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This Report represents the conclusions of the work of the Venture Capital Tax Expert
Group on Removing Tax Obstacles to Cross-border Venture Capital Investments.
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1. THE ISSUE

There is a need within the European Union (EU) for a dynamic venture capital (VC) industry that
is capable of providing early-stage equity financing to the EU's most innovative high-growth
small and medium-sized enterprises (SMEs). SMEs and businesses backed by financial and
business support such as VC can generate economic growth, create new jobs and contribute to
the design and use of new knowledge and technology. Active VC markets would be important
drivers of the more competitive, entrepreneurial, innovative and dynamic European economy
that the EU's Lisbon Strategy? aims to achieve. VC investment can also play a significant role in
strengthening European economies in the current economic turbulence and downturn.

However, the EU VC market still works below its potential. There are natural obstacles arising
from differences of language and legal and regulatory requirements. However, one of the main
reasons identified is the lack of cohesion between the 27 tax systems across the EU that can
lead to double taxation, tax treatment uncertainties and administrative obstacles. The result is
that VC tends to be restricted to domestic national markets rather than extending across the
larger EU and international markets. Most Member States have agreed bilateral double taxation
conventions (DTCs) between each other that are generally based on the Model Double Tax
Convention of the Organisation for Economic Cooperation and Development (hereafter the
OECD Model). These should normally allocate taxing rights to prevent the occurrence of double
taxation. However, this is not always the case because the often complex commercial structures
used in VC are not always accommodated by DTCs. This is why the cross-border management
of VC funds risks creating a layer of taxation at the level of the management of the funds. The
different tax treatment of VC funds in different Member States creates further problems.

Furthermore, many experts in the Group that have produced the present Report believe that
the tax treatment applied to VC Fund Managers and investments in VC s less favourable than
that applied to public equity managers and investments in public equity. The experts point
out that, regardless of the many similarities between the activities of managers of public
and private equity?, the activities of public equity managers are accepted as activities of
independentagents and, as such, as not creating a permanent establishment for the investors
in their country. The activities of managers of private equity funds, on the other hand, could
constitute permanent establishments for the funds.

VC could make a greater contribution to the EU economy if the tax environment across the
EU took better account of the industry's specific concerns. If funds were able to freely operate
across borders, they would achieve economies of scale. In addition, specialised sectoral
expertise would emerge which would increase investment amounts, diversify portfolios and
improve investors' returns. Most importantly, this scenario would increase competition by
lowering costs for existing participants and new entrants into the market.

Tax authorities are naturally concerned about protecting their tax bases. However, the current
tax rules are such that a fund has to resort to restricting its activities artificially in order to avoid
additional tax at the management level and this greatly reduces the effectiveness of VC in the

"' The group finished the main part of its work in June 2009. The report therefore mainly reflects the situation prevailing at that data, including in particular
the tax legislation in force in EU Member States at that time.

2 See glossary for definition of this and other frequently used terms.

* See later detailed comparison of public and private equity fund management activities.



EU single market. Therefore, the value of retaining the status-quo must be weighed against
the impact of having a sub-optimal environment in the EU for attracting and encouraging VC
investment into businesses. Addressing the taxation problems of the VC industry and improving
the current environment will ultimately raise tax revenues from dynamic and growing European
businesses. Successful venture companies often become, in time, major companies.

This report considers and proposes solutions to certain taxation problems that arise when VCis
provided across borders within the EU.

2. MAIN FINDINGS

VC cross-border investments require a local presence (i.e. in the state of the portfolio company)
to help the VC Fund Manager source new investments in those states and look after investments
it has acquired there.

Ideally, the activity at thelocal level should include fullmanagementfunctions (basically the capacity
to make or actively contribute to investment decisions and manage the portfolio companies).

Currently in Europe we see that, when a Fund Manager operates in the state of the portfolio
company, the Manager's activities risk creating a permanent establishment for tax purposes for
the VC fund or for its investors in that state.

The VC Fund Manager will wish to avoid this permanent establishment risk so as to prevent
double taxation (i.e. to prevent taxation of the investment in the country where the investment
takes place and also in the country where the investors are located). Such double taxation can
make investing in private markets uneconomic for investors.

Owing to the uncertainty regarding whether tax authorities of the local state view the activities
of the VC Fund Manager as creating a permanent establishment or not, the Fund Manager
currently has to limit its activities at the local level to the mere provision of advice. This advice
is, in fact, usually provided by separate advisory companies which analyse the local market,
identify and evaluate potential investment opportunities and prepare investment proposals,
with appropriate input from the VC Fund Manager, but do not carry out management functions.

At present, such a situation is highly inefficient, costly and complex and can potentially deter
investments (and it does not completely eliminate the risk of permanent establishment).

Another problem for VC funds is the fact that the tax classification and tax treatment of the
funds varies from one Member State to another. The funds may be treated as transparent or
non-transparent, subject to tax or not subject to tax and trading or non-trading. Different
treatment in different Member States is a further potential source of double taxation which is
not currently addressed.

3. ConcLusions ofF THE ExPerT GRouP

The VC Tax Expert Group looked into these problems from May 2007 to June 2009. In accordance
with its mandate, the Group identified a number of situations where taxation, and specifically the
risk of double taxation, was a potential issue in cross-border investment situations. In the light
of this, the Group discussed a number of possible solutions that could provide a “toolbox” for
consideration by EU Member States. Some experts of the Expert Group believe that the conclusions



should be limited to VC funds and investors resident in EU Member States, arguing that expanding
the favourable treatment proposed in the report to entities or individuals that are located in non-
EU low tax jurisdictions or are not subject to full liability to tax could cause competition between
non-EU funds and investors and EU funds and investors. However, the majority of the experts
represented in the Group oppose such a limitation. The possible solutions are as follows:

1) The optimum solution to the taxation problems would be for the tax authorities of the state of
the portfolio company to confirm that the activities of the Manager of aVC fund in connection
with the VC fund and its investors can be classified as those of an independent agent, as
defined in the OECD Model, and therefore cannot be treated as a permanent establishment
of the VC fund or its investors in the country where it carries out its management functions.
This could be achieved through clear statements from tax authorities that they agree with
this treatment of VC Fund Managers.

2) If, however, an investor has a permanent establishment in another jurisdiction and the
investment in the fund is properly attributable to that establishment, the profits arising to
the investor could be taxed in that other country.

3) The state of the portfolio company would still retain full taxing rights over any income/gains
arising totheVCfundinitsjurisdiction. If the VC fund is non-transparent for tax purposes, then
the state of the portfolio company would apply the DTC between itself and the jurisdiction of
the fund vehicle (if one exists and if the fund meets the conditions provided by the relevant
article of this DTC to be considered a resident) in order to determine whether to apply tax
on dividends, interest and capital gains flowing to the fund. If the VC fund is transparent, the
state of the portfolio company would apply the DTCs between itself and the countries of
residence of the investors.

4) The VC Fund Manager should be taxed on an arm's-length basis on the management fees that
it earns in respect of services that it performs in each jurisdiction in which it has a presence.

5) Those Member States agreeing with the conclusions of this report should arrive at guidelines
or at a legally binding agreement concerning mutual recognition of the classification for tax
purposes of the legal forms of VC funds. This would provide that all Member States would
recognise the tax classification and tax treatment applied by the home country of a VC fund
(i.e. as transparent or non-transparent; subject to tax or not subject to tax; trading or non-
trading). Where a VC fund is treated as non-transparent in its home country, Member States
would, as a result of this mutual recognition, agree that the fund is resident in that country
for the purposes of the application of DTCs if it meets the conditions provided by the relevant
articles of these conventions to be considered a resident. This would help to increase legal
certainty and reduce the risk of economic and/or juridical double taxation.

6) Another solution would be that EU Member States would agree on a list for the classification
as either transparent or non-transparent of certain specific legal forms which are often used
for VC funds.

Although there was some discussion of the possibility of a common or universal EU VC vehicle
along the lines of the European Company (Societas Europaea) or the European Private Company
(Societas Privata Europaea), it was beyond the mandate of the Group to consider the case for
such a vehicle.



|. PREFACE

Many commentators view the EU VC industry as currently operating below its potential.
Among the chief reasons for this situation are that the VC operating environment in the EU
is fragmented, with 27 sets of tax, legal and regulatory systems hindering national and cross-
border fundraising and investment processes.

The EU's Council of Ministers has on several occasions recognised the need to reduce this
fragmentation of the VC operating environment across the EU. Furthermore, the Council has
invited EU Member States to continue their own individual efforts to address the current
failure and barriers. The Council has acknowledged* that, in order to flourish, an EU-wide VC
market requires clarity and certainty, including in the field of taxation. Professional VC Fund
Managers must be able to raise capital and invest across borders within the Single Market
without incurring unfavourable tax treatment and disproportionate administrative burdens.
There is, above all, a need to eliminate double taxation problems and legal and administrative
uncertainty at national level.

The European Commission has taken certain steps towards identifying and tackling obstacles
to cross-border VC investments in order to create a true EU VC market. As regards taxation, it
created the VC Tax Expert Group in May 2007. The mandate of the Group, which consisted of
representatives of business and of national administrations in Member States, was to identify
cases of double taxation and other direct tax obstacles encountered by cross-border VC
investments and reflect on ways to overcome them.

The Group finalised its work in late 2009 and its main findings and conclusions are summarised
in this report.

All the experts were appointed in a personal capacity and the European Commission facilitated
discussions and acted as secretariat.

It should be noted that not all Group members necessarily agree with every conclusion in
this report. In cases of dissent, the final report reflects the views of the majority of experts.
Nor should the VC Tax Expert Group's report be construed as in any way reflecting the official
position of the European Commission and its services, of the Member States or of the private
organisations represented.

# Cf Competitiveness Council Conclusions (29-30 May 2008) http://register.consilium.europa.eu/pdf/en/08/st10/st10174.en08.pdf
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Il. BACKGROUND

The European Commission has taken several initiatives that have included elements aimed at
improving the tax environment for cross-border VC investment in the EU.

Il. 1 Risk Capital Action Plan®

The Commission in March 1998 published a Communication "Risk capital: a key to job creation in
the European Union" that was intended to promote co-ordinated action at Community level to
stimulate the expansion of risk capital markets®. This Communication identified six categories
of barriers (one of which was taxation) to the creation of EU-wide risk capital markets and
proposed an Action Plan and timetable to remove those barriers.

Following discussions with Member States, the Commission adopted this Action Plan, known
as the Risk Capital Action Plan’, in June 1998. It suggested that Member States should, inter
alia, address the following tax issues: the economic double taxation of the profits of VC funds;
capital gains tax; and the difference in the tax treatment of low-risk capital (e.g. bank deposits,
bonds) as compared with that of VC.

In November 2003, the Commission's Final Report on the Implementation of the Risk Capital
Action Plan® highlighted the need to eliminate tax obstacles to cross-border investments
(such as the tax treatment of dividend, interest and royalty payments, cross-border losses and
restructuring), and the need for co-ordinated action in international fora to eliminate economic
and juridical double taxation.

Il. 2 Green Paper on the Enhancement of the EU Framework for Investment funds®

The Commission in its Green Paper on the Enhancement of the EU Framework for Investment funds
of July 2005 concluded that the EU market for investment funds is still fragmented. It proposed
the creation of an Expert Group on Alternative Investment funds' to report on how the EU
framework for investment funds could be improved. In July 2006 the Expert Group published
its report: Developing European Private Equity' which called for a better tax environment for
investments in private equity and VC, suggesting that the guiding principle for the taxation of
private equity funds should be that the investor would only be taxed in its home country on
capital gains.

II.3 Commission Communication "Financing SME Growth — Adding European Value"

The Commission, in its Communication “Financing SME Growth — Adding European Value”? of
June 2006, said that EU businesses including SMEs require an integrated, open and competitive
financial market for risk capital and in particular for VCin order to be internationally competitive.
Facilitating cross-border VC investments is therefore a key goal and the Commission called for
concrete and pragmatic steps to overcome the existing legal, tax and regulatory barriers to
such investments.

> http.//ec.europa.eu/internal_market/securities/docs/risk_capital/sec98_552_en.pdf

® This Communication defines risk capital markets, as markets providing equity financing to a company during its early growth stages (start-up and development).
It covers three types of financing: 1) business angels 2) VC and 3) stock markets specialised in SMEs and high-growth companies.

7 http://ec.europa.eu/internal_market/securities/docs/risk_capital/risk_cap_act_plan_en.pdf

& http://eur-lex.europa.eu/LexUriServ/LexUriServ.do?uri=COM:2003:0654:FIN:EN:PDF

? COM(2005)314 final

19 http.//europa.eu/rapid/pressReleasesAction.do?reference=IP/06/96&format=HTML&aged=0&language=EN&guiLanguage=en

' http.//ec.europa.eu/internal_market/investment/docs/other_docs/reports/equity_en.pdf

12 http.//eur-lex.europa.eu/LexUriServ/LexUriServ.do?uri=COM:2006:0349:FIN:EN:PDF
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Annex | to this Communication outlined the actions that the Commission would take to create
a single market for VC funds. Those actions included establishing two expert groups: one
group with a broad mandate to identify obstacles and solutions concerning cross-border VC
investments (‘the VC Expert Group'), and a second group to look more specifically at the tax
issues arising in conjunction with those investments ('the VC Tax Expert Group').

While the VC Expert Group dealt only to a limited extent with tax issues, since those issues were
not part of its remit, the Group's final report'® nevertheless identified a number of direct tax
issues hindering cross-border VC investment and proposed some possible solutions.

Il. 4 Commission Communication "Removing Obstacles to Cross-border Investments by
Venture Capital funds'"

The 2007 Commission Communication "Removing Obstacles to Cross-border Investments by Venture
Capital funds" highlighted the fact that, at present, there is a need to put in place complex fund
structures with parallel vehicles in order to minimise the tax disadvantages from investing across
borders. The high transaction costs of setting up and managing such structures, together with
the existing legal uncertainty, act as a disincentive to cross-border VC investment.

Il. 5 Commission Proposal for a Directive on Alternative Investment Fund Managers

The Commission's proposal for a Directive on Alternative Investment Fund Managers' (AIFMs)
of 29 April 2009 aims to create a comprehensive and effective regulatory and supervisory
framework for AIFMs, including VC, in the EU. Subject to compliance with high and stringent
regulatory standards, the proposed Directive would give AIFMs Single Market rights in return,
permitting AIFMs established in Europe to provide their services in the Community and
market European Alternative Investment Funds across the EU. The Directive would also allow
the marketing of Alternative Investment Funds from non-EU countries into the Community,
but on the condition that these countries comply with stringent requirements on regulation,
supervision and cooperation, including on tax matters. With respect to proportionality and the
impact of the proposed AIFM Directive on VC business, the proposed Directive acknowledges
the need to ensure that smaller Managers are not subject to disproportionate requirements and
that venture capital companies are not put under additional pressure, because their continuing
ability to provide risk capital is of particular importance in the current economic climate.

Il. 6 VC Tax Expert Group on Removing Tax Obstacles to Cross-border VC Investments

The Commission set up the VC Tax Expert Group on Removing Tax Obstacles to Cross-border VC
Investments in May 2007, building on previous Commission work and on the conclusions of the
VC Expert Group and of the Expert Group on Alternative Investment funds. The VC Tax Expert
Group consisted of 33 representatives'® of business and national administrations in EU Member
States, who were appointed in their personal capacity as experts in their field.

The VC Tax Expert Group had a two-fold mandate:

1. to identify cases of double taxation and other direct tax related obstacles encountered
by cross-border VC investments; and
2. to consider possible ways of overcoming such obstacles.

13 http.//ec.europa.eu/enterprise/newsroom/cf/document.cfm?action=display&doc_id=1094&userservice_id=1&request.id=0
4 http.//ec.europa.eu/enterprise/newsroom/ct/itemlongdetail.cfm?item_id=2033&lang=fr

'S http://ec.europa.eu/internal_market/investment/docs/alternative_investments/fund_managers_proposal_en.pdf

16 Those members of the Group who have agreed to have their names published are listed at Annex V.
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The Group has not dealt with uncertainties regarding state aid, forms of management
remuneration such as carried interest, or VAT.

9 meetings took place between May 2007 and February 2009 and the Group finalised its work
in June 2009. Its main findings and conclusions are summarised in this report. The Annexes to
the report contain relevant background information including a glossary of useful terms and
the treatment of various VC vehicles and tax regimes within the Member States, as well as a
chapter on Difference in Treatment. This chapter gives an overview of the existing case law
of the European Court of Justice on the different treatment of residents and non-residents in
various cross-border situations in order to clarify some of the potential situations where VC tax
treatment may constitute an infringement of EU Treaty freedom:s.



I1l. THE CoNcePT oF VENTURE CAPITAL

I1l.1 Definition and characteristics

For the purposes of this report, 'venture capital' (VC) is understood to be a subset of private
equity. VC investments'” are those which are made in unlisted companies for the launch,
early development or expansion of a business. VC is thus capital co-invested with the
entrepreneur in order to provide seed or start-up capital, or to fund an expansion of the
business. The bulk of the capital is in equity form, not debt. The high risk that investors take
over a long term of investment and the increased risk of loss are offset by the expectation of
higher than average returns.

Table 1 below presents the typical VC characteristics.

Source: OECD Paper on Venture Capital and Innovation'®

A venture capital investment is generally characterised by the following key aspects:
« Venture capital shares the business risk with the entrepreneur.
« Investment is generally long term, between 3 and 7 years.

- Asthe capital is at risk, venture capitalists work in a partnership with the entrepreneurs of the
business. They assist at the strategic level and provide support and advice to entrepreneurs
based on their expertise, experience and contact base. In short, venture capitalists add value
to their equity investment to maximise the long-term return.

« Venture capitalists look at a company’s market, at the strategy and above all at the
management and entrepreneurial team before looking at the financial side of a prospective
investment.

« Venture capital has no special need for dividend returns, and investment returns are
harvested primarily in the form of capital gains at the exit, when the company is listed on a
stock market or when it is sold to another investor.

Table 1. Typical VC characteristics
lll.2 The importance of Venture Capital and its operating environment

From a public policy viewpoint, VC has long provided equity finance to young, innovative,
high-potential, growth-oriented SMEs and businesses in the EU. These companies are
vital for job creation'®, economic growth, innovation and competitiveness enhancement.
Thus, VC investment activity is consistent with the EU’s Lisbon Strategy objectives, as
well as with many other EU policy goals, such as SME initiatives®, the Competitiveness
and Innovation Programmes?', and the development of cross-border ‘clusters’ to support
technology transfer?.

17 VIC investments are also made by private equity firms, when expanding their respective horizons in order to capture new opportunities. From the portfolio
company’s point of view, there is a need for different funds to invest in the different stages of the expansion. One single VC fund is often from an investment
portfolio perspective unable to fund the portfolio company alone, and will have to rely on multi-stage funds. Some of the largest and most established
private equity funds, particularly in the US, have historically made the most seed investments. Refer to: Dimov, D. & Murray, G. (2006); The Determinants of
the Incidence and Scale of Seed Capital Investments by Venture Capital Firms.

"¢ See page 22 in OECD (1996), Venture Capital and Innovation, available online under http.//www.oecd.org/datacecd/35/59/2102064.pdf

19" Private equity and venture-backed companies employed close to 6 million people in Europe (the EU, Switzerland and Norway). Venture-backed companies
accounted for close to T million jobs. 630,000 new jobs were created by venture-backed companies, growing employment by an average rate of 5.4% annually
over the period between 2000 and 2004. This was eight times the annual growth rate of total employment in the EU 25 (0.7%) between 2000 and 2004. Source:
"Employment Contribution of Private Equity and Venture Capital in Europe” EVCA. November 2005.

20 http://ec.europa.eu/enterprise/sme/index_en.htm

2l http://ec.europa.eu/cip/index_en.htm

2?2 http://ec.europa.eu/enterprise/innovation/doc/com_2008_652_en.pdf


http://www.oecd.org/dataoecd/35/59/2102064.pdf
http://ec.europa.eu/enterprise/sme/index_en.htm
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http://ec.europa.eu/enterprise/innovation/doc/com_2008_652_en.pdf

VCinvestments also provide longer term risk-adjusted returns to institutional investors.

However, despite the benefit of the VC industry to the EU economy, the industry still works
below its potential, because it does not benefit from the same level of integration as public
financial markets. Its operating environment is a patchwork of 27 different national regimes?.
The VC industry could make a greater contribution to the EU economy if the tax environment
across the EU, in particular, took better account of the industry's specific concerns and did not
differentiate between this investment class and investments in public equity. If funds were
able to operate across borders, they would achieve economies of scale. In addition, specialised
sectoral expertise would emerge which would increase investmentamounts, diversify portfolios
and improve investors' return.

% Annex VIl provides an overview of 25 Member States tax regimes for VC investments.
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IV. TypicAL VENTURE CAPITAL FUND STRUCTURE FOR CROSS-BORDER INVESTMENTS

Prior to detailed consideration of the particular direct tax obstacles to cross-border VC
investments, it might be helpful to present an example of a typical cross-border VC fund
structure illustrating the different players, the flow of income, management and advisory
services.

Figure 2 below presents a typical VC fund structure. The flows of capital in such a structure are
described in Annex Il

Corporate investor m Familly offices m ' Pension funds, etc. |

Ownership of the fund Fund State / Third State

Investors’

State(s)
Limited Partners* ! General Partner*
: A
H Provides:
Provide Capital ! - Managenal expe_rtlse
| - Technical expertise
H - Capital
............................................... 1 [y g g Sy
VC Fund
State
ansparento
Non-Transparent
Invests capital
. Portfolio State/ Third State
Portfolio
State : Provides:
Portfolio Co. - Advisory services

Advisory Company
*In case of a transparent fund

Figure No. 2. A typical VC fund structure

There are five major components to a VC fund and its investments: the investors, the VC fund,
the VC Management Company (the VC Fund Manager)?, the Portfolio company and one or
several Advisory companies.

IV.1 Investors

These provide capital, which is pooled together by external managers (VC Management
Companies/ VC Fund Managers) into collective investment vehicles (usually called VC funds).
The investors seek external VC Management Companies with the investment objectives, track
record and capabilities that best match their require<ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>