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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

18



Financial Engineering

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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