constitute an ob-
stacle for the lessor since he is not entitled to the spe-
cial gains taxation.

Leasing of immovable property may constitute prob-
lems with respect to indirect taxation (registration tax is
due on each sale of land and buildings and there is no
VAT liability on such sales. Hence, a part of the VAT
deduction must be paid back).

However, in the field of direct taxation of leasing of
immovable property, a very advantageous regime exists
for Sicomis.

Factoring

While there are a number of formalities which must be
fulfilled, there are no significant legal obstacles to the
establishment or operation of factoring companies. Fac-
toring is not subject to a specific regulatory regime.
However, factoring companies are subject to the law
relating to banks and financial institutions and authori-
zation must be obtained from the ‘Comité des établisse-
ments de crédit’.

The ability of local and regional authorities to partici-
pate in the provision of factoring finance is limited
owing to the constraints placed upon their activities.

Factoring may be of interest from a tax point of view,
especially in the case of factoring without recourse
since all probable losses are realized and, therefore,
become deductible without limit.

The factor may opt to be subject to VAT. Therefore the
recoverability of input VAT paid by the factor does not
give rise to any problem. However, if the receivable is
not recovered, the VAT paid by the SME to the State

cannot be recovered by either the factor or the SME,
which can create a major obstacle.

Guarantee funds

In France, guarantee funds have been set up at the
national, regional, departmental and communal level.
Although no real obstacles have been identified, there
are a number of restrictions on the beneficiaries eligible
to receive guarantees. There are also certain restrictions
on the purposes for which a guarantee can be sought.

In general, there are no special tax provisions applicable
to guarantee funds. Specific tax regimes exist, however,
for regional development funds (‘sociétés de déve-
loppement régional’) which enjoy a tax exemption ap-
plying to most of their income. ‘Sociétés de cautionne-
ment mutuel’ can allocate part of their income to a
taxable reserve. Both of the above can build up special
provisions for risks.

Germany

Venture capital

The German venture capital market provides a wide
range of investment vehicles and has been in expansion
since the mid-1980s. Total invested capital has risen
from DM 785 million in 1983 to DM 3 341 million in
1990. A major psychological barrier to the participation
of venture capitalists in SMEs has been the traditional
refusal of family owners to admit new shareholders.
However, this tendency has dwindled over recent years.

As far as tax matters are concerned, no major obstacles
appear. However, the fact that double taxation for ‘Ge-
werbesteuer’ and ‘Vermdgenssteuer’, purposes may
arise if no substantial holding exists (10%), is rather
disadvantageous. On the other hand, in case the VCC
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takes the form of an ‘Unternehmersbeteiligungsge-
sellschaft’ it is exempt from the abovementioned trade
tax and net worth tax (i.e. regardless of the percentage
of shareholding).

Other disadvantages are that capital gains on shares are
always taxable and interest payments by the SME are
partially included in the taxable base in computing trade
tax on income.

Leasing

The concept of economic ownership is recognized in
German tax law. In case there is a transfer of economic
ownership, the lessee is treated in the same way as if he
had purchased the leased assets.

As far as leasing with transfer of economic ownership
is concerned, the limited deductibility (50%) of the
lease payments for trade tax purposes constitutes a seri-
ous obstacle. In Germany, it might, therefore, be more
interesting to enter into a lease agreement which does
not imply transfer of economic ownership. Such a lease
is treated as a mere rental agreement for tax purposes.

Indirect taxes may cause problems in the case of leas-
ing of immovable property, since a registration tax is
due on each transfer of title (‘Verfgungsmacht’).

Factoring

Factors do not face any significant obstacles to their
operation from a legal point of view. They are only sub-
ject to regulation if they also conduct banking activities.

A number of practical issues arise for consideration.
These do not, however, present any major legal ob-
stacles.

The German State does not currently participate directly
in factoring but it is clear that it could do so if it wished.

From a tax point of view, only factoring without re-
course benefits from a tax advantage. Indeed the prob-
lem of the limited deductibility of the interest payments
with regard to the ‘Gewerbesteuer’ (trade tax) is avoided.

The non-recoverability of the input VAT paid by the
factor, to the extent that financing is involved, may
present an obstacle.

It appears that, from both a legal and tax point of view,
factoring without recourse offers certain advantages.

Guarantee funds

There are two types of entity involved in offering guar-
antees in Germany. These are the suretyship banks and
the loan guarantee associations. Suretyship banks are
subject to control under German banking legislation.
Limits are imposed in particular on the scale of the
transactions to be undertaken by reference to the level
of proprietary capital at the suretyship bank’s disposal.

Apart from the general prudential controls referred to,
there are no significant restrictions on guarantee funds
in Germany.

Greece

Venture capital

The legal and regulatory environment for venture capi-
tal in Greece is too restrictive. The activity is limited to
specialized institutions which, in turn, are limited to
cquity financing of high-technology or innovative in-
vestments. The activity should be extended to other
areas, given that Greece is not a country with a solid
industrial base.

If the VCC does not satisfy the conditions of Law 1775/
1988 (concerning activities, participating in SMEs, per-
forming high technology, innovation businesses, amount
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of capital, etc.) or is not an investment holding com-
pany, it cannot benefit from the specific tax benefits that
exist for both these forms.

A negative aspect is that capital gains are only tax
exempt when put in a special reserve account used to
cover future capital losses, unless the VCC operates as
an investment holding company.

Furthermore, several exclusions from the taxable base
and reduced rates apply for SMEs meeting certain con-
ditions.

Leasing

In Greek tax law, ‘economic ownership’ is not recog-
nized. From a tax point of view, leasing is treated as a
mere rental agreement.

As a consequence, a lot of incentives are lost. On the
other hand, specific incentives promoting financial leas-
ing of movable assets are provided.

Indirect taxes may give rise to problems as to financial
leasing of immovable assets.

Factoring

It is difficult to assess the technique in Greece as there
are at present no factoring companies and no banks
engaging in factoring. Certain points have been high-
lighted, however, as regards potential problems.

Factoring can only be carried out by either banks or
non-banks, provided that the latter engage exclusively
in factoring. The type of non-bank which may qualify
is also limited. This is regarded as an obstacle.

An assessment has been made of the potential tax treat-
ment of any factors which might be set up in the future.
Factoring without recourse may be beneficial because

the factor, in contrast to the SMEs, can build up a pro-
vision for bad debts. Moreover, by transferring the re-
ceivable to a factor at an undervalue, the SME is able
to deduct the losses it suffers as a result.

As far as indirect taxes are concerned, banks may be at
a disadvantage to non-banks engaged in factoring as
they may be subject to a special tax on banking trans-
actions instead of VAT. This special tax may be denied
on factoring services provided by banks and is not
recoverable.

Guarantee funds

There are no guarantee funds or mutual guarantee funds
in Greece. It is, therefore, not possible to evaluate them
properly at the present time. If, however, an ordinary
company were to offer guarantees, the Greek tax regime
makes no allowance with regard to future losses which
might be incurred. This could be an obstacle.

Ireland

Venture capital

The Irish venture capital market is relatively sophisti-
cated, with an availability of a wide range of vehicles
and methods. There are no significant obstacles to ven-
ture capital financing in Ireland, although compliance
costs are significant.

As far as tax matters are concerned, no real obstacles
present themselves. A disadvantage, however, is that
capital gains on shares are in principle always taxable.

On the other hand, it can be considered advantageous
that reduced rates apply to certain SMEs and that double
taxation is avoided because dividend income is exempt
with the receiving VCC.

Leasing

In Ireland, ‘economic ownership’ is decisive in the tax
treatment of leasing. Since it is in practice very difficult
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to meet the conditions to be considered as the (eco-
nomic) owner of the leased assets, transfer of economic
ownership is rather exceptional.

For tax purposes, leasing with transfer of economic
ownership is translated as a straight purchase. However,
in the case of a finance lease of movable assets, the les-
see may be allowed to depreciate the asset and to
deduct the total rental payments (except if it concerns a
hire purchase agreement).

On the other hand, special incentives regarding rental
payments are provided for operating a lease (where
transfer of economic ownership is unusual) of immov-
able property.

Indirect taxation is based on legal ownership. There-
fore, problems may arise with respect to indirect taxes
on leasing of immovable property.

Factoring

Factors do not face any significant legal obstacles as
regards their establishment or operation. They are not
subject to licensing requirements. The recipients of fac-
toring finance do not face any significant legal obstacles
either.

From a tax point of view, in the context of factoring
with recourse, where the debt is transferred to the fac-
tor, the SME can no longer build up a provision for bad
debts. This may constitute an obstacle.

Without recourse may be beneficial owing to the diffi-
cult question of valuation of receivables being avoided
by releasing capital losses which are tax deductible.

The recoverability of input VAT by the factor may not
always be possible, depending on the transaction. This
may present a problem. Furthermore, if the receivable
is not recovered, the VAT paid by the SME to the State

cannot be recovered by either the factor or the SME.
This can create a major obstacle.

Guarantee funds

There are no specific entities established in Ireland as
guarantee funds. Guarantees are, however, available
through other entities such as banks and insurance com-
panies. The Industrial Development Authority (IDA)
also offers guarantees for certain purposes.

A number of restrictions apply to the offering of guar-
antees by the Industrial Development Authority in the
form of selection criteria which must be satisfied by the
applicants. These criteria partly describe the manufac-
turing entities which are eligible to receive assistance.

Some special tax regimes are available, more specifi-
cally in relation to the 1DA (this being an entity which
is not subject to tax). As to the tax regime of financial
institutions offering guarantees, no special rules are
applicable, which may, in view of the high risk inher-
ent in the business, represent an obstacle.

Italy

Venture capital

The Italian institutional venture capital market is young
in comparison with that of other industrialized coun-
tries, notably the United Kingdom. The main reasons
for the delayed growth of merchant banking and ven-
ture capital activities are the lack of legal and fiscal
rules to support venture capital providers, notably rules
facilitating disinvestment.

As far as tax matters are concerned, the following nega-
tive aspects should be taken into consideration:

@ Although exemption from corporate tax is granted to
SMEs and VCCs situated in underdeveloped areas
such as the Mezzogiorno area, an equalization tax is
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levied in case such a company distributes dividends,
which neutralizes the effect of the tax exemption. In
some cases, partial double taxation may arise due to
the non-refundability of the tax credit.

e (Capital gains on shares are in principle fully taxable.

@ The technique of redemption of shares is unknown
in Italian law. On the other hand, several incentives
have been created:

® Specific forms for VCCs (SIF, SFI, etc.) with tax
benefits;

® Exemptions from local or corporate income tax
for companies in certain regions (Mezzogiorno
area, new offshore centre of Trieste).

As far as debt finance is concerned, interest payments
are only deductible to a proportion equal to the ratio of
gross taxable income to total gross income. This implies
that the total amount remains undeductible if the SME
is exempt from corporate income tax.

Leasing

The activity of leasing is not hindered in Italy by any
significant legal obstacles. Leasing companies are not
subject to regulatory control other than that applicable
to them due to their particular form.

Before the Presidential Decree of 22 December 1986,
the tax treatment of leasing was fairly advantageous,
but this has now changed.

Factoring

Factors do not generally face any significant legal ob-
stacles with regard to their establishment or operation.

From a tax point of view, factoring with recourse im-
plies that the SME can no longer establish a provision
for bad debts. This may represent an obstacle.

As far as factoring without recourse is concerned, this
may be an interesting technique because the SME can
deduct financial losses on receivables without limit.

The recoverability of input VAT by the factor may
present a problem, depending on the transaction in-
volved.

Guarantee funds

Most companies involved in guarantee funds are con-
sortia, There are two types of consortia. No significant
obstacles have been identified in relation to either of
them.

Italy provides very favourable tax treatment (most of
the income benefits from a tax exemption).

Luxembourg

Venture capital

No major legal obstacles exist to the provision of ven-
ture capital in Luxembourg except that the government
scheme of issuing venture capital investment certifi-
cates and the consequent tax advantages are limited to
Luxembourg residents. The holder of a certificate is free
to sell the certificate to a third party provided he is a
Luxembourg resident.

From a tax point of view, no major obstacles occur. It
should, however, be noted that the dividend and capital
gains exemption only applies under certain conditions,
so that double taxation may result, not only for corpo-
rate income tax, but also for business tax and net-worth
tax purposes. As far as debt finance is concerned, inter-
est on loans in order to finance the acquisition of a par-
ticipation in the SME is not deductible to the extent that
it relates to exempt income.
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Favourable regimes exist when the VCC takes the form
of an investment fund (tax exempt dividend income) or
a 1929 holding company (tax exempt interest and divi-
dend income).

Furthermore, several laws (e.g. the laws of 13 Decem-
ber 1988 and 3 April 1989) have been enacted in order
to promote the provision of risk capital through tax
reductions.

Leasing

In Luxembourg, the concept of economic ownership is
accepted for direct tax purposes. If the economic own-
ership is transferred to the lessee, he will be considered
as purchaser for purposes of direct taxation.

In case there is no transfer of economic ownership, the
leasing is treated as a rental agreement.

In Luxembourg, the immovable property transfer tax
constitutes an important obstacle, since it is levied on
each transfer of legal ownership of immovable property,
even if VAT liability arises.

Factoring

On the whole, there are no significant legal obstacles to
factoring. However, factoring companies must be li-
censed in order to establish in Luxembourg and are sub-
ject to minimum regulatory standards. They also face
limits on the methods they can use to raise finance
which are dependent on their status. Only licensed banks
and non-banking financial institutions can, for instance,
raise finance by means of deposits taken from clients.

The types of factoring which can be engaged in by the
various categories of factor are limited.

Factoring could be a problem from a VAT point of view
since the input VAT can only be partially recovered,
depending on the activity.

Guarantee funds

There are two guarantee funds in existence: the Na-
tional Association for Guarantees and Aid to Merchants
and the Guarantee Office. Although there are some lim-
its on the objects for which a guarantee can be granted,
no significant obstacles have been identified.

Luxembourg tax law provides for a full tax exemption
of the guarantee funds in existence.

The Netherlands

Venture capital

Like the United Kingdom, the Netherlands is a rela-
tively unregulated successful market for venture capi-
talists. There are no significant legal or regulatory ob-
stacles to the provision of equity or debt finance.

No major drawbacks occur as far as tax matters are con-
cerned.

Double taxation is avoided in the case of interest as
well as in the case of dividend income, since the latter
is tax exempt if it is coming out of a qualifying partici-
pation (5%). Capital gains also remain tax free if they
are realized on qualifying participations.

Finally, the fact that no special tax benefits have been
granted to companies situated in less-developed areas
may be considered a negative point.

Leasing

There is no specific legislation on leasing in the Neth-
crlands. The parties enjoy contractual freedom. Con-
tracts are judged by their contents and not by their form.
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Depending on the legal qualification of the contents of
a contract, certain legal rules limit the freedom of the
parties, especially where these rules are obligatory.

Factoring

There are no significant legal or tax obstacles to factor-
ing. However, the entry into force of the new Dutch
Civil Code may give rise to problems with regard to the
registration of deeds establishing silent pledges (which
are necessary to establish good title to the debt trans-
ferred). It is expected that an enormous burden will be
placed on the Department of Registration and that the
latter is unlikely to be able to meet the demands placed
upon it.

In the case of factoring with recourse, the factor from a
VAT point of view may not be able to recover all or part
of the input VAT.

Guarantee funds

Only guarantee funds have been found to exist. Three
funds are in existence. Certain restrictions apply to the
amount and duration of the guarantees which can be
offered.

The ‘Particuliere participatie maatschappij’, dealt with
under ‘Venture capital’, is eligible for investment guar-
antees.

The guarantors in the Netherlands appear to be the State

and the Nederlandse Bank NV. Neither of these are sub-
ject to tax.

Portugal

Venture capital

The Portuguese venture capital market has not been a
notable success and proposals are under consideration
for reform of the financial system, including the institu-

tions relevant to venture capital. Of all the Member
States, Portugal perhaps provides the most stimulating
challenge for the creative borrowing of concepts from
other Member States.

From a tax point of view, no major obstacles occur. On
the contrary, tax incentive schemes have been intro-
duced for companies (SMEs or VCCs) situated in the
Madeira/Azores free zones (temporary exemption from
corporate tax).

Also, in case the VCC takes the specific form of a
‘Sociedade de capital de risco’ (SCR) or a ‘Sociedade
de fomento empresarial’ (SFE), it benefits from a tem-
porary exemption from corporation tax.

Leasing

In Portugal, ‘economic ownership’ is at present not rec-
ognized for tax purposes. From a tax point of view,
leasing is treated as a mere rental agreement.

There are, however, some differences with respect to
direct taxes (capital gains taxation, depreciation meth-
ods, deduction of immovable rents), which might con-
stitute an obstacle.

The lessee is treated as an economic owner with regard
to subsidies.

The Portuguese tax legislator has also introduced some
specific measures in order to avoid the obstacles which
arise in the indirect taxation of leasing of immovable

property.

The Portuguese tax law also contains specific incentives
promoting leasing companies.

Factoring

Factors will be treated as banks under currently pro-
posed reforms. They are already supervised on the same
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basis but would, under the reforms, be subject to even
more stringent requirements. Both the existing and fu-
ture requirements must be regarded as obstacles.

From a direct tax point of view, factoring with recourse
leaves the SME in a less favourable position as the
SME cannot build up a provision for bad debts if the
debts are transferred to the factor. With regard to fac-
toring without recourse, this may be of interest as the
SME can deduct financial losses on receivables without
limit.

In the case of indirect taxes, the input VAT paid by the
factor cannot be recovered except as regards factoring
with recourse and without financing. On the other hand,
as regards financing by a factor, no stamp duty becomes
due.

Spain

Venture capital

The Spanish venture capital market is characterized by
intervention from the public sector, notably the autono-
mous communities. However, the end of the 1980s saw
an increase in private sector venture capital organiza-
tions. No significant legal obstacles have been identi-
fied, although, as in Italy, small enterprises are reluctant
to bring in outside shareholders.

From a tax point of view, major efforts have been per-
formed to promote the technique of risk capital. For
example, when the VCC operates under the special
form of a ‘Sociedad de capital riesgo’, a 100% relief
from corporate income tax on dividends received from-

qualifying shares is applicable. Such VCCs also benefit
from an exemption from taxation on capital gains aris-
ing on the disposal of securities.

On the other hand, if the VCC has not taken this spe-
cial form, partial double taxation may result on divi-
dend income (if certain conditions are not met) and
capital gains on shares are fully taxable.

Tax benefits exist for SMEs situated in certain areas
(the ‘promotional zones’). These benefits have taken the
form of a reduction of rates of indirect and local taxa-
tion.

Leasing

In Spain, ‘economic ownership’ is not decisive in the
tax treatment of leasing. For tax purposes, leasing is
treated as a mere rental agreement.

Real obstacles therefore arise with respect to direct
taxation: important incentives are lost in the case of
leasing. However, the Spanish tax legislator has intro-
duced some tax measures with regard to certain incen-
tives for investment in order to treat the lessee more as
an economic owner for the application of those incen-
tives.

Specific measures are also provided for financial leas-
ing of immovable property: there is an exemption from
transfer tax for transfers to and from financial leasing
companies. From this point of view, financial leasing of
real estate is more favourable than a straight purchase.
An obstacle, however, is that the rental payment that
corresponds with the leasing of land is not deductible
for a lessee under a financial lease, whereas the lessor
cannot depreciate the land.
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Factoring

While there are no significant tax obstacles, a number
of legal issues arise for consideration. High share capi-
talization requirements, stringent cash ratios and the
need to notify each assigned debt to the debtor by
means of expensive notarial deeds all present obstacles.

From a tax point of view, factoring without recourse
may be beneficial since all probable losses are realized
and become deductible at that time, without limit.

As far as VAT is concerned, the factor cannot, or can
only partially, recover VAT, depending on the nature of
the activity.

Guarantee funds

Three schemes operate in Spain. These are the recipro-
cal guarantee companies, the second guarantee public
corporations and the reinsurance companies. The pri-
mary vehicles used for the giving of guarantees are the
reciprocal guarantee companies. These are subject to
capital requirements.

In general terms, no significant obstacles have been
identified.

United Kingdom

Venture capital

The United Kingdom venture capital industry is the
largest in Europe and second only to the USA in impor-
tance. It can fairly be described as a finance industry
which serves SMEs with considerable effect.

As far as tax matters are concernied, o major obstacles
appear. However, it should be taken into account that
capital gains are, in principle, taxable at full (or re-

duced) corporate income tax rates, and that, in case the
SME is being financed by a debt, certain interest pay-
ments are treated as profit distribution.

Favourable factors, on the other hand, are that divi-
dends received are never included in a company’s tax-
able income and thus tax exempt, reduced tax rates
apply to companies with taxable profits not exceeding a
certain amount, and some companies (e.g. building so-
cieties) can claim a preferential tax regime, which might
be of particular interest to SMEs.

Leasing

Leasing of both movable and immovable property is
widely used in the United Kingdom by SMEs for the
acquisition of factory/office space and necessary plant
and equipment. It reduces capital requirements for start
up or expansion, is generally considered to be a tax-
advantageous financial technique, is widely available
and is subject to little regulatory restriction.

Factoring

There are no real obstacles to the use of the technique
in the United Kingdom.

Factoring with recourse may put the SME in a less
favourable position since it cannot build up a tax-free
provision for bad debts.

With regard to bad debts, the factor cannot, or can only
partially, recover the input VAT.

Guarantee funds

Guarantee funds exist in the United Kingdom. There is
a national loan guarantee scheme. The local authorities
may also issue performance guarantees.
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From a tax point of view, the guarantors in the national
loan guarantee scheme are not subject to tax.

Some court decisions suggest that guarantors who are
not financial institutions or banks may not be able to

deduct the losses inherent in issuing guarantees. Finan-
cial institutions and banks can deduct payments made
under a guarantee. This difference in tax treatment may
represent an obstacle to the promotion of the guarantee
funds.
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Venture capital

Belgium

Introduction

From a legal point of view, there are no significant legal
obstacles which inhibit the use of this technique. There
are, however, formalities which arise for consideration
with regard to the intended recipients of venture capi-
tal. In practice, for instance, venture capital is often
only provided to public limited companies (NV/SA)
and the legal form of the recipient may have to be
amended accordingly.

Certain limitations exist with regard to the manner of
provision of venture capital. Banks and savings institu-
tions, for instance, cannot generally invest directly in
share capital.

From a tax point of view, a major drawback may be that
the dividend exemption does not apply if the venture
capital company (VCC) does not have enough taxable
profits. This may lead to double taxation.

In some cases, interest paid by a limited liability com-
pany is treated as dividend. Furthermore, favourable tax
regimes exist, for example an innovation company, an
unemployment-zone company or an investment com-
pany (BEVEK/BEVAK).
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. Legal and regulatory
issues

1.  Typical investment vehicle
used

Although venture capital may, in principle, be provided
by individuals to individuals, it appears that in practice
nearly all parties involved in venture capital business
are corporations. Hence, this section will focus on cor-
porations., '

Consideration will only be given to the three main types
of (Belgian) company:

the Naamloze Vennootschap/Société anonyme (NV/SA);

the Besloten Vennootschap met Beperkte Aansprake-
lijkheid/Société privée a responsabilité limitée (BVBA/
SPRL); and

the Codperatieve Venno.otschap met Beperkte Aansprake-
lijkheid/Société coopérative a responsabilité limitée
(CV/SC).

The main features of each of these types of company is
provided separately.

One further entity requires a mention. This is the ‘in-
vestment trust’. Investment trusts (Beleggingsinstel-
lingen/organisme de placement) are institutions which
make a public call on investors’ savings and which
operate in accordance with the principles of risk spread-

ing.

They can be organized either by contract, in which case
the trust is called a ‘beleggingsfonds/fonds de place-
ment’ (investment fund) and the ‘fund’ is managed by a
‘beheersvennootschap/société de gestion’ (administra-
tion company), or by means of a company, in which
case the trust is called a ‘beleggingsvennootschap/
société d’investissement’ (investment company). Both

types of investment trust must be administered and
managed in the exclusive interest of the investing pub-
lic.

2. Applicable legal measures

There is no specific legislation governing venture capi-
tal as such.

Certain pieces of legislation will, however, have an
effect on venture capitalists themselves or on the provi-
sion by them of investment finance:
Atrticle 14 of Royal Decree No 185;

Royal Decrees of 8 May 1990 and 14 June 1990;

These would prevent the provision of share capital in a
direct manner by banks and savings institutions;

Articles 108 to 119 of the Act of 4 December 1990,
These define investment trusts;

Act of 2 April 1962, as amended;

Royal Decree of 16 November 1979;

Act of 17 July 1959, as amended,

Act of 30 December 1970, as amended;

Act of 4 August 1978, as amended;

Decree of the Walloon Regional Executive of 7 Decem-
ber 1989.

3. The recipient of venture
capital

In practice, venture capital is only provided to under-
takings which are incorporated.
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The need to incorporate does not constitute a significant
obstacle as the capital requirements are relatively low
and the formation costs are fairly insignificant (see
below).

As the shares of a BVBA/SPRL and CV/SC are subject
to serious transfer restrictions, a venture capitalist will
normally prefer to invest, or even exclusively invest, in
corporations in the form of NV/SA. In order to attract
equity capital from VCCs, SPRLs and SCs can be asked
to re-register as SAs; re-registration is fairly simple and
cheap, and does not involve a dissolution of the com-
pany or a transfer of assets.

The formation of a company necessarily entails ongo-
ing administrative obligations and accounting duties
(application for VAT and trade registration numbers,
publication of annual accounts and excerpts of specific
board resolutions, requirement of regular bookkeeping,
etc.) but these requirements do not constitute a signifi-
cant restriction with regard to attracting venture capital.

Conclusions:

No regulations generally restrict the obtaining of ven-
ture capital.

In practice, the undertaking will have to be incorporated
and preferably in the form of an NV/SA.

4. The provision of venture
capital

4.1. Equity finance

The term ‘equity finance’, as used in this report, can be
defined as ‘any capital supplied in the form of a direct
investment in small and medium-sized enterprises by
means of the acquisition of shares, either new ones,
within the framework of the incorporation or the in-
crease in capital of an SME, or existing shares.

Where a venture capitalist invests in shares of an SME,
it often wishes to dispose of these shares in the medium
or long term. It is, therefore, important for the venture
capitalist to know at the moment of investing that the
stock will be saleable or transferable. Moreover, the
venture capitalist may wish to have legal assurance that
it can oblige a third person to purchase the stock.

Separate details have, therefore, been provided with
regard to pre-emption rights, shareholder agreements
and approval clauses.

If the venture capitalist itself is a listed company or its
activity would pertain to Belgian listed companies,
shareholding disclosure requirements will apply. Sepa-
rate details have also been provided with regard to
these.

Every Belgian natural person or corporation may pro-
vide venture capital without restrictions in so far as the
general corporate, accounting and fiscal regulations
which would apply to any natural person or corporation
are abided by.

However, by law, banks and savings institutions are in
principle precluded from providing share capital in a
direct manner (Article 14 of Royal Decree No 185;
Royal Decrees of 8 May 1990 and 14 June 1990).

Banks and savings institutions, acting alone or together
with their subsidiaries and the subsidiaries of their sub-
sidiaries (hereinafter the ‘banks’), cannot directly invest
in share capital, subject to exceptions:

banks can invest in other credit institutions;

banks can acquire a shareholding in companies in order
to hedge against questionable debtors. Such a stake
must be sold within a period of two years;

banks can acquire shares with a view to offering them
to the public. Such shares must be sold within a period
of one year;
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banks can make investments which are small in relation
to their own equity capital and which do not result in a
shareholding representing more than 5% of the voting
rights of the company in which the shares are pur-
chased.

The Commissie voor het Bank- en Financiewezen/
Commission bancaire et financiére (CBF) may grant
exemptions on a case-by-case basis.

As such, no regulation generally restricts lending by
banks for the purposes of investment in the share capi-
tal of a company.

It should be noted, however, that an NV/SA must not
provide securities with a view to the acquisition of its
shares by third parties (Article 52 ter of the Companies
Act). Hence, in principle, the bank which lends money
to a third party, in order to enable this party to buy
shares of a company, must not be given security by this
company with a view to securing the repayment of the
loan. Such security would be null and void according to
legal doctrine.

Investment trusts

Investment trusts, as defined by Articles 108 to 119 of
the Act of 4 December 1990, are virtually precluded
from providing venture capital. Investment trusts must
indeed spread their risks and must not acquire such
stock of a company that would enable them to influence
the management of this company. Moreover, an invest-
ment trust must abstain from any agreement which
would impede its administrative autonomy (Articles 126
and 127 of the Act).

The Act of 4 December 1990 and the Royal Decree of
4 March 1991 (as amended by the Royal Decree of 23
October 1991) lay down the conditions for Belgian and
foreign investment trusts to operate in Belgium.

No consideration will be given to foreign investment
trusts as they fall outside the scope of this report.

With respect to Belgian investment trusts, the Act
obliges the investment trusts to act within only one

single ‘category’; categories cannot be combined. The
categories are:

investment trusts which comply with the requirements
of the EC Directive of 20 December 1985;

securities and liquidities;
commodities, options and futures on commodities;
financial options and futures;

real estate;

high risk capital (this includes venture capital);

other.

By Royal Decree of 4 March 1991, the operating con-
ditions of the first two categories have been regulated.

The investment trusts operating within these categories
must invest mainly in listed securities or other financial
investments which can be traded on an organized ex-
change.

Venture capitalists which carry out their activity in the
form of a company and, more particularly, in the form
of an NV/SA, as in practice will be the case, will have
to comply with the Companies Act. For the purpose of
supplying venture capital, the by-laws of the venture
capital company must provide an express object clause
to do so.

In principle, the venture capitalist which has been incor-
porated is not transparent. However, in the event of the
venture capitalist being a listed company, sharcholding
disclosure requirements will apply.

Conclusion: No regulation generally restricts the provi-
sion of venture share capital.
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Equity stake in unlisted companies
® General

As in practice venture capitalists will usually invest in
an NV/SA, consideration will only be given to the
hypothesis of an equity stake in an NV/SA.

The contribution in capital by a venture capitalist may
occur at various stages in the corporate existence of an
SME.

In particular, the following situations may be distin-
guished:

Start-up capital: the venture capitalist contributes to the
formation of the company;

Expansion capital: the venture capitalist brings in new
capital in order to finance the company’s expansion;

Replacement capital: the venture capitalist takes over
the equity stake of another shareholder;

Mezzanine finance: the venture capitalist takes an
equity stake as a step towards stock-exchange listing.

None of these forms of contribution of capital is spe-
cifically regulated by law. Instead, these operations are
governed by the legal provisions, depending on the type
of operation, with respect to:

the formation of a company;

the subscription to a share capital increase;

the transfer of shares.

An NV/SA must not provide loans and security with a
view to the acquisition of its shares by third parties

(Article 52 ter of the Companies Act).

This rule may constitute a difficulty in obtaining ven-
ture capital.

However, it does not apply to loans or securities granted
to:

personnel of the company to allow that personnel to
acquire shares of the company;

related companies in respect of which at least half of
the voting rights are held by the members of the per-
sonnel of the company to allow those related companies
to acquire the shares of the company to which at least
one half of the votes is attached.

This exception obviously facilitates MBO (management
buy-out) financing.

® Participation in the formation of a company

(a) The costs related to the formation of a company
are fairly low.
The expenses related to the formation of an NV/
SA with the legally required minimum capital of
BFR 1.25 million amount to BFR 35 000. These
expenses include the notary’s fee, registration du-
ties on contributed capital, costs of the deed and
publication.
The notary’s fee is laid down by law and is calcu-
lated in proportion to the contributed capital ac-
cording to a digressive tariff: from 0.57% on the
first amount up to BFR 1.5 million, up to 0.0144%
on the amount in excess of BFR 134 million.
Conclusion: The expenses related to the formation
of a company do not constitute a significant im-
pediment to incorporation.

(b) The formalities associated with the formation of a
company are not a problem as most of them are
accomplished by the notary public.

(c) Participation in the formation of a company may
result in liability.

In the event of bankruptcy of the company within
a time period of three years after incorporation, the
contributors are personally liable for all or a part
of the debts of the company, if, at the moment of
incorporation, they knew or should have known
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(@)

that the capital was manifestly insufficient to carry
out the planned activity during the first two years
of its incorporation.

However, one may assume that a venture capital-
ist will submit a sound business plan (as is re-
quired by law) before taking part in the formation
of the company. Save serious professional error,
this form of liability may be ruled out.

Conclusion: The contingent liability associated
with the formation of a company does not appear
to constitute an obstacle to the venture capitalist
wishing to make a capital investment.

At the moment of incorporation, the venture capi-
talist may be granted particular advantages, such
as preference shares, or he may be given non-
voting shares.

Shareholder agreements, whether ancillary to a
specific form of shares or not, may stipulate op-
tions or obligations to repurchase shares by the
other shareholders.

Sharcholder agreements, however, must not pro-
vide that the venture capitalist shall be exempted
from any loss, or that he shall be entitled to all the
profits. Such clauses are void.

Conclusion: At the moment of incorporation, the
venture capitalist may be attributed a specific class
of shares. It may equally be stipulated in which
circumstances he can dispose of his shareholding.
However, the venture capitalist cannot be exoner-
ated from every entrepreneurial risk.

® Subscription to a share capital increase

(@

In principle, shares which are subscribed in cash
must be offered in priority to existing shareholders
in proportion to their shareholdings. This is re-
ferred to as a ‘priority right’.

In practice, the entry of the venture capitalist as a
member of the company is negotiated with the
existing shareholders prior to such entry.

(b)

Therefore, it has to be assumed that there is a
qualified majority among the shareholders to sup-
press the priority right.

Conclusion: The priority rights do not constitute a
practical restriction to the provision of venture
capital.

A share capital increase implies a modification of
the by-laws.

Expenses related thereto are the costs of a notarial
deed (limited) and registration duties on the con-
tributed capital (limited, see above).

Conclusion: Expenses related to a share capital
increase do not constitute a significant restriction.

® Transfer of shares

@

(b)

In theory, approval and pre-emption clauses should
form an obstacle to the entry of a venture capital-
ist in the share capital of a corporation.

In practice, however, the entry of a venture capi-
talist into the company is made on demand of the
shareholders.

It is assumed that the existing shareholders will
approve the transfer of shares and will not use
their pre-emption right.

Conclusion: Approval and pre-emption clauses do
not constitute a practical restriction to the provi-
sion of venture capital.

The acquisition of shares may be accompanied by
a shareholder’s agreement.

Such agreements must not prescribe that the ven-
ture capitalist shall be exempted from any loss, or
that he shall be entitled to all profits. Such clauses
are void.

Conclusion: As entrepreneurial risk is inherent in
venture capital, this risk cannot refrain the venture
capitalist from making his investment.

Contribution of equity capital to a listed company
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As such, the contribution of equity capital to a listed
company falls outside the scope of this report.

The listing of a company takes place at the moment that
a company itself is convinced that it has a trade record
which inspires confidence in institutional investors and/
or the public at large. At that stage, the company no
longer needs the contribution of a venture capitalist.
Even so, its intervention would be fairly modest, since
the venture capitalists currently active in Belgium have
a fairly small capital to invest, due to their policy of
spreading risks.

On the other hand, it is not the aim of a venture capi-
talist to invest in a listed company: not only would the
venture capitalist be excluded from any participation in
or supervision of the management, but he could also not
expect a substantial surplus value on his investment.

However, the Commission’s definition of an SME may
include Belgian listed companies. The conditions for
offering shares to the public and for listing shares on the
stock exchange have been provided separately.

4.2. Debt finance

Debt finance is (non-equity) funding by a venture capi-
talist to an SME in the form of loans which have a fixed
repayment programme and which in certain circum-
stances can be converted into equity capital.

Separate details have been provided with respect to all
forms of debt finance.

Debt finance by means of bonds

Bonds may be issued in various manners: they may be
offered to a restricted number of investors or by a call
on public savings. Bonds (and rights attached thereto)
may be listed on the Stock Exchange or not.

Only companies which are of a sufficient size and ben-
efit from the confidence of the public at large and also
institutional investors are able to offer bonds publiciy
and to have them listed on the Stock Exchange. This
report does not focus on this type of debt finance.

The private placing of bonds is highlighted below. In-
formation on the types of bonds is provided separately.

Preliminary conditions in order to provide non-
equity funding

No specific legislation governs the provision of non-
equity finance.

Every Belgian natural person or corporation may pro-
vide non-equity finance without restriction as long as
the general corporate, accounting and fiscal regulations
which would apply to any natural person or corporation
are abided by.

Banks and private savings institutions are entitled to
subscribe to bond issues and to purchase bonds on the
secondary market in their own name and on their own
behalf.

Investment trusts may also subscribe to bond issues,
although the issuing companies must have made public
annual accounts for at least two financial years. Un-
listed bonds may be purchased up to a maximum of
10% of the trust’s assets.

In principle, an investment backed up by listed bonds is
unlimited. However, the investment fund can invest
only a percentage of its assets in the securities of one
single issuer; moreover, an investment trust can acquire
only a small part of the securities of one issuer. It
should be remembered, however, that not all categories
of investment trust are regulated. Certain categories are
not yet covered by such rules. Venture capital falls
within the ‘high risk capital’ category; it is, therefore,
unregulated (see above under ‘Equity finance’, and ‘In-
vestment trusts’).

Conclusion: No regulation generally restricts the provi-
sion of non-equity finance.

Preliminary conditions to attract non-equity funding
by means of bonds

Only undertakings in the form of a corporation are
entitled to issue bonds.
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The selected legal status may contain limitations as far
as the type of bonds which the company is entitled to
issue is concerned.

A BVBA/SPRL may only issue registered bonds. More-
over, it must not issue convertible bonds or bonds with
warrants attached.

This restriction may, however, cease to exist by conver-
sion of the BVBA/SPRL to another corporate form.

The NV/SA and the CV/SC may issue both registered
and bearer bonds. These companies are entitled to issue
convertible bonds or bonds with warrants.

Conclusion: In order to issue bonds, companies must be
organized in the appropriate legal form.

Issuing bonds

(a) The decision to issue bonds without rights of con-
version or subscription may be made by the man-
agement body unless the by-laws expressly pro-
hibit it from doing so.

Impediments in a company’s by-laws may be over-
come by amendments thereof.

As the issue of convertible bonds and bonds with
warrants implies a future or potential share capital
increase, only the general shareholders’ meeting
may take the decision to issue such securities.

The Board of Directors may equally take such a
decision, provided it was authorized by the general
shareholders’ meeting to increase the company’s
share capital to a specified amount.

Rights of conversion or subscription attached to
convertibles or warrants are valid during a 10-year
period after their issue. In cases where the issue
coincides with a non-application of the priority
right, the period of exercising the warrants is re-
stricted to five years.

(b) The minimum nominal value of bonds must not be
lower than BFR 1000, unless the obligation is
denominated in a foreign currency.

©

(d)

©

Bondholders are entitled to attend the general
shareholders’ meeting, but they only have an advi-
sory role. In specific circumstances, this may be a
reason for a corporation not to issue bonds. As
such, however, this provision does not constitute
an obstacle for a venture capital company. In many
cases the venture capital company may want to
abstain from any intervention in the management
of the company.

Bearer bonds must comply with specific, though
limited, formalities. Registered bonds have to be
registered in a special register kept at the com-
pany’s registered office and a certificate must be
delivered to the bondholder in order to demon-
strate registration.

Both types of bond are freely transferable: bearer
bonds by delivery, registered bonds by entry in the
appropriate register upon presentation of a decla-
ration of transfer, or, alternatively, after a notice
issued by a bailiff certifying an assignment of the
bond.

By the issue of bonds, a loan agreement is entered
into.

Upon application of the borrower, the courts have
the power to substitute the legal interest rate (cur-
rently 8% per annum) for those interest rates and
benefits which have been stipulated in the loan
agreement as a result of the exploitation of the bor-
rower’s ignorance, passions, feebleness or needs
and which manifestly exceed normal interest rates
or the degree of risk pertaining to the loan.

The intended situation is that of usury and the
sanction may only be applied in the exceptional
circumstances that the interest rate and the benefits
are clearly disproportionate to the risk incurred.

54



Venture capital

®

(8

The issue of the bonds may therefore be caught by
the prohibition on usury laid down in Article 1907
ter of the Civil Code. This is not a serious obstacle
in practice to the operation of venture capital com-
panies.

Published case-law has shown reluctance to apply
Article 1907 ter whenever the borrower is a com-
mercial undertaking.

For the Article to apply, two conditions have to be
satisfied.

First, the borrower must demonstrate exploitation
of its needs. Some published case-law has ruled
that exploitation of needs does not occur when an
undertaking is in need of funds to improve or
expand its business. Other cases have ruled out
exploitation on the grounds that the borrower paid
the loan punctually and never objected to the inter-
est rate.

Second, the borrower must demonstrate that the
stipulated interest rate exceeds normal interest rates
in a manifest manner. To this end, the courts exam-
ine the conditions on the capital market at the time
the contested loan agreement was entered into. If
interest rates similar to the stipulated interest rate
were used by other credit institutions, the exces-
sive nature will not be established.

A higher interest rate than the normal interest rate
may lawfully be stipulated for the purpose of cov-
ering the risk of insolvency of the borrower, pro-
vided such risk cannot be minimized by taking
security.

A company is entitled to give a mortgage to secure
repayment of its bonds. In practice, however, such
security is extremely rare.

Companies must notify the Commissie voor het
Bank- en Financiewezen/Commission bancaire et
financiére in advance in the event they want to
place convertible bonds and warrants in private
and if they have made a call on public savings in
the past.

(h) Reference should be made to the description above
concerning the giving of loans or security by an
NV/SA with regard to the acquisition of its own
shares by third parties.

Conclusions:

There are no substantial impediments to issuing bonds
without conversion or subscription rights,

Convertible bonds and warrants have a limited conver-
sion period.

The minimal nominal value of bonds does not consti-
tute an impediment.

The creation and transferability does not constitute an
obstacle.

In practice, usury laws do not matter.

Bonds cannot in principle be secured if they are issued
for the acquisition of shares of the company which
gives the security.

Bondholders have access to the general shareholders’
meeting, albeit without voting rights. This does not
obstruct bond issues.

4.3. Ordinary loans

Debt finance can be provided by VCCs in the form of
an ordinary subordinated loan.

It cannot be excluded that, occasionally, security is
given by the SME to the VCC in order to attract debt
financing. (There would be no difference between this
and an ordinary bank loan.) It has to be noted, however,
that VCCs cannot be granted a ‘pand op de handelszaak/
gage sur fonds de commerce’ (i.e. a floating charge over
the business), since such security can only be given to
credit institutions which are recognized by the govern-
ment.
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. Issues of taxation

1. Introduction

The SME is often confronted with the difficulty of
attracting financial means from third parties.

Indeed, on the one hand, to contract a loan with a bank,
the SME usually has too low an equity so that the finan-
cial institutions feel rather reticent to grant loan.

On the other hand, because of the high risk of the
investment, only very few persons will be willing to
increase the capital (and therewith the loan capacity) of
the SME.

The VCC can therefore play an important role in the
expansion of the SME.

The VCC and the target company (SME) will have to
determine how the capital is to be injected. It may very
well be that there is a conflict of interest between both
parties in determining how the injection will be ex-
ecuted.

In general, the (tax) differences between debt financing
and equity financing can be established as follows:

" In the case of debt financing by the VCC, the interest
payments are for the SME in principle tax-deductible
expenses, which have a negative impact on the results
(possibly into a loss position) and on the cash flow of
the SME. The VCC will be fully taxable on the interest
income.

It may very well be that this situation is not at all desir-
able. Indeed, the SME will probably be in need of extra
means at the time when heavy investments are planned.
These will already have a negative impact on the results
(depreciation of the investment). From a tax point of
view such a situation may also prove to be unwise. The
interest deduction cannot be properly used because of
insufficient profits (creation of losses) whereas the inter-
est income with the VCC is immediately taxed.

To meet both economic and tax demands, two main
options are available:

® cither the loan agreement is concluded under cir-
cumstances where the interest rate is in the begin-
ning rather low (e.g. profit-sharing loan or convert-
ible loan); or

® the VCC decides to participate in the capital of the
SME.

In the case of equity financing, the following problems
arise:

Dividend income: if the VCC is in need of a more or
less regular income to finance its own investment, this
will have to be done by way of a dividend distribution.
This may present a lot of problems.

Dividends are normally not tax deductible so that the
dividend capacity will normally be lower than the inter-
est payment capacity. However, some incentives exist
that introduce a system of tax-deductible dividends.

In the case of a dividend distribution, both the VCC and
the individual shareholder will receive a dividend. The
dividend taxation of individuals is often very disadvan-
tageous.

To avoid this problem, the VCC might opt for prefer-
ence shares so that dividends can be distributed to the
VCC and not to the individual shareholder.

The VCC receiving the dividends can claim the divi-
dend exemption (a ratio of 95%), but may only prop-
erly use it if it has enough taxable profits. This will nor-
mally not be the case, since the main income of the
VCC consists of dividend income. Therefore, two op-
tions could be considered:

® a combination of interests and dividends;

e instead of distributing dividends, the VCC might
aim for the realization of a capital gain on shares.

Capital gains income: this way could be interesting
since, by doing so, the SME retains all profits.
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Problems are:

o if the value of the SME decreases, the capital loss
realized on the sale of the shares is in principle not
tax deductible;

® if the value of the SME increases, the capital gain
will in principle be tax exempt. The problem is that
the individual shareholders will normally not have
enough means to purchase the shares. Moreover, as
far as tax is concerned, their position is rather unin-
teresting because they cannot claim an interest de-
duction (unless in very specific circumstances) which
has, of course, a very negative impact on the finan-
cing of this purchase.

Therefore, one could consider a redemption of shares.
This means that the SME purchases its own shares.
Only to the extent a hidden capital gain is expressed,
taxation takes place with the SME. For the VCC, the
capital gain is treated as dividend income which can
benefit from the dividend exemption (95%).

A summary is given of all the important items that
could influence the decision-making of the VCC and the
SME under ‘Equity finance’ and ‘Debt finance’.

Practical guidance, resulting from the information under
‘Equity finance’ and ‘Debt finance’, is given under
‘Practical taxation guidance’.

2. Equity finance

2.1. Introduction

Does a registration tax apply or do any other duties
exist?

Contributions in cash or in kind against shares are sub-
ject to a registration duty of 0.5%. The taxable base is
the amount of cash or the value of the contribution after
deduction of obligations (net contribution).

Additional costs of creating a company are:

®  costs for publication in the Offical Gazette;

®  an annual stamp duty on company securities which
are quoted on the Belgian Stock Exchange;

® notarial fees;

® commercial registration fees.
All these costs are in principle tax deductible.

Are there conditions to be met in respect of the legal
form of the VCC?

Belgian company law provides no special legislation
concerning VCCs.

A VCC will most likely operate in Belgium under the
form of a public limited liability company (NV/SA).

Other legal forms which are often used are the private
limited liability company, (the so-called BVBA/SPRL)
and the cooperative company (CV/SC) (see Section
L1).

As is seen later, the choice of the legal form may have
a major impact on the tax treatment of debt financing.

Are there limits as to the degree of participation of the
VCC in the SME?

If the VCC takes an interest in the SME of 50% or

more, the SME can no longer benefit from the reduced
corporate tax rates (see below).

2.2. Tax situation of the SME

Creation of the company and increase of capital
Are there registration or other duties?

Contributions in cash or in kind against shares are sub-
ject to a registration duty of 0.5%. The taxable base is
the amount of cash or the value of the contribution after

deduction of obligations (net contribution).

Additional costs of creating a company are:
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®  costs for publication in the Offical Gazette;

®  ap annual stamp duty on company securities which
are quoted on the Belgian Stock Exchange;

® notarial fees;

® commercial registration fees.
All these costs are in principle tax deductible.

Are there exemptions for certain zones, projects, activi-
ties?

Companies established in an employment zone before
the end of 1991 are exempted from registration duties
(‘droit d’apport’).

Innovation companies established before the end of
1990 are exempted from registration duties (‘droit d’ap-
port’).

No registration duty (‘droit d’apport’) is due for:

® the creation of reconversion companies before 12
December 1990;

® the capital increase in these companies within 10
years after the year of the constitution of these
companies;

® the constitution before 23 July 1990 of companies
located in a reconversion zone;

® the capital increase in these companies until 31
December 1992.

In Annex, we attach an enumeration of the reconversion
zones. '

Is the indirect tax treatment different for the following
types of share: ordinary, preference or redeemable
shares?

There is no difference in the tax treatment of these
shares where the registration duties are concerned.

Corporate tax

How is the taxable base determined?

Are the costs related to the creation/increase of the
capital deductible?

These costs are deductible. Two options are possible:

@ all costs are deductible in the year of creation/
increase of the capital.

® the costs can be depreciated over a maximum of
five years.

Are there specific regimes for certain SMEs?

® SMEs established in employment zones

The creation of new companies within the employment
zones is no longer possible. However, the regime re-
mains applicable to the existing companies established
in those zones.

In Annex 1, an enumeration of the conditions to be met
and the tax benefits is given. The principal tax advan-
tage is the exemption of corporate income tax.

® Reconversion companies

The creation of new companies is no longer possible.
However, the regime remains applicable to the existing
companies. The main advantage is that the private share-
holder of these companies may deduct the full amount
spent each year to repurchase the shares he is required
to buy back from the public investment company. For
more information, see Annex 2.

®  Other companies located in the reconversion zones

New companies can no longer be created, but capital
increases in existing companies remain possible. No
corporate income tax is due on dividends up to a maxi-
mum amount of 8% of the cash paid-in capital. This
exemption depends mainly on investments and employ-
ment. For more information, see Annex 3.

® Innovation companies

New innovation companies can no longer be created.
Existing companies can, under certain circumstances,
pay out a tax-free dividend of 13% of the paid-in capi-
tal. For more information, see Annex 4.
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Rates:

Normal tax rate: 39%

Reduced tax rate:

BFR 0 to 1 000 000: 28%

BFR 1 000 000 to 3 600 000: 36%

BFR 3 600 000 to 13 000 000: 41%

These reduced rates do not apply to:
(i) companies held 50% or more by other companies;

(ii) companies of which the distributed profits are
higher than 13% of the paid-in capital;

(iii) companies being also holding companies (under
certain circumstances).

Are there specific regimes for certain SMEs (certain
zones, activities or projects)?

As mentioned above, under certain circumstances an
exemption of corporate income tax exists for T-zone
companies, reconversion companies and innovation
companies.

How does a redemption of shares affect the tax position
of the SME?

The price paid by the SME to its shareholder in the case
of redemption of shares constitutes taxable income (at
the normal corporate income tax rate), to the extent the
price exceeds the amount of the paid-in capital and the
previously taxed but undistributed reserves.

Dividend dis-tribution

Does a different tax regime apply to dividend distribu-
tion to the individual shareholder of the SME, on the
one hand, and to the VCC, on the other hand?

No (with exception of withholding tax).

Does a different tax regime apply according to the dif-
ferent types of share: ordinary, preference, redeemable
or other shares?

No.

Is the tax base affected by the distribution of dividends
(deductible dividends)?

Dividend distributions are normally not deductible.
However, the following exceptions exist:

® as mentioned above, certain incentives (e.g. com-
panies located in a reconversion zone) are linked
to dividend distributions;

e pursuant to Royal Decree No 15, dividends paid
on shares issued in 1982 and 1983, may, under cer-
tain circumstances, be exempt from corporate in-
come tax up to an amount of 8% of this cash
paid-in capital. The deduction of 8% applies for 12
years (for capital increases in 1982) or 11 years
(for capital increases during 1983). The deduction
may be extended at 5% for one or two further
years.

Is the tax rate affected by the distribution of dividends?

The corporation tax rate is not affected. However, the
reduced rates (see above) do not apply to companies
that distribute profits which are higher than 13% of the
paid-in capital.

Is a withholding tax withheld? Rate? Exemption for
dividends?

If the SME distributes dividends to the individual share-
holder of the SME, normally a withholding tax of 25%
applies. This withholding tax is normally the final taxa-
tion.
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Example:

SME: Profit before taxes 100
Ordinary tax rate 39%
Dividend 61
Withholding tax of 25% 15.25
Net dividend 45.75

If the recipient of the dividends is a company, the fol-
lowing distinction must be made:

@ in the case of a 25% (or more) participation during
at least one year, an exemption of withholding tax
applies;

@ in the other cases, a withholding tax of 25% is lev-
ied but can normally be recovered by the parent
company.

Exemptions with regard to withholding tax exist:

® Royal Decree No 15-dividends: 20% withholding
tax;

¢ Employment-zone dividends: 0% withholding tax.

2.3. Taxation of the VCC

Corporate taxation

Are the costs related to the creation of the VCC deduct-
ible?

Yes.

Are management costs and interest deductible?

Yes.

Dividend taxation

Dividends constitute taxable income for the VCC. How-
ever, the VCC will normally benefit from an exemption
of 95%. A problem may be that this dividend exemp-

tion of 95% applies as a deduction. This means that if
the VCC does not have enough profits, the dividend

deduction cannot be used. This may lead to a double
taxation.

How is the capital gain taxed if the shares of the SME
are sold?

The capital gain is normally fully tax exempt.
What about capital losses?

Capital losses on shares are in principle not tax deduct-
ible.

What is the tax position of the VCC in the case of
redemption of the shares by the SME?

The redemption capital gain is in principle treated as
dividend income, which means a tax exemption of 95%.

Are specific tax regimes available?

Yes, for open-ended and closed-ended investment com-
panies.

Rates

Normal/reduced rates: normally the ordinary tax rates
apply.

Is there recoverability of the tax withheld by the SME?

Yes, the withholding tax, if withheld, can be computed
and is repayable.

Distribution of dividends by the VCC

Does a different tax regime apply according to the dif-
ferent types of share?

No.

Is the tax base affected by the distribution of dividends
(deductible dividend)?

No.
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Is the tax rate affected by the distribution of dividends?

No.

Is a withholding tax withheld?

Yes, a withholding tax of 25% is withheld. However, it
seems that dividends distributed to the European Com-
mission are exempted from withholding tax (still to be
checked).

Transfer of shares

In the case of transfer of shares of the SME, do special
taxes apply on these transfers?

No.
2.4. Tax situation of individual
shareholder

Is the interest paid on the loan granted in view of the
purchase of the shares of the SME deductible?

No, except under certain rather restrictive conditions
(regular monthly remuneration, loan from a third party,
etc.)

How are the dividends taxed?

At a 25% rate (which is normally not recoverable).

Example:

SME 100

Corporate tax 3%
61

Withholding tax of 25% 15.25

Net dividend 45.75

2.5. In case the SME is not a company
but an unincorporated enterprise

In principle the VCC will receive taxable profits taxed
at the normal corporate tax rate. However, some authors
defend another solution.

3. Debt finance

Preliminary question: Is there a debt/equity ratio to be
respected ?

There are no requirements governing the debt/equity
ratio of companies in Belgium.

3.1. Tax situation of the SME

Does the choice between the following types of loan
granted to the SME have implications for the tax situ-
ation of the SME?

® ordinary loans;
® convertible loans;
® profit-sharing loans;

® other types (if regularly used).

No.

What is the deduction regime in the different types of
loans? Are there specific regimes available?

In Belgium, specific regimes are not available.
The interest payments are normally deductible.

That part of the interest exceeding the interest rate pro-
vided by a Royal Decree by three percentage points is
considered an excessive interest charge and therefore
not deductible. This limitation may be an obstacle for
profit-sharing loans. However, this limitation does not
apply to interest paid by and to Belgian financial insti-
tutions and on publicly issued bonds.

What is the situation if the VCC, participating in the
SME, grants a loan?
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If the SME has the legal form of an NV or a CVA, the
treatment of the interest payment does not change.

If, however, the SME adopts the legal form of a BVBA,
CV or VOF (‘société de personnes’), etc., the interest
payment is considered as a dividend distribution and
therefore subject to corporate tax (plus possibly with-
holding tax).

What is the withholding tax for each of the different
types of loans?

The withholding tax rate is in principle 10% (25%).
However, an exemption from withholding tax normally
applies.

3.2. Tax situation of the VCC that grants
a loan to the SME

What is the situation concerning the different types of
loan?

® ordinary loans;

® convertible loans;

® profit-sharing loans;

® other types.

The interest income will constitute taxable profit for the
VCC.

If, however, the SME is a ‘société de personnes’, the
interest income will be treated as dividend income (95%
exemption).

In respect of the taxability of the interest, are there
exemptions or reductions for certain zones or activi-
ties?

No.

How are the capital gains taxable?

Taxable at the full rate.

What if the loan is converted into capital with capital
gains or capital losses?

The capital gain is taxable at the normal rate, the capi-
tal loss is tax deductible.

Are capital losses on receivables realized by the VCC
deductible?

Yes.

Are interest payments deductible?

Yes.

Is there a withholding tax on interest paid by the VCC?

Yes (10%), but large exemptions are available.

3.3. Tax situation of the fund

If the fund is a juridical entity with its main seat in Bel-
gium and if its business consists of an exploitation or
lucrative transaction, the tax treatment is no different
from that of the VCC.

If the fund does not consist of an exploitation or lucra-
tive transaction, the withholding tax of 10% on the
interest income is the final taxation.
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ANNEX 1

SMEs established in employment zones

The creation of new companies within the employment
zones is no longer possible. However, the regime still
applies to the existing companies established in those
zones.

Conditions

In order to obtain the benefits, a number of conditions
must be fulfilled:

The enterprise must employ at least 10 individuals
within two years.

Joint ventures, temporary associations and branches of
Belgian and foreign enterprises are not allowed.

All activities must be located in the zone. However,
from 1989 onwards, companies in T-zones can establish
sales or service offices abroad.

Benefits

The benefits (until 31 December of the 10th year fol-
lowing the year in which the activities are started) are:

® exemption from corporate income tax on all profits;
however:

benefits resulting from abnormal advantages given
to the T-zone company are taxable;

the tax-loss carry-forward must be used as if there
were no exemption from corporate tax;

the investment deduction usually cannot (or to a
very limited extent) be transferred.

® cxemption from immovable prepayment (‘précompte
immobilier”).

® cxemption from withholding tax on dividends (inter-
est and royalties). Moreover, the Belgian shareholder
(or lender) can, in specific circumstances (invest-
ment before 24 July 1991) claim a fictitious with-
holding tax.
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ANNEX 2

Reconversion companies
Conditions

In order to take advantage of the incentives, the follow-
ing conditions must be complied with:

A reconversion contract which establishes how the com-
pany will implement the investments which contribute
to the modernization of the industrial activity in the
reconversion zone in which the company is located
must be concluded between the company, its private
shareholders (or the majority of the private sharehold-
ers with respect to a capital increase) and a public
investment company that owns a participation in the
company.

The reconversion contract must at least specify the fol-
lowing:

(a) the obligations of the public investment company
and the private shareholders as to their respective
capital contributions;

(b) the obligation of the reconversion company as to
the nature and extent of the investments, when the
investments are to be made and the minimum
number of jobs to be created;

(c) the obligation of the private shareholders to pur-
chase from the public investment company each
year at least 10% of its shares at a price equal to
the issue price; the repurchase must take place as
from the fourth year and up to and including the
13th year after the year in which the shares were
issued;

(d) the powers of the public investment company to
enforce the obligations of all the parties to the
reconversion contract.

The reconversion company must establish its registered
office and main operation in a reconversion zone.

The reconversion company must be incorporated be-
tween 1984 and 1988 which is extended to 31 Decem-
ber 1990.

Contributions to the capital of the reconversion com-
pany must be within the framework of the reconversion
contract and must be in cash, and the contribution of the
public investment company may not exceed 49% of the
total contribution.

However, when a public investment company acts as a
private shareholder, the 49% limit may be exceeded.
The contribution of a real private shareholder not being
a public investment company should amount to at least
one third of the capital of the reconversion company.

Within the period fixed in the reconversion contract, the
reconversion company must invest at least 80% of the
total contributions in tangible assets which promote the
research, development, manufacture or sale of:

(a) new products;
(b) new technologies and their applications;

(c) industrial processes intended to save energy and
raw materials or protect the environment;

(d) products and technologies and their applications
intended to modernize the industrial activity in the
reconversion zone or the employment there.

Benefits

Reconversion companies established in reconversion
zones are not granted benefits. The benefits are granted
to the private shareholders of the reconversion compa-
nies. Resident and non-resident companies qualifying as
private shareholders within the framework of the recon-
version contract may, for corporate tax purposes, cx-
clude from their taxable profits the full amount spent
each year to repurchase the shares they are required to
buy back from the public investment company because
of the 10% repurchase commitment (not the shares held
by the public investment company as a private share-
holder). For the purpose of repurchasing, the public
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investment company never qualifies as a private share-
holder.

The companies are permitted to carry forward any
amount they were unable to deduct because of insuffi-
cient profits. However, the exemption each year may
not exceed 10% of the repurchase commitment. Con-
clusively, a carry-forward in practice will be possible
only if the exemption period is prolonged.

The exclusion from taxable profits is only granted if the
following conditions are met:

The exempt profits are recorded in a separate reserve
account and are not taken into account for the purposes
of computing any distribution by the company (e.g.
dividends, salaries, remuneration).

The repurchased shares must be kept within the Belgian
operation of the company.

If, in a given year, these conditions are not satisfied, all
earlier exempted profits must be added to taxable in-
come in that financial year.
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ANNEX 3

Other companies located in the reconversion zones
Conditions

Companies which do not enter into a reconversion con-
tract, but are located in a reconversion zone, may also
qualify for certain tax incentives. To qualify, companies
must:

®  have been incorporated between 1984 and 22 July
1990; all contributions to the capital must be in
cash;

® establish and maintain their registered office and
main operation in a reconversion zone;

® invest, before the end of the first year of the
exemption period, 60% of the contribution received
in tangible assets of the type in which reconver-
sion companies must invest and of which the use
may not be given up.

Benefits

No corporate tax is due on dividends up to an amount
of 8% of the cash paid-in capital (capital is defined as
‘the subscribed capital on 22 July 1990 that becomes
. cash paid-in capital and the capital that is subscribed

and paid in between 23 July 1990 and 31 December
1992’) to the extent that the ‘capital’ is used, before the
end of the financial year, to acquire qualifying new
fixed assets of which the use is not transferred to a third

party;

‘Qualifying assets’ are tangible assets in the zone which
promote the research, development, manufacture or sale
of:

® new products;
® new technologies and their applications;

¢ industrial processes intended to save energy or raw
materials or protect the environment;

® products and technologies and their application
intended to modernize the industrial activity or the
employment in the zone;

e for each BFR 5 million that is invested one person
has to be employed;

e for each BFR 5 million investment linked to the
rise of capital between 23 July 1990 and 31 De-
cember 1992 an unemployed worker must be en-
gaged;

®  during 10 consecutive financial years or 15 con-
secutive financial years with respect to companies
incorporated before income year 1990.
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ANNEX 4

Innovation companies

Tax incentives to encourage venture capital in innova-
tion companies are provided for in the Law of 31 July
1984.

Conditions

In order to take advantage of these incentives, the fol-
lowing conditions must be complied with:

innovation companies must have been incorporated be-
tween 1984 and 1990 (recognition procedure com-
menced before 23 July 1990) and all contributions to
their capital (until 31 December 1990), either at the
time of incorporation or at the time of a capital increase,
must be in cash;

the companies’ business activities must consist exclu-
sively of supplying services or manufacturing products
using innovative high-technology processes and selling
such processes;

an innovation company must file a statement with the
Minister for Finance committing the company to pro-
viding further useful information and to not establish-
ing operations abroad other than sales and/or service
offices;

the company must be recognized by the Minister for
Finance on approval by the Ministers for Economic

Affairs, Small Businesses and Science Policy;

recognition will be withdrawn if the company employs
more than 99 people at the end of any financial year.

Benefits

For 10 consecutive financial years, a recognized com-

pany may exempt its distributed profits from corporate
tax to the extent of 13% of the paid-in capital outstand-
ing at the beginning of the financial year.

The exemption period starts from the first, second or
third year after that of its incorporation, at the election
of the company. The election must be made irrevocably
in the deed of incorporation or capital increase. The
exemption period ends on 31 December of the 10th,
11th or 12th calendar year after the year of incorpora-
tion. The exemption for the first three financial years of
the exemption period is either applicable to the retained
benefits or to the distributed benefits, at the company’s
election. For the remaining seven financial years of the
exemption period, the exemption is only applicable to
the distributed benefits. The retained benefits that have
been exempted must be recorded in a separate reserve
account and may neither be distributed nor used for the
purposes of computing any distributions or salaries.

The basic rate of the investment deduction may be
increased by 5 percentage points for innovation compa-
nies, if they acquire appropriate assets no later than 31
December of the 10th year after the year of incorpora-
tion.

Capital gains which are realized on shares in innovation
companies and invested in a business operation are
exempted from corporation tax, provided that the shares
were subscribed to by the disposer and that they were
fully paid up more than three years before they were
disposed of.

A 10-year exemption from the immovable prepayment
on land, buildings and equipment invested in the Brus-
sels Region during 1984 to 1993 is available.
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2. Comments on structure

2.1. Position of the SME

Costs of increasing capital:

Capital duty of 0.5%; notarial fees, etc.

These costs can in absolute figures be an obstacle,
although they are relatively seen, rather limited and
tax deductible. .
These costs, being tax deductible for the SME, have a
negative impact on the results.

In certain cases, an exemption of capital duty exists
(e.g. reconversion companies and companies located
in reconversion zones).

Taxable base:

The profits of the SME are positively influenced by
the capital increase.

This means that if normally losses would have
occurred, because of the capital increase a better result
can be shown.

If the capital increase leads to a profit situation, this
profit is normally taxed at 39%.

Because special tax regimes exist (e.g. employment
zone, etc.), the taxable base is heavily reduced, so that
this disadvantage decreases.

Tax rate:

2. Comments on structure
2.1. Position of the SME
Costs of granting loan:

No costs.

Taxable base:

The interest payments are normally deductible
expenses that have a negative impact on the results
and the cash flow.

This situation may prove unwise because a loss
position may be created (no immediate use of interest
deduction) and other advantages related to profit are
lost (e.g. reconversion status, etc.).

This disadvantage may partially disappear if it is a
profit-sharing loan.

In case the VCC participates in the SME to which the
VCC also grants a loan, the interest payments are not
deductible if the SME is a ‘société de personnes’ (this
could be an advantage).

Tax rate:
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The profits are taxed at 39%. However, reduced rates
are applicable if the individual shareholder owns more
than 50% of the shares. The capital increase by the
VCC may cause a problem since most of the SMEs in
Belgium are thinly capitalized.

Certain regimes introduce an exemption system.
Redemption of shares:

Only to the extent hidden gains are expressed, the
redemption leads to taxation.

Dividend distribution:

The dividends are part of the taxable base.
However, under certain regimes, a deductible dividend
is introduced.

If the amount of dividends exceeds 13% of the
capital, the reduced rates are no longer applicable.

On the dividends distributed to the individual share-
holder, a withholding tax of 25% applies; on the divi-
dends distributed to the VCC, the same withholding
tax applies, but an exemption exists for VCCs that
have a participation of at least 25% during at least
one year.

" 2.2. Position of the VCC
Taxable base:
(a) Dividend income:

This income is in principle tax exempt to an amount
of 95% (plus recoverability of withholding tax) under
the condition the VCC has enough taxable profit,
which might be a problem since the VCC will
normally only have an interest burden and tax-
exempt income.

This can lead to double taxation (39% with the SME
and 39% with the VCC).

The deductible interest payments save a taxation of
39% or of the reduced rate.

Reimbursement of the loan:

Has normally no impact on the taxable result.

Interest payment:

The deductible interest paid to the VCC is normally
exempt from withholding tax.

The as dividend qualified interest payments are
subject to corporate tax (as ordinary dividends) and
then to a withholding tax of 25%. An exemption of
withholding tax applies if the VCC holds a participa-
tion of at least 25% during a period of at least one
year.

2.2. Position of the VCC

Taxable base:

(a) Interest income:

This income is fully taxable at 39% (whereas the
interest deduction with the SME only benefits from

the saving of reduced rates).

In case the interest income is treated as dividend, see
left side.
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(b) Capital gains taxation:

In principle tax exempt; in the case of redemption of
shares, taxation as dividend income.

(c) Capital loss on shares:
In principle not deductible.
Dividend distribution:

The normal rules apply. However, an exemption
applies to dividend distribution to the Commission.

Transfer of shares:

No special tax applies.

2.3. Position of the individual shareholder
Dividend income:

The corporate tax plus the 25% withholding tax form
the final taxation.

Purchase of the shares:

The financing of this operation may be difficult since
the individual shareholder cannot normally deduct the
interest burden (exceptions exist).

2.4. Position of the fund

No dividend income (see Scheme).

3. Unincorporated SME

(b) Capital gains taxation:

The capital gains realized at the moment of converting
the loan into capital is fully taxable.

(c) Capital loss on loans:
In principle deductible.
Interest payment to the fund:

If this fund is a normal taxable company,
the ordinary rules apply.

If this fund is not subject to corporate tax,
a withholding tax of 10% may apply.
Transfer of loans:

No special tax applies.

2.3. Position of the individual shareholder
Dividend income:

The corporate tax plus the 25% withholding tax form
the final taxation.

There is no transfer of shares to the extent a loan is
granted.
The interest burden thus remains with the SME.

2.4. Position of the fund

The interest income is fully taxable. Only when the
fund would not be subject to corporate tax the with-
holding of 10% on interest would be the final
taxation.

3. Unincorporated SME
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If the VCC participates in the SME (sharing of profits
and losses), an equivalent part of the profits/losses is
as such attributed to the VCC which is normally taxed
on this income.

Conclusion

Equity finance

Major disadvantages:

Costs related to increase of capital.

The capital increase will normally lead to a higher
taxable base und thus a higher tax burden with the
SME.

The reduced rates may be lost.

The dividend exemption does not apply if the VCC
does not have enough taxable profits, which may lead

to double taxation.

The capital losses on the transfer of shares are not tax
deductible.

The tax situation of the individual shareholder may be
very disadvantageous as to the purchase of shares.

Major advantages:

To the extent special regimes apply, no corporate tax
may be due on (part of) the profits of the SME,
whereas the dividend income for the VCC is tax
exempt.

If the VCC grants a loan, the interest is deductible
with the SME and fully taxable with the VCC.

Debt finance

Major disadvantages:

The deductible interest payments may lead to a loss
position of the SME, whereas the interest income with
the VCC is immediately taxable. By being in a loss

position, some special regimes may not be used.

Some interest payments are treated as dividend
payments.

Capital gains are taxable.

Major advantages:
No costs are related to the granting of the loan.

The taxable base of the SME will normally be
reduced.
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Capital gains on shares are tax exempt.

The reduced rates remain untouched.

The risk of double taxation (with SME/VCC)
does not normally exist.

The capital losses are deductible.

The private shareholder is not confronted with a
purchase of shares.
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Belgium Equity Debt
VCC with VCC SME Ordinary Interest
qualifying without under interest payments
participa- qualifying specific payments qualified as
tion' participa- regimes’- 2 dividends’ ?
tion
SME profit Interest
before tax 100 100 100 payment 100 100
Taxable base
with SME (-100) 0
Corporation tax Withholding
of 39% -39 -39 -0 tax* 0 0
Gross dividend 61 61 100 Interest
income 100 100
before tax
Withholding -0 - 15.25 -0 Taxable base
tax of 25% VCC 100 5
CIT -39 1.95
Net dividend
before tax at
recipient’s
level 61 45.75 100
" Taxable base
of 5% (95%
exemption) 3.05 61 5
CIT at VCC’s
level 1.19 - 1.19 1.95
Net dividend Net income
after tax 59.81 59.81 98.05 after tax 61 98.05

' In case of a minimum participation of 25% during at least one year: no withholding tax is due; in other cases, a

refundable withholding tax of 25% applies.
2 For T-zone and innovation companies and companies established in reconversion zones.
* If the SME is a ‘société de personnes’ in which the VCC participates, the interest payment is not deductible.
* Generally 10% is due but large exemptions are available.
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lll. Other issues

Local and regional authority issues

As far as the Belgian regions eligible under Objectives
1, 2 and 5b are concerned, the same legal provisions
relevant to venture capital are applicable as in the rest
of the country. These areas are geographically located
in Flanders as well as in Wallonia.

However, State aid is a matter which, as a result of fed-
eral devolution, falls within the legislative competence
of the regions; therefore the Flemish and Walloon Re-
gions may, each for the areas within their respective ter-
ritory, elaborate aid schemes.

Due to a process of federal devolution there are, apart
from the national State, three regions, namely the Flem-
ish Region, the Walloon Region and the Brussels Re-
gion. Each region has a regional parliament empowered
with legislative powers and a regional executive vested
with executive powers.

The three regions have substantial power with respect
to economic policy and, in particular, powers to en-
hance economic expansion.

State intervention is twofold.

On the one hand, national and regional investment agen-
cies were created (see below); on the other hand, the
regional executives, in well-defined circumstances, can
grant interest and capital subsidies. These subsidies fall
outside the scope of this report.

National Investment Agency

The Nationale Investeringsmaatschappij/Société natio-
nale d’investissement (hereinafer ‘NIM/SNI’) was in-
corporated by the national government as a Naamloze
Vennootschap/Société anonyme (NV/SA) of public in-
terest.

The NIM/SNI carries out three basic investment func-
tions:

(2) Venture capital (in its widest meaning)

The NIM/SNI encourages the creation of new com-
panies and the expansion or the reorganization of
existing companies by means of taking an equity
stake or by subscribing to convertible debentures.
In this capacity, the NIM/SNI is entitled to give a
State guarantee for high risk ventures which are
clearly in the public interest.

(b) Public investment initiative

The NIM/SNI stimulates national and regional de-
velopment and the creation of employment by set-
ting up companies and developing growth projects
in order to enhance economic expansion.

(c) Interventions by national government order

The third function is to carry out economic projects
in the name and on behalf of the State. Unlike the
two other functions, financing is directly provided
by the State.

Due to the process of federal devolution, the na-
tional government no longer orders the NIM/SNI
to make new investments.

The Flemish Investment Agency

The Royal Decree of 16 November 1979 created the
Gewestelijke Investerings-maatschappij voor Vlaan-
deren, i.e. the Regional Investment Agency for Flanders
(hereinafer ‘GIMV’). GIMV has a twofold function.

On the one hand, it is an investment company provid-
ing risk capital on a temporary basis to private compa-
nies established in Flanders. It may also subscribe to
convertible bonds. Several subsidiaries provide special-
ized services at different stages in the growth of a com-
pany (Take-off-Fonds, Venture Capital, Kamofin) or fo-
cus on the venture capital needs of particular industrial
sectors (Fishlink, Vlaamse Milieuholding).
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On the other hand, the GIMV stimulates economic ini-
tiatives of the regional executive by taking part in the
creation of companies and managing such participa-
tions.

The Walloon Investment Agency (SIRW)

The purpose of this agency is twofold. On the one hand,
it serves to stimulate the regional economy by creation,
reorganization or expansion of private companies (NV/
SA, CV/SC). To this end, the agency is entitled to take
an equity stake or to subscribe to debt instruments,
whether or not convertible.

On the other hand, the SIRW stimulates economic ini-
tiatives of the Walloon regional executive along the
lines of the GIMV.

The SIRW also has subsidiary companies, including
Financiere Wallone des PME. This company provides
financial aid to the growth of small and medium-sized
enterprises whose expansion is impeded by a lack of
capital. Therefore, the company grants subordinated
loans as a compliment to medium-term credit facilities.
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IV. Comparative legal and
regulatory issues

1. Absent positive features

Below, the positive measures in place in other Member
States but which are absent in Belgium are dealt with.

The positive measures and features examined in this
section with respect to the 12 Member States can be
classified under three main headings:

e The regulation of venture capital, i.e. the creation of
an adequate legal framework to set up investment
vehicles and to provide or to receive venture capital.

e Incentives for venture capital, i.e. measures stimulat-
ing investment vehicles to provide venture capital or
stimulating undertakings to call upon venture capital
(e.g. tax deductions, capital grants and interest re-
bates).

® Publicly owned vehicles. The setting-up of publicly
owned investment vehicles by national, regional or
local authorities.

2. Measures pertaining to the
regulation of venture capital

Participating bonds

In some EC Member States, bonds may be issued
whereby the repayment of interest or the reimbursement
of the capital is linked to the borrower attaining a cer-
tain turnover or profit level (see France, Section 1.4 and
Germany, section 1.3).

Absence of positive feature

It is not clear whether participating bonds may be is-
sued in Belgium. In the event such bonds are issued
publicly, the Commission bancaire et financiere/
Commissie voor het Bank- en Financiewezen (CBF)
must give its prior approval which will be refused if the

issue may be disruptive for the orderly operation of the
Belgian capital market. In the past, a bond linked to the
index of consumer retail prices has been prohibited.

Relevance of absent feature

Though participating bonds could provide an incentive
for venture capital companies to invest in the early
stages of the development of the recipient company,
they do not seem to have been successful in France. As
the borrowing company has some discretion whether or
not to make a profit, the repayment of participating
bonds is uncertain. This fact will weigh on the introduc-
tion of such legislation in Belgium. Moreover, under
Belgian law, a fairly similar result to a participating
bond may be achieved by issuing non-voting or profit
shares. These shares qualify for a dividend, but disen-
title the holder, except in very specific circumstances, to
take part in the decision-making process of the issuing
company.

Introduction into national law

An amendment could be made to the Companies Act
allowing companies to issue participating bonds.

investment fund — investment limits

The regulation of collective investment schemes spe-
cializing in venture capital (see Germany, Section 1.3
and Ireland, Section L.5).

Absence of positive feature

The legislation on Belgian investment trusts restricts the
activity of the said trusts to one single category of
investments. Subordinate legislation covering the cat-
egory ‘high risk capital’ (including venture capital) has
not yet been implemented.

Relevance of absent feature
It can be expected that the operation of Belgian venture

capital investment trusts will promote the financing of
SMEs.
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Introduction into national law

The implementing legislation should be issued enabling
the operation of high risk capital investment trusts.

Grants

In Greece, a grant is given whenever a venture capital
company takes an equity stake in an SME which invests
in high technology or innovation (see Greece).

Absence of positive feature

In Belgium, no direct cash grants are available for ven-
ture capital companies investing in high-technology un-
dertakings. However, the SME itself may benefit di-
rectly from aid given by the region pursuant to the
legislation on economic expansion.

Relevance of absent feature

Giving a direct cash grant would stimulate the venture
capital companies to invest in certain high risk indus-
tries, particularly if these high risk industries them-
selves do not qualify for any investment aid. For a ven-
ture capital company, a cash grant constitutes an
immediate return, whereas an investment in a high risk
company may only become profitable after a long pe-
riod of time.

Introduction into national law

To create a similar scheme in Belgium, the competent
authorities, the regions, would have to amend their
respective legislation on economic expansion.

Compensation scheme

The loan compensation scheme reduces the losses sus-
tained by venture capital companies (see the Nether-
lands, Section 1.3).

Absence of positive feature

An equivalent to the Dutch ‘Garantieregeling’ does not
exist in Belgium.

Relevance of absent feature

A similar scheme could be beneficial for the develop-
ment of risk capital as it reduces the risk exposure of
the VCC.

Introduction into national law

To create a similar scheme, the competent authorities,
i.e. the respective regions, would have to amend the
legislation on economic expansion.

Publicly owned venture capital companies

Local authority participation

Local authorities are empowered to provide venture
capital (see Greece, Section II.1; Ireland, Section 1.3,
and the United Kingdom, Section 1.5). In some of the
EC Member States, express approval to this end is nec-
essary (see France, Section I, and the Netherlands Sec-
tion 11.1).

Absence of positive feature

InBelgium, the possibility forcommunities (‘communes/-
gemeenten’) to provide venture capital is restricted.

Communities have no other powers than those del-
egated by law. Article 31 of the constitution provides
that a community may regulate any matter of exclu-
sively municipal interest. The concept of municipal
interest has not been defined by law.

It is submitted that the provision of venture capital by
communities is not likely to be a matter of exclusively
municipal interest for the reasons specified below.

First, pursuant to Article 31 of the Constitution, a com-
munity has no power to regulate matters which exceed
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the municipal interest. Providing venture capital is not
a matter which may be qualified as an exclusively
municipal interest. In fact, when a community provides
venture capital, it makes an investment in a private ven-
ture, without any direct benefit for itself nor for its
inhabitants. The investment does not ameliorate the
municipal infrastructure, nor does it improve services
for the benefit of the community’s residents. The com-
munity is, therefore, not enhancing its own interests, but
either private interests or interests which go beyond the
municipal interest, such as employment, regional devel-
opment or industrial innovation.

Therefore, providing venture capital is a matter which
appears to exceed an exclusively municipal interest.

The same argument applies in respect of intermunicipal
associations and intermunicipal undertakings.

® Many communities cooperate by means of intermu-
nicipal associations. However, like a community, an
intermunicipal association has to carry out a well-
defined task of municipal interest.

@ Pursuant to Article 261 of the Communities Act, a
community may, subject to approval, set up a mu-
nicipal undertaking to provide municipal services of
a commercial or industrial nature. In addition to the
problem of municipal interest it has to be noted that
such an undertaking does not have a legal personal-
ity distinct from the community itself. Therefore,
losses incurred by the undertaking are those of the
community. For this reason, supervisory authorities
are very likely to disapprove a municipal venture
capital fund.

Furthermore, a matter ceases to be of municipal inter-
est when a higher authority has already regulated the
same subject-matter. Since the regional legislator has
worked out a body of law pertaining to public venture
capital companies, without delegating any specific pow-
ers and without providing any executive role to the
communities, municipal powers seem to be exhausted.

Finally, bodies of public law, such as a community and
an intermunicipal association, have to act in the public

interest. Supervisory authorities are empowered to an-
nul or to suspend any decision by a community or an
intermunicipal association which militates against the
public interest. Decisions carrying a high degree of
financial risk qualify for suspension or annulment.

In practice, there are no municipal venture capital un-
dertakings nor intermunicipal venture capital associa-
tions.

Relevance of absent feature

It is submitted that as a result of the operation of public
venture capital companies (NIM, SIRW and GIMYV),
the creation of (inter)municipal venture capital funds
would only constitute a marginal contribution to the
development of this industry.

Introduction into national law

The Communities Act could empower communities to
set up municipal venture capital funds. In that case, the
Communities Act should be amended to the effect that,
like certain utilities, municipal undertakings become
limited companies of public law. Alternatively, the re-
gions could amend the acts on economic expansion in
order to provide a role for communities in providing
venture capital.

Non-profit-making capital holding
companies

The existence of non-profit-making capital holding com-
panies (see Germany, Section I11.1).

Absence of positive feature

These holding companies do not exist as such in Bel-
gium. However, it is worth noting that there are venture
capital companies owned by the State (e.g. NIM/SNI
and its related companies) and by the regions (GIMV
and SRIW). Depending on the circumstances of the
case, the directors of these companies decide either
along the lines of sound commercial management and
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profit-making principles, or by giving priority to certain
public, regional or long-term interests.

Relevance of absent feature

As the public sector is already established in the ven-
ture capital sector, the creation of non-profit-making
capital holding companies is likely to make only a mar-
ginal contribution to the financing of SMEs.

Introduction to national law

To set up these companies, no legislative modifications
are required.

Whether any (or indeed more) governmental bodies
should be active as venture capital providers is a ques-
tion of policy which is answered differently according
to the political attitudes of each government.

The operation of publicly owned venture capital com-
panies is based on a mixture of market principles and
policy considerations, such as stimulating employment,
enhancing high technology, regional development, envi-
ronmental concerns, etc.

These policy issues fall outside the scope of this report.

3. Absent techniques

All of the techniques covered by this report exist in Bel-
gium.

4. General recommendations

Set out below are a number of general recommenda-
tions. These do not refer to specific provisions in place
in other Member States which are absent in Belgium.
They deal with general issues of importance to the suc-
cess of venture capital in Belgium.

Recommendations concerning the regulation of
venture capital

It may be stated that in Belgium the existing legal
framework is adequate to allow individuals or corpora-
tions to provide or to receive venture capital. When a
number of the abovementioned beneficial techniques
(e.g. investment trusts, participating bonds) are enacted,
it is very likely that they will be used in practice too.

However, the question is whether the implementation of
these measures will actually contribute to an increase in
the number of venture capital transactions or whether
they will merely cause a shift in the techniques cur-
rently used for these operations.

The regulation of the ‘second stock-exchange market’
may well illustrate the point.

Despite the fact that there is a separate stock market
where listing requirements are less stringent than on the
official exchange (‘second stock-exchange market’),
very few companies are currently listed on this ex-
change.

Business attitudes have an impact on the use of venture
capital too.

In Belgium, many SMEs are owned by families. In the
past, many families have been reluctant to admit ven-
ture capital companies as new shareholders, for they
feared, rightly or wrongly, a loss of control over their
business.

Recommendations concerning the incentives

The question whether in Belgium additional incentives
have to be enacted is basically a political question. The
government enjoys a very wide discretion in selecting
the undertakings and projects which qualify for aid. It
also decides in which form aid will be given and how
each aid scheme will be administered. Aid policy is
therefore a matter to be decided by the government in
accordance with its political vision and taking account
of Belgium’s international competitive position.
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Denmark

Introduction

From a legal point of view, a number of detailed provi-
sions affect each category of vehicle used for providing
venture capital. Broadly speaking, the public or private
limited company is the preferred form of vehicle. A
number of alternative vehicles are sometimes used,
however.

As far as the provision of debt finance is concerned,
both subordinated debt and convertible bond arrange-
ments are used and do not present any significant ob-
stacles.

There are no major tax obstacles in Denmark. However,

a number of issues do arise for consideration. Two par-
ticular problems present themselves. The dividend ex-
emption enjoyed by the VCC only applies when the
VCC holds at least 25% of the SME’s share capital.
Otherwise, a partial double taxation may result. Never-
theless, the above issues do not apply in the case of a
VCC which is incorporated as an investment company.
The dividends received by these companies are always
exempt from tax.

The second disadvantage arises from the fact that capi-
tal gains made on the realization of shareholdings are
fully taxable if the shares have been held for less than
three years.

In Denmark, investment in VCCs is made particularly
attractive for individuals. They may deduct the interest
paid to finance the purchase of shares in the VCC for
income tax purposes.
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. Legal and regulatory
issues

1.  Typical investment vehicle
used

Public limited liability company (‘Aktieselskab’);
Private limited liability company (‘Anpartsselskab’);

Partnership with personal liability of partners (‘interes-
sentskab’);

Limited partnership (‘Kommanditselskab’);
Cooperative associations (‘Andelsforeninger’);
Jointly owned shipping firm (‘Partrederi’);

Funds (‘Fonde’).

2. Applicable legal measures

Act No 370 of 13 June 1973 as amended by Act No 308
of 16 May 1990 (on public limited liability companies);

- Act No 371 of 13 June 1973 as amended by Act No 308
of 16 May 1990 (on private limited liability compa-
nies);

Danish Naval Act No 653 of 13 October 1989, Chapter
3 (on jointly owned shipping firms);

Act No 300 of 6 June 1984 (on funds);

Act No 862 of 14 December 1990 (on commercial
funds).

There are no other specific legal measures regulating
the remaining vehicles mentioned in Section 1 above.
The most that can be said is that these remaining ve-
hicles may have to comply with certain provisions of

various general laws when carrying out certain activi-
ties. Thus, for example, partnerships with personal li-
ability of partners are subject to Company Act No 435
of 24 June 1986 (Articles 8, 16, 18 and 35) in respect
of the participants’ rights to sign on behalf of the com-

pany.

3. The investment vehicle

Public and private limited companies

These two vehicles are regulated in a similar manner
and will therefore be analysed together.

None of the participants in these two vehicles are fully
personally responsible for the obligations of the com-
pany as the liability of each participant only corres-
ponds jointly and severally with his share of the capital.

All such companies are commercial. The minimum
capital requirement for a public company (A/S) is DKR
500 000 divided into a minimum of three shares which
can all be owned by one legal entity. The minimum
capital requirement for a private company (ApS) is
DKR 200000 which can also be held by one legal
entity.

All aspects concerning these two types of company are
heavily regulated by law. Rules exist on the incorpora-
tion of the companies, the paying-in of the capital, the
issue of shares, registration of the shares of the partici-
pants, increase of capital, decrease of capital, the man-
agement of the company (i.e. divided into a manage-
ment, a board of Directors, and a general assembly), the
possibility to pay dividends, dissolution of the com-
pany, mergers, transformation of an A/S into an ApS,
and external audits as well as the presentation of ac-
counts.

However, only one version of each kind of company
exists, i.e. an A/S is an A/S within its legal framework
which is also the case for an ApS. No division or sub-
division of an A/S or an ApS in terms of, for instance,
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investment trusts, variable capital companies, venture
capital companies etc. exists in Denmark under the lim-
ited liability company structure.

These two types of company are by far the most com-
monly used commercial legal structure for venture capi-
tal investment. The coherent legislation seems to be the
reason for this.

Incorporation

Within the framework of the law there is no restriction
as to who may incorporate an A/S or an ApS. However,
three founders, who are not simultaneously required to
be shareholders, are needed in order to incorporate an
A/S. Only one founder is required to incorporate an
ApS. The companies must be registered in Erhvervs- &
Selskabsstyrelsen (the Danish Commerce and Compa-
nies Agency) which checks compliance with the legal
requirements before admission to the register.

The similarities between the two types of company pre-
vail. They are therefore subject to the same rules. Only
a few differences exist, the most important of which are
the following:

® Minimum capital requirements of DKR 500 000 for
the A/S and DKR 200 000 for the ApS.

® The number of founders are respectively three and
one.

® An A/S is required to have a board of directors of a
minimum of three members whilst an ApS is not
necessarily required to have a board of directors.
Both types of company are required to have a man-
ager registered as such.

® An A/S can own up to 10% of its own shares whilst
an ApS cannot own its own shares.

® The legal requirements for the management to act in
case of the loss of more than 50% of a company’s
registered share capital are more rigorous for an
ApS than for an A/S.

An A/S or an ApS which is not registered cannot enter
into contractual obligations, (i.e. acquire rights or du-

ties). Persons who enter into or are responsible for the
entry into an obligation on behalf of a company not yet
registered are personally, jointly and severally liable for
the fulfilment of this obligation. Upon registration, the
company takes over the obligations entered into be-
tween the point of incorporation and registration of the
company. Due to the frequent long delays encountered
in registration at the Danish Commerce and Companies
Agency, ‘shelf companies’ are often used in practice.
Shelf companies are A/S and ApS incorporated and reg-
istered with the minimum capital required, and on con-
dition that the company has since registration not en-
gaged in any kind of activity.

Upon acquisition of a shelf company the general assem-
bly (i.e. the purchasers) will decide on change of name
of the company, registered address, purpose and other
changes of the Articles of Association, as well as the
management of the company and possibly a change of
accounting year, although this requires the consensus of
the tax authorities which is normally given as a matter
of routine. The change of the accounting year must not
exceed 12 months.

The above changes are registered in the Danish Com-
merce and Companies Agency provided the legal and
formal requirements have been fulfilled. The registra-
tion number in the Danish Commerce and Companies
Agency remains unchanged which is, in most cases, the
only prevailing identity. with the company as it was
before the changes. Those who acquire a company and
the management can, immediately after the decision of
the changes and before registration, initiate activities
through the company without triggering the abovemen-
tioned personal, joint and several liability.

The law requires that at least two founders, half of the
members of the board and all directors shall be domi-
ciled in Denmark unless the Minister for Industry grants
an exception. EC citizens have been granted general
dispensation to the extent that not even domicile within
the European Community is requested as long as EC
citizenship is maintained. Consequently, dispensation is
only needed where a higher number than stated above,
of non-EC citizens, domiciled outside Denmark, should
enter the company as directors or members of the board.
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By law the annual accounts of an A/S or an ApS are
subject to external audits and the audited accounts
should be submitted to the Danish Commerce and Com-
panies Agency.

The cost of registering a company stands at about DKR
1700 plus 0.4% of the capital subscribed. In addition, a
capital gains fee is paid amounting to 1% of the issued
share capital less debts and obligations to be held by the
company in connection with the investment. However,
the fee shall amount to at least 1% of the nominal value
of the shares granted by the participants. In addition,
fees to advisers assisting with the incorporation of the
company should be taken into account. A breakdown of
costs to be borne by the company must appear from the
official documents in connection with incorporation and
in connection with a decision on a capital increase.

Shareholder agreements are widely used in connection
with venture capital primarily because a simple major-
ity vote gives full influence. This is not seen as an
obstacle to the provision of venture capital finance. The
same applies to shareholder rights which cannot be
waived in shareholder agreements.

Shares of A/Ss can be officially quoted at Kgbenhavns
Fondsbors (the Copenhagen Stock Exchange) if a com-
pany’s total share capital is at least DKR 15 000 000
and provided that a minimum of 25% of the share class
- quoted is offered to the public.

Another exchange (Exchange Il under the Copenhagen
Stock Exchange) for minor companies has not been a
great success. The demands of this exchange are a mini-
mum share capital of DKR 2 000 000 and a maximum
of DKR 15 000 000, provided that at least 15% of the
share capital (minimum DKR 1 000 000) is offered for
public sale.

In general, it is not advisable to seek a quotation on the
Stock Exchange if the company does not employ at
least 100 employees and if it does not have an annual
turnover of at least DKR 100 000 000. A very compre-
hensive set of rules applies to the information required
in a prospectus in order to obtain a quotation on the

Copenhagen Stock Exchange. The typical cost of intro-
ducing a company to quotation is approximately 5% of
the revenue attributable to the listing.

There are no stock markets on which the venture capi-
tal company can dispose of its unlisted holdings. How-
ever, this issue is usually resolved in shareholder agree-
ments where it is common to regulate in detail the
means by which to dispose of shareholdings.

The following vehicles may also be used for venture
capital finance. The fact that they are hardly ever used
for this purpose is not so much due to the legal ob-
stacles they face, which in any case are not numerous,
but rather that A/Ss and ApSs are the much preferred
vehicles. The severe regulatory control, including an
obligation for external audits to be carried out, make
A/Ss and ApSs the safest vehicles for venture capital
investors concerned about security. These other vehicles
will, however, be examined below in so far as they may
be relevant to venture capital finance.

Partnerships with personal liability of partners

This vehicle is hardly ever used for venture capital
finance. It may become relevant in relation to certain
activities which limit the corporate structure which a
company may take and where, typically, it is not pos-
sible to form an A/S or an ApS. In thesc cases a part-
nership with limited liability of the partners may be one
of the few means available if several persons want to
run joint commercial activities. Such activities include
real-estate brokers, chartered surveyors, translators, doc-
tors and, until recently, practising advocates. Also, an
A/S’s acquisition of an agricultural holding requires the
prior approval of the Minister for Agriculture, an ap-
proval which is very rarely given. This explains why
agricultural holdings run by several persons are practi-
cally organized as such partnerships.

If recourse is to be had to this vehicle, the following
factors have to be borne in mind.

Typically these partnerships have between 2 and 15 par-
ticipants. If the written agreement between the parties
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does not state otherwise, each participant can veto all
decisions, and each participant can incur personal li-
abilities on behalf of the company. Companies engaged
in trade, craftsmanship and industry are obliged to reg-
ister in a local company register (different from the
abovementioned nationwide Danish Commerce and
Companies Agency) stating the names and addresses of
the responsible participants as well as stating the pos-
sible limitations of the individual participants’ rights to
sign on behalf of the company (Company Act No 435
of 24 June 1986, Article 8, 16, 19 and 35). Further reg-
istration does not take place. Accounts are not made
available to the public.

Limited partnerships

If a venture capital vehicle were to adopt such a struc-
ture, it should do so as a limited and not a general part-
ner. As a general partner, the venture capital vehicle
would assume the risks for the overall activities of the
limited partnership to an extent which would normally
be totally unacceptable to a venture capital vehicle.

Otherwise, the limited partnership structure is attractive
for tax reasons (see ‘Issues of taxation’ below).

Cooperative associations

A cooperative association will typically have a manage-
ment and it is also normal for there to be an agreement
between the parties that the cooperative association is
only liable to the extent of the common assets whilst the
individual members are only liable to the extent of their
shares. Sometimes cooperative associations are termed
an AmbA which indicates a cooperative association
with limited liability.

Jointly owned shipping firms

This type of vehicle, common but not limited to the
shipping and fishing sectors, adopts a similar structure
to that of a partnership with personal liability of the
partners. The only important difference is that the part-
owner of a shipping firm only responds in proportion to

his share of the ship or to the liabilities of the jointly
owned shipping firm, i.e. not jointly and severally,
whereas the part-owner responds with his entire private
assets.

Funds

The importance of funds as owners of companies is
decreasing as the fiscal advantages once connected with
them have been reduced. Companies owned by funds
are not typically of a kind in need of financial support.
Investment in funds does not seem to be a relevant
issue.

4. The recipient of venture
capital

Public and private limited liability companies

These two legal structures are relevant for both large
companies and SMEs. However, in practice, large com-
panies seeking investments from the general public and
whose shares are quoted on the Stock Exchange are
always A/Ss. Quite small companies with only one
owner and very few employees (one to five persons) are
normally only ApSs.

Partnership with personal liability of partners

This structure is prevalent in sectors where public and
private limited companies cannot operate, namely real
estate brokers, chartered surveyors, translators, doctors
and lawyers.

Cooperative associations

This vehicle is particularly relevant in the agricultural
sector.

Jointly owned shipping firms

The classic recipients are naturally companies engaged
in the shipping and fishing sectors.
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5. The provision of venture
capital '

5.1. Debt finance

Financial support to commercial enterprises is some-
times provided for by subordinated debt arrangements.

The essence of such arrangements is that a creditor
agrees, for the benefit of ail other creditors of the com-
pany, to subordinate his debt in the case, of, for ex-
ample, bankruptcy, to the effect that the creditor will not
receive any dividends as long as the other creditors
have not been fully repaid and that the creditor in ques-
tion agrees to refrain from demanding or receiving
instalments on the debt unless coverage is available on
similar conditions.

Subordinated debt arrangements can also be made for
the benefit of one or more other specifically defined
creditors and in this case the subordinated creditor agrees
to transfer to the beneficiaries his right to receive divi-
dends in the case of bankruptcy in the form of both his
own dividends as well as the beneficiaries’ dividends.

The method is rather simple in that no registration as
such is demanded and no specific costs in connection
with the arrangement are incurred. A stamp duty of
0.3% of the amount borrowed is levied on all non-
secured debt agreements. Subordinated debt arrange-
ments are not considered as capital invested in compa-
nies in situations where solvency of the company
prevails. Subordinated debt arrangements can be an
important element in the evaluation of whether a com-
pany in financial difficulties, despite these difficulties,
can continue activities on a sound basis, in which case
the subordinated debt arrangement will be considered,
to a certain extent, as capital invested.

Where a public limited company has lost the share capi-
tal but the management still considers the re-
establishment of the share capital possible by means of
expected profits, it may be possible for the company to
continue activities, if major creditors accept a subordi-

nated debt arrangement until the share capital has been
re-established.

Subordinated debt arrangements are regularly used as
an instrument for recently formed public limited com-
panies in which a group of creditors connected to the
management hold debts.

A loan in connection with a subordinated debt arrange-
ment can still acquire interest during the period of sub-
ordination.

Subordinated debt arrangements can be applied for un-
der all the abovementioned company structures.

5.2. Convertible bonds

The general assemblies of public and private limited
companies can decide to obtain loans against bonds giv-
ing the lender a right to convert his claim into shares of
the company.

Such a decision can be made by the majority which,
according to the Articles of Association, is required to
amend them. Usually the lender obtains the status of a
normal creditor with a right to be paid interest irrespec-
tive of whether the annual accounts of the company
make it possible to pay dividends to the shareholders,
in case of dissolution of the company. It is possible to
apply to the loan agreement a subordinated debt ar-
rangement as described above and to make the interest
payable fluctuate according to the profits of the com-
pany or to the dividend payable to the shareholders.

The lender is not obliged to convert his bonds into
shares. In case of a devaluation of the company at the
time of maturity of the loan, the creditor can choose
instead to demand repayment of his bonds. This possi-
bility makes this instrument particularly interesting in
connection with the supply of venture capital.

The general assembly can stipulate detailed rules as to
the position of a lender in case of future increases or
decreases of capital and similar conditions likely to
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influence the position of the lender upon maturity of his
conversion right.

Convertible bonds cannot be issued for an amount ex-
ceeding half of the share capital at the time of making
the decision to issue convertible bonds.

The rate of conversion between the amount lent and the
normal share amount is subject to agreement, but the
amount paid in under a bond cannot be less than the
nominal value of the shares, into which the bond shall
be converted, unless the lender pays in further capital to
this effect.

By issuing convertible bonds the company’s intentions
will usually be to attempt to obtain cheaper interest

rates by giving the lender a share of profits possibly
obtained at a later stage. However, the agreement can
state that conversion will take place at a rate agreed, at
the time of granting the loan, as well as at a conversion
rate corresponding to the market value of the shares at
the time of maturity. The rate of conversion cannot be
lower than par. The Articles of Association can stipulate
for the lender a right of membership of the board of
directors and a similar agreement can be stipulated in
the loan agreement itself.

Depending on the contents of a loan agreement, it is
usually sensible to state a maximum dividend payable
until the point of maturity, as well as stipulating the
position of the lender in case of a breach of contract.
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Il. Issues of taxation

1. Introduction

The SME is often confronted with the difficulty of
attracting financial means from third parties.

Indeed, on the one hand, to contract a loan with a bank,
the SME has most of the time too low an equity so that
the financial institutions feel rather reticent to grant any
loan.

On the other hand, because of the high risk of the
investment, only very few persons will be willing to
increase the capital (and therewith the loan capacity) of
the SME.

The venture capital company can therefore play an
important role in the expansion of the SME.

The VCC and the target company (SME) will have to
determine how the capital is to be injected. It may very
well be that there is a conflict of interest between both
parties in determining how the injection will be ex-
ecuted.

In general, the (tax) differences between debt financing
and equity financing can be established as follows:

In the case of debt financing by the VCC, the interest
payments are for the SME in principle tax-deductible
expenses, which have a negative impact on the results
(possibly into a loss position) and on the cash flow of
the SME. The VCC will be fully taxable on the interest
income.

It may very well be that this situation is not at all desir-
able. Indeed, the SME will probably be in need of extra
means at a time when heavy investments are planned
which will already have a negative impact on the results
(depreciation of the investment). From a tax point of
view, such a situation may also prove to be unwise. The

interest deduction cannot be properly used because of
insufficient profits (creation of losses) whereas the inter-
est income with the VCC is immediately taxed.

To meet both economic and tax demands, two main
options are available:

® cither the loan agreement is concluded under cir-
cumstances where the interest rate is in the begin-
ning rather low (e.g. profit-sharing loan or convert-
ible loan); or

® the VCC decides to participate in the capital of the
SME.

In the case of equity financing, the following problems
arise:

Dividend income: if the VCC is in need of a more or
less regular income to finance its own investment, this
will have to be done by way of dividend distribution.
This may present a lot of problems.

Dividends are normally not tax deductible so that the
dividend capacity of the SME will normally be lower
than the interest payment capacity.

In the case of dividend distribution, both the VCC and
the individual shareholder will receive a dividend. The
dividend taxation of individuals is often very disadvan-
tageous.

To avoid this problem, the VCC might opt for prefer-
ence shares so that dividends can be distributed to the
VCC and not to the individual shareholder.

Companies holding more than 25% of the shares in
another Danish company can receive dividends free of
tax, if the shares have been held for the whole account-
ing year in which the dividend is received.

Other resident companies shall include 66% of the divi-
dend received in the taxable income which is being
taxed at the company tax rate of 38%. The 30% tax
withheld can be set off against the company tax pay-
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able. If there are no taxes to be paid, the 30% tax with-
held will be paid back.

Capital gains income: the advantage of an SME retain-
ing all profits is normally reflected in an increase in the
value of the shares in the hands of the shareholder who
may eventually realize a capital gain.

Problems are:

e if the value of the SME decreases, the capital loss
realized on the sale of the shares is not tax deduct-
ible if the shares are held for more than three years;

e if the value of the SME increases, the capital gain
will be tax exempt if the shares are held for longer
than three years. Otherwise, the gain is taxable;

e if the shareholding in the SME is decreased or ter-
minated by way of a redemption of shares, the re-
deemed amount will be considered a dividend distri-
bution and taxed as such. This means that the VCC
will not be taxed on the distribution provided the
VCC holds a substantial shareholding — more than
25% — of the share capital;

e if all shares in the SME are redeemed, the tax
authorities can, upon application, allow the redeemed
amount to be taxed according to the normal capital
gains tax rules.

In the next part (Equity finance/Debt finance), a sum-
mary is given of all the important items that could influ-
ence the decision-making of the VCC and the SME.

In the last part, practical taxation guidance is given.

2. Equity finance

2.1. Creation of the VCC
Is there a registration tax or do other duties exist?
Any contribution in cash or in kind, whether at incor-

poration or on an increase of capital in exchange for
shares, is in principle subject to a capital duty of 1%.

Additional costs are:

e the Registrar of Companies charges a basic fee of
DKR 1 700 plus 0.4% of the subscribed capital;

® charges for listing on the Stock Exchange; the an-
nual fees at present are as follows:

Paid-in capital Fee (DKR)
(million DKR)

0-5 5000
5-20 12 445
20-100 22530
100-200 39210
more 54 820

These costs are not deductible.

Are there conditions to be met in respect of the legal
form of the VCC?

The company law does not provide any special legisla-
tion concerning VCCs (see Section 1.2 above).

A VCC will most likely operate under the form of a
public limited company (A/S) or a private limited com-

pany (ApS).

Are there limits as to the degree of participation of the
VCC in the SME?

There are no limits to the degree of participation. No
prior approval is necessary.

2.2. Tax situation of the SME

Creation of the company and increase of capital
Are there registration or other duties?

Any contribution in cash or in kind, whether at incor-

poration or on an increase of capital in exchange for
shares, is in principle subject to a capital duty of 1%.
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Additional costs are:

® the Registrar of Companies charges a basic fee of
DKR 1 700 plus 0.4% of the subscribed capital;

® charges for listing on the Stock Exchange; the an-
nual fees at present are as foliows:

Paid-in capital Fee (DKR)
(million DKR)

0-5 5000
5-20 12445
20-100 22530
100-200 39210
more 54 820

The capital duty of 1% is not deductible. All other costs
including lawyers’ and accountants’ fees are tax deduct-
ible.

Are there exemptions for certain zones, projects or
activities?

No exemptions exist.

Is the indirect tax treatment different for the following
types of share: ordinary, preference or redeemable
shares?

" No.
Corporate tax
How is the taxable base determined?

Are the costs related to the creationfincrease of the
capital deductible?

The costs related to the creation/increase are tax deduct-
ible except for the capital duty of 1%.

Are there specific regimes for certain SMEs?

No special tax regimes exist, although SMEs located in
certain zones can benefit from loans at a low rate,
grants, accelerated depreciation, etc.

None of these aspects refer directly to equity finance.
Rates

The normal tax rate is 38% (1991).

No specific regimes exist.

How does a redemption of shares affect the tax position
of the SME ?

No taxation with the SME applies.

Dividend distribution

Does a different tax regime apply to dividend distribu-
tion 1o X (individual shareholder of the SME) and to the
vCce?

No.

Does a different tax regime apply according to the dif-
ferent types of share: ordinary, preference, redeemable

or other shares?

There is no different tax regime applicable according to
the type of share.

Is the tax base affected by the distribution of dividend
(deductible dividend)?

The tax base is not affected by the distribution of divi-
dends.

Is the tax rate affected by the distribution of dividends?
The tax rate is not affected by the distribution of divi-
dends: no reduction applies for the declaring company.
Is a withholding tax withheld? Rate? Exemption for

dividends?

A withholding tax of 30% is withheld on the distribu-
tion of dividends. There are no exemptions.
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2.3. Taxation of the VCC
Corporate taxation

Are the costs related to the creation of the VCC deduct-
ible?

The capital duty of 1% is not deductible. All other
costs, including lawyers’ and accountants’ fees, are tax
deductible.

Are management costs and interest deductible?

Management costs and interest are deductible if they
are incurred in the acquisition or maintenance of busi-
ness income. Dividend income is considered to be busi-
ness income for the VCC.

Dividend taxation

®  No substantial holding:

Companies holding less than 25% of the paid-in capital
of a company shall include 66% of the dividend re-
ceived in the taxable income which is being taxed at the
company tax rate of 38% (1991). The 30% tax withheld
can be set off against the company tax payable. If there
are no taxes to be paid, the 30% tax withheld will be
paid back.

@  Substantial holding:

Dividends paid by one Danish company to another
Danish company holding more than 25% of the paid-in
capital of the declaring company during the entire year
are exempt from tax. Upon request, the paying com-
pany must issue a certificate showing that the dividends
are covered by the imputation system.

® [nvestment companies:

Certain investment companies are exempt from tax on
dividends if the following conditions are met:

(a) the dividend-paying corporation is a resident of
Denmark;

(b) the shares of the company itself are quoted on the
Stock Exchange;

(c) the company’s purpose and actual business is solely
to own and administrate shares of other compa-
nies; '

(d) the company must pay out to its shareholders the
dividends received prior to the time for filing its
tax return for the income year in question.

How is the capital gain taxed if the shares of the SME
are sold?

If the shares of the SME are sold and if they have been
held for less than three years or have been purchased by
a trader in securities, the gain, if any, is considered as
ordinary income.

Gains on shares held for three years or more are not tax-
able, irrespective of the holding.

What about capital losses?

A loss recognized by a company from the sale of shares
owned for less than three years can only be carried for-
ward for five years to be deducted from taxable gains
on the sale of shares owned for less than three years.

Upon application the tax authorities can allow the sales
price to be taxed as a capital gain. Such permission will
normally be obtained in situations where the share-
holder ~ the VCC - disposes of its entire shareholding
in the SME either by redemption of the VCC’s total
shareholding in the SME or partly by way of redemption/
sale to a third party.

A loss is also only deductible to the extent that it
exceeds the amount of exempt dividends received by
the parent company.

If the shares were owned for more than three years, then
the loss is not deductible for tax purposes.
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If the VCC sells the shares of the SME to the SME, the
whole sales price is subject to income tax, except in the
year when the winding-up of the company is completed.
Exemption is obtained on application.

Rates:

Normaljreduced rates: the normal corporate tax rate is
38%. Some dividend income is tax exempt.

There are no specific tax rates for VCCs, with excep-
tion of the investment company.

Is there recoverability of the tax withheld by the SME?
The withholding tax is recoverable.
Distribution of dividends by the VCC

Does a different tax regime apply according to the dif-
ferent types of share?

There is no difference in taxation between the different
types of share.

Is the tax base affected by the distribution of dividends
(deductible dividend)?

Dividends distributed by the VCC cannot be deducted
- from the taxable base.

Is the tax rate affected by the distribution of dividends?

The tax rate is not affected by the distribution of divi-
dends.

Is a withholding tax withheld?

A withholding tax at the rate of 30% is withheld by the
VCC. There are no exemptions.

Example:

Partici- Participa-

pation tion

< 25% > 25%
SME:
Profit before tax 100 100
Corporate tax -38 =38
Gross dividend 62 62
Withholding tax of
30% -186 | -186
Net dividend 434 434
VCC
Taxable dividend 43.4 43.4
Withholding tax +18.6 +18.6
Gross dividend 62.0 62.0
Taxable 66% 40.9 0
Corporate tax 15.5
Tax withheld —18.6
Restitution _ 31 _
Net dividend 41.5 62

Transfer of shares

In the case of transfer of shares of the SME, do special
taxes apply on this transfer?

Upon the issue of shares the share capital or the in-
crease of share capital is subject to a capital tax of 1%
to be paid by the company, (sce Section 2.2).

When shares are sold or in any other way transferred a
duty is levied at the rate of 1% of the market value of
the transferred shares. This duty does not apply to
shares issued by a private limited company. The trans-
fer capital tax is payable by the parties (seller or buyer)
and is normally borne by the buyer.

92



Venture capital

2.4. Tax situation of the individual
shareholder

Is the interest paid on the loan granted in view of the
purchase of the shares of the SME deductible?

All types of interest expenses are tax deductible in ordi-
nary taxable income.

How are the dividends taxed?

From 1 January 1991 the Danish imputation system was
abolished and a new category of income for individual
taxpayers was introduced, i.e. ‘dividend income’. This
dividend income consisting of dividends and other dis-
tributions by resident companies, distributions by quali-
fying resident investment organizations and proceeds of
sales of shares to the company which issues those
shares will no longer be included in the (ordinary) tax-
able income. Instead, the dividend income will only be
subject to the existing dividend withholding tax rate of
30%, to the extent that the dividend does not exceed a
basic amount of DKR 30 100 for the year 1992. Mar-
ried couples are entitled to twice this amount with a
possible transfer from one spouse to the other.

To the extent that the dividends received exceed the
stated amount, the tax will be 45%, levied by way of
assessment with a credit for the dividend withholding
tax.

Example:
< DKR > DKR
30 000 30000
SME
Profit before tax 100
Corporate tax =38
Dividend 62

< DKR > DKR
30000 30 000
Withholding tax of
30% _18.6
Net dividend 434 434
Individual share- The net 434
holder dividend +18.6
received
is tax-
free
Taxable income The tax 62.0
Dividend income withheld
tax of 45% is a non-
recover- 27.9
able
Tax withheld final tax -18.6
Taxes due 9.3
Net dividend 43.4 34.1

New rules on taxation of dividends from Danish com-
panies were introduced on 1 January 1991.

2.5. In case the SME is not a company
but an unincorporated enterprise

In principle, due to the transparency of the enterprise,
the VCC cannot take a participation in such an SME.

3. Debt finance

Preliminary remarks

Danish law does not contain general rules on debt/
equity ratios, but banking and other financial institu-
tions are subject to regulations.
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A stamp duty is due, which varies, depending on the
precise nature of the document concerned, from 0.1 to
1.5% (see Annex).

3.1. Tax situation of the SME

Does the choice between the following types of loan
granted to the SME have implications for the tax situ-
ation of the SME:

®  ordinary loans;
®  convertible loans,

®  profit-sharing loans;

other types (if regularly used)?

No, even in the case where the creditor participates in
profits and losses. However, as will be mentioned here-
inafter, in the case of profit-sharing loans granted by the
shareholder, the interest is automatically treated as divi-
dend income.

What is the deduction regime in the different types of
loan?

Are there specific regimes available?
In principle, interest is tax deductible.

If conditions are imposed on a domestic company that
would not normally be imposed on independent compa-
nies, the authorities may correct the transaction to re-
flect the true circumstances. ‘ :

What is the situation if the VCC, participating in the
SME, grants a loan?

The main rule is that the interest payment is tax deduct-
ible for the SME and the interest is taxable income for
the VCC.

When a loan is granted without interest (0%), consid-
ered the VCC has a majority in the SME, the VCC is

taxed on a fixed interest income, which is based on an
amount of the national bank base rate plus 4%.

There are now specific limits on how high interest rates
can be before the interest payment is considered divi-
dend.

The assumption is, however, that interest exceeding a
fair market interest rate could be reclassified as divi-
dend payment. The part of the interest which is reclas-
sified as dividend is not tax deductible in the SME.

What is the withholding tax for each of the different
types of loan?

There is no withholding tax rate on interest.

3.2. Tax situation of the VCC that grants
the loan to the SME

What is the situation concerning the different types of
loan:

®  ordinary loans;
® convertible loans;
®  profit-sharing loans;

®  other types?

Interest received is subject to corporate tax as ordinary
income, unless the interest is reclassified as dividend
income.

In respect of the taxability of the interest, are there
exemptions or reductions for certain zones or activi-
ties?

Certain regions are designated as development regions.
Support may be given in the form of loans on favour-
able terms of up to 90% of the investment at low inter-
est with the loan being amortized over 20 years for land
and buildings and 10 years for machinery, equipment,
etc.

However, interest income remains fully taxable.
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How are the capital gains taxable?

A resident VCC is liable to tax on all gains and losses
on financial assets and liabilities, irrespective of the
interest rate on the asset.

In principle, all companies may deduct losses on all
financial assets, but losses on amounts due from group
companies are only tax deductible if the asset is ac-
quired in payment of business transactions and the
owner of the asset is not jointly taxed with the debtor
or the asset was acquired after joint taxation had ceased.

Group companies are defined as companies in which
the same group of shareholders, at the time when the
claim was acquired or later, directly or indirectly con-
trol more than 50% of the votes in each company.

What if the loan is converted into capital with capital
gains or capital losses?

If loans are converted into capital, the capital gain is
fully taxable.

Losses on loans realized in connection with a conver-
sion into capital are not tax deductible if it is a group
loan.

Are capital losses on receivables realized by the VCC
deductible?

Losses from the sale of debt claims are normally de-
ductible. Interest payments are deductible, with the ex-
ception of the costs of the issue of the debt.

Is there a withholding tax on interest paid by the VCC?

There is no withholding tax on interest.

3.3. Tax situation of the fund

Under Danish law no specific regimes exist for funds
receiving dividend and interest income.
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Annex

Stamp duty

Transfers of documents are stamped at the same rate as
applies to the establishment of a new legal relation.

(%)
Conveyance of real property 1.2
Overdraft contracts and other 03
loan contracts
Debt instruments secured by a 1.5
mortgage on real property of on
movable property
Pledges of movable property, 0.3
shares, securities, etc.
Guarantees 0.3
Other debt instruments ° 0.3
Goodwill, patents, trade marks 0.1

and copyright

~ Licence contracts

free of stamp
duty

No stamp duty is payable on non-capital contributions
of assets for the establishment of a company, i.e. against
payment in shares. This applies to all assets with the

exception of real property.
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Practical taxation guidelines
1. Equity finance
1. Scheme
Commission Private investors
Danish Individual
vVCC shareholder
SME
I1. Debt finance
1. Scheme
Commission Regional authorities
Fund Other
investors
I J
VCC  frmmmmmeeenees ; Individual
' shareholder
SME
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2. Comments on structure
2.1. Position of the SME
Costs of increasing capital:

Capital duty of 1%; registration cost of DKR 1 700
plus 0.4% of the subscribed capital.

These costs can be an obstacle, also because the
capital duty of 1% is not tax deductible.

These costs have a negative impact on the book
results.

Taxable base:

The profits of the SME are positively influenced by
the capital increase.

This means that if normally losses would have
occurred, because of the capital increase a better result

can be shown.

If the capital increase leads to a profit situation, this
profit is normally taxed at 38%.

- Tax rate:

The profits are taxed at 38%. No reduced rates are
applicable.

Redemption of shares:

The redemption does not lead to taxation for the
SME.

Dividend distribution:

The dividends are part of the taxable base.

2. Comments on structure
2.1. Position of the SME

Costs of granting a loan: ‘
0.1 to 1.5% depending on the precise nature of the
document concerned. These costs are not deductible.

Taxable base:

The interest payments are normally deductible
expenses that have a negative impact on the results
and the cash flow. However, the interest exceeding a
fair market interest could be reclassified as a dividend
payment. These reclassified interest payments are not
tax deductible.

This situation may prove unwise because a loss
position may be created (no immediate use of interest
deduction).

This disadvantage may partially disappear if it is a
profit-sharing loan.

Tax rate:

The deductible interest payments save a taxation of
38%.

Reimbursement of the loan:

Has normally no impact on the taxable result.

Interest payment:

The deductible interest paid to the VCC is normally
exempt from withholding tax.
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On the dividends distributed both to the individual
shareholder and the VCC, a withholding tax of 30%
applies.

2.2. Position of the VCC
Taxable base:
(a) Dividend income:

If the VCC does not have a substantial shareholding
(25% or more) during the entire year, 66% of
dividend received from a Danish SME is included in
the tax base and subject to normal corporation tax at
38%. This is a partial compensation for economic
double taxation. No refund (tax credit) is available
with respect to the corporate tax paid by a Danish
SME.

(b) Capital gains taxation:

Tax exempt if the shares are held for more than three
years; otherwise the capital gain is taxable.

In the case of redemption of shares, the sales price
becomes taxable, unless qualified as dividend.

(c) Capital loss on shares:

A loss recognized by a company from a sale of shares
owned for less than three years can only be carried
forward for five years to be deducted from taxable
gains on the sale of shares owned for less than three
years.

Dividend distribution:

The normal rules apply. However, an exemption
applies to dividend distribution to the Commission.

Transfer of shares:

2.2. Position of the VCC
Taxable base:
(2) Interest income:

This income is fully taxable at 38%.

(b) Capital gains taxation:

(b) Capital gains taxation:

The capital gain realized at the moment of converting
the loan into capital is fully taxable.

(c) Capital loss on loans:

Losses on loans realized in connection with a conver-

sion into capital are not tax deductible in any case. No
special rules apply to group loans.

Interest payment to the fund:

No withholding tax applies.

Transfer of loans:
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A special tax of 1% on the market value of the trans-

ferred shares applies. This tax does not apply to
shares issued by a private limited company.

2.3. Position of the individual shareholder

Dividend income:

To the extent the dividend does not exceed a certain
amount, the withholding tax of 30% is the final
taxation.

Purchase of the shares:

The interest paid to finance this operation is tax
deductible.

2.4, Position of the fund

No dividend income (see Scheme).

3. The SME is unincorporated

If the VCC participates in the SME (sharing of profits

and losses), an equivalent part of the profits/losses is

as such attributed to the VCC which is normally taxed

on this income.

Conclusion
Equity finance

1. Major disadvantages:

costs related to increase of capital;

the capital increase will normally lead to a higher
taxable base and thus to a higher tax burden with the
SME;

No special tax applies.

2.3. Position of the individual shareholder
Dividend income:

See left side.

There is no transfer of shares to the extent a loan is
granted. The interest burden thus remains with the
SME.

2.4, Position of the fund

The interest income is fully taxable. Apparently no
special vehicles exist for interest income.

3. The SME is unincorporated

If the VCC grants a loan, the interest is deductible for
the SME and fully taxable for the VCC.

Debt finance

1. Major disadvantages:

the deductible interest payments may lead to a loss
position of the SME, whereas the interest income by

the VCC is immediately taxable;

the costs of granting a loan vary between 0.1 and
1.5%;
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the dividend exemption does not apply if the VCC has
no substantial holding, which may lead to partial
double taxation (i.e. on 66% of the dividend);

the capital gains are fully taxable if the shares are
held for less than three years;

the capital losses on the transfer of shares are not tax
deductible if the shares are held for more than three
years;

a transfer tax of 1% applies on the sale of shares.

2. Major advantages:

the dividend income for the VCC is tax exempt if the
VCC has a substantial holding;

capital gains on shares are tax exempt if the shares
are held for more than three years;

if the VCC qualifies as an investment company,
dividend income is always tax exempt;

the interest paid to finance the purchase of shares is
tax deductible for the individual shareholder.

capital gains are taxable.

2. Major advantages:

the taxable base of the SME will normally be
reduced;

the risk of double taxation (with SME/VCC) does not
normally exist;

the capital losses are deductible;

the private shareholder is not confronted with a
purchase of shares.
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Denmark Equity Debt
VCC with VCC VCC
qualifying without Investment
participa- qualifying company?
tion' participa-
tion
SME profit before tax 100 100 100 Interest Yes
payments
deductible
with SME -100
Corporation tax of 38% -38 38 -38 With-
holding tax 0
Gross dividend 62 62 62 Interest
income
before tax
at recipi-
ent’s level 100
Withholding tax of 30%° -18.6 -18.6 -18.6 CIT of
38% -38
Net dividend before tax at
recipient’s level 43.4 43.4 43.4
Taxable base 0 40.9* 0
CIT at VCC’s level 0 -15.5 0
“Tax withheld at source 18.6 18.6 18.6
Restitution Entirely 3.1 Entirely
Net dividend after tax 62 46.5 62 Net income 62
after tax

! 25% participation during the entire year in which the dividends are received.
2 Danish investment companies are exempt from CIT on dividend income if certain conditions are met.

? Withholding tax is refundable.

* 66% of gross dividend.
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Ill. Other issues

Local and regional authority issues

The vast majority of legislative acts enacted by the
Danish Parliament (the Folketing) apply to the whole of
the country, with no local or regional variations. This is
particularly true in the case of basic legal principles
such as legislation governing venture capital finance.
Consequently there are no local or regional authority
issues which are raised.
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IV. Comparative legal and
regulatory issues

In order to make a comparative assessment of financial
engineering techniques relevant to SMEs, it is neces-
sary first to comment on certain Danish business tradi-
tions and characteristics.

Compared with other Member States, a relatively large
proportion of Danish business falls under the scope of
the Commission’s definition of SMEs. Consequently
there is no tradition as such for dividing Danish busi-
ness into the categories SMEs and others although cer-
tain tendencies are seen recently as a result of the EC
financial engineering impacts.

The financial techniques of venture capital, leasing, fac-
toring and guarantee funds, can all be implemented in
Denmark, generally without major problems or compli-
cations. Financial engineering for Danish business and
industry has predominantly been given either as cash
allocations or as loans on favourable conditions. The
sectors aimed at are not SMEs but rather specific pur-
poses irrespective of size, such as:

export promotion,
technological development,
product development,
energy saving,
environmental improvement,
entrepreneurial incentives,
network development.

In our opinion the success of a financial engineering
technique is based on traditional supply and demand
considerations, and if, in advance, it seems uncertain
that the introduction of a new technique or a new fea-
ture of an existing technique will find any demand
amongst SMEs, the implementation of bureaucratic or-
ganizations and control procedures does not seem worth
the effort.

It is therefore tempting to conclude that, in general,
effective financial engineering of SMEs in Denmark
could possibly be realized by increasing allocations of
funds for the existing purpose-targeted techniques rather
than by introducing some of the absent techniques al-
ready existing in other Member States.
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France

Introduction

France has a highly organized system for providing
venture capital support to SMEs, and ranks third as
regards venture capital investments after the United
States of America and the United Kingdom. The pre-
ferred instruments are ordinary shares, convertible bonds
and preferred shares; debt finance is very seldom used.

From a tax point of view, an obstacle may be that, gen-
erally, capital gains are always taxable (possibly at

reduced rates). Also, long-term capital losses can only
be set off against long-term capital gains.

On the other hand, the forming of VCCs has been
encouraged by providing tax exemptions in case the
VCC takes the specific form of, for example, a ‘société
de capital a risque’. Even if this is not the case, the risk
of double taxation is generally excluded, not only in the
case of debt but also in the case of equity finance
because in the latter, the VCC can either benefit from
the dividend exemption or claim the ‘avoir fiscal’.

Finally, special tax benefits also exist for certain SMEs.
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. Legal and regulatory
issues ‘

1.  Typical investment vehicle
used

The following entities are permitted to participate in
venture capital operations under French law:

Sociétés de développement régional (SDRs);
Sociétés financi¢res d’innovation (SFls);

Instituts régionaux de participation (IRPs) (for the
record, all IRPs have been transformed into SCRs fur-
ther to the Law of 11 July 1985);

Fonds communs de placements a risque (FCPRs);
Sociétés de capital a risque (SCRs);

Specialized institutes or organizations (Instituts de dé-
veloppement industriel — IDI, IDIA, etc.).

Each is governed by a specific set of rules. These are
dealt with below.

2. Applicable legal measures

Decree No 55-865 of 30 June 1955 as implemented by
the ministerial decision of 7 October 1955 relative to
‘sociétés de développement régional’ (companies for
the development of regions).

Law No 72-650 of 11 July 1972 and the Implementing
Decree No 73-124 of 7 February 1973 relative to sev-
eral economic and financial provisions which create
‘sociétés financieres d’innovation’ (financial companies
for innovation).

Law No 78-741 of 13 July 1978 relative to the orienta-
tion of savings towards the financing of enterprises.
This deals with participating loans.

Law No 79-594 of 13 July 1979 implemented by De-
crees Nos 81-89 and 85-41 of 8 January 198S.

Law No 83-1 of 3 January 1983 relative to the devel-
opment of investments and the protection of savings
which creates ‘fonds communs de placement a risque’.
This Law is implemented by Decree No 83-357 of 2
May 1983.

Law No 84-878 of 9 July 1984 implemented by Decree
No 85-41 of 8 January 1985.

Law No 85-895 of 11 July 1985, implemented by De-
cree No 85-1102 of 9 October 1985 relative to several
economic and financial provisions, creating the ‘soci-
¢étés de capital a risque’ (venture capital companies).

Decision of 11 December 1985.

Law No 88-1149 of 23 December 1988.
Law No 89-935 of 29 December 1989.
Law No 90-1168 of 29 December 1990.

Law and regulations relating to the second marché (or
regional stock exchanges)

General decisions of the Commission des opérations de
bourse (COB) of 7 September 1982, as ratified by the
decision of the Ministre de 1’économie et des finances
of 1 January 1983.

Instruction of the COB of 4 January 1983.
Instruction of the COB of 2 September 1986.

Regulation No 88-04 of the COB of 21 June 1988 as
ratified by a decision of 1 September 1988.

General regulation of the Conseil des bourses de valeur
(CBYV) as ratified by decisions of 6 July 1988 and 28
September 1989.

General decision of the CBV No 88-7 of 19 October
1988.
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General decision of the CBV No 88-9 of 15 November
1988.

General decision of the CBV No 88-16 of 18 October
1988.

Instruction of the COB of 22 November 1988.

3. The investment vehicle
Sociétés de capital a risque (SCRs)

‘Sociétés de capital a risque’ were created by Law No
85-695 of 11 July 1985 which provides for the follow-
ing rules:

(a) Nationality

SCRs must be French in order to benefit from the
advantages (essentially fiscal) which are attached to
their qualification as an SCR.

It must be recalled in this connection that the two cri-
teria which allow the nationality of a company to be
determined under French law are, on the one hand, the
situation of the head offices (under Article 3 of the Law
of 24 July 1966 and Article 1837 of the Civil Code)
and, on the other hand, the notion of control under
which, in some extreme cases, French courts have dis-
regarded the localization of the head offices and have
determined the nationality of a company by reference to
the place from which it is actually managed and con-
trolled.

(b) Form

Under Article 1 of the Law of 11 July 1985, SCRs must
be organized as ‘sociétés par actions’ (joint-stock com-
panies).

There are two categories of ‘sociétés par actions’ under
French law: ‘sociétés anonymes’ and ‘sociétés en com-
mandite par actions’.

It should be noted that the number of French companies
organized as ‘sociétés en commandite par actions’ is
very limited in practice.

(c) Activities

The object of SCRs must principally be to take interests
in unlisted companies.

In this respect, their net assets must constantly consist
of a minimum amount of 50% of newly issued shares,
stock or convertible bonds in companies which must
fulfil the following conditions:

® the target companies must be French or located in
the European Community;

® those companies must not be listed on any national
or regional stock exchange;

® the target companies must be active in the industrial
or commercial field;

® they must be subject to corporation tax.

The amount of the interest which an SCR is permitted
to hold in a target company is subject to the following
limitations:

® the SCR must not hold directly or indirectly more
than 40% of the voting rights in a given company;

® it must not use more than 25% of its capital in
acquiring an interest in a given company.

A single individual and his direct relations may not hold
more than 30% of the capital of the SCR. This limit
does not apply to corporate shareholders.

Sociétés de développement régional (SDRs)

‘Sociétés de développement régional’ were created by
Decree No 55-876 of 13 June 1955. Their exclusive
object must be to participate in the capital of industrial
enterprises in regions suffering from underemployment
and/or insufficient economic development.
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In order to improve the development of the said re-
gions, the Decree of 1955 instituted a number of tax
advantages for SDRs subject to the following provi-
sions regarding their legal organization:

& SDRs must be French ‘sociétés par actions’ (joint-
stock companies), that is either ‘sociétés anonymes’
or ‘sociétés en commandite par action’;

® their share capital must be a minimum amount of FF
250 million and fully paid;

@ the maximum allowable participations by an SDR in
the capital of the same enterprise is 25% of the
SDR’s capital and 35% of the enterprise’s capital;

® the SDR must sign an agreement with the Ministry
of Finance which provides for the appointment of a
Commissaire du Gouvernment (emissary of the
French Administration) who controls the application
of the relevant regulations.

SDRs are created for the development of one specific
region and may not intervene outside their territory.

Their share capital is generally held by banks and other
financial institutions and by local authorities and other
public entities but also directly by the public which gen-
erally holds 8 to 50% of the capital since SDRs may be
listed on the regional stock exchanges.

Although the capitalization requirements are stringent,
- this does not present a problem as SDRs are funded
from a wide range of sources, as stated above.

SDRs are not subject to significant legal obstacles which
hinder their operation or establishment.

Evolution of SDRs, SFls and venture capital

SDRs and SFIs are subject to evolution. The aim of the
government is to facilitate the transformation of SDRs
into SCRs (most of the SFIs have already become
SCRs) or allow them to benefit from the tax measures
applicable to SCRs.

Therefore, ex-SDRs or new SDRs would be subject to
the 50% obligation applicable to SCRs to participate in
the capital of unlisted companies.

The ‘plan global PME-PMI’ (global plan SMEs-SMIs)
presented by the Prime Minister on 16 September 1991
announced that SFIs and SDRs will be subject very
soon to the following modifications:

SDRs:

Give them the benefit of the tax provisions applicable
to SCRs;

Authorize them to grant loans for a length of time
greater than two years;

Authorize them to participate in the capital of compa-
nies to a greater extent than 35%.

SFls:

Modify the penalty provisions in the law in case of non-
respect of their obligations as SFls;

To mitigate the rules set out under ‘Sociétés financitres
d’innovation’ below;

To guarantee the holdings of SFIs in companies by the
creation of a new guarantee fund called ‘Developpe-
ment technologique’ managed by the Sofaris.

Sociétés financiéres d’innovation (SFIs)

‘Sociétés financi¢res d’innovation’ were created by Law
No 72-650 of 11 July 1972.

Their object must be to facilitate the industrial imple-
mentation of technological research as well as the de-
velopment of as yet unexploited inventions.

SFIs are under an obligation to enter into an agreement
with the State which contains the following undertak-
ings:

® SFIs must be ‘sociétés anonymes’ with a minimum
capital of FF 10 million;

@ no shareholder can hold more than 30% of the shares;

® 60% of the resources of an SFl1 must be devoted,
within the three years following the signature of the
resources of the agreement, to innovation deals;
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® no investment may exceed 25% of the capital of the
SFI.

The control of the SFI’s compliance with the above
rules is carried out by a Commissaire du Gouvernment
appointed by the Ministry of Finance.

The counterpart of those undertakings is a number of
tax advantages.

Banks and other financial institutions as well as public
local or regional authorities and the public may partici-
pate in the capital of SFIs.

Note the conversion of SFIs into SCRs referred to under
‘Evolution of SDRs, SFIs and venture capital’.

Fonds communs de placements a risque (FCPRs)

‘Fonds communs de placements a risque’ stem from
Title 2 bis of Law No 79-594 of 13 July 1979 and they
are governed by Article 23 of Law No 83-1 of 3 Janu-
ary 1983 and Article 6 of Law No 84-878 of 9 July
1984 known as
économique’ (development of economic initiative).

‘développement de [Pinitiative

The objective of FCPRs is to allow institutional inves-
tors as well as individuals to take interests in small and
medium-sized enterprises which may not easily call
upon the financial market in order to assist with their
development.

FCPRs are not legal persons and they are governed by
their ‘statuts’ (articles). The invested monies may be
collected only by banks and other financial entities or
by other entities authorized by the Law of 1983 such as
SDRs or SFIs which act as depositories, managers and/
or investors. Other entities must apply for an authoriza-
tion from the Ministry of Finance in order to create an
FCPR.

The following legal provisions are applicable:

® the assets of an FCPR must be between FF 2.5 and
100 million, at least 50% of which must consist of
shares or convertible bonds of unlisted companies;

® at least 50% of the assets must comprise participa-
tions in French or EC companies subject to corpora-
tion tax;

® an FCPR may not hold more than 10% of the capi-
tal of any given company;

® a shareholder, his spouse and their parents or de-
scendants may not hold together, directly or indi-
rectly, more than 25% of the rights in the profits of
a given target company;

@ the manager of the FCPR must be a participant in
the fund and must hold at least 10% of the fund if it
is formed by individuals, or 1% in other cases;

® the manager’s remuneration may not exceed 20% of
the net assets for a given year.

Other entities

Various semi-public or specialized entities also provide
financial support for the creation and the development
of SMEs, such as the Institut de développement indus-
triel (IDI), and the IDIA for the development of the
agro-alimentary sector, through their participation in
SCRs.

One or more ‘fonds public de venture capital’ (State
venture capital funds) could be created in the future.

4. The provision of venture
capital

French venture capitalists use three major instruments:
ordinary shares, convertible bonds and preferred shares.

Debt finance is very seldom used and Law No 78-741
of 13 July 1978 relative to the orientation of savings
towards the financing of enterprises, which has estab-
lished the rules governing participating loans in France,
did not meet with the success expected.
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4.1. Equity finance

It should be noted that there are no legal or regulatory
impediments to equity financing by a venture capital
company in France, if tax matters are ignored.

The general rules of French company law, under the
Law of 24 July 1966, apply without any licensing, reg-
istration or prospectus requirements since venture capi-
tal companies are subject to requirements requiring them
to invest in unlisted companies.

French law does not provide specific rules with regard
to the taking of a minority interest in a listed company
with the exception that:

@ disclosure may have to be made as to the level of the
interest;

@ a take-over bid has to be launched where the level
of the interest held exceeds 33.33% of the shares or
voting rights.

There are no complex application and filing procedures
or any special procedures for SMEs,

There are no legal obstacles to the transfer of shares
held by a venture capital company.

As mentioned above, the following general rules apply:
_ (a) Shares

Under Article 263 et seq. of the Law of 24 July
1966, shares may be ordinary or preferred. Pre-
ferred shares confer advantages on the shareholder
such as an increased right to dividends or profits.

(b) Bonds

Under Article 284 et seq. of the Law of 24 July
1966, joint-stock companies which have been in
existence for at least two years may issue bonds as
security for a loan.

The following types of bond are mainly used in

venture capital operations:

® participating bonds allow for the linking of the
amount of the reimbursement obligations of

the borrower company to its profits or, as the
case may be, to the turnover;

® convertible bonds and bonds with a right to
suscribe for shares: these instruments facilitate
the realization of the initial investment. The
conditions and time of the conversion of bonds
into shares is provided at the time of the issue
of the bonds in question, which must be ap-
proved by an extraordinary meeting of share-
holders.

The only stock markets in France are the cote officielle
(réglement mensuel, comptant), the second marché and
the hors cote. Certain venture capital companies are
subject to restrictions on the amount they may invest in
the capital of companies listed on either the cote offi-
cielle or the second marché (see above). The following
is a breakdown of the considerations applying to the use
of the second marché by each category of venture capi-
tal company referred to above.

Société de capital a risque

As already stated, the investments of an SCR must con-
stantly comprise a minimum of 50% in newly issued
shares, stocks or convertible bonds in companies which
must not be listed on any national or regional stock
exchange, (cote officielle, hors cote or second marché).

Thus, an SCR may participate in the second marché
subject to the limit that a maximum of 50% of its assets
can be invested in the capital of listed companies.

Fonds commun de placement a risque

The legal provisions applicable to FCPRs are set out
above.

At least 50% of the asscts of an FCPR must consist of
shares or convertible bonds of unlisted companics.

Therefore an FCPR may participate in listed companies
but up to a maximum of 50% of its assets.

Sociétés de développement régional
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SDRs are not subject to any restrictions on their ability
to invest in listed companies. They are bound by the
conditions referred to above in Section 1.3.3.

Sociétés financiéres d’innovation

No legal limitations concerning the amount of the par-
ticipation in the capital of listed companies, other than
the limitations listed in Section 1.3.3 above, apply to
participations of an SFI.

Other entities

Entities such as the IDI or IDIA do not participate in the
capital of listed companies because of their purpose or
activities.

It can be seen from the above that the second marché
will assist some of the venture capital companies re-
ferred to to dispose of their investments. For the sake of
completeness, the basic rules governing the second
marché are set out below.

Main features
Cost of entry: between FF 300 000 and 800 000;

No legal limits of turnover or profits in order to be
listed;

10% of the capital of the company must be issued for
the public;

The company may be listed either in Paris or on one of
the six regional stock exchanges.

Application

In order to have its stocks admitted for quotation on the
second marché, a company has to file an application
with the CBV (Conseil des bourses de valeurs) through
an authorized intermediary (stockbroker or bank).

The Société des bourses frangaise gives an opinion to
the CBV.

The CBYV, within the rules of its general regulation,
accepts or refuses the admission of the company on the
second marché.

Financial instruments capable of being quoted

Shares, preferred shares, investment certificates, certifi-
cates representative of shares, rights to subscribe for
shares in listed companies;

Bonds of listed companies;

Bonds convertible into shares or bonds with right to
subscribe for shares in companies which undertake to
apply to be listed;

Shares of foreign companies; with a ministerial ap-
proval for non-EC companies.

4.2. Debt finance

No specific instruments have been created in France for
the purpose of improving the conditions of loans to
SMEs with the exception of participating loans (‘préts
participatifs’), as mentioned above, which were created
by Law No 78-741 of 13 July 1978 relative to the ori-
entation of savings towards the financing of enterprises,
and are characterized by the subordination provisions
which they imply.

Also, guarantee organizations and funds have been cre-
ated in order to facilitate such loans. This is dealt with-
in the corresponding section of the report.

Law No 84-46 of 24 January 1984 provides regulations
concerning banks and financial institutions which carry
on banking operations habitually.

The rules relating to bonds are discussed above under
‘Equity finance’.

Loans granted to SMEs by banks or financial institu-
tions, such as Crédit national, Crédit d’équipement des
petites et moyennes entreprises, Caisse centrale de crédit
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coopératif or SDRs on favourable terms, have fallen
into disuse because banks are reluctant to grant such
loans.

It should be noted that Codevi (Comptes pour le déve-
loppement industriel, Law No 83-607 of 8§ July 1983),

which is a mechanism involving banks and the Minis-
try of Finance and aims to provide funds to SMEs, is
expanding.

All these different kinds of loan are subject to the rules
relative to credit law.
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Il. Issues of taxation

1. Introduction

The SME is often confronted with the difficulty of
aftracting financial means from third parties.

Indeed, on the one hand, the SME often has too low an
equity with the result that the financial institutions feel
rather reticent to grant any loan.

On the other hand, because of the high risk of the
investment, only very few persons will be willing to
increase the capital (and therewith the loan capacity) of
the SME.

The VCC can therefore play an important role in the
expansion of the SME.

The VCC and the target company (SME) will have to
determine how the capital is to be injected. It may very
well be that there is a conflict of interest between both
parties in determining how the injection will be ex-
ecuted.

In general, the (tax) differences between debt financing
and equity financing can be established as follows:

In the case of debt financing by the VCC, the interest
payments are for the SME in principle tax-deductible
expenses, which have a negative impact on the results
(possibly into a loss position) and on the cash flow of
the SME. The VCC will be fully taxable on the interest
income.

It may very well be that this situation is not at all desir-
able. Indeed, the SME will probably be in need of extra
means at the time that heavy investments are planned
which will already have a negative impact on the results
(depreciation of the investment). From a tax point of
view, such a situation may also prove to be unwise. The
interest deduction cannot be properly used because of
insufficient profits (creation of losses) whereas the inter-

est income with the VCC is immediately taxed. To meet
both economic and tax demands, two main options are
available:

® cither the loan agreement is concluded under cir-
cumstances where the interest rate is in the begin-
ning rather low (e.g. profit-sharing loan or convert-
ible loan); or

® the VCC decides to participate in the capital of the
SME.

In case of equity financing, the following problems
arise:

Dividend income: if the VCC is in need of a more or
less regular income to finance its own investment, this
will have to be done by way of dividend distribution.
This may present a lot of problems. Dividends are nor-
mally not tax deductible so that the dividend capacity
will normally be lower than the interest payment capac-
ity. However, some incentives exist that introduce a sys-
tem of tax-deductible dividend.

In the case of dividend distribution, both the VCC and
the individual shareholder will receive a dividend. The
dividend taxation of individuals is often very disadvan-
tageous.

To avoid this problem, the VCC might opt for prefer-
ence shares, so that dividends can be distributed to the
VCC and not to the individual shareholder.

Capital gains income. this way could be interesting
since, by doing so, the SME retains all profits.

Problems are:

® if the value of the SME increases, the capital gain
will in principle be tax exempt, if the shareholder is
qualified to be a French venture capital company
and if it meets all the conditions. On the other hand,
the interest paid on the loans granted in view of the
purchase of the shares is deductible. The problem is
that the individual shareholders will normally not
have enough means to repurchase the shares.
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In the next part (Equity/Debt finance), a summary is
given of all important items that could influence the
decision-making of the VCC and the SME.

Practical taxation guidance, resulting from the informa-
tion under ‘Equity finance’ and ‘Debt finance’, is given
under ‘Practical taxation guidance’.

2. Equity finance

2.1. Creation of the VCC

Registration tax or other duties

(a) Registration duties

Registration duties only apply to contributions in cash
or in kind for shares. Contributions for consideration
other than shares are considered to be sales. They will
be subject to a registration duty or to VAT depending on
the type of goods transferred.

Contributions in cash: a registration duty of 1% is pay-
able on any contribution in cash to the risk-bearing
capital. The taxable base is the contribution less the
expenses connected with the contribution.

Contributions in kind: a registration duty is generally
payable on contributions in kind. The taxable base is the
market value of the contribution made.

(b) Other duties

There are no Chamber of Commerce fees payable on
the creation of the VCC. However, every enterprise
doing business in France must register with the Com-
mercial Registry. France does not impose a stock-
exchange tax on the listing of companies on the Stock
Exchange. No stamp duties are collected.

Are there limits as to the degree of participation of the
VCC in the SME?

The shareholding in the SME may not exceed 40% of
the latter’s voting shares. The VCC cannot hold more
than 10% of the capital of the SME. Other limits apply
when the VCC can claim the favourable tax treatment
(see Section 2.3 under ‘Specific regimes’).

Are there any conditions to be met in respect of the
legal forms of the VCC? Are there any specific forms
available?

When the VCC solicits funds from the public (i.e. when
it is quoted on the Stock Exchange or when it markets
shares through banks, brokers or other financial institu-
tions), it must adopt the form of an SA (stock corpora-
tion). The VCC is then subject to special requirements
concerning the capital (at least FF 1 500 000) and the
approval of the Commission des opérations de bourse.

The VCC must hold shares, convertible bonds or simi-
lar securities of French companies subject to CIT.

The VCC can take the specific form of a ‘société de
capital a risque’, a ‘société de développement régional’,

a ‘société financiére d’innovation’ or a ‘fonds commun
de placements a risque’ (for tax benefits see below).

2.2. Tax situation of the SME
Creation of the company and increase of capital
Are there registration or other duties?

(a) With respect to the duties applying to the creation of
the SME: the same duties apply as for the VCC.

(b) With respect to the increase of capital:
In principle, increase of capital is subject to the same
duties as when the same property is contributed to the

company’s initial capital.

Cash increases in capital are exempt from any registra-
tion duty.
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There is no difference in the indirect tax treatment
according to the different types of share.

Corporate tax

The formation expenses (constitution expenses, pub-
licity expenses etc.) are classified as starting-up costs,
which may be deducted in the first year or over a maxi-
mum period of five years.

The registration taxes are also deductible.
Are there specific regimes for certain regions?

Enterprises which carry out activities which create new,
or extend existing industries in the less-developed re-
gions benefit from several tax exemptions and reduc-
tions (which are cumulative):

®  Underdeveloped areas

Investments in these areas may benefit from partial or
total exemption from business tax for a maximum pe-
riod of five years and from accelerated depreciation
(25% rate) of industrial and commercial buildings.

The business tax (‘tax professionnelle’) is a tax which
is imposed on all taxpayers carrying on commercial,
industrial or certain professional activities.

The tax base is the cadastral value of fixed assets and
the wage bill. The tax rate varies according to the
municipality of the establishment, up to 3.5% of turn-
over.

® Depressed areas (Dunkerque, Aubagne-La Ciotat,
Toulon-La Seyne)

A few temporary rules provide incentives for new in-
vestments in these areas (company tax holiday). Re-
cently, the deadline for enjoying these regimes has been
extended.

® Regime for newly created enterprises

Full and partjal exemptions have been granted to new
enterprises under rules that have changed from year to
year. For companies created after 1 January 1988, a full
corporate income tax exemption is accorded for the first
24 months of activity, decreasing to 75, 50 and 25% in
the three succeeding periods of 12 months. The exemp-
tion applies to the income including capital gains and
after deduction of losses carried forward. The company
must be a commercial, industrial or artisan business.

Activities such as banking or other financial activities,
insurance and administration and the rent of immovable
property are expressly excluded. The company must be
a genuinely new enterprise and it may, therefore, not
have been created as a result of a corporate reorganiza-
tion. The shares of the new company may not directly
or indirectly be held for more than 50% by other com-
panies.

Rates

The normal corporate income tax rate is 34% on undis-
tributed profits and 42% on distributed profits. In future,
these rates will be replaced by a unified 34% rate.

Reduced rates apply to long-term non-distributed capi-
tal gains:

® general: 19%
® patents, know-how: 15%

® building land, portfolio investments (except shares
and warrants): 25%

In future, long-term capital gains on portfolio invest-
ments will be taxed as ordinary business income (34%).
Other long-term capital gains will be taxed at the uni-
fied 18% rate (if realized in account years closed on or
after 31 December 1991).

In addition, legal entities which are subject to CIT are
liable to an annual lump-sum tax which is a function of
the turnover.

This minimum tax is generally creditable against the
CIT payable in that year and the two subsequent years.
Exemptions apply to newly created companies.
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Redemption of shares

If the SME purchases its own shares with retained earn-
ings, French tax law will consider this operation as a
hidden profit distribution, to the extent that the cash
payments received exceed the original contributions or,
if higher, the purchase costs of the shares.

This means that these amounts are added back to the
taxable income of the SME for the year of deduction
where such deduction has been taken for CIT purposes.

The situation of the VCC: see below.
Dividend distribution

Does a different tax regime apply to dividend distribu-
tion to X (individual shareholder of the SME) and to the
VCC?

The tax regime applying to dividends distributed to X
(individual shareholder) differs from the regime apply-
ing to dividends distributed to the VCC under certain
conditions (see Section 2.3).

Does a different tax regime apply according to the dif-
ferent types of share: ordinary, preference, redeemable
or other shares?

There is no different tax regime applicable according to
‘the different types of share.

Is the tax base affected by the distribution of dividends
(deductible dividends)?

In general, the distribution of dividends is not a deduct-
ible expense. For some years certain dividends have
been deductible against taxable profits of a corporation,
but limited to 7.5% of the share capital in a new com-
pany or of additional capital in an existing company.

Dividends in respect of new shares issued between 1
January 1983 and 31 December 1987 are fully deduct-
ible against profits for a 10-year period.

As of 1988, only 53.4% of the dividend may be de-
ducted during a period of 10, 8 or 6 years if the capital

contribution is made in 1988, 1989 or 1990 to 1992,
respectively.

Exception:

There is no deduction possible for dividends attribut-
able to the shares owned by a company which holds at
least 10% of the stock of the company or whose share-
holding exceeds FF 15 million. However, the deduction
is still available with respect to distributions to parent
companies, when the parent company is subject to
French corporate income tax and renounces the benefits
of the affiliation privilege (see dividend taxation of the
VCC: substantial holding).

The tax rate depends on whether the profits are distrib-
uted or not. Recently, this difference was abolished in
favour of a unified rate of 34%.

Is a withholding tax withheld? Rate? Exemption for
dividends?

No withholding tax is applicable to dividends by a resi-
dent company to resident corporate and individual share-
holders. The ‘précompte’ (see below, ‘Dividend taxa-
tion’) may, however, apply if a French company pays a
dividend out of income not having borne the full cor-
porate income tax rate.

2.3. Taxation of the VCC

Corporate taxation

Attention must be paid to the specific treatment granted
to French venture capital companies that comply with

the required conditions (see below).

Are the costs related to the creation of the VCC deduct-
ible?

The costs related to the creation of the VCC are deduct-
ible (see the creation of the SME).

Are management costs and interest deductible?
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® Management costs

In principle, management costs are deductible.

(a) Directors’ attendance fees are deductible corporate
expenses; however, there is an upper limit. The maxi-
mum deduction is 5% of the product of the average
remuneration paid to the company’s highest paid
executives, and the number of members of the board
of directors.

(b) Lump sum travel and entertainment allowances, if
culminated with reimbursement of the out-of-pocket
expenses of directors, are not deductible.

(c) Any remuneration which does not correspond to
effective work and is excessive in relation to the ser-
vice performed is not deductible. The portion of
remuneration which is deemed excessive is not de-
ductible for the company and is taxed as a dividend
to the directors.

(d) Directors may also be compensated for special du-
ties performed on behalf of the company. In order to
be deductible, the amount must be ‘reasonable’, i.e.
what would have been paid to an independent third
party.

® Interest deduction

Interest paid to third parties is deductible if the debt is
incurred for the business purposes of the company and
is accounted for. Interest is deductible in the year it
accrues or is payable at the taxpayer’s election. Interest
paid on loans for the acquisition of a participation in
another company is deductible even if the income from
the participation is tax exempt.

Dividend taxation

¢ No substantial holding (the VCC holds less than
10% of the shares of the SME)

When the VCC receives a dividend, it is entitled to a
tax credit (‘avoir fiscal’). In order to qualify for this tax
credit, the following conditions have to be met:

(a) the SME must have its head office in France and be
subject to corporate tax;

(b) the amounts in question must be regularly and peri-
odically distributed dividends to which all share-
holders are entitled pro rata;

(c) the dividends must be declared by a resolution of a
shareholders’ meeting (thus, distributions to direc-
tors, interest, payments to shareholders, etc. are ex-
cluded);

(d) the dividends (grossed up by the ‘avoir fiscal’) must
be included in the shareholders’ taxable income in
France. This tax credit is equal to 50% of the divi-
dend received and is considered by itself as a taxable
item.

To be consistent, i.e. to have an ‘avoir fiscal’ attached
to any regular profit distribution, the ‘précompte’ (or
equalization tax) was created. This is a payment made
by the distributing company equal to the ‘avoir fiscal’
granted to the beneficiary of the dividend. As the rate of
the ‘avoir fiscal’ is 50% of the distributed dividend, the
rate of the ‘précompte’ is 33.33% of the dividend grossed
up by the ‘avoir fiscal’.

The ‘précompte’ is due in the case of a distribution of a
profit not taxed at the normal rate of the CIT, or of a
profit — even normally taxed — made more than five
years prior to its distribution.

The dividend grossed up by the ‘avoir fiscal’ is included
in the taxable income of the VCC and the ‘avoir fiscal’
gives right to a tax credit of the same amount.

If the VCC is qualified as an investment company or if
it is a company opting for consolidated taxation, the
VCC will be exempt from the ‘précompte’.
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Examples:

(a) The VCC holds less than 10% of the shares of the
SME

SME: Net taxable income 100
Less CIT (34%) =34
Available for distribution 66

VCC: Dividend from the SME 66
‘Avoir fiscal’ +33
Taxable income 99
CIT (34%) 33.66
But ‘avoir fiscal’ 33
Thus, CIT 0.66

Dividend to individual shareholders: 65.34

(b) The VCC holds less than 10% of the shares of the
SME but the SME has exempt income

SME: Income 100
CIT . 0
Available for distribution 100

Income subject to ‘précompte’ 100

Less ‘précompte’ 33.33
Dividend distributed 66.67
VCC: Dividend 66.67
‘Avoir fiscal’ 33.33
Taxable income 100
CIT (34%) 34
But tax credit (‘avoir fiscal’) 33.33
Taxable income 0.66
Net dividend distribution 66

®  Substantial holdings

Specific {(more favourable) rules apply when the share-
holder company is qualified as a ‘parent company’. The
parent company must be subject to French corporate
income tax. In these cases, only 5% of the dividends are
included in the taxable income; this results in a 95%
exemption. The corporate tax due on French dividends

received can be reduced by the ‘avoir fiscal’. The par-
ent company must hold a minimum of 10% of the share
capital of the subsidiary at the time of the dividend dis-
tribution; the holding may be less than 10% if the
shares cost at least FF 150 000 000 or were received in
exchange for assets contributed in an authorized merger.
Other conditions have to be met: the subsidiary shares
held must be registered or deposited with an establish-
ment approved by the tax administration; the subsidiary
shares must be either subscribed by the parent company
or acquired by it.

Note

The position of 5% is a lump-sum deduction represent-
ing deemed expenses connected with collection of the
dividend received. If the parent company can substanti-
ate that its total expenses in the year of receipt were less
than 5%, the dividend may be exempt from corporate
income tax up to 100%.

The company does not qualify for the ‘avoir fiscal’ on
the exempt portion of dividends since this credit applies
only where taxable income results. In terms of the 5%
taxable portion, it is grossed up by a deemed 50%
‘avoir fiscal’, so that the amount added to the taxable
income equals 7.5% of the gross dividend received in
the case of a dividend from a French company.

When the VCC later distributes the exempted dividend
received, it has to pay the ‘précompte’. However, it can
pay this ‘précompte’ by offsetting the ‘avoir fiscal’
attached to the exempted dividend. The dividends bear-
ing these tax credits must, however, have been received
by the French holding company not more than five
years previously. Recently, the French authorities
adopted some measures concerning situations where the
‘précompte’ is not due by French companies holding
foreign participations. If the ‘avoir fiscal’ does not ap-
ply, no ‘précompte’ is due.

Example:

The VCC holds more than 10% of the shares of the
SME and is considered as a ‘parent company’. The
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example ignores the 5% portion of the grossed-up divi-
dend to the VCC.

SME: Net taxable income 100
Less CIT (34%) 34
Available for distribution 66
VCC: Dividend received 66
‘Avoir fiscal’ +33

Income subject to ‘précompte’ 99

Précompte at 33.33% 33.33
But ‘avoir fiscal’ -33.33
CIT due zero
Available for distribution 66

How is the capital gain taxed if the shares of the SME
are sold ?

Capital gains and losses are treated separately depend-
ing upon whether they are classified as short- or long-
term gains.

Short-term gains are gains made on assets held for less
than two years and are treated as ordinary income tax-
able at the basic rate. They are taxed in the year they
arise. Short-term capital losses may be offset against
either revenue or capital profits in the future.

Long-term capital gains are profits made on assets held
for more than two years. The gain does not necessarily
have to represent realized profits, since surpluses on
revaluation of assets are also treated as short- or long-
term capital gains. The actual long-term gain is the dif-
ference between the sale proceeds and the costs of ini-
tial acquisition of the assets. In respect of the rates of
long-term gains: see above ‘Rate’.

In view of these lower rates, and to prevent the ‘avoir
fiscal’ being given in an amount equal to or bigger than
the amount of tax actually collected, when the capital
gain is distributed to shareholders, the ‘précompte’ (see
above, ‘dividend taxation’) is payable equal to one third
of the gross profits reduced by the tax actually paid.

Long-term capital losses are only capable of being off-
set against long-term capital gains, but may be carried
forward for a period of up to 10 years. Long-term capi-
tal gains may, however, be reduced not only by long-
term capital losses, but also by short-term losses and
even revenue losses of the same year or of earlier years.

Redemption of its shares by the SME

To the extent that the cash payments received exceed
the original contributions or, if higher, the purchase
costs of the shares, the VCC will be taxed as recipient
of dividends, with no right to the ‘avoir fiscal’.

Specific regimes

Regional development companies (‘sociétés de déve-
loppement régional’) which normally finance subsidi-
aries of the large French banks operating in less devel-
oped areas, are exempt from CIT on their main sources
of income under specific conditions. Such companies
may also participate in industrial enterprises in other
regions provided the following conditions are met: no
investor may hold over 25% of an SDR'’s share capital;
an SDR may not hold over 35% of a company; the SDR
maintains a local activity.

French venture capital companies (‘société de capital
risque’), the purpose of which is to participate in non-
quoted companies, are now subject to a very favourable
tax treatment (provided by Law No 85-695 of 11 July
1985).

The conditions under which this treatment is granted
include the following:

(a) the venture capital company must be a stock com-
pany;

(b)it must hold shares, convertible bonds or similar
securities of French companies subject to CIT;

(c) the shareholding in each company may not exceed
40% of the latter’s voting shares.

VCCs arc exempt from CIT on their dividend income
and capital gains. In addition, the taxation of distribu-
tions to their shareholders is minimized as follows: cor-
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porate shareholders are subject to the long-term capital
gains treatment (i.e. 15%) and individual shareholders
are subject to income tax at the flat rate of 16%, rather
than the regular progressive rates.

Furthermore, a ‘société financiére d’innovation’ can
benefit from an exceptional depreciation method pro-
vided certain conditions are met, whereas the tax re-
gime applicable to ‘fonds communs de placements a
risque’ is favourable to the individual shareholder (see
below).

Rates:
Normal / reduced rates: see the situation of the SME.
Is there recoverability of the tax withheld by the SME?

In case of distribution of dividends by the SME to the
VCC, French law provides for a system avoiding double
taxation (see above, ‘Dividend taxation”).

Distribution of dividends by the VCC

Does a different tax regimé apply according to the dif-
ferent types of shares ?

There is no different tax regime according to the differ-
ent types of shares.

Is the tax base affected by the distribution of dividends
(deductible dividend)?

The amount that the company distributes as a dividend
generally is not an expense. As an incentive to encour-
age recapitalization of French companies, a system of
temporary rules allows a limited deduction for divi-
dends paid on shares issued in exchange for new capi-
tal between 1977 and 1990 (see above).

Is the tax rate affected by the distribution of dividends?
The tax rate depends upon whether the profits are dis-

tributed or not. Recently, this twin CIT rate has been
replaced by a unified 34% rate.

Is a withholding tax withheld?

No withholding tax is due on dividends paid by a resi-
dent company to a resident corporate and an individual
shareholder. (Dividends paid to non-resident share-
holders are subject to a 25% withholding tax.)

Specific regimes: If the specific regime granted to the
French venture capital companies (SCRs) applies, the
shareholders can claim a favourable tax regime on their
dividends (see above, ‘Dividend taxation’).

Furthermore, such an SCR, which cannot itself use the
tax credits (“avoirs fiscaux’) attached to the dividend it
receives (on which it is exempt from CIT), can transfer
the abovementioned tax credits to its shareholders pro-
vided the following conditions are met:

(a) the tax credit is attached to the redistribution of
ordinary income, which may not consist of capital gains;

(b) the tax credit is attached to profits realized during
the year preceding the distribution (immediate redistri-
bution);

(c) the tax credit is limited to 50% of the net distribu-
tion.

Transfer of shares

In case of transfer of shares of the SME, do special
taxes apply on this transfer?

(a) A registration tax is levied at a rate of 4.8% on the
higher of the sale price or fair market value of sales
of shares.

This tax applies to all sales of SARL (limited liabil-
ity company) or civil company shares. It does not
normally apply to sales of SA (stock company)
shares, unless a written instrument is executed in
France affecting the transfer.
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(b) The Stock Exchange tax applies. The rate is 0.3%
(up to FF 1 000 000) and 0.15 (over FF 1 000 000).

2.4. Tax situation of X (individual share-
holder)

Is the interest paid on the loan granted in view of the
purchase of the shares of the SME deductible?

The interest paid on the loans granted in view of the
purchase of the shares of the SME is deductible.

How are the dividends taxed?
Taxation of the dividends: see Taxation of the VCC.

Dividends are generally included in taxable income for
individual income tax purposes. Dividends (distributed
by virtue of regular decision of the general assembly of
shareholders) normally entitle the recipient to a tax
credit (‘avoir fiscal’) against his individual income tax
equal to one half the net amount of dividends received.
The amount of dividends, grossed up by the special
credit, is included in taxable income for income tax pur-
poses. Any excess of the tax credit over the income tax
due is refunded. Stock dividends are not considered as
income and are consequently not subject either to with-
holding or to income tax.

Furthermore, provided the individual shareholder in a
‘fonds commun de placements 2 risque’ is a French
resident and he commits to keep the FCPR-shares for a
minimum period of five years and to reinvest any divi-
dend, share or amount received from the FCPR in this
FCPR during this five-year period, he is exempt from
personal income tax on the income (including capital
gain) received from the FCPR during this period of five
years.

2.5. In case the SME is not a company
but an unincorporated enterprise

If the VCC participates in such an enterprise, how does
this affect the position of the enterprise?

3. Debt finance

3.1. Preliminary remarks

French company law does not contain specific provi-
sions as to minimum debt. The only company law
requirements are those relating to minimum share capi-
tal. On the other side, the interest deduction for tax pur-
poses is limited. French law applies the following rules
concerning thin capitalization:

The general rule is that no interest is deductible on
shareholder loans if capital is not fully paid. Certain
cooperatives, however, afe exempt and may deduct in-
terest on loans to sharecholders without their capital
being fully paid in.

Interest rates for any taxable year may not exceed the
average interest rate on privately quoted bonds.

Special rules apply to shareholders who direct the com-
pany or whose economic or voting rights in the borrow-
ing company exceed 50%: interest is deductible on such
loans only to the extent that they do not exceed 150%
of the company’s nominal capital. This rule does not
apply to French parent companies which make loans to
qualifying French subsidiaries.

What if the ratio is not respected?

Interest in excess of the maximum allowed under the
thin capitalization rules is added back to the sharehold-
ers in question.

3.2. Tax situation of the SME

Does the choice between the following types of loans
granted to the SME have implications for the tax situ-
ation of the SME: ordinary loans, convertible loans,
profit-sharing loans or other types — if regularly used?

Deduction between the different types of loans: no tax
implications.
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What is the deduction regime for the different types of
loans? Are there specific regimes available?

In general, interest paid to third parties is deductible if
the debt is incurred for the business purposes of the
company and is accounted for. Interest is deductible in
the year it accrues or is payable, at the tax payer’s elec-
tion.

What if the VCC also participates in the SME?

Interest payments to sharcholders are deductible, but
the rules on thin capitalization and the limitation of the
interest rate must be complied with (see above). -

The loss is deductible if the purpose is ‘commercial’,
i.e. to maintain access to markets. The forgiven debt is
treated as income to the subsidiary. For ‘financial’ trans-
actions, i.e. when the purpose is to protect a capital
investment, the forgiven debt is deductible to the extent
that the interest in the subsidiary is not increased in
value. For the subsidiary, a non-deductible ‘financial’
forgiven debt is a contribution to capital; a forgiven
debt is income.

What is the withholding tax for each of the different
types of loans?

Interest from loans that have been issued since 1 Janu-
.ary 1987 is exempt from withholding tax.

3.3. Tax situation of the company that
grants a loan to the SME

What is the situation concerning the different types of

loans (ordinary loans, convertible loans, profit-sharing
loans or other types)?

Taxability of interest: interest income is subject to in-
come tax. There are no exemptions.

Capital gains on receivables: the sale of receivables is
in principle subject to the same rules as for other capi-
tal gains and losses.

Interest deduction: interest payments on loans for the
acquisition of the funds are deductible.

Is there a withholding tax on interest paid by the VCC?

Withholding tax: interest from loans that have been
issued since 1 January 1987 are exempt from withhold-
ing tax.

3.4. Tax situation of the fund
There is no withholding tax on interest.

The interest is taxable.
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Practical guidance
L. Equity finance
1. Scheme
Commission Private investors
French Individual
VCC shareholder
SME
I1. Debt finance
1. Scheme
Commission Regional authorities
Fund Other
investors
VCC  |[-ememeomonenns ; Individual
i shareholder
SME
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2. Comments on structure

2.1. Position of the SME

Costs of increasing capital:

Cash increases in capital are exempt from any regis-
tration duty.

These costs are tax deductible.

Taxable base:

The profits of the SME are, in principle, not influ-
enced by the capital increase. :

If the capital increase leads to a profit situation, this
profit is normally taxed at 34%.

Tax rate:

The profits are taxed at 34%. A reduced rate (18%)
applies to long-term capital gains (except long-term
gains on portfolio investments).

Redemption of shares:

The redemption can lead to taxation for the SME
(considered as a hidden profit distribution).

Dividend distribution:

The dividends are part of the taxable base.

On the dividends distributed both to the individual
shareholder and the VCC, no withholding tax is appli-
cable (if paid by a resident to a resident). However, if
the income has not borne the full corporate income
tax rate, the ‘précompte’ is due.

2.2. Position of the VCC

Taxable base:

(a) Dividend income

2.1. Position of the SME

Costs of granting loan are deductible.

Taxable base:
The interest payments are normally deductible

expenses that have a negative impact on the results
and the cash flow.

Tax rate:

The deductible interest payments save a taxation of
34%.

Reimbursement of the loan:

Has normally no impact on the taxable result.

Interest payment:
The deductible interest from loans that have been

issued since 1 January 1987, paid to the VCC, is
normally exempt from withholding tax.

2.2. Position of the VCC
Taxable base:

(a) Interest income
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The gross income (including tax credits) is tax
exempted for 95% under the condition that the VCC
has a substantial holding (10% and over) during the

entire year. Otherwise, a (refundable) tax credit (‘avoir

fiscal’) of 50% of the dividend received can be
claimed which can lead to a compensation of the cor-

porate tax paid by the SME (certainly under the future

unified rate of 34%). Under very restrictive circum-
stances the VCC can be exempted (specific regime)
from tax on dividends.

(b) Capital gains taxation

Short-term gains (shares held for less than two years)
are treated as ordinary income. Long-term gains are
taxed at a reduced rate.

(c) Capital loss on shares

Long term capital losses can only be offset against
long term capital gains, but may be carried forward
for a period up to ten years.

Dividend distribution:

The normal rules apply except for the VCCs which
qualify for the specific VCC tax system.

Transfer of shares:

A registration tax at the rate of 4.8% on the higher of
the sales price or fair market value of sales of most
shares. No registration tax on the transfer of SA
shares provided no deed is signed in France (1% tax
with a maximum ceiling of FF 20 000 otherwise).

2.3. Position of the individual shareholder

Dividend income:

This income is fully taxable at 34%.

(b) Capital gains taxation

The capital gain realized at the moment of converting
the loan into capital is fully taxable.

(c) Capital loss on loans

The sale of receivables is in principle subject to the
same rules as for other capital (gains) and losses.
Interest payment to fund:

No withholding tax applies.

Transfer of loans:

No special tax applies.

2.3. Position of the individual shareholder

Dividend income:
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After having been taxed by the SME, the individual
shareholder has to declare the dividend (the net
dividend and ‘avoir fiscal’) that is taxed at the pro-
gressive rates. This tax credit can be set off against
the income tax.

Purchase of the shares:

The individual shareholder can normally not deduct
the interest burden.

2.4. Position of the fund

No dividend income (see scheme).

3. Unincorporated SME

The VCC may not take advantage of this participation
to meet the required conditions in order to benefit
from the specific VCC tax regime.

Conclusion

Equity finance

1. Major disadvantages

A registration tax applies on the sale of most shares.

2. Major advantages

The dividend income for the VCC is (95%) tax-
exempt, if the VCC has a substantial holding. Other-
wise, the VCC can claim the ‘avoir fiscal’.

See left side.

There is no transfer of shares to the extent a loan is
granted.

The interest burden remains thus with the SME.

2.4. Position of the fund

The interest income from any loan granted to a VCC
or SME is fully taxable. Apparently no special
vehicles exist for interest income.

3. Unincorporated SME

If the VCC grants a loan, the interest is deductible by
the SME and fully taxable for the VCC.

Debt finance

1. Major disadvantages

The deductible interest payments may lead to a loss
position of the SME, whereas the interest income with

the VCC is immediately taxable.

The costs of granting a loan vary between 1 and 4%.
These costs are not deductible.

Capital gains are taxable.
2. Major advantages

The taxable base of the SME will normally be
reduced.
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Long-term capital gains on shares are taxed at a
reduced rate.

If the VCC qualifies as an SCR or an SDR dividend-
income is always tax-exempt.

The capital losses on the transfer of shares are deduct-
ible, even in case of long-term gains.

The costs related to the increase of capital and the
registration taxes are deductible.

The risk of double taxation (with SME/VCC) does
normally not exist.

The capital losses are deductible.

The private shareholder is not confronted with a
purchase of shares.
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France Equity Debt
vCcC! vCC vCC SME has
with without no
quali- quali- taxable
fying fying income
participa- participa-
tion® tion
SME profit before tax 100 100 100 100 Interest Yes (- 100)
payment
deduct-
ible with
SME
Corporation tax 34% -34 -34 -34 -0 With- 0?
holding
tax
Gross dividend 66 66 66 100 Interest 100
income
before
tax at
recipi-
ent’s
level
Income subject to ‘pré- 0 0 0 100 CIT 34% -34
compte’
Less ‘précompte’ 0 0 0 33.33
(33.33%)
Net dividend before tax at 66 66 66 66.67 Interest 65
recipient’s level income
after tax
‘Avoir fiscal’ (50% of 0 33 33 33.33
received dividend)
Taxable base 0 0’ 99 100
CIT due (34%) 0 0 33.66 34

128



Venture capital

France Equity Debt
but “avoir fiscal’ - 33 -33.33

Thus, CIT is due _ _ 0.66 0.67

Dividend after tax 66 66 65.34 66

! VCC complying with certain conditions, (e.g. shareholding of VCC in SME may not exceed 40% of the latter’s
voting shares) are exempt from CIT on dividend income (and the capital gains attached to their portfolio).

2 Minimum 10% shareholding/FF 150 million.

* Normally, only a 95% exemption applies; 5% is a lump-sum deduction representing deemed expenses relating to
~ the dividends received. If the VCC can substantiate that its total expenses were less than 5%, the dividend
may be exempt from CIT up to 100%. Therefore, the 5% portion of the grossed-up dividend is ignored in the

example.
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Ill. Other issues

1. Local and regional authority
issues

Local or regional authorities are limited in their partici-
pation in the financing of SMEs by means of venture
capital companies.

The limitation on such participations is as follows:

Under Article 5 of Law No 82-213 of 2 March 1982
regarding the rights and liberties of communes, depart-
ments and regions, the State has the sole responsibility
for the conduct of economic and social policy as well
as for the protection of employment.

It is therefore provided in Section 3 of Article 5 that
communes are forbidden, except when a specific autho-
rization is granted by a decree submitted to the Conseil
d’Etat, to take any participations in the capital of a com-
mercial company or of any other lucrative organization
whose activity would not be in the sphere of communal
services or a general interest activity. The same prohi-
bition applies to departments under Article 58-3 of the
same law, but several departments have been authorized
to participate in the capital of SDRs.

Regions may participate in SDRs and in regional SCRs.

Communes (Article 6.2 of the Law of 2 March 1982),
departments (Article 49-2 of the Law of 2 March 1982)

and regions (Law No 72-619 of 5 July 1972, Article
4.1,point 2) may also participate in the capital of a
credit institution acting as a guarantee fund for loans to
newly formed enterprises.

2. Impact assessment

According to a representative national association of
venture capitalists, France now ranks third, after the
United States of America and the United Kingdom as
regards venture capital investments.

The creation of FCPRs and SCRs was a major cause for
the growth of venture capital in France mainly because
of the successful tax incentives applied.

It should be noted by comparison that the law creating
participating loans, which included only legal and no
tax measures, did not have a favourable effect on the
development of those loans.

As far as regional development is concemned, it would
appear from available statistics that venture capital in-
centives are not sufficient to correct the adverse effects
on investment of existing local factors. Data from the
Association frangaise des investisseurs en capital risque
will be provided separately.

The intervention of local authorities through SDRs and
other entities is the most influential counterfactor.
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IV. Comparative legal and
regulatory issues

1. Absent positive features

It should be noted that France is well organized con-
cerning venture capital and financial support to SMEs
and SMls. Consequently most of the features and tech-
niques developed in the other European countries al-
ready exist in similar or identical form in France.

Thus, there are only a few positive features raised in
other Member States which are relevant in France, and
which are absent there. These are listed below.

1.1. Local and regional authorities
issues

In Belgium the NIM/SNI is entitled to give a State guar-
antee for high risk ventures which are clearly in the
public interest. It also has the function of carrying out
economic projects in the name and on behalf of the
State. The financing is then directly provided by the
State.

The Flemish and the Walloon Investment Agencies seem
to have a direct influence on the development of the
regional economy especially by granting loans under
favourable conditions.

Absence of positive feature

SDRs, banks or financial institutions are reluctant to
grant loans or to guarantee the activities of venture
capital companies. The SCRs are not entitled to grant

loans as financial institutions are.

There is no system of State guarantee for venture capi-
tal companies.

Relevance of absent feature

The support of venture capital companies by State or-
ganisms would certainly develop venture activities.

An organized system of State or regional guarantees
would probably incite SDRs and financial institutions to
grant more loans than at present.

Introduction into national law

Such features could be introduced by statute or decree.
However, it should be noted that it also depends on the
goodwill of financial institutions.

1.2. Grants

In Greece venture capital companies receive grants for
their participations in the equity of enterprises undertak-
ing investments in high technology and innovation
which amount to 30% of these participations (see
Greece, Section 1.5). The grant has to be approved by
the Minister for the National Economy.

Absence of positive feature
No such grants are available in France.

Relevance of absent feature

Grants of such an amount could be helpful to venture
capital companies in France which might sometimes be
reluctant to participate in the capital of a new company
as seed capitalists.

Introduction into national law

The introduction of this feature depends on the will of
State or local authorities to grant any amount of money
to SCRs which are private companies mainly controlled
by banks or financial institutions. Up to now, the idea
has rather been to grant direct subsidies to the enterprise
which needs funds.

‘Subsidies” are given by way of loans granted at low
interest rates or by direct participations in the capital of
the company made by SFIs or SDRs.
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1.3. Venture capital investment
certificates

Under the Law of 3 April 1989, the Luxembourg Gov-
ernment is authorized to issue, during the period 1988
to 1992, venture capital investment certificates for share-
holders or associates in proportion to their participation
in the registered capital of a finance company located in
Luxembourg and approved by the Government (see
Luxembourg, Section 1.3).

Participants will be able to benefit from a tax reduction
up to 30% of the taxpayer’s taxable income.

Absence of positive feature
No similar regime exists in France.
Relevance of absent feature

If French venture capital is encouraged by favourable
tax measures, such a reduction up to 30% should pro-
mote venture capital in France.

Introduction into national law

This positive feature could be introduced in France by
a statute.

1.4. Investment guarantees

In the Netherlands, private venture funds operate under
the Garantieregeling particuliere participatie maatschap-
pijen 1981 (see the Netherlands, Section 1.3).

The purpose of the Garantieregeling is to stimulate the
establishment of SMEs. The means for achieving this
purpose is compensation by the Nederlandsche Bank
BV (the Dutch Central Bank) to private venture funds
(‘particuliere participatic maatschappijen’) of a maxi-
mum of 50% of the investment where the investment is
lost. There is a maximum compensation of HFL
1 250 000.

Absence of positive feature
No such guarantees are available in France.

Relevance of absence feature

According to the Dutch study the Garantieregeling has
been successful. There is no doubt that such a measure
would stimulate French venture companies as the lack
of guarantes is the most important hindrance to the
development of venture operations.

Introduction into national law

A system of guarantees could be created by statute or
by the development of existing structures.

1.5. Loan guarantees

Under certain conditions the Dutch State enters a ‘borg-
stellingsovereenkomst’ (see the Netherlands, Section
1.3). By this means the State guarantees a bank repay-
ment of the ‘borgstellingskredieten’ (loans) to be granted
by the bank to an SME.

Absence of positive feature

The French government intervenes in the loans granted
to SMEs-SMils by banks or other financial institutions
but the guarantees are insufficient to promote the devel-
opment of loans granted under favourable conditions
(see the example of ‘préts participatifs”).

Relevance of absent feature

It should be recalled that banks and even financial insti-
tutions created to support SMEs and SMIs are reluctant
to grant loans to support venture operations especially

in terms of seed capital.

Introduction into national law
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The development of guarantee mechanisms could be
introduced either by new statutes or by the development
of existing structures.

1.6. Capital holding companies and
(public) enterprise holding
companies

In the context of capital holding companies, the silent
partnership contract allows a person to make a capital
investment in a company in which he has no right to
share in the management (see Germany, Section 1.3.1).
Such a partnership in some respects is close to the
French ‘Société en commandite par actions’ but it ap-
pears that the silent partnership is only a means of
acquiring an interest in the profits (or losses) of the
company for a limited length of time.

(Public) enterprise holding companies acquire, manage
and sell participations as silent partners in enterprises
which are not able to attract public capital because they
are unlisted (see Germany, Section 1.3.4).

Absence of positive feature

As such, those kinds of companies do not exist in
France.

Relevance of absent feature

There are no real reasons for the absence of silent part-
nerships other than that they do not correspond to the
concept of French company law.

Public enterprise holding companies do not exist mainly
because banks and financial institutions are the main
actors in providing financial support to SMEs-SMIs and
they collect public funds which are not mainly used in
venture activities.

When a bank or a financial institution wishes to carry
on venture capital activities, it creates or joins an SCR.

Public funds are attracted by secure participations and
as such would not easily enter holding companies whose

purpose is to intervene in venture capital, especially in
unlisted companies.

Introduction into national law

Those ‘techniques’ or new types of companies could be
very efficient in providing capital for unlisted venture
companies. But it seems unrealistic to consider that
modifications could be made to French company law to
introduce these types of company unless banks agree to
be the main actors in such companies.

1.7. Trusts

The ‘technique’ of trust is a way to split the legal and
the beneficial ownership of property. Trustees hold the
property and operate the trust on behalf of the ben-
eficial owners (see Ireland, Section [.3 and United King-
dom, Section I).

Absence of positive feature

Trusts known as ‘unit trusts’ which operate undertak-
ings for collective investment in transferable securities
are not used in France. Those activities are conducted
by SICAV (Société d’investissement a capital variable),
which are companies and not trusts, or by FCPs (Fonds
commun de placement) which are collective organisms
close in structure to a trust. They do not operate in high
risk capital. The sole collective organisms which are not
companies dealing with venture capital are FCPRs.

All those organisms are managed by banks or autho-
rized financial institutions.

The system of trust does not exist under French law.
Introduction into national law

A new bill has been prepared in order to introduce the
system of trusts in France under the name of ‘fiducie’.

However, it is too soon to describe what the final form
of this ‘fiducie’ will be and what its influence on ven-
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ture capital will be, especially because of the existence
of the FCPRs.

2. General recommendations

Set out below are a number of general recommen-
dations. These do not refer to specific provisions in
other Member States which are absent in France. They
deal with general issues of importance to the success of
venture capital in France.

It appears from statistics that French venture capitalists
do not intervene to a large extent either in seed or
start-up capital because of the high level of risk. Thus
in order to compensate for the lack of initiative on the
part of private venture capitalists the State, SDRs and
SFIs should concentrate on this kind of capital.

More generally, State or regional aid might be extended
both by financing SMEs and SMIs and venture capital-
ists directly and by an extension of the guarantees given

to banks or financial institutions with respect to the
reimbursement of the loans they grant to SMEs-SMIs.

It should be noted that the tax aspects are crucial in the
attraction that venture capital has for investors. Conse-
quently any favourable measures in that field would
have a great influence on investments.

It should also be noted that the French policy towards
the problems of financing SMEs and SMIs is the fol-
lowing:

® to grant direct subsidies to SMEs and SMIs or loans
on favourable conditions by means of specialized
institutions or SDRs;

e to promote private venture capital by means of tax
provisions.

It does not seem that this policy could be modified as it
would imply a completely different way of looking at
the whole question of venture capital.
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Germany

Introduction

The German venture capital market provides a wide
range of investment vehicles and has been in expansion
since the mid-1980s. Total invested capital has risen
from DM 785 million in 1983 to DM 3 341 million in
1990. A major psychological disadvantage to the par-
ticipation of venture capitalists in SMEs has been the
traditional refusal of family owners to admit new share-
holders. However, this tendency has dwindled over re-
cent years.

As far as tax matters are concerned, no major obstacles
appear. However, the fact that double taxation for
‘Gewerbesteuer’ and ‘Vermogenssteuer’ purposes may
arise if no substantial holding exists (10%) is rather dis-
advantageous. On the other hand, in case the VCC takes
the form of an ‘Unternehmersbeteiligungsgesellschaft’
it is exempt from the abovementioned trade tax and net
worth tax (i.e. regardless of the percentage of share-
holding).

Other disadvantages are that capital gains on shares are
always taxable and interest payments by the SME are
partially included in the taxable base in computing trade
tax on income.
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. Legal and regulatory
issues

The procuring of risk capital for SMEs can be carried
out by increasing proprietary capital or by debt financ-

ing.

The preferred form of raising capital for SMEs in Ger-
many is still by way of self-financing (financing out of
retained earnings) from withheld profits of the enter-
prise. The expansion of enterprises and the fact that pro-
duction (being extremely capital intensive) has become
increasingly technical, taken together with the simulta-
neous sinking of returns on capital investments, results
in the fact that the traditional financing techniques no
longer sufficiently cover the enormously growing need
for capital. The result has been the much discussed ‘gap
in proprietary capital’ with respect to SMEs which can
be filled by the use of the following financing tech-
niques.

1.  Typical investment vehicle
used

Holding companies (‘Beteiligungsgeselischaften’) have
experienced a revival in Germany since the middle of
the 1960s. Such companies acquire an interest in an
SME in a variety of forms and thereby serve to increase
the proprietary capital in the enterprise. The reason for
their development was the growing need for proprietary
capital which the small and medium-sized businesses
could no longer cover by way of the favoured tradi-
tional self-financing methods.

There are now basically four different types of holding
companies:

® capital holding company (‘Kapitalbeteilungsgesell-
schaft’);

® venture capital company;
® investment company (‘Kapitalanlagegesellschaft’);

® public enterprise holding company (‘Unternechmens-
beteiligungsgesellschaft’).

A brief description of each holding company is given in
Section 3 below.

The differences are traced to the differing investment
policies or to the special legal status which a particular
holding company enjoys.

2. Applicable legal measures
e Capital holding company

There are no special rules regarding these companies.
They must respect the applicable company law provi-
sions and also those governing the participations they
take. These include:

§ 230 et seq. HGB (Commercial law code) on silent
partnerships;

§ 161 et seq. HGB on limited partnerships (‘Komman-
ditgesellschaften’);

GmbHG Law of 20 April 1892 (RGBI p. 477) in the
proclaimed version of 20 May 1898 (RGBI p. 846)
(BGBIIII 4123-1).

® Venture capital company

There are no special rules governing venture capital
companies. The rules outlined above in relation to par-
ticipations by capital holding companies are equally rel-
evant here.

® Investment companies

KAGG Law of 16 April 1957 in the proclaimed version
of 14 January 1970 (BGBI 1 127; BGBI 111 4120-4).

® Public enterprise holding companies
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UBGG Law of 17 December 1986 (BGBI I p. 24882,
BGBI III 4126 -1) which entered into force on 1 Janu-
ary 1987.

3. The investment vehicle

There are four basic types of investment vehicle. These
are described below.

3.1. Capital holding company (‘Kapital-
beteiligungsgeselischaft’)

Short description

Capital holding companies were the first holding com-
panies and, according to their numbers, are still the
most widely propagated. These can be further divided
into those operating on a profit basis and those operat-
ing on a non-profit basis. They are therefore either pre-
dominantly profit- oriented or predominantly promotion-
oriented.

The preferred form of participation by capital holding
companies in SMEs was in former times, and remains
today, the ‘silent partnership’ as defined in § 230 et seq.
HGB (Commercial law code). The situation has how-
ever loosened up in recent years and all other forms of
participation (with the exception of the position of the
fully liable partner in a partnership) are currently being
practised.

Capital holding companies strive exclusively for minor-
ity interests and, as a rule, leave the complete manage-
ment of the enterprise in the hands of the operator of
the enterprise. They do, however, offer their advice con-
cerning management issues.

Sharing in the profits by the capital holding company is,
for the most part, limited to a certain amount. The
feturn on investment for the capital holding company
operating on a profit basis is realized out of the in-
creased value of its interest when sold, and the operator
of the enterprise is often accorded a preferential right to
purchase.

To a large extent capital holding companies operate in
the legal form of a private limited company (GmbH).
The shareholders and the capital lenders are predomi-
nantly banks. Also important are participations by trade
associations, insurance companies and the State itself
(comprising 6.5 to 9%).

Silent partnerships

The participations which capital holding companies take
by way of silent partnership are governed by the rules
on this form of partnership. They are found in § 230 et
seq. HGB. These rules are to a large extent non-
mandatory so that the silent partnership can be adapted
to the needs of both the holding company and the enter-
prise which is being participated in. This is done by
way of a contractual agreement.

§230 HGB defines the silent partner as a person who
makes a capital investment in an enterprise which is
operated by another party. It is the operator of the enter-
prise, and not the silent partner, who is both obliged and
authorized to transact business within the commercial
area of the enterprise. For these reasons, when we speak
of the silent partnership we are actually dealing with the
so-called subpartnership/undisclosed association.

There are a number of basic rules which must be re-
spected. According to statutory regulations the silent
partnership enjoys the profits, and suffers the losses, of
the enterprise. Its ability to control the enterprise is lim-
ited to the right to audit the year-end financial state-
ment. Its participation cannot be transferred to a third
party without the consent of the enterprise which is
being participated in. As a result of this regulation,
long-term ‘silent investments’ are being attributed by
the banks to proprietary capital.

The entering into of a silent partnership contract does
not, even when dealing with partnerships, affect the
underlying basis of the corporate relationships. The
conclusion of the contract is considered simply an ex-
traordinary management measure. The taking of this
measure requires only the consent of the shareholders/
partners of the enterprise which is being participated in
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unless the need for such consent is disposed of under
the articles of association, etc.

According to the law, the silent partner possesses no
rights to share in the management similar to those rights
enjoyed by a limited partner or by shareholders in a
limited company. The enterprise being participated in
can alter its memorandum/articles of association or part-
nership agreement without the consent of the silent
partner, provided that the fundamental basis (e.g. the
legal form) of the enterprise is not affected.

At the termination of the relationship with the silent
partnership the silent partner only receives, according to
§235 HGB, the book value of its investment. Such book
value does not, however, include an amount represent-
ing increases in the value of the goodwill of the busi-
ness.

The latter is in practice often dealt with in the contract
entered into between the holding company and the en-
terprise being participated in since it is precisely there,
in the increased value of the business, that the possibil-
ity of receiving an investment return lies. In this regard,
preferential rights to purchase in favour of the enter-
prise being participated in, as well as provisions pro-
tecting against competition, are of importance. It is
common practice that the holding company and the
enterprise being participated in agree to a long-term
duration of the silent partnership ranging anywhere from
5 to 10 years.

Other contractual provisions, which could include the
silent partner’s right to control and manage the enter-
prise, could also be agreed to. There must in all cases,
however, be clarity with respect to the computation of
profits and losses. In particular, the issue arises as to
whether the tax balance sheet or the commercial bal-
ance sheet will be authoritative.

No significant obstacles emerge from the above rules.
They merely reflect the capital holding company’s sta-
tus vis-a-vis the enterprise being invested in.

Forms of shareholding

In recent years, capital holding companies have begun
to make use of forms of participation other than the
silent partnership, through which they become co-
partners of the enterprise being invested in. Depending
on the legal form of the enterprise being invested in,
they become either a limited partner (‘Kommanditist’)
or a co-shareholder (‘Mitgesellschafter’) in a limited
company.

The one activity, however, which capital holding com-
panies do not become involved in is the assumption of
the role of a fully liable partner in a partnership.

The rules governing limited partnerships (‘Kommandit-
gesellschaften’) are found in § 161 et seq HGB. Those
governing private limited companies are found in the
GmbHG (the law dealing with private limited compa-
nies) of 20 April 1892 (RGBI. p. 477) in the proclaimed
version of 20 May 1898 (RGBI p. 846) (BGBI 111 4123-

1).

The special role of the capital holding company, as a
shareholder/partner of the enterprise which is being par-
ticipated in, quite often requires it to be given a special
shareholder status. The principle of equal treatment of
the limited partners/shareholders (which applies equally
to private limited companies and limited partnerships)
is not a bar to such an objectively justified differentia-
tion of such shareholders/partners. Limitations to such
differentiation are only imposed so as to prevent chica-
nery, certain mandatory legal provisions, and the funda-
mental principles relating to the treatment of sharchold-
ers.

As far as the selling of the participation is concerned,
the law on limited partnerships demands that the con-
sent of all partners be obtained. The partnership agrec-
ment may however contemplatc a rclaxation of this
rule. On the other hand, shares in a limited company
may, according to law, be freely transferred (§15 1
GmbHG). The memorandumy/articles of association can
here, as well, provide for a modification of this.

Of further importance are contractual regulations cover-
ing certain specified reasons for the expulsion of a
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shareholder/limited partner and for the claim to settle-
ment for the termination of a shareholder/limited part-
ner.

Next to the aforementioned forms of participation in an
existing enterprise, many SMEs prefer to establish a
new joint company. This was the result of a survey car-
ried out by a working collaboration of independent
enterprises (Arbeitsgemeinschaftselbstindiger Unterneh-
mer eV). This is particularly recommended if the in-
creased need for capital is for the implementation of a
sole new product. In particular, prcblems related to
share valuation connected with the later retirement of
the capital holding company would thereby be avoided.
This is so because the enterprise being participated in
often carries on business activities in addition to those
for which capital funding was sought. By establishing a
new, joint company the enterprise which is being par-
ticipated in remains independent with respect to these
additional business activities and the aforementioned
problems of valuation do not exist. Exactly how profit-
able such a venture is for the capital holding company
remains to be seen.

Participating loans

These types of loan will be briefly discussed since they
are only occasionally transacted by capital holding com-
panies.

Also from the viewpoint of the enterprise which is
being participated in such loans simply constitute debt
capital. Participating loans fall within the regulations
governing loans in § 607 et seq. BGB (the German
Civil Law Code). What distinguishes this type of loan
is that the counterperformance for receiving it is not, or
not exclusively, the payment of fixed interest rates. Pay-
ment is rather dependent upon profits. A participation in
losses cannot on the other hand be connected with a
participating loan. If this is the case then the loan would
be viewed as a silent partnership.

An important component of the loan contract is the
exclusion of short-term termination possibilities (§ 609
BGB), a prohibition on assignment and pledging
(8 399, 1247 BGB) and a tight definition of ‘profits’.

3.2. Venture capital companies
Short description

In terms of the legal structure, the structure of the share-
holders and the different forms of participation, there
are no differences between a capital holding company
and a venture capital company. Venture capital compa-
nies are distinguished, however, by the stress placed on
risk in the policy of participation which is aimed mostly
at financially weak and young SMEs. They seek to sup-
port these enterprises in the realization and marketing
of innovative and above-average products or product
ideas.

The aim of the venture capital company is the multipli-
cation of the value of the invested capital within a rela-
tively short time period (5 to 10 years). They do not
seek to take advantage of ongoing profits.

The realization of the capital gain on the invested capi-
tal is normally made by the introduction of the enter-
prise onto the stock market and the subsequent selling
of the participation quota on the capital market. This is
done to avoid problems of valuation and shortages of
liquid funds. An intensive and strategic management
consultation is usually connected with the participation.

3.3. Investment companies
(‘Kapitalanlagegeselischaft’)

Short description

Investment companies are, according to § 1 I KAGG
(the law dealing with investment companies), only those
enterprises which take in investments/money contribu-
tions from their customers and subsequently (in compli-
ance with the principle of diversification of risk), re-
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invest them. The re-investment is made on their own
behalf and is made in securities and in participations as
silent partners or by the purchasing of real estate. The
investment must be kept apart, as separate funds
(‘Sondervermdgen’), from their other assets. The in-
vestment is carried out for the common account of the
clients. The investor will be issued a share/participation
certificate (‘Anteilsscheine’) which describes his inter-
est. Only if these prerequisites have been fulfilled may
an enterprise carry on business under the legally pro-
tected title of an investment company.

It has only been since 1 January 1987 that investment
companies have been allowed to enter into silent par-
ticipations for their clients. In the past only securities
listed on the Stock Exchange could be acquired.

Legal considerations

The legal principles governing the activities of invest-
ment companies are found in the KAGG of 16 April
1957 in the proclaimed version of 14 January 1970
(BGBI I p. 127; BGBI III 4120-4).

Investment companies are credit institutions which man-
age separate funds held apart from their own. The sepa-
rated funds are kept in custody (upon request by the
investment company) by another credit institute (de-
pository bank). Where the investment concerns real
estate or silent participations (which cannot be kept in
custody) these will be supervised by the depository
bank.

The investment company issues share/participation cer-
tificates which mirror the value/interest of the separate
fund. Although the share/participation certificates are
considered securities and can be traded they are not
listed on the Stock Exchange. Their price is not deter-
mined by supply and demand but is rather calculated by
the inventory value of the particular separate funds.

- The holder of the shares has no influence on the man-
agement of the funds. The KAGG therefore provides

protection for these funds by way of numerous regula-
tions. Included therein is the principle of diversification
of risk and a strong supervision by the Federal Banking
Supervisory Board in Berlin.

The principle of the diversification of risk is put into
effect for participating separate funds in that the silent
participation may only comprise, in total, a 30% share
of the entire separate fund (§25 b IIl KAGG).

The remaining 70% of the fund must comprise securi-
ties, cash, etc. Also, the silent participation in a single
enterprise or several enterprises in a group may only
make up 5% of the total volume of the separate funds.

The protection offered to the enterprise being invested
in from excessive influence by the investment company
is considerably weaker for silent participations than it is
where shares are acquired. Acquiring shares in an enter-
prise is restricted to 10% of the total par value of the
issued and non-voting stock capital or to 10% of the
voting rights with respect to any other types of stock
capital (§8 a II 4, IIl KAGG). This provision is, how-
ever, pursuant to § 25 b V KAGG, expressly excluded
from the application to silent partnerships (§25 a
KAGG). The reason is that the danger of a power con-
centration by way of a silent participation is considered
less threatening than it is in the case of a share acqui-
sition. The silent partner has no voting rights but rather
possesses simply the right to control and the right to be
provided with information as well as the right to take
part in decision-making. (The latter is a matter which
would have been agreed to in the participation con-
tract.) The protection offered to the enterprise being
participated in is limited to a duty of the investment
company to use the aforementioned rights only in the
best interest of the holder of thc shares (‘Anteilin-
haber’) and not in their own or in the interest of a third
party (§25 c 1 1 lit. g KAGG). In addition, the share-
holders in an investment company must be ascertain-
able (§1 III, IV KAGG).
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3.4. (Public) enterprise holding compa-
nies (‘Unternehmensbeteiligungs-
gesellschaft’)

Short description

Due to their structure as private limited companies, it
was not possible for capital holding companies and ven-
ture capital companies to mobilize the existing large
amounts of private savings capital necessary for the
financing of SMEs. In particular, they were not allowed
to act as a link between SMEs and the organized capi-
tal market of the Stock Exchange. In order to do away
with this problem, the legislator enacted the UBGG
(law concerning (public) enterprise holding companies),
which came into force on 1 January 1987. The UBGG
applies only to those holding companies which, under
the designation  ‘Unternehmensbeteiligungsgesell-
schaften’ acquire, manage or sell participations as a
silent partner in an enterprise which is not listed on the
Stock Exchange. The activities of the holding compa-
nies which do not operate under the legally protected
title remain unaffected by the UBGG.

The aforementioned designation may only be used by a
holding company which:

@ has the legal structure of a public (limited) company
(‘Aktiengesellschaft’);

® has carried out an ‘Anerkenntnisverfahren’ (an offi-
cially recognized procedure); and

® submits itself to the supervisory and organizational
regulations of the law.

In connection with recognition as a ‘Unternchmens-
beteiligungsgesellschaft’ there are certain tax advan-
tages which are meant to ensure that, for the investors
concerned, the indirect participation in an SME through
the ‘Unternehmensbeteiligungsgesellschaft’ does not
yield a lower return on their investment than it would
by a direct participation in an enterprise listed on the
Stock Exchange.

In contrast to the abovementioned investment compa-
nies which also direct themselves to the general public,

‘Unternehmensbeteiligungsgesellschaften’ are allowed
not only to participate in silent partnerships but may
also acquire shares in limited companies and limited
partnerships. In addition, they do not have to restrict
themselves to participation in enterprises already in
existence but may also be involved in the formation of
new enterprises.

Legal considerations

The pertinent rules concerning ‘Unternchmensbeteili-
gungsgesellschaften’ are found in the UBGG of 17
December 1986 (BGBI. 1 2488) (BGBI. III 4126-1).

In order to better serve the needs of the SMEs, ‘Un-
ternehmensbeteiligungsgesellschaften’ must hold shares
or silent participations in at least 10 enterprises (§ 4 [
UBGG). This diversification requirement provides, at
the same time, a minimization of risk in favour of the
investor. The participation in at least 10 enterprises is a
mandatory prerequisite to the public offering of share
certificates by the ‘Unternehmensbeteiligungsge-
sellschaft’ (§ 23 II UBGG).

§ 2 I UBGG prescribes for ‘Unternechmensbeteiligungs-
gesellschaften’ the mandatory legal form of the public
(limited) company. The reason for this was that 100
years of experience with the legal form of the public
(limited) company had proved that it was the best means
of reaching the broadest spectrum of the public. In
order to achieve the desired spread of shareholdings, the
founder of an ‘Unternehmensbeteiligungsgesellschaft’
is obliged, according to § 9 et seq. UBGG, to publicly
offer 70% of the share certificates within 10 years from
the conclusion of the ‘Anerkennungsverfahren’.

A further prerequisite for the public offering is, inter
alia, the official admittance to the Stock Exchange or to
a regulated market in a national stock market (§ 10 I
UBGG). If an ‘Unternchmensbeteiligungsgeselischaft’
does not duly comply with this duty vis-a-vis the pub-
lic offering or does not comply within the statutory
time-limits, then the supervisory board may revoke the
recognition of the designation ‘Unternchmensbeteili-
gungsgesellschaft’.
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The limitation of the assumption of credit found in § 5
UBGG should furthermore serve to protect the investor.
The ‘Unternehmensbeteiligungsgesellschaft’ may only
procure credit if at least 80% of its capital is invested
in participations. In addition, the total amount of the
credit at the point in time when a credit is assumed,
must not exceed 30% of the proprietary capital. To
avoid a conflict of interests, the members of the execu-
tive board or of the supervisory council of the ‘Unter-
nehmensbeteiligungsgesellschaft’ may not personally
participate in an enterprise which is being participated
in (§ 6 UBGG). § 12 and 13 UBGG oblige the ‘Un-
ternehmensbeteiligungsgesellschaft’ to file detailed
statements of account in order to ensure the correctness
of the information to the public.

The recognition procedure (‘Anerkenntnisverfahren’)
takes place on the basis of a written application which
must include the items required by § 15 I UBGG. The
application is made at the competent ‘Landesbehorde’
and will only be processed once the prerequisites con-
tained in § 2 UBGG have been fulfilled (§ 16 1 UBGG).
The ‘Unternehmensbeteiligungsgesellschaft’ must have
the legal form of a public (limited) company, must be
resident and have its business management in Germany
and must have a registered capital of at least DM 2 mil-
lion. In addition, the articles of association of the
‘Unternehmensbeteiligungsgesellschaft’ must state that
the object of the enterprise is exclusively the acquisi-
tion, management and selling of participations in enter-
prises which are not listed on the Stock Exchange and
whose residence and business management are located
in Germany.

In summary it can be said that all four categories of
entity do not meet significant legal obstacles other than
those referred to above. The same applies to the access
of SMEs to investment capital.

Other factors — The Stock Exchange

In the above sections the characteristics of the four dif-
ferent investment vehicles described were examined. In
addition to these vehicles, however, there are other fac-
tors which requirc a mention.

The Stock Exchange — Regulated market

Another method of raising capital is represented by the
Stock Exchange. The traditional way, however, of
changing the corporate form to a public (limited) com-
pany (‘Aktiengesellschaft’) with a listing on the Stock
Exchange is not a plausible route for most SMEs. The
legal form of the public (limited) company is, for vari-
ous reasons, simply not a possible vehicle. Reasons for
this include such things as the strict formalities which a
public (limited) company must comply with, the costs
of setting up the company, the increased co-management
rights enjoyed by employees and the disclosure require-
ments required by the law covering the guidelines for
financial statements. Furthermore, the admittance re-
quirements of the official Stock Market (‘Amtliche
Markt’) are hardly suitable for SMEs.

The segment of the German Stock Exchange proper for
SMEs is the so-called regulated market (‘geregelte
Markt’) and the unofficial Stock Market (‘Freiverkehr’)
both of which were introduced pursuant to the law deal-
ing with admittance to the Stock Exchange (‘Borsenzu-
lassungsgesetz’) of 16 December 1986.

The regulated market is a quasi-official market. What
characterizes this market is the fact that exchange prices
for the securities are not officially laid down, but are
rather determined by official stockbrokers or by the
so-called ‘Freimakler’ (stockbrokers who are not offi-
cially connected with the Stock Exchange) who have
been appointed or selected by the Stock Exchange Com-
mittee and who operate under their supervision.

The rules governing the regulated market are found in
§ 71 et seq. of the Borsengesetz (BorsenG: German
Stock Exchange Act (of 1896 as amended in 1975)).
The material provisions (e.g. admittance procedures and
the Stock Exchange requirements concerning issuers
and traded securities) are found in the Stock Exchange
regulations (‘Borsenordnungen’) passed by the Stock
Exchange authorities. Such authority is found in § 27
BorsenG.

The regulated market, with its considerably less de-
manding admittance requirements, offers, to SMEs, a
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very attractive alternative to the official market, which,
for most of these companies, remains inaccessible. For
example, the costs of admittance to the regulated mar-
ket are 50% lower than those for admittance to the offi-
cial Stock Exchange. Furthermore, the legal form of the
enterprise need not be altered to a public (limited) com-

pany.

The regulated market is nevertheless, due to the re-
quired volume of securities which must be issued, the
costs and the publication requirements, only suitable for
SME:s of a certain (i.e. larger) size.

The unofficial market (‘Freiverkehr’)

According to § 78 BorsenG, prices of securities which
are neither officially listed nor admitted to the regulated
market may, in compliance with the tight provisions of
the Stock Exchange regulations, be proclamated, deter-
mined or published on the Stock Exchange if it is
assured that a proper trading on the Stock Exchange
will take place. The incorporation of this provision into
the BorsenG in 1987 gave legal sanction to these trans-
actions. Such transactions had formerly been merely
tolerated on the Stock Exchange.

The unofficial stock transaction remains therefore a
matter of private law without an official determination
of exchange rate. Since, however, unofficial stock trans-
actions have been integrated into the self-governing
system of the Stock Exchange, they also, in some re-
spects, fall within the ambit of public law. When deal-
ing in unofficial stock transactions, the Stock Exchange
regulations, with respect to conditions of trading and
the process of determination of the exchange rate, must
be adhered to.

The determination of the price is established in accord-
ance with the Stock Exchange guidelines on the trading
floor. The Stock Exchange Committee can stop trading
if a grievance is declared or if there is a fear of such.
The determined exchange rates must be published either

in an appendix to the official price list (Amtlichen Kurs-
blatt) or in the Stock Exchange journal (Borsenzeitung).

In any case, the admittance to the unofficial market
remains a matter of private law. The Unofficial Market
Committee decides whether or not a security shall be
admissible. The members of this committee are chosen
or appointed from the ‘Borsentragerverein’ or from other
private associations (bank and broker associations).
Where the admittance is denied, suit is broad against
the Borsentrdgerverein as the representative (senior of-
ficer) of the Unofficial Market Committee. The action
is heard in the civil courts and not in the administrative
courts.

The most important component of the application is an
exposé of the issuer which should contain information
concerning the issuer and the most current business
report. Only the approved application will be displayed
on the trading floor and not the exposé.

Legal liability for the statements in the prospectus ac-
cording to § 45 et seq. BérsenG does not apply to this
exposé. Liability can only be found according to the
general civil law provisions. Since publication is not
required, liability for the statements made in such can
only occur if the issuer voluntarily makes ‘prospectus-
like’ publications.

The State has even less influence on the unofficial mar-
ket (being almost exclusively a matter of private law)
than it has with respect to the regulated market.

Since the admittance requirements for the unofficial
market, in contrast to the regulated market, are clearly
less onerous, the entry into the market for SMEs is con-
siderably easier. The result of this is that the protection
offered to the investor is reduced which means that the
number of capital investors that can be reached is lower
than it is on the regulated market.
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1. Issues of taxation

1. Introduction

The SME is often confronted with the difficulty of
attracting financial means from third parties.

Indeed, on the one hand, to contract a loan with a bank,
the SME has most of the time to low an equity, so that
the financial institutions feel rather reticent to grant any
loan.

On the other hand, because of the high risk of the
investment, only very few persons will be willing to
increase the capital (and therewith the loan capacity) of
the SME.

The VCC can therefore play an important role in the
expansion of the SME.

The VCC and the target company (SME) will have to
determine how the capital is to be injected. It may very
well be that there is a conflict of interest between both
parties in determining how the injection will be ex-
ecuted.

In general, the (tax) differences between debt financing
and equity financing can be established as follows:

In case of debt financing by the VCC, the interest pay-
ments are for the SME in principle tax-deductible ex-
penses, which have a negative impact on the results
(possibly into a loss position) and on the cash flow of
the SME. The VCC will be fully taxable on the interest
income.

1t may very well be that this situation is not at all desir-
able. Indeed, the SME will probably be in need of extra
means at a time when heavy investments are planned
which will already have a negative impact on the results
(depreciation of the investment). From a tax point of
view such a situation may also prove to be unwise. The
interest deduction cannot be properly used because of

insufficient profits (creation of losses) whereas the inter-
est income with the VCC is immediately taxed. Further-
more, for ‘Gewerbesteuer’purposes, the interest is only
50% deductible, which leads to double taxation.

To meet both economic and tax demands, two main
options are available :

® cither the loan agreement is concluded under cir-
cumstances where the intercst rate is in the begin-
ning rather low (e.g. profit-sharing loan or convert-
ible loan); or

® the VCC decides to participate in the capital of the
SME.

In case of equity finance, the following problems
arise: '
Dividend income: if the VCC is in need of a more or
less regular income to finance its own investment, this
will have to be done by way of dividend distribution.
This may present a lot of problems.

Dividends are not tax-deductible, so that the dividend
capacity will be lower than the interest payment capac-

ity.

In case of dividend distribution both the VCC and the
individual shareholder will receive a dividend. The divi-
dend taxation of individuals is treated in the same way
as for companies, but because the tax rates for individu-
als are higher, their position may be very disadvanta-
geous. To avoid this problem, the VCC might opt for
preference shares, so that dividends can be distributed
to the VCC and not to the individual shareholder.

Dividends received constitute taxable income for the
VCC. Withholding tax on dividends and underlying cor-
porate income tax, however, are fully creditable by the
VCC against its total income tax liability. To the extent
no 10% participation exists, a double taxation in respect
of trade taxes and net worth tax is possible.

Capital gains income: this way could be interesting
since, by doing so, the SME retains all profits. If the
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value of the SME decreases, the capital loss realized on
the sale of the shares is tax-deductible.

A problem is that if the value of the SME increases, the
capital gain will, in principle, be taxed, although a
deferral of capital gains taxation is possible under cer-
tain conditions.

Therefore, one could consider a redemption of shares.
This means that the SME purchases its own shares.
However, this technique is unknown under German
company law.

Because the participation a VCC will take in an SME
will normally be lower than 50%, the ‘Organschaft’ is
not treated here. The ‘Organschaft’ has amongst other
things advantages for ‘Gewerbesteuer’ and net worth
tax purposes.

In the next part (Equity/Debt finance), a summary is
given of all important items that could influence the
decision-making of the VCC and the SME.

In the last part (Practical taxation guidance), practical
guidance, resulting from the information in the above-
mentioned parts, is given.

2. Equity finance

2.1. Creation of the VCC

Registration or other duties

Contributions in cash on first acquisition of membership
rights in a resident company or certain other entities
organized for profit, whether incorporated or not, are
subject to a formation tax of 1% of the value of the con-
tribution.

Contributions in kind (e.g. property) for shares or other
membership rights of a domestic company are subject
to the 1% formation tax. The tax is levied on the value
of the contributed property. This registration tax has
been abolished as of 1 January 1992.

Additional costs of creating a company are:
@ notarial fees;
@ commercial register fees;

® rates for publication in the Official Gazette.

Are there conditions to be met in respect of the legal
forms of the VCC? Are there specific forms available?

German company law provides no special legislation
concerning VCCs,

A VCC will most likely operate in Germany under the
form of a public limited company (Aktiengesellschaft,
AG) or a limited liability company (Gesellschaft mit
beschrinkter Haftung, GmbH). The GmbH is favoured
because of the low minimum capital required for for-
mation, the flexibility of the GmbH law, and the legal
status of the GmbH which is somewhere between the
incorporated and unincorporated organization.

A VCC can also operate as an investment company in
the form of an ‘Unternehmensbeteilungsgesellschaft’
(recognized participation company). These companies
must be in the form of a stock corporation (see below).

A VCC may also operate in the form of a ‘Personen-
gesellschaft’. These companies are taxed transparently.

Are there limits as to the participation degree of the
VCC in the SME?

No. However, if more than 50% of the shares is held by
the VCC, a consolidated tax return may be possible
(‘Organschaft’).
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2.2. Tax situation of the SME
Creation of the SME or increase of capital
Are there registration or other duties?

See Section 2.1.

Are there exemptions for certain zones, projects, activi-
ties?

No, except to the extent that the contribution covers
previous losses.

Is the indirect tax treatment different for the following
types of shares: ordinary, preference, redeemable or
other?

No.
Corporate tax

Are the costs related to the creation or the increase
deductible?

Expenses directly connected to the formation of a com-
pany are considered deductible business expenses in the
year they are incurred provided the new company is
obliged to bear these expenses.

Are there specific regimes for certain SMEs?

No specific regimes are available that are directly re-
lated with equity finance.

Rates

¢ Normal tax rate

Fifty per cent on non-distributed income and 36% on
distributed income.

® Reduced rates

Special rules govern the qualification of Berlin-source
profits for reduced rates. Companies must have both

their seat and place of management in West Berlin, or
one or more permanent business establishments in West
Berlin, one of which must regularly employ an average
of 25 persons. The rates are 43.25% for undistributed
and 31.68% for distributed income. This tax advantage
will be partially eliminated in 1993 and 1994 and fully
from 1995,

How does a redemption of shares affect the tax position
of the SME?

The redemption of shares is a technique, not a common
practice in German company law.

Dividend taxation
Does a different tax regime apply to dividend distribu-
tion to X (shareholder of the SME) on the one hand and

to the VCC on the other?

No. Dividends are in general taxed at a 36% rate plus a
withholding tax of 25%.

Does a different tax regime apply according to the dif-
ferent types of shares?

No.

Is the tax base affected by the distribution of dividends
{(deductible dividend)?

No. All types of dividends, including hidden profit dis-
tributions, are not deductible.

Is the tax rate affected by the distribution of dividends?
Dividends are normally taxed at the rate of 36%. How-
ever, dividends distributed by West Berlin companies or
by resident non-Berlin companies which can attribute
their income to a West Berlin branch are taxed at a
31.68% rate in 1992.

Is a withholding tax withheld? Rate? Exemptions?

Yes, at a 25% rate. There are no exemptions available.
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Trade tax (Gewerbesteuer)
Trade tax on income

Taxable income for trade tax on income purposes is
equal to taxable income for corporate tax purposes,
increased by certain additions and decreased by certain
deductions. The most important item is that 50% of the
interest paid on long-term debts is not deductible.

This tax is deductible for corporate income tax pur-
poses. The rate varies from 9 to 19%. If the SME is a
KG, the interest the VCC has to pay for the acquisition
of the participation is up to 50% deductible with the
KG.

Trade tax on capital

Trade capital (the taxable base) is the assessed value as
determined for net worth tax purposes, subject to cer-
tain additions (e.g. 50% of long-term debts exceeding
DM 50000) and deductions (e.g. participations that
qualify for the affiliation privilege). An exemption ex-
ists for the first DM 120 000. The rate goes from 0.4 to
1.0%. This tax is deductible for corporate income tax
purposes.

Net worth tax (Vermoégensteuer)

The SME will be taxed on the basis of the assessed
value of total net assets. Only 75% of the taxable net
worth of a business in excess of DM 125000 will be
subject to net worth tax. Excluded from the taxable base
are participations that qualify for the affiliation privilege
and held for at least 12 months prior to the end of the
accounting year. The tax rate amounts to 0.6%. This tax
is not deductible for corporate income tax purposes.

2.3. Taxation of the VCC
Corporate taxation

Are the costs related to the creation of the VCC deduct-
ible?

Yes, all expenses directly connected to the formation of
a company are deductible if the new company is obliged
to bear these expenses. In some circumstances, these
are considered to be a hidden profit distribution.

Are management costs and interest deductible?

Yes. But only 50% of the interest on long-term debts is
deductible for trade tax on income.

How are dividends taxed?

For corporate income tax purposes, there is no distinc-
tion between minor, substantial and 100%-holdings.
However, for trade tax on income and on capital and for
net worth tax, an exemption exists for participations of
at least 10%. Dividends received by the VCC constitute
taxable income in its hands. Taxable income is the net
dividend, grossed-up with both the withholding tax
(25%) and the underlying corporate income tax at the
distribution rate of 36%. These two taxes, borne at the
source, are fully creditable by the resident shareholder
against his total corporate income tax liability. Any
excess credit is refundable in cash by the tax authori-
ties.

Example:

SME: Profit before tax 100
Distributed corporate income tax -36
Net dividend 64
Withholding tax 25% -16
VCC: Net dividend 48
Withholding tax +16
Corporate tax +36
Taxable 100

What is the capital gains taxation if the shares of the
SME are sold?

All gains from the sale or other disposition of business
property (which includes the sale of capital) are taxed
as business income of the company at normal rates.
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What about capital losses?

Losses suffered on disposal of business assets constitute
part of the ordinary losses.

What is the tax position of the VCC in case of redemp-
tion of the shares by the SME?

The redemption of shares is not a common practice in
Germany.

Are there specific regimes?

No, with the exception of ‘Unternehmensbeteiligungs-
gesellschaft’.

The main tax advantage of this type of company is an
exemption from trade tax on income, net worth tax and
trade tax on capital. This is, however, an advantage in
comparison to normal investment (holding) companies
only if the participations are below 10% so that the
affiliation privilege does not apply.

Rates:

Fifty per cent or 36%. Special rates apply on Berlin
source income (see Section 2.2).

Is there recoverability of the withholding tax withheld
by the SME?

Yes.

Distribution of dividends by the VCC

Does a different tax regime apply according to the dif-
ferent types of shares: ordinary, preference, redeemable
or other?

No.

Is the tax base affected by the distribution of dividends
(deductible dividend)?

No.
Is the tax rate affected by the distribution of dividends?

The tax rate of 36% instead of 50% applies in case of
the distribution of dividends. A similar reduction ap-
plies to dividends distributed by companies located in
West Berlin (see Section 2.2).

Is a withholding tax withheld? Rate? Exemptions?

Yes, 25%.

Are specific regimes available?

No.

Transfer of shares?

No special tax applies.

2.4. Tax situation of X (individual
shareholder)

Is the interest paid on the loans granted in view of the
purchase of the shares of the SME deductible?

Yes, if under long-term aspects the dividend income
exceeds the interest expenses.

How are dividends taxed?

Dividends from domestic companies are generally in-
cluded in taxable income for individual income tax pur-
poses. For dividends paid by resident companies, resi-
dent shareholders are entitled to a ‘special tax credit’
equal to 36/64 of the dividend received, corresponding
with the 36% rate of corporate income tax on distribu-
tions.

The aggregate of the dividend and the attached ‘special
tax credit’ are included in taxable income, the amount
of the tax credit being set off against the income tax
due. Any excess of the ‘special tax credit’ over the
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amount of the tax due is refunded. Through this system,
there is in principle complete elimination of ‘economic
double taxation’ of distributed corporate profits.

25. In case the SME is not a company
but an unincorporated enterprise

If the VCC participates in such an enterprise, how does
this affect the position of the enterprise?

When the VCC participates in such an enterprise a
variety of partnerships can be created (e.g. the KG).

Is a transparent company (partnership) created?
Yes.

If so, what are the tax implications (both for the enter-
prise and the VCC)?

The partnership (SME) is subject to trade tax on income
and trade tax on capital in the same way as a corpora-
tion, whereas the partners, including a VCC and an
individual, are taxed on the income and net worth of the
partnership. The income and net worth of the partner-
ship are calculated as in the case of a corporation with
the exception that certain businesses between partners
and partnership are disregarded, e.g. loans granted by
partners and interest expenses of the partnérship thereon.

3. Debt finance

Preliminary question: is there a debt/equity ratio to be
respected?

Yes. A debt/equity ratio of 9.1. should be respected by
German companies.

What if the ratio is not respected?

If the company’s total debt is higher than 10% of its
gross assets any excess, if provided by a non-resident

parent or a non-resident related company, may be dis-
allowed as a liability for capital tax purposes and the
connected interest expenses may be disallowed as a
deductible expense for income tax purposes.

3.1. Tax situation of the SME

Does the distinction between the following types of
loans have implications for the tax situation of the
SME: ordinary convertible profit-sharing loans or other
types (if regularly used)?

Yes, interest on convertible and profit-sharing loans is
considered as dividend distribution and therefore not
tax-deductible.

What is the deduction regime for the different types of
loans? Are there specific regimes available?

What is the situation if the VCC also participates in the
SME?

Interest payments on the different types of loans are
deductible. Interest on convertible loans and profit-
sharing loans are usually also tax-deductible.

1t should be noted that interest paid on long-term loans,
while fully deductible for corporate income tax pur-
poses, is only 50% deductible for purposes of the trade
tax.

Specific regimes are not available. When the VCC par-
ticipates in the SME and grants the loan to the SME, the
interest would partially be considered as ‘hidden profit
distributions’ if the loan is granted at excessively high
rates. The part of the interest that is deemed to be exces-
sive would be treated as a dividend and would not be
deductible.

What is the withholding tax in each case of the differ-
ent types of loans?
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There is no withholding tax on interest paid on ordinary
loans. However, interest payments on convertible loans
and profit-sharing loans are subject to a withholding tax
of 25%.

3.2. Tax situation of the company that
grants loans to the SME

What is the situation concerning the different types of

loans: ordinary loans, convertible loans, profit-sharing

loans, other types?

All interest income is in principle fully taxable.

In respect of the taxability of the interest, are there

exemptions or reductions for certain zones or activi-

ties?

No.

How are the capital gains on receivables taxable? What

if the loan is converted into capital with capital gains

or losses?

The gains are fully taxable.

Are capital losses on receivables realized by the VCC
deductible?

Yes.

Are interest payments deductible (for the acquisition of
the funds)?

Yes, with exception of
® 50 % of the interest for trade tax purposes;

® non-deductibility to the extent of tax exempted
income.

Is there a withholding tax on interest paid by the VCC?
Are there exemptions available (e.g. in case of payments
to the European Commission)?

There is no withholding on interest in Germany. How-
ever, interest received from profit-sharing loans or con-
vertible loans are subject to a withholding tax of 25%.
No exemption is available for payments to the Commis-
sion.

3.3. Tax situation of the fund
(‘Unternehmensbeteiligungs-
gesellschaft’)

The main tax advantages of this type of company is an
exemption from trade tax on income, net worth tax and
trade tax on capital. This is, however, an advantage in
comparison to normal investment (holding) companies
only if the participations are below 10% so that the
affiliation privilege does not apply.

This type of company, however, is subject to corpora-
tion tax.

150



Venture capital

Practical guidance
L Equity finance
1. Scheme
Commission Private investors
German Individual
vCC shareholder
SME
II. Debt finance
1. Scheme
Commission Regional authorities
Fund , Other
investors
VCC  fresmeemmeesnes J Individual
- shareholder
SME
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2. Comments on structure

2.1. Position of the SME

Costs of increasing capital:

Capital duty of 1%; notarial fees. These costs can in
absolute figures be an obstacle, although they are
relative, rather limited and tax-deductible. These costs,
being tax-deductible for the SME, have a negative
impact on the results.

The capital duty is abolished from 1 January 1992.
Taxable base:

(a) Corporate income tax

The profits of the SME are positively influenced by
the capital increase. This means that if normally losses
would have occurred, because of the capital increase a
better result can be shown.

If the capital increase leads to a profit situation, this
profit is normally taxed at 50% (if not distributed) and

36% (if distributed).

Special tax rates exist for West Berlin source income.

(b) Trade taxes and net worth tax

Both taxes will be equally higher.

2.1. Position of the SME
Costs of granting loan:

No costs.

Taxable base:
(a) Corporate income tax

The interest payments are normally deductible
expenses that have a negative impact on the results
and on the cash flow.

This situation may prove unwise because a loss
position may be created (no immediate use of interest
deduction) and other advantages related to profit are
lost (e.g. reconversion status).

This disadvantage may partially disappear if it is a
profit-sharing loan.

In case the VCC participates in the SME to which the
VCC also grants a loan, the interest payments are not
deductible in so far interest rates are excessively high.
That portion of interest which exceeds market rates
constitutes a hidden profit distribution.

(b) Trade taxes

Fifty per cent of interest on long-term loans will not
be tax-deductible for trade tax on income purposes.
For trade tax on capital, 50% of the long-term loans
are not deductible.
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Tax rate:
The profits are subject to corporate income tax at 50%

(if not distributed) and 36% (if distributed) and to
trade tax on income of between 9% and 19%.

The additional equity capital is subject to trade tax on
capital of 0.4 to 1% and net worth tax of 0.45% (75%
of 0.6%).

Redemption of shares:

Does not exist under German company law.

Dividend distribution:

The dividends are part of the taxable base.

On the dividends distributed to the individual share-
holder, a withholding tax of 25% applies; on the divi-
dends distributed to the VCC, the same withholding
tax applies. Exemptions are not available (see above).
2.2. Position of the VCC

Taxable base:

(a) Dividend income

This income is grossed up with both the withholding
tax and the corporate income tax. These two taxes are
fully creditable (and refundable) by the VCC against
its total income tax liability.

If the participation does not benefit from the affiliation

privilege, trade taxes and net worth tax apply, which
leads in this case to a double taxation.

Tax rate:

The deductible interest payments save a taxation of
corporate income tax and partially (50%) of trade tax
on income.

The deductible loan saves taxation of net worth tax
and partially (50%) of trade tax on capital.
Reimbursement of the loan:

Has normally no impact on the taxable result.

Interest payment:

The deductible interest paid to the VCC is normally
exempt from withholding tax.

However, interest from convertible and profit-sharing
loans is subject to a 25% withholding tax.

2.2. Position of the VCC
Taxable base:
(a) Interest income

This income is fully taxable at 50 or 36%.
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(b) Capital gains taxation

In principle taxed. Deferral of capital gains tax is
possible.

(c) Capital loss on shares

Tax-deductible.

Dividend distribution:

The normal rules apply. However, an exemption of
withholding tax applies on dividend distribution to the
Commission.

Transfer of shares:

No special tax applies.

If the VCC is a UBG, it is only subject to corporation
tax.

2.3. Position of the individual shareholder

Dividend income:

Dividends received grossed up with underlying corpo-
rate income tax and withholding tax are included in
the individual shareholder’s taxable income. Any
excess is refundable.

Purchase of the shares:

The financing of this operation may be difficult since

the individual shareholder can normally not deduct the
interest burden.

(b) Capital gains taxation

The capital gains realized at the moment of converting
the loan into capital is in principle fully taxable.
Deferral is not available.

(c) Capital loss on loans

In principle deductible.

Interest payments of 50% on long-term loans and
other loans which are an extension of capital are
added to the taxable base for trade tax on income
purposes. The long-term loan itself is only for 50%
deductible for trade tax on capital purposes.

Interest payment to the UBG:

Tax-deductible.

Transfer of loans:
No special tax applies.

If the VCC is a UBG, it is only subject to corporation
tax.

2.3. Position of the individual shareholder
Dividend income:

See left side.

There is no transfer of shares in case a loan is
granted. The interest burden remains thus with the
SME.
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However, interest expenses are deductible if, under
long-term aspects, the dividend income exceeds the
interest expenses.

2.4. Position of the fund
No dividend income.
3. Unincorporated SME

If the VCC participates in the SME (sharing of profits
and losses), an equivalent part of the profits/losses is
as such attributed to the VCC which is normally taxed
on this income.

For trade tax purposes the KG and the OHG are con-
sidered as taxable persons. The participation that the

VCC holds is exempted from trade tax. The KG can

set off 50% of the debt of the VCC for financing the
participation against its taxable base.

Conclusion

Equity finance

1. Major disadvantages

Costs related to increase of capital (capital duty abol-

ished as from 1 January 1992),

The capital increase will normally lead to a higher
taxable base and and thus a higher tax burden with
the SME;

The dividend exemption does not apply in case of cor-
porate income tax; however, the same result is
achieved by the imputation system;

If no substantial holding (< 10%) exists, double
taxation is possible for ‘Gewerbesteuer’ and ‘Ver-
mogensteueu’ purposes;

2.4, Position of the UBG

The interest income is taxable.

3. Unincorporated SME

If the VCC grants a loan, the loan is treated as capital

for tax purposes. Interest paid on the loan is treated as
profit share of the VCC.

Debt finance

1. Major disadvantages

The deductible interest payments may lead to a loss
position of the SME, whereas the interest income with
the VCC is immediately taxable;

Excessive interest payments are treated as hidden
profit distribution to the extent they are not at arm’s

length;

Capital gains on loans are taxable;

Interest from profit-sharing and convertible loans is
subject to a withholding tax of 25%;
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Capital gains on shares are fully taxable;

Redemption of shares is not a common practice in
Germany;

Dividends distributed by UBGs underlie a 36%
taxation.

2. Major advantages

Double taxation is avoided for corporate income tax

by the credit system applicable to dividends received.

Interest payments will for 50% be included in the tax
base for trade tax on income purposes; 50% of the
long-term loans is not deductible for trade tax on
capital.

2. Major advantages
No costs are related to the granting of the loan;

The taxable base of the SME will normally be
reduced;

The risk of double taxation (with SME/VCC) does
normally not exist, with the exception of trade tax;

The capital losses are deductible for corporate income
tax purposes;

The private shareholder is not confronted with a
purchase of shares.

156



Venture capital

Germany Equity Debt
vcc! Interest Interest
payments payments on
on ordinary convertible
loans and profit-
sharing loans
SME profit before tax 100 Interest payment Yes Yes
deductible with SME (~100) (-100)
Corporation tax 36% -36 Witholding tax 25% 0 =25
Gross dividend 64
Withholding tax 25% -16 Interest income before
tax at recipient’s level -100 75
Net dividend before tax at 48 Withholding tax
recipient’s level
withheld at source 0 - 25
Taxable base? 100 CIT 36% - 36 - 36
CIT at recipient’s level® -36 Interest income after
tax 64 64
Tax borne at source 52
Restitution 16
Net dividend after tax 64

* VCC taking the form of an ‘Unternehmensbeteiligungsgesellschaft’ is exempt from trade tax on income and

capital and from net worth tax, not from CIT.

* Net dividend is grossed-up with withholding tax and underlying CIT; both are fully creditable against the VCC’s
CIT liability and any excess is refundable.

* In case of distribution of profits.
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Ill. Otherissues

1. Local and regional authority
issues

The role played by the State in the procurement of risk
capital through holding companies extends only as far
as the regulation of the role of the sharecholders/limited
partners in the non-profit equity participation enter-
prises: it acts as a co-investor. In addition, the State
assumes participating guarantees or grants to the com-
panies holding participations favourable refinancing
possibilities.

With respect to non-profit capital holding companies,
the particular state (Bundesland) holds an interest of up
to 25% in the company. The remaining shareholders are
generally self-help and self-management organizations,
for example the Chamber of Tradesmen or the Chamber
of Industry and Commerce. They can also, however, be
credit institutions. Capital holding companies exist in
all of the ‘old’ states (western Germany). They have
also broadened their activities into the ‘new’ German
states (eastern Germany) so long as there are no such
companies already in existence there.

In particular, the non-profit capital holding companies
have the special task of distributing the financial re-
sources available for the promotion of participations in
SMEs which have been made available by various pub-
lic programmes. The non-profit capital holding compa-
nics make use of the aforementioned resources for those
capital holding companies which are not, to a sufficicnt
extent, in demand by the capital holding companies
which are operating on a profit basis.

A specific variation is the co-investor model which is in
existence through the efforts of the Bundesminister for
Research and Technology. In compliance therewith the
techfiological participation holding companies have
been established as subsidiaries of the Deutsche Aus-
gleichsbank. This company commits itself to silent par-

ticipations of up to DM 1 million in young techno-
logical enterprises if another capital investor also
participates to the same amount.

The non-profit capital holding companies are, by con-
trast to those operating on a profit basis, typified by the
considerably higher number of participations they take.
The volume of the participations is, however, clearly
lower than in the case of participations by holding com-
panies operating on a profit basis.

There are no statutory principles governing these types
of participations. The particular states take advantage of
their freedom to act within the commercial-political
sphere. The legal basis for state participation stems
solely from the memorandum/articles of association of
the capital holding company.

2. Impact assessment

After a difficult launching period, the German partici-
pation market finds itself, since the middle of the 1980s,
in a state of expansion. An analysis of all the individual
types of holding companies is not possible in this sec-
tion. What can be established, however, is that venture
capital companies (resulting from the diversification of
risk) have gained considerably in importance vis-a-vis
the remaining types of holding companies.

According to statements made by the National Associa-
tion of German Capital Holding Companies, the total
invested capital by its members has risen from DM 785
million in 1983 to DM 3 341 million in 1990.

The number of participations rose from 1 069 in 1983
to 1 983 in 1990. Gross investments reached, in 1990,
almost DM 1 billion.

A survey was carried out in the ‘new’ Bundeslinder
(former GDR) by chosen members of the national asso-
ciation on 30 June 1991, the result of which was that
four participation holding companies have invested spe-
cial funds with a total volume of DM 330 million. Until
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this point in time 15 direct participations have been
realized (with a volume of DM 43.4 million) and 41
indirect participations (via West German cooperation
partners). The number of inquiries in the East German
states totalled 598, of which 105 are still in the assess-
ment stage.

The major obstacle for the development of participation
entities in Germany was the traditional refusal of the
SMEs, which were often held in family ownership, to
take on new shareholders. Even with respect to silent
participations, they were afraid of a loss of indepen-
dence. The participating holding companies have tried
to counter this type of thinking by way of intensive dis-
semination of information and through the use of a stan-
dard contractual form. As can be seen from the devel-
opment in this market, these efforts are now bearing
fruit. Also, in the meantime, many family-owned enter-
prises, which were established after the Second World
War, are finding themselves in a state of radical change.
The founders of these companies are being replaced by
the younger generation and in some cases by the direct-
ing management for whom the aforementioned psycho-
logical fear of loss of independence exists to a much
lesser extent.

As a result of the negative opinion on holding compa-
nies which many enterprises held, holding companies

were only considered in cases of emergency when tra-
ditional bank credit was unavailable because the enter-
prise could not supply the necessary collateral security
which was being demanded by the bank. As the hold-
ing companies also did not want to enter into inesti-
mable risks, there were times in which only 3 out of
100 enquiries led to an actual participation even though
only 30% of the capital was being invested in a partici-
pation.

Looking at the (public) enterprise holding companies in
particular, several legal obstacles are currently being
removed with the aid of parties supporting their inter-
ests. Obstacles, however, continue to exist. For ex-
ample, profits resulting from the proceeds of sale are
considered normal revenue and are therefore subject to
corporate tax. The effect of this is to defeat the aims of
the UBGG which was to treat shareholders of (public)
enterprise holding companies equally with those who
participated directly in an enterprise which was listed
on the Stock Exchange. What can also be negatively
criticized is the restriction of permissible participations
in § 3 1 UBGG in national enterprises. Furthermore, the
financial flexibility of the (public) enterprise holding
company is unnecessarily restricted by way of the limi-
tations concerning the assumption of credit in § 5
UBGG.
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IV. Comparative legal and
regulatory issues

1. Absent positive features

In Germany, the venture capital market disposes of a
wide range of investment vehicles (see Section 1.2) with
a detailed underlying legislation. They are owned by
private banks, commercial associations, individuals and
the State. Their existence has proven to be a fundamen-
tal and effective instrument for the raising of venture
capital for SMEs. In comparison to the other EC Mem-
ber States, only the grant given in Greece to venture
capital companies, whenever they take an equity stake
in a SME which invests in high technology or innova-
tion, seems to be a positive feature which is absent in
Germany.

(a) In Germany, such direct cash grants for venture
capital companies investing in high-technology un-
dertakings are absent. However, the SME itself
may benefit directly from State aid (investment
grants) given by the State or the region pursuant to
the programmes for improvement of certain re-
gional economic structures.

(b) Giving a direct cash grant will certainly stimulate
venture capital companies as well as all other hold-
ing companies to invest in certain high risk indus-
tries.

(c) To create a similar scheme in Germany, the com-
petent authorities, be it the federal or state govern-
ments, would have to amend their respective legis-
lation on economic expansion.

2. Absent techniques

None identified.
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Greece

Introduction

The legal and regulatory environment for venture capi-
tal in Greece is too restrictive. The activity is limited to
specialized institutions which, in turn, are limited to
equity financing of high-technology or innovative in-
vestments. The activity should be extended to other
areas, given that Greece is not a country with a solid
industrial basis.

If the VCC does not satisfy the conditions of Law 1775/
1988 (concerning activities, participating in SMEs, per-

forming high technology, innovation businesses, amount
of capital, etc.) or is not an investment holding com-
pany, it cannot benefit from the specific tax benefits that
exist for both these forms.

A negative aspect is that capital gains are only tax
exempt when put in a special reserve account used to
cover future capital losses, unless the VCC operates as
an investment holding company.

Furthermore, several exclusions from the taxable base
and reduced rates apply for SMEs meeting certain con-
ditions.
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. Legal and regulatory
issues

1.  Typical investment vehicle
used

® The société anonyme (public limited company)

Venture capital vehicles are required by Greek law to be
incorporated in the form of a société anonyme. No other
corporate structure will allow a company to act lawfully
as a venture capital company.

These sociétés anonymes can be established by any
entrepreneurial group. Banks, both domestic and for-
eign, which operate in Greece engage in the provision
of venture capital by setting up specialized institutions
for this purpose.

2. Applicable legal measures

® Law 1775/24-05-1988 on venture capital companies.
This is the main implementing legislation governing
the activities of venture capital companies.

@ Greek company law. Since the vehicle adopts the
structure of a public limited company, company law,
in general, is also relevant. Where company law and
Law 1775/24-05-1988 conflict, the latter will pre-
vail.

3. The investment vehicle

The law requires that the capital stock of venture capi-
tal companies should comprise only registered shares.
This is the rule which applies to all types of companies
offering financial services. However, in contrast to other
financial institutions, venture capital companies may be
listed on the Stock Exchange markets.

The minimum capital requirement for venture capital
companies is DR 500 million of paid-up share capital.
This is not a very strict requirement when compared

with the capital requirement of leasing companies, which
is DR 4 billion, or factoring companies, which is DR 2
billion.

With regard to the establishment of venture capital
companies, there are no specialized licensing require-
ments, apart from the ones that every corporation is
obliged to satisfy, namely the approval of the com-
pany’s articles of incorporation by the prefect, which is
a typical procedure to ensure that the articles of incor-
poration are compatible with Greek company law. It is
noteworthy that, in contrast to the established practice
with other financial institutions, venture capital compa-
nies are not authorized by th~ country’s monetary au-
thorities (the Bank of Greece). However, the Bank of
Greece is still vested with supervisory authority over
venture capital companies. While carrying out this task,
it can impose reporting requirements on venture capital
companies and exercise powers of enforcement.

If a bank sets up a venture capital company, the capital
to be contributed by it to the venture capital company
cannot exceed 20% of the bank’s capital stock.

The one big restriction imposed on the establishment of
a venture capital company by Greek legislation is the
requirement that these companies deal exclusively with
venture capital finance and not with any other type of
financial services.

Greek legislation on mutual funds and investment com-
panies sets restrictions on their portfolio as far as the
stock and bonds of companies which are not listed on
the Stock Exchange market or the parallel market are
concerned. More specifically, mutual funds and invest-
ment companies are obliged to include such stock in
their portfolio. Its value cannot exceed 10% of their
own capital stock. It is obvious that Greek legislation
precludes the establishment of specialized investment
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trusts for investment in SMEs, at least not SMEs which
are not big enough to obtain a listing on the Stock
Exchange market or the parallel market.

4. The recipient of venture
capital

Greek legislation limits the scope of provision of ven-
ture capital to financing investments of high technology
and innovation. This is not restricted to pre-existing
hi-tech companies. The investments meeting these cri-
teria are determined on a case-by-case basis by minis-
terial decisions issued by the Minister for the National
Economy in consultation with the Minister for Industry.

The terms ‘high technology and innovation’ are used
inseparably and their meaning is furthermore defined in
Ministerial Decision No C. 3923/01-03-1989, issued by
the Minister for the National Economy in consultation
with the Minister for Industry. Pursuant to this Decision
investments of high technology and innovation are the
ones which aim at the production of:

¢ new or improved products or services;
¢ new or improved production methods;
® new or improved organization methods;

¢ new uses of existing products and services.

In addition to the above, the law further defines the
recipients of venture capital. It should be provided only
to companies, not individuals, and, more specifically,
only to corporations and limited liability companies
(Article 1(4)). The rationale behind these rules is to dis-
tinguish the area in which venture capital companies are
called to participate from the areas covered by other
institutions offering financial services (e.g. bank fi-
nance).

The services to be provided through venture capital cor-
porations are listed in the law as follows (Article 1(1)):

® setting up new enterprises which undertake invest-
ments of high technology and innovation,

@ participation in the equity of existing enterprises
when they increase their capital with the intention of
undertaking investments of high technology and in-
novation,

® guaranteeing loans extended to the aforementioned
enterprises,

¢ rendering consulting services to the aforementioned
enterprises for market research, analysis of invest-
ment programmes, business planning and, in gen-
eral, every kind of service aiming at the accomplish-
ment of their objectives.

While this is not an exhaustive list, it should be men-
tioned, however, that debt financing is almost absent
from the list except for the third item. The legislator
seems to favour equity financing as the most appropri-
ate technique for venture capital companies.

The restrictions imposed on venture capital companies
under the above rules are highly obstructive and prevent
the use of this technique in relation to many SMEs.

5. The provision of venture
capital

Venture capital companies cannot have an interest in a
company that exceeds 20% of their own capital (Article
2(4)). Another restriction is that venture capital compa-
nies are forbidden to extend loans to the companies
which they have set up or in which they have a partici-
pation (Article 2(3)). In other words, simultaneous eq-
uity and debt financing is forbidden.

Venture capital can be provided by way of debt financ-
ing. The legal text (Article 1(h)) refers to the permis-
sible activities of venture capital companies without
including debt financing. But this is a non-exhaustive
list which obviously means that venture capital compa-
nies can engage in other financing activities as long as
these are within their scope as defined by the law. All
possible forms of debt financing are permitted for ven-
ture capital companies.
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It should be mentioned that a venture capital company
is not required to obtain the approval of the Minister in
order to undertake a financing project. This approval is
necessary only when a venture capital company applies
for a grant. Approval of the ruling authorities whenever
required always gives rise to significant delays and,
additionally, it leaves the way open to political pressure
and subsequently to scepticism about the new institu-
tion.

As far as venture capital companies are in need of
financing themselves, they cannot assume liabilities
which exceed their own capital and, if this ever occurs,
the companies will have to increase their capital within
six months (Article 2(5)). A 1:1 debt-to-equity ratio
imposes a fair standard of prudence.

The law provides incentives not only for venture capi-
tal companies but also for co-investors, that is compa-
nies and individuals who participate in financing the
investments indicated to them by venture capital com-
panies.

Venture capital companies receive grants for their par-
ticipations in the equity of enterprises undertaking in-
vestments of high technology and innovation which
amount to 30% of these participations. The grant has to

be approved by the Minister for the National Economy
(Article 3, paragraphs (1) to (3)).

Two main obstacles to the provision of venture capital
must be mentioned.

Firstly, it is certain that venture capital should be struc-
tured in such a way that the features which distinguish
it from traditional financing methods are highlighted.
Nevertheless, under Greek law, the scope of the services
offered by venture capital companies is too restricted. It
should not comprise only equity financing of high tech-
nology investments, given that Greece is not a country
with a solid industrial basis, where high technology
flourishes. Therefore, the scope of their activities should
be extended to other areas as well, such as mergers and
acquisitions, reorganization of insolvent units, etc.

Secondly, at the present stage of introduction of venture
capital, the requirement of its provision through special-
ized institutions undermines the dissemination of the
new technique. Until Greek entrepreneurs get acquainted
with the new financial techniques venture capital should
also be provided through well-established financial in-
stitutions, especially banks.
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Il. Issues of taxation

1. Introduction

The SME is often confronted with the difficulty of
attracting financial means from third parties.

Indeed, on the one hand, to contract a loan with a bank,
the SME’s equity is often too low, so that the financial
institutions feel rather reluctant to grant any loan.

On the other hand, because of the high risk of the
investment, only very few persons will be willing to
increase the capital (and therewith the loan capacity) of
the SME.

The VCC can, therefore, play an important role in the
expansion of the SME.

The VCC and the target company (SME) will have to
determine how the capital is to be injected. 1t may very
well be that there is a conflict of interest between the
parties in determining how the injection will be ex-
ecuted.

In general, the (tax) differences between debt financing
and equity financing can be established as follows:

In case of debt financing by the VCC, the interest pay-
ments are for the SME in principle tax-deductible ex-
penses, which have a negative impact on the results
(possibly into a loss position) and on the cash flow of
the SME. The VCC will be fully taxablc on the interest
income. It may very well be that this situation is not at
all desirable. Indeed, the SME will probably be in need
of extra means at a time when heavy investments are
planned which will already have a negative impact on
the results (depreciation of the investment). From a tax
point of view such a situation may also prove to be
unwise.

The interest deduction cannot be properly used because
of insufficient profits (creation of losses) whereas the

interest income with the VCC is immediately taxed.
Furthermore, due to the negative impact on the results,
some profit-related incentives remain unused.

To meet both economic and tax demands, two main
options are available:

® cither the loan agreement is concluded under cir-
cumstances in which the interest rate is in the
beginning relatively low (e.g. profit-sharing loan
or convertible loan); or

® the VCC decides to participate in the capital of the
SME.

In case of equity finance, the following problems arise:

Dividend income: if the VCC is in need of a more or
less regular income to finance its own investment, this
will have to be done by way of dividend distribution.

Dividends are tax-deductible, so that the dividend ca-
pacity will be equal 1o the interest payment capacity.

The dividends distributed by the SME will be taxed in
the hands of the recipient (the VCQC), although the with-
holding tax is withheld at the distributing company
level. The dividend is treated gross in the books of the
VCC and a tax credit for the dividend tax is obtained if
the shares are registered. In cases where the reduced
rates do not apply, this tax (up to 50% on non-registered
(i.e. bearer) shares) could be a problem.

It is worth noting that the government has presented
draft legislation where it is proposed that corporate and
dividend tax rates (combined) will be reduced to 35%
for all categories.

If, however, the VCC is an investment holding com-
pany (see below), an exemption of withholding tax
applies. We believe that this will be the proper tax treat-
ment although the Ministry of Finance has not yet
issued its interpretation circular on the new legislation
concerning investment holding companies.
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Capital gains income: this method could be interesting
since the SME retains all profits.

Problems are:

e if the value of the SME decreases, the capital loss
realized on the sale of the shares is in principle
only tax-deductible from capital gains realized on
the sale of other shares and securities. Such losses
can be applied to reduce gains in the current year
or those set aside in a special reserve, if any, cre-
ated from previous years’ gains. Alternatively, they
may be set aside in a special reserve and used to
reduce gains realized in the future. No deduction
can be taken;

e if the value of the SME increases, the capital gain
will in principle be tax-exempt. Individual share-
holders do not pay tax on capital gains realized on
the sale of shares whereas for corporate sharehold-
ers and other shareholders who must maintain
double entry books, such gains are considered
regular trading gains but remain untaxed if placed
in a special reserve to be used to set off future
losses from similar transactions. A problem may
be that the individual shareholder, who purchases
the shares held by the VCC, will normally not
have enough means to purchase the shares.

In the next section (Equity/Debt finance), a summary is
given of all important items that could influence the
decision-making of the VCC and the SME.

In the last section (Practical taxation guidance), practi-
cal guidance is provided, resulting from the information
in the sections Equity/Debt finance.

2. Equity finance

2.1. Creation of the VCC

Registration tax and other duties

Contributions to the capital in cash for shares upon the
formation of an SA, i.e. a corporation (‘ Anonymos Ete-
ria’ or Société anonyme, hereafter ‘SA’) are subject to
capital concentration tax of 1%. Contributions to vari-
ous funds also apply but they are insignificant, except
for the lawyers fund. Stamp duty of DR 150 000 is pay-
able on the commencement of business operations.

For an EPE, i.e. a limited liability company, its capital
is also subject to capital concentration tax of 1% and
the same contributions outlined above also apply but
they are all percentages of the capital which is usually
less than that of an SA. Stamp duty is also payable on
the commencement of business operations. It is DR
50000 for the EPE plus DR 30 000 for each partner.
Although an SME could take the legal form of an EPE,
it is not likely that the VCC would take any form other
than an SA.

Contribution to capital in kind for shares upon the for-
mation of a company is subject to the same duties as
described above. Where real estate is involved, it is also
subject to transfer property tax. This transfer tax is
imposed on the sale of land, buildings and attached
machinery and equipment if sold as part of the build-
ing. The rate is 11% of the market value of the property
based on the objective scales of rates for values up to
DR 4000000 and 13% on the value in excess of DR
4 000 000. In districts where there are no fire protection
facilities the rates are reduced to 9 and 11% respec-
tively.

The 1% capital concentration tax is also payable on the
issue of other securities but not bonds issued by both an
SA and an EPE. There are no stamp duties payable on
the transfer of shares in an SA nor on the transfer of
EPE-parts.

Additional costs of creating a company are:
® notarial fees,

® Chamber of Commerce fee,
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¢ publication in the Official Gazette,

®  charges for listing on the Stock Exchange.

A specific regime exists for investment holding compa-
nies:

Greek legislation (Law 1969/1991) favours the forma-
tion of investment holding companies. They are exempt
from all taxes on their capital and their revenue. The
conditions to be met in order to qualify as an invest-
ment holding company are:

® a capital of DR 500 000 000 and the sole purpose
of acting as a holding company for securities;

® the share capital must consist of contributions in
cash and limited amounts may comprise contribu-
tions of certain securities as well as assets required
in the operation of the company;

® the shares of investment companies must be quoted
on the Athens Stock Exchange.

Are there conditions to be met in respect of the legal
forms of the VCC? Are there any specific forms avail-
able?

In order to enjoy all the benefits provided for by the leg-
islation on VCCs (Law 1775/1988), the VCC must
operate under the form of a ‘Société anonyme’ (SA);
such an SA requires a share capital of at least DR
500 000 000. The minimum capital requirement must
be fully subscribed for in cash at the time of formation.
As with all corporations, the company’s charter of in-
corporation must be drawn up before a Greek notary
and then filed with the Ministry of Commerce. It must
be approved by the Ministry and then published in the
official government gazette. Its objects must be to pro-
mote and effect investments in high technology and
innovations. Such companies enjoy the following tax
benefits and other advantages:

® cligibility for State subsidization of up to 30% of
their investments in high technology or innovation
businesses (subject to joint approval by the Minis-
tries of National Economy and Industry);

® they may claim a tax deduction of 3% of their
investments and guarantees in high technology or
innovation businesses, which must be placed in a
special tax-free reserve to be used for further quali-
fying investments and guarantees;

® gains realized from the sale of its participation in
high technology and innovation businesses are not
subject to income tax and are placed in a special
tax-free reserve to cover future losses from sales
of such participation.

Interest earned from bonds issued by such companies is
not subject to tax.

However, if the SME cannot qualify under the defini-
tion of high technology and innovation, the VCC will
not be able to benefit from the tax benefits. Moreover,
both companies will be excluded from the technique of
venture capital in this case (see previous comments in
Section 1.4).

Any individual or corporation participating with a ven-
ture capital company in effecting qualifying investments
may deduct 50% of their investment. However, only up
to 25% of the investment may be deducted in any one
year and the amount deducted may not exceed 50% of
the annual income.

The VCC could also take the form of a regular SA in
which case the minimum share capital is DR 500 000
but no special benefits apply.

It is not likely that the VCC takes the form of an EPE.

Are there limits as to the degree of participation of the
VCC in small and medium-sized enterprises?

The participation by a VCC formed pursuant to Law
1775/1988 in any company carrying out the specified
qualifying investments, all of which relate to high tech-
nology or innovation (or the value of a guarantee granted
by it to any one such company) may not exceed 20% of
its own net assets. Other than this, there are no limits.
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2.2. Tax situation of the SME

Creation of the company and increase of capital

Are there registration or other duties? Are there exemp-
tions for certain zones, projects, activities?

For the SA, the increase of capital does not bear any
stamp duties. However, there is the capital concentra-
tion tax of 1% when the capital is increased, plus the
contributions and costs mentioned above.

For an EPE, there are contributions and charges as men-
tioned above under Section 2.1. Increase in capital is
also subject to capital concentration tax of 1%.

Are there exemptions for certain zones, projects and
activities?

There are no exemptions which concern the creation
and increase of capital.

Is the indirect tax treatment different for the following
types of shares (ordinary shares, preference shares or
founders’ shares)?

These shares are not treated differently as far as the
capital concentration tax payable on creation of capital
or stamp duties is concerned. Founder shares do not
have any capital value and consequently are not part of
capital and do not have any costs.

Taxes on the transfer of shares/parts

The transfer of shares, including founder shares in an
SA and EPE-parts in general, is exempt from VAT and
stamp duty. Any gain arising from the sale of EPE-parts
is subject to a special tax at the flat rate of 20%.

Corporate taxation

The basic tax on the SA is corporate income tax. EPEs
as such are not subject to tax on their income, which is
taxed in the hands of the partners. EPEs are subject to
a withholding tax on their profits, which is for the part-
ners’ account but is, however, deducted from the part-
ners’ individual return.

Are the costs related to the creation or increase of the
capital deductible?

With the exception of income tax, tax penalties and the
annual tax on real estate, all taxes incurred by a busi-
ness during the taxable year may be deducted from its
gross income. Capital concentration tax and other costs
paid on formation are capitalized and deducted over a
period of one to five years.

Are there specific regimes for certain SMEs (certain
zones, activities, projects)?

The following items of income, inter alia, are excluded
from the taxable income for corporate income tax pur-
poses:

e profits from sales of real estate used as fixed as-
sets;

e profits from ships operating under the Greek flag;

e® interest earned from bank deposits in foreign cur-
rency with banks operating in Greece;

e interest on loans raised by the government or the
European Investment Bank;

® interest paid by enterprises qualifying under the
incentive legislation are eligible for various ex-
emptions;

e  dividends paid on quoted shares are subject to lim-
ited exemptions.

In order to obtain the benefits provided by Law 1892/
1990, the investment by the SME must be a qualifying
investment made by a qualifying enterprise in a quali-
fying region. There are four regions which can each

168



Venture capital

benefit from accelerated depreciation, investment grants,
government interest subsidies and tax-free allowance
rates.

Tax-free allowance rates apply to the value of new pro-
ductive investment and the percentage of annual net
profits to which such allowances may be applied are
graduated depending on the area of the investment (60
to 100% of the profits). It is clear that from this point
of view equity finance is preferable to debt finance.
These tax-free allowance rates do not apply on profits
distributed as dividends.

Also, export incentives are offered to domestic and for-
eign enterprises which export from Greece. For equity
finance, it is important to note that there is a 1% deduc-
tion from taxable profits calculated on total export sales
for industrial enterprises without formal justification.
Exceptionally, for the years 1988 to 1991, this allow-
able deduction has been increased to 3% on exports of
up to DR 1 billion and 2% on exports between DR 1
and 3 billion. Oil-export companies are granted a flat
1% deduction. It is not certain yet whether the increased
incentive will remain valid after 31 December 1991.

Rates
SAs

The normal rate of corporate income tax is 46% for
SAs. A 10% discount is granted when taxes are fully
paid. This discount effectively reduces the rate to ap-
proximately 41.4%. The corporation is only taxed on
retained profits. If it decides to distribute all profits, it
pays no corporation tax. As noted, it is anticipated that
this ratc will soon be reduced to 35% on all profits and
the dividend tax will be abolished.

EPEs

These companies are, as mentioned, subject to a with-
holding tax on their profits at a 15% rate. The EPE-
partners include the profits in their income tax returns.
The tax paid by the EPE for the partners’ account is,
however, deducted as a credit from the partners’ indi-

vidual returns. It is anticipated that, in 1992, the EPEs
will be taxed like the SAs (i.e. 35% tax on profits).

Reduced rates apply in the following cases:

e for industrial, mining and quarrying companies,
the rate is 40%;

® the rate is reduced to 35% for industrial, mining
and quarrying companies whose shares are quoted
on the Athens Stock Exchange or if they invest
amounts exceeding DR 50 million or if they meet
certain conditions pursuant to the investment laws
(1262/1982 or 1892/1990);

® the rate is 40% for all other companies incorpo-
rated in Greece, or if they meet certain conditions
pursuant to the investment laws (1262/1982 or
1892/1990).

These reduced rates reduce the withholding tax on dis-
tributed profits.

Are there specific regimes for certain SMEs (certain
zones, activities, projects)?

None exist.

How does a redemption of shares affect the tax position
of the SME?

Greek tax law does not provide for the issue of redeem-
able shares. Furthermore, it prohibits a company from
acquiring its own shares. Therefore, a redemption of
shares would be treated like an ordinary sale/transfer of
shares, combined with a reduction in share capital. Any
amount paid out in excess of the par value of the shares
(i.e. in excess of the capital reduction) is subject to divi-
dend tax.

Dividend distribution

Does a different tax regime apply to dividend distribu-
tion to X (shareholder of the SME) on the one hand and
to the VCC on the other hand?

No. Dividends paid by a resident company are not sub-
ject to any preferred treatment. Income from the SME
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(SA or EPE) or other forms of general partnership are
taxed in the hand of the shareholders/partners and not
in the hand of the distributing companies.

Does a different tax regime apply according to the dif-
ferent types of shares: ordinary, preference, founders’ or
other shares?

Yes, slightly different rates apply. The rates for divi-
dends from shares quoted on the Athens Stock Ex-
change are different from those for dividends not quoted
on the Stock Exchange (see below).

Is the tax base affected by the distribution of dividends
(deductible dividend)?

Yes. Only the undistributed profits of a corporation are
liable to tax at the corporate level. All dividends which
are distributed are deductible from corporate net profits
in determining the tax liability of the company.

Is the tax rate affected by the distribution of dividends?

No (unified rate of 46% or 40% depending on the activ-
ity of the company).

Is a withholding tax withheld? Rate? Exemptions?

In the case of distributed dividends, a withholding tax
is retained at the company level.

Distributed dividends for an SA are taxed in the hands
of the recipient, but tax is withheld by the company.
The withholding tax is normally a final tax, subject to
the comments in the following paragraphs.

The dividend tax withholding rates are:

(a) for dividends from shares quoted on the Athens
Stock Exchange:

42% for distribution of registered shares;
45% for distribution of bearer shares;

(b) for dividends from shares not quoted on the Stock
Exchange:

47% for distribution of registered shares;
50% for distribution of bearer shares.

As noted, it is anticipated that dividend tax will be abol-
ished and a corporate tax of 35% will be introduced.
However, until such time, companies quoted on the
Athens Stock Exchange enjoy a reduced tax rate on
both retained earnings and dividends. The taxpayer may
include such dividends in income tax declaration and
may claim a credit for the tax withheld or treat the tax
as final tax. Dividends received on shares quoted on the
Athens Stock Exchange are completely exempt up to an
amount of DR 50 000 annually per listed company and
up to an aggregate amount of DR 200 000 annually if
the dividends are received from more than one com-

pany.

An important exemption is that dividends distributed to
investment holding companies are not subject to with-
holding tax.

Example for SAs:

Profits 8 000 000

Dividends distrib-

uted -4 000 000
Retained earnings 4 000 000
corporate income

tax 46 % — 1840000
Net profits after

tax 2160 000
Dividend

withholding tax

e.g. 47% 4 000 000 1 880 000
Net dividend 2120000
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EPEs

The partners of an EPE effectively suffer a withholding
tax of 15%, which is refundable if they do not have
enough income to reach that tax level. EPE-parts can-
not be listed on the Athens Stock Exchange.

If previously retained earnings (taxed) are subsequently
distributed as dividends, dividend withholding tax is
still applicable; however, corporate tax previously paid
can be set off against the dividend withholding tax to
be remitted (i.e. the dividend declaration is at the gross
amount). A refund (to the company) will be made if the
ultimate dividend rate is lower than the corporate tax
previously withheld.

2.3. Taxation of the VCC

Corporate taxation

Are the costs related to the creation of the VCC deduct-
ible?

Yes.

Are management costs and interest deductible?

Interest on loans incurred for purely business purposes
is deductible if placed with Greek banks or authorized
branches of foreign banks. Interest paid on the share
capital of an SA is considered to be a distribution. How-
ever, interest paid on loans from sharcholders can be
deducted as a normal cost of finance. Interest paid by
an EPE on loans from the partners is deductible for the
purpose of computing the amount subject to the with-
holding tax of 15% on profits.

Management costs are deductible as long as they are
considered a productive expense.

How are dividends taxed?

Dividends from the SME are taxable in the hands of the
shareholders (VCC). What does this imply? Is the net
dividend grossed-up with the withholding tax of 47%
and then taxable?

When the VCC operates as an investment holding com-
pany, the dividends remain untaxed.

What is the capital gains taxation if the shares of the
SME are sold? What about capital losses?

Profits resulting from the sale of securities are consid-
ered regular trading gains (income) unless put in a spe-
cial reserve account used to cover future losses from the
sale of other securities.

Capital gains resulting from buying and selling of shares
by enterprises are considered regular trading gains (in-
come), unless put in a special reserve account. If such
gains are distributed or if the company is dissolved, the
gain becomes subject to income tax.

If the VCC operates under the form of an investment
holding company, capital gains (and other income)
earned by similar gain will not be subject to any tax.

Capital losses are deductible from the profits of the year
in which the capital losses are realized or used to reduce
the above referred to reserve (see previous comments).

What is the tax position of the VCC in case of redemp-
tion of the shares by the SME?

See previous comments.
Are there specific regimes?

A VCC can operate under the form of an investment
holding company in which case the VCC will be ex-
empted from all taxes on its capital and its total income.
When the VCC operates as an investment holding com-
pany, the VCC will be obliged to send a declaration to
the company in which it has investments, so that no
withholding tax is paid on the dividends paid to these
investment holding companies. When the VCC operates
under Law 1775/1990, certain benefits are provided. 1f
the VCC does not operate either as an investment hold-
ing company, or under Law 1775/1988, the normal
rules apply.

Rates
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See above (situation of the SME).
Is there recoverability of the tax withheld by the SME?

Yes. However, when the VCC is an investment holding
company, the SME will not withhold any withholding
tax.

Distribution of dividends by the VCC

Does a different tax regime apply according to the dif-
ferent types of shares: ordinary, preference, redeemable,
other shares?

No.

Is the tax base affected by the distribution of dividends
(deductible dividend)?

Yes, since domestic corporations are not subject to
income tax on distributed profits. In case of an invest-
ment holding company, the VCC is fully tax-exempted.

Is the tax rate affected by the distribution of dividends?

Yes (see Section 2.2 “Tax situation of the SME’). In the
case where the VCC operates as an investment holding
company no VCC will be fully tax-exempt.

Is a withholding tax withheld? Rate? Exemptions?
(See Report about leasing)

In case the VCC is an investment holding company,
withholding tax is withheld under the following condi-
tions:

e Dividends of up to DR 200 000 paid in a financial
year to sharcholders of one or more investment
holding companies are exempted from income tax.
This exemption can be used in application of pro-
visions which exempt dividends of up to DR 50 000
per year per shareholder from any company quoted
on the Stock Exchange, but whether used alone or
in combination, the maximum tota] exemption can-
not exceed DR 200 000.

® Investment holding companies distributing divi-
dends of less than DR 200 000 will not withhold
tax as long as the shareholder declares that he has
not been granted another exemption from the tax.

® Dividends distributed by an investment holding
company are exempt from income and other taxes,
levies, contributions, rights, and all other charges
for the benefit of the State or third parties up 1o the
amount that such dividends are derived from sales
of securities or shares at a profit, the income from
which is exempted from tax according to the exis-
ting provisions.

® [n case the VCC is not an investment holding com-
pany, dividends of up to DR 50 000 per year per
shareholder from any company quoted on the Ath-
ens Stock Exchange, up to a maximum total of DR
200000 for dividends received from more than
one corporation, are exempt from income tax.

Are specific regimes available?
(See Report about leating, 11.2.4)
Transfer of shares

In case of transfer of the shares of the SME, do special
taxes apply on these transfers?

Transfer of shares in general is exempt from VAT and
from stamp tax.

2.4. Tax situation of X (individual share-
holder)

Is the interest paid on the loans granted in view of the
purchase of the shares of the SME deductible?

Yes, but only against income (dividends) arising from
the shares and only where the loan is from prescribed
lending institutions.

How are the dividends taxed?
The withholding tax on dividends is normally a final

tax, although the shareholder may elect for income tax
liability, with a credit for the tax withheld, in the case
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of dividends on shares which are quoted on the Athens
Stock Exchange or which are registered non-quoted
shares.

The withholding tax withheld, rates and exemptions
discussed apply here as well.

What is the capital gains taxation like if the shares of
the SME are sold? What about capital losses?

In principle, there is no capital gains tax in Greece and
these gains are tax-exempt. If the individual is required
to maintain double entry books, the treatment will be
the same as that described under 2.3. (taxation of the
VCC). Otherwise gains are exempt and losses are of no
effect.

25. In case the SME is not a company
but an unincorporated enterprise

If the VCC participates in such an enterprise, how does
this affect the position of the enterprise?

A limited partnership can be created. However, such a
partnership must have at least one partner with unlim-
ited liability. An investment holding company by defi-
nition cannot participate directly in an unincorporated
enterprise.

Is a transparent company (partnership) created?

Yes.

If so, what are the tax implications (both for the enter-
prise and the VCC)?

The profits are taxed in the hands of the partners in their
income tax category.

3. Debt finance

Preliminary question: Is there a debt/equity ratio to be
respected?

Loan financing of business in Greece is generally not
governed by any legal rules as such. It is guided by gen-
eral economic conditions and the amounts granted de-
pend on what can be negotiated with the lender and on
the guarantee under which a particular business offers
to undertake the loan.

3.1. Tax situation of the SME

Does the distinction between the following types of
loans have implications on the tax situation of the
SME?

®  ordinary loans,
®  convertible loans,

®  profit-sharing loans?
No.

What is the deduction regime for the different types of
loans?

Are there specific regimes available?

What is the situation if the VCC also participates in the
SME?

Interest due or paid on loans incurred for purely busi-
ness purposes is deductible.

Interest paid on the share capital of an SA is considered
to be a profit distribution. However, interest paid on
loans from sharcholders can be deducted as a normal
cost of finance.

If the VCC participates in the SME, excess interest paid
to the sharcholder (the VCC) will be considered as a
hidden distribution and taxed as dividends.

Interest paid by enterprises qualifying under the incen-
tive legislation is eligible for an interest grant. The Gov-
ernment has undertaken to subsidize the interest paid on
loans made for the purpose of the investment. This sub-
sidy will be in the samec proportion to the interest paid
as the ratio of the grant given to the total investment.
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Interest subsidies will not be granted if the investment
qualifies for tax-free investment allowance.

What is the withholding tax in each case of the differ-
ent types of loans?

The withholding tax on non-exempt interest paid to a
resident company is 25%. In addition to the withhold-
ing tax, a stamp duty is imposed on the payment of
interest on loans at the rate of 1 to 4%. However, from
1991, only a 10% withholding tax is levied on interest
received from bank deposits and from other interest-
bearing securities issued by private banks and certain
companies. If this condition is met, the SME shall only
withhold 10% withholding tax.

Is an exemption of withholding tax applicable to inter-
est payments by the SME to an investment company,
shareholder of the SME?

No.

3.2. Tax situation of the company that
grants a loan to the SME

What is the situation concerning the different types of
loans: ordinary loans, convertible loans, profit-sharing
loans, other types?

In respect of the taxability of the interest, are there
exemptions or reductions for certain zones or activi-
ties?

No.

How are the capital gains on receivables taxed? What
if the loan is converted into capital with capital gains
or losses?

These capital gains are taxable at a flat rate of 30%.

Is a deferral of capital gains tax possible?

No.

Are capital losses on receivables realized by the VCC
deductible?

If the taxpayer is in a position to prove that certain
debts have become uncollectable and that they have
been written off, then they are deductible.

Are interest payments for the acquisition of the funds
deductible?

These interest payments are deductible.

Is there a withholding tax on interest paid by the VCC?
Are exemptions available (e.g. in case of payments to
the European Commission)?

Interest paid to a resident company is, in principle, sub-
ject to a withholding tax at the rate of 25%. However, a
10% rate can be applicable (see above). Interest pay-
ments to the Commission are not subject to any with-
holding tax.

3.3. Tax situation of the fund

Can the fund recover the withholding tax on interest,
withheld by the VCC?

Yes, the withholding tax is similar to an advance tax.
The gross interest is included with all other income of
the enterprise and is taxed at the full rate with credit for
the tax withheld at source.

Is the interest taxable?
Yes.

Is there a specific regime for funds?

No.
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Practical guidance
L. Equity finance
1. Scheme
Commission Private investors
Greek Individual
VCC shareholder
SME
II. Debt finance
1. Scheme
Commission Regional authorities
Fund Other
investors
S ]
VCC  frmmmmmmmenese . Individual
. shareholder
SME
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2. Comments on structure

2.1. Position of