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With ongoing changes both in na-
tional and international tax law, it is
essential tokeep an eye on new de-
velopments. Thelatest revisions and
innovations are summarized below.
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1. International Tax Law

1.1. US Tax Developments

US Sec. 965 Repatriation Provisions-
Further Guidance Issued concerning
Operation of the Legidlation

In late 2004 US Section 965 was en-
acted under the US American Jobs
Creation Act to provide a onetime only
85% dividends received deduction
("DRD") for repatriation of previously
untaxed foreign subsidiary profits. As
the legidation represented a new ater-
native to the long established foreign
tax credit regime there was little guid-
ance available asto how to actually
perform the calculationsneeded. The
IRS initialy published guidance in
early 2005 on certain aspects of the
legidation but till left unresolved
many key issues. Within thelast four
months the RS has issued two sets of
guidance concerning how the provi-
sions of Section 965 areto be applied.
Thiswas on top of guidance aready
issue in January 2005 on selected is-
sues. Companies now should have
enough information to make a determi-
nation of the benefits of repatriation of
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foreign subsidiary earnings under the
Section 965 legidlation. Specificaly:

On May 10, 2005, the IRS released
Notice 2005-38, providing the second
round of guidance to U.S. shareholders
electing to claim the 85% DRD under
Section 965 for qualifying cash divi-
dends recelved from controlled foreign
corporations ("CFCs"). In very generd
terms, the notice addresses:

The effect of M&A transactions on
base period calculations and the
APB 23 limitation (the notice pro-
vides that base period inclusions
and APB 23 limitation are U.S.
shareholder-level attributes. Thus,
for example, ataxpayer's base pe-
riod amount is not affected if the
taxpayer disposes of CFCs whose
dividends, etc., contributed to the
base period amount);

The effect of M&A transactions on
the CFC related party debt calcula-
tion, as well as some more genera
issues with respect to that calcula-
tion (the notice provides that debt
is measured on a gross, not a net,
basis, that debt for these purposes
does not include certain trade pay-
ables, and that the acquisition or
disposition of U.S. shareholders
may affect the cal culation);
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The Section 78 gross-up issue
(concerning the gross-up for for-
eign taxes clamed as aforeign tax
credit, or “FTC"). As expected,
the notice provides in effect that
the gross-up is scaled back by
85%;

The disallowance of allocable ex-
penses (the notice provides that
only "directly allocable" expenses
are disallowed). Notice 2005-64,
discussed bel ow, also provides
further guidance on thisissue;
Certain technical interactions be-
tween Section 304 and Section 965
(clarifying that Section 304 divi-
dends can meet the chain dividend
rulerequirements). Section 304
creates a US tax fiction where,
typically, sale by a parent corpora-
tion of “brother” subsidiary shares
to another “sister subsidiary isre-
characterized asa dividend trans-
action to the parent followed by a
capital contribution of the brother
sharesto the sster company);
Required digributions by disre-
garded entities ("DES") receiving
CFC dividends (the notice clarifies
aprior rule and alows disregarded
entitiesto, for example, pay debt or
interest, or purchase assetsin order
to meet the cash distribution re-
quirement).

On August 19, 2005, the IRS released
Notice 2005-64, providing guidance on
the few remaining significant out-
standing issues, primarily concerning
the calculation of the foreign tax credit
and alternative minimum tax (“AMT"),
aswell as guidance on determining the
amount of disallowed expenses alloc-
able to the nontaxabl e portion of divi-
dendsrecelved. This guidance was
necessary particularly as concerns cal-
culation of the foreign tax credit and
deductibility of certain expenses alloc-
able to the dividend since the statute
requiresthe FTC and alocable deduc-
tionsto be scaled back to match the
partia taxability (i.e., only 15% inclu-
sion) of the gross dividend. Tothere-
lief of tax planners, the notice provides
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that interest expense will not be treated
as adirectly allocable (and thus par-
tialy nondeductible) expense.

Insightful Private Letter Ruling (PLR)
200525002 concerning Treaty inter-
pretation for Group Financing Compa-
nies

The IRS recently issued a PLR that
could potentially be taxpayer friendly
and which provided some insight into
the IRS' views on the Active Trade or
Business (“ATB”) test found in the
Limitation of Benefits (“LOB") clause
of most modern US Treaties.

While PLR 200525002 did not deal di-
rectly with the Swiss-US treaty, when
compared to similar provisionsin the
Swiss-US treaty, including the 1997
protocol, the IRS analysis and favorable
outcome would a so seem applicable to
Swiss finance compani es under the
Swiss-UStreaty. In particular, the
analysisin the PLR should provide
some comfort in the case of Swiss
Group financing companies that finance
US group operations, aslong asthere
are other active group nonfinancing ac-
tivities conducted in Switzerland.

Note that PLRs are not precedential and
thus can not be cited as authority for
positions taken by anyone other than
the person requesting theruling. How-
ever, the discussionsin PLRs can give
insight into the IRS' view on a particu-
lar technical issue.

Under most US tax tregties, aforeign
recipient of a US source payment is
generaly not entitled to US treaty bene-
fits unless satisfying one of the alterna-
tivetestslisted in therelevant treaty’s
LOB article. Onesuch testisthe ATB
test. In the case of group financing
companies, qualifying for treaty bene-
fits under the LOB, including the ATB
test, can be difficult since the making or
management of investments for its own
account isusually not consdered to be
the conduct of an active trade or busi-
ness, an ATB test requirement. Also,
the requirement that the US source in-
come be derived in connection with, or
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isincidental to, that trade or business
can be troublesome.

In PLR 200525002, the taxpayer, “For-
eignCo.”, acompany organized and op-
erating in an undisclosed country,
(“country A™), provides group financ-
ing to US financing and operating af-
filiatesas well asto other third country
related party affiliates. Unable to sat-
isfy other testsin the US-Country A
treaty LOB article, the taxpayer sought
to qualify for treaty benefit under the
ATB test.

In substance, the IRS held that even
though ForeignCo. was not itself di-
rectly engaged in the active conduct of
atrade or business, ForeignCo. could
be considered to conduct the active
business activities of the country A op-
erating affiliates. Effectively, For-
eignCo.’sand US financing affiliate’s
own assets, income and payroll are not
taken into account because these ac-
tivities do not condtitute active trades or
businesses. Instead, the focus of the
analysisison the activities of the
country A and US operating affiliates.
Concerning ATB test requirements that
the US source interest income be de-
rived in connection with the trade or
business of the taxpayer’ s finance busi-
ness, and that the taxpayers business
be substantial in relation to the US
trade or business generating the interest
income, the analysis again seemed to
focus on the aggregate activities of the
country A and US operating affiliates
and ignored the activities of ForeignCo.
and the US financing company.

In the case of the Swiss-US treaty, the
revised memorandum of understanding
(“MOU") regarding the 1997 protocol
to the treaty indicates that holding in-
vestments for one's own account will
not constitute an active trade or busi-
ness. However, the MOU further indi-
cates that a contracting state resident
who isengaged in an active trade or
businessis entitled to treaty benefit if
that person ‘(or a person related to that
person)’ isengaged in an active trade



or business. The MOU also indicates
that an item of income will be consid-
ered to be earned in connection with, or
to be incidental to, an active trade or
businessif the resident claiming the
benefitsisitself engaged in business, or
it is deemed to be so engaged through
the activities of related persons,......€tc.
The MOU discusses a favorable exam-
ple where an item of incomeis earned
by a contracting state person through a
holding company entity in the other
contracting state which is interposed
between the taxpayer and the other
contracting state operating affiliate.

Thus, this PLR may provide further
comfort in terms of obtaining US treaty
benefitsin certain group company
situations involving Swiss finance enti-
ties where the group a so conducts
other active activitiesin Switzerland.

Update on US Section 163(j) Earnings
Sripping Proposals

There have been various proposals over
the last few yearsto “tighten” or further
restrict US tax deductions for interest
paid by related US personsto foreign
related parties under the exigting US
section 163(j) earning stripping rules.
The Bush administration has tabled
proposals over the last two fiscal years
to restrict related interest deductions by
various required adjustment mecha-
nisms. Specifically, the proposalsin-
clude:
- Eliminating the current 1.5-to-1
debt-to-equity safe harbor;
Reducing the ATI limitation
threshold to 25% of ATI for dis-
qualified interest other than interest
paid to unrelated parties on debt
that is subject to arelated-party
guarantee ("guaranteed debt"); in-
terest on guaranteed debt would
continue to be subject to the 50%-
of-ATI limitation;

Limiting the indefinite carryfor-
ward period for disallowed interest
to ten years; and

Eliminating the three-year
carryforward period for excess
limitation.
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These proposals would be effective on
the date of first Congressional com-
mittee action on the proposal.

Aswith last year's proposal, the 2006
Budget proposal does not include the
"worldwide leverage test" or thetai-
lored debt-to-asset safe harbor ratio for
selected asset categories that were in-
cluded in the FY 2004 Budget propos-
als. However, further modificationsto
the earnings-stripping rules may be
proposed after the Treasury Department
concludes itsreport to Congress on the
effectiveness and deficienciesin the
current Section 163(j) rules for ad-
dressing income-reduction opportuni-
ties, which was mandated by Section
424 of the AJCA, and isto be ddlivered
by June 30, 2005. To-date, we have not
seen any indication that the report to
Congress on the effectiveness of cur-
rent Section 163(j) was delivered to
Congress, or that there are any active
considerations being given to proposals
to tighten Section 163(j). Itislikely
any discussion of budget proposals ad-
versaly affecting Section 163(j) will not
take place until latein 2005, if &t all
this year.

1.2 Germany

The obligation to disclose shareholding
interests takes shape

By letter of 17.08.2004, the Federal Fi-
nance Ministry (BMF) defined in more
detail the obligation to disclose share-
holding interests. Any person who di-
rectly holds at least 10%, or indirectly
at least 25%, of the capital of corpora-
tions, partnerships and bodies of assets,
or who has spent at least 150,000 EUR
to acquire al such interests, must dis-
close that fact to the Finanzamt (Tax
Office). The letter goes on to ded with
the compulsory disclosure of share-
holding interestsin foreign partner-
ships and the reporting obligation of
credit establishments, financid service
providers and insurance companies. To
that extent, the disclosure obligations
also apply to sharehalding interestsin
Switzerland. The disclosure obligation
must be satisfied by means of an offi-
cially prescribed form within one
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month of the incorporation or acquisi-
tion of the participation.

Investment tax act (InvaXG): doubtful
points and matters of interpretation

In alengthy letter of 2 June 2005, the
Federal Finance Ministry commentsin
detail on doubtful pointsand matters of
interpretation relating to the investment
tax act (InvStG) of 15 December 2003
(BGBI. | 2003, p. 2676, 2724). This
letter seeks to clarify the scope of ap-
plication of InvStG and the concepts
used in InvStG. The clarifications of
individual paragraphs of the investment
tax act arelikely to be of particular in-
terest to Swiss banks too.

Tax amnesty: subsequent legal uncer-
tainty in the case of foundations? Con-
sequences of the ruling of the Financial
Tribunal of Rhineland-Palatinate
Despite all the critical voices, the tax
amnesty turned out in the end to be an
attractive source of additiond revenue
for the German tax authority. The
originally planned total of EUR 5 hil-
lion was admittedly not collected. That
ishardly surprising asthis figure was
based largely on budgetary policy con-
Sderations. However, with atotal of
EUR 1.25 billion the tax amnesty
proved more successful than many ex-
pertshad predicted. The fact that reve-
nuedid not in practice “flood in” on a
scale similar to that following the Ital-
ian tax amnesty was also attributable to
the substantially more complex deter-
mination of taxable income. In addi-
tion, many investors of black money
have placed their assets, for reasons of
discretion and concealment, in founda-
tion or trust structures. Thisproce-
durein thefirst ingance regularly cre-
ates liability for German gifts tax which
inindividual cases may amount to as
much as 50% of the contributed assets.
In the early months of 2004, the am-
nesty brought very sluggish results, but
the Federal government went on to
publish alist of questions and answers
giving more far-reaching aidsto inter-
pretation asto the procedure to be
adopted with such foundations. Asa
result in many cases no giftstax was



found to be payable. The specific indi-
vidual case was clarified under a neu-
tral preliminary enquiry procedure
with the German finance administra-
tion. The finance administration then
indicated its position on this matter asa
matter of course in writing.

However, the Finance Tribunal of
Rhineland-Pa atinate went on to publish
on 5 April 2005 (4 K 1590/03) afirst
basic ruling on the transfer of assetsto
afoundation in Liechtenstein. Accord-
ing to that ruling, such aprocedureis
always liable for German gifts tax even
though in the case in point under the
terms of the Foundation “regulation”,
all therightsto the entire assets of the
foundation and the earnings thereon ac-
crued to the plaintiff for hislifetime. In
addition, the plaintiff was also at liberty
to amend the “Regulation” at any time.
But the legal action met with no suc-
cess. Thefact that the plaintiff had dis-
posal authority at al times did not
mean that the foundation itself had no
such disposal authority. The finance
tribunal saw thisasalegal position
comparable to that arising when a do-
nation is made with a discretionary res-
ervation of aright of revocation and
therefore decided that liability for do-
nations tax would also be incurred in
such cases. The German financial ad-
ministration immediately responded to
the subsequent uncertainty created asa
result by issuing a pressrelease. Ac-
cording to this text, cases of tax am-
nesty ar e always cover ed by the pro-
tection of confidentiality provided that
awritten opinion was sought through
an anonymous preliminary enquiry.

Incompatibility of the split corporation
tax rate with European law?

Once again, a German tax provision —
even if it has already been abolished —
is being reviewed by the European
Court of Justice to decide whether it is
compatible with EU legidation. In the
CLT-UFA case, the Cologne-West Tax
Office had requested the EU Court of
Justice to rule on the potential incom-
patibility with European law of the split
corporation tax rate under the imputa-
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tion procedure which has been abol -
ished since the 2001 assessment period.
Background to the case: profits which
had been earned in Germany by the
business establishment of a company
registered in a different Member State
had been assessed for afixed corpora-
tion tax rate of 42% without any possi-
bility of an abatement; on the other
hand, profits made by a company based
in Germany, for example asubsidiary
company, and paid out by that subsidi-
ary company in full to its parent com-
pany based in another Member State,
areonly liable for atax rate of (most
recently) 30%. In his conclusions, the
Advocate-Genera stated hisview that
it was incompatible with the freedom of
establishment for a company based in
another EU Member State to be refused
atax abatement for taxation of the
profits of its independent domestic
branch establishments from which it
would have benefited if its activity had
been pursued by a subsidiary company.

Tax decisions for EU/EEA companies
with limited tax liability should — asfar
as possible — be held open by the appeal
procedure up to the assessment period
2000 inclusive (date of thetransition to
the half-revenue procedure). For the
German places of business of Swiss
parent companies, the anticipated
judgment is unlikely to have any im-
mediate implications as Switzerland as
anon-Member State of the EU isnot
concerned by rulings handed down by
the EU Court of Justice on freedom of
establishment.

1.3 ltaly

Current status of negotiations Saitzer-
land — Italy

Recent negotiations with Itay have fo-
cused on the application of the Agree-
ment between the European Commu-
nity and the Swiss Confederation pro-
viding for measure equivalent to those
laid down in Council Directive
2003/48/EC on taxation of savingsin-
come in the form of interest payments
(hereinafter referred to as “EU-savings
agreement”) entered in force on July 1,
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2005. Additiona meetingsin this con-
nection aswell asregarding the revi-
sion of the doubl e tax treaty shall take
place between representatives of both
countries within the next months.

Based on negotiationswith Italy on the
application of the EU-savings agree-
ment the following main trends on the
interpretation of article 10 on exchange
of information and of article 15re-
garding dividends, interests and royal-
ties between companies may be recog-
nized.

Article 10 of the EU-savings agreement
provides an exchange of information on
conducts constituting tax fraud or the
like. The Italian view —which isnot
shared by Switzerland —isthat Art. 10
shall aso be applicable on income cov-
ered by article 15 of the EU-savings
agreement.

In connection with article 15 of the EU-
savings agreement which grants — un-
der certain conditions - the exemption
from withholding tax on intra-group
dividends, interest royalties Italy seems
to interpret and apply these rules having
regard to the EU Directives. Both
countries have agreed on arelief at
source rather than arefund procedure —
as general rule. It seemsthat Ity —as
Switzerland — will apply the
“Denkavit” practice in connection with
the two years holding period (guiddline
of Swiss Federal Authorities dated July
15, 2005, page 5). Theinterpretation of
“tax exempt” on paragraph 1 and 2 of
the abovementioned articleis still mat-
ter of negotiations.

Negotiationswith Italy have also fo-
cused on the doubl e tax treaty and its
relation to article 15 of the EU-savings
agreement. At present Italy seemsto
shares the Swiss view that the anti
abuse regulations according to article
23 of the doubl e taxation treaty shall
not be applicable for payments under
article 15 of the EU-saving agreement.
However, also this matter shall be fur-
ther discussed during the next negotia-
tion meetings.



1.4 DTICH-Spain

Withholding tax exemption on divi-
dends, interest and royalty paymentsin
relation to Spain

With the entry into force of the agree-
ment on the taxation of savingson July
1, 2005, Switzerland will in principle
benefit from the applicability of the EC
directives on exemption from with-
holding tax on dividend, interest and
royalty payments between affiliated
companies.

However, special trangtional provi-
sions apply in relation to afew coun-
tries. Spain, for example, required a
modification of the double taxation
treaty with Switzerland to stipulate ex-
emption from withholding tax for
cross-border dividend, interest and roy-
alty payments between affiliated com-
panies. Thisrevision of the double
taxation treaty was signed at the end of
April 2005. The modified double taxa-
tion treaty and therelief from with-
holding tax liability on interest and
dividend paymentsin relation to Spain
are expected to become applicable on
January 1, 2006. In the case of royalty
payments, however, therelief from
withholding tax will not become appli-
cable on payments until July 1, 2011 at
the earliest. However, complete ex-
emption from withholding tax must
first be approved by the Spanish and
Swiss Parliaments.
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Swiss — EU Agreement on Crossborder
Dividends, Interest and Royalties

Switzerland issues long awaited guide-
lines

On July 15, 2005, the Swiss Federal
Tax Administration (SFTA) issued
guidelines for the application of Article
15 of the Savings Agreement concluded
between Switzerland and the EU
(Swiss-EU Agreement) which entered
into force on July 1, 2005". Article 15

! Agreement between the European
Community and the Swiss
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of the Swiss-EU Agreement provides
for the abalition of withholding taxes
on cross-border payments of dividends,
interest and royalties made between af-
filiated companies. This summary
highlights the devel opments involving
Swiss sourced dividends. Although the
Swiss-EU Agreement also provides for
the abolition of withholding taxes on
interest and royalty payments, the
guidelines are only applicable with re-
spect to Swiss dividend withholding
tax. Nevertheless, the guidelines may
serve as an indication for interpreting
Article 15 asawhole.

It should be noted that the guidelines
arenot binding on the tax authorities of
the EU Member States asregardsthe
various withholding taxesin the EU
Member States. For thisreason, the
Ernst & Young EU Champions Group
recently conducted a survey on thein-
terpretation of Article 15inthe 25 EU
Member States. Thiswill allow Ernst &
Y oung tax professionalsto provide cli-
ents with a comprehensive analysis of
Article 15 both for Swiss outbound and
inbound dividend, interest and royalty
income.

Overview

The Swiss-EU Agreement inter-alia
grants Switzerland measures equivalent
to those found in the EC Parent-Sub-
sidiary Directive of 19902 Thisimplies
that dividends paid shall not be subject
to taxation in the source State where:

- the parent company has a direct
minimum holding of 25% of the capital
of asubsidiary for at least two years,
and;

- both companies are subject to corpo-
ration tax without being exempted and

Confederation providing for measures
equivalent to those laid down in
Council Directive 2003/48/EC on
taxation of savings income in theform
of interest payments (hereinafter:
“Swiss-EU Agreement”).

Z Council Directive 90/435/EEC of 23
July 1990 on the common system of
taxation applicable in the case of parent
companies and subsidiaries of different
Member States.
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both adopt the form of a limited com-
pany, and;

- one company isatax residentin a
Member State and the other company is
atax resident in Switzerland, and;

- under any double tax agreementswith
any third states neither company isa
tax resident in that third state.

These rules are without prejudice to the
application of domestic or agreement
based provisions for the prevention of
fraud or abuse.

Scope

At the outset, it isworth mentioning
that existing double taxation agree-
ments between Switzerland and EU
Member States which provide for a
more favourable tax treatment remain
applicable. In other words, taxpayers
retain the choice of applying the more
favourable treatment afforded to them
by ether the Swiss-EU Agreement or
therelevant comprehensive tax treaty.
The Swiss-EU Agreement is applicable
to al dividend distributions. Thisisthe
case even if the dividends are based on
reserves generated by a Swiss company
prior to July 1, 2005 (so-called “ old
reserves’). In addition, the Swiss-EU
Agreement is also applicable where a
Swiss company might have previously
changed its shareholders from one EU
Member State to another and having
obtained a ruling whereby “old re-
serves’ would be subject to withhold-
ing tax as per the previous treaty rate.

Dividends defined

Theterm “dividends paid" isto be in-
terpreted similarly to the OECD Model
Tax Treaty with reference to the defini-
tion in the State of source of the divi-
dends. Thistypically includes con-
structive dividends as well asliquida-
tion dividends.

Fiscal residence

It has been confirmed that residence is
to be determined by application of Arti-
cle 4 of the OECD Model Tax Treaty as
well asardevant comprehensive tax
treaty. In case of international double
taxation, it istherefore the place of ef-



fective management which takes prece-
dence.

25% direct shareholding

The parent company must have a 25%
direct holding in the subsidiary. It
therefore only appliesto dividends paid
by subsidiary companies to parent
companies. The SFTA nevertheless ac-
cepts that the interposition of a partner-
ship which isfiscally transparent
should not jeopardize the application of
the Swiss-EU Agreement. It remainsto
be seen, whether such fiscally
transparent entity interposed needs to
be located in one of the two states or
whether transparent entitiesin a third
country would also be acceptable.

Subject to tax

Both the parent and the subsidiary must
be subject to corporation tax without
being exempted. It has now been con-
firmed that relief will be denied on the
basis of the subject-to-tax requirement
only if a company istotally exempt or
almost totally exempt pursuant to are-
gime which isreferred to as “tax holi-
day”. Relief should however be granted
to all other non-exempt Swiss limited
companies regardless of any corpora-
tion tax reief for which they might
qualify under Swiss domestic legida-
tion or administrative practice. There-
fore, companies taking advantage of
relief for qualifying dividends, holding
company relief, mixed company relief
or auxiliary company relief should all
benefit from the Swiss-EU Agreement.

Two year minimum holding period

The parent company must have adirect
minimum holding of 25% of the capital
of asubsidiary for at least two years. It
has now been confirmed that the Swiss-
EU Agreement will apply even if, at the
timethe dividend is paid, the two year
minimum holding period isnot ful-
filled. In order to ensure that the proper
holding period is observed (due dates
are determinant), if dividends are paid
before the minimum period has expired,
Swiss companies are required to pay
the amount of Swiss withholding tax
that would normally have been levied
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in the absence of the Swiss-EU Agree-
ment (Swiss domestic rate or treaty
rate). Once the two year holding period
has expired, thisamount will be reim-
bursed by the SFTA upon reguest.

Anti-abuse regulations

The Swiss-EU Agreement is applicable
without prejudice to the application of
domestic or agreement-based provi-
sions for the prevention of fraud or
abuse, in Switzerland and in EU Mem-
ber States. Thisis not an autonomous
anti-abuse clause. It does not introduce
an autonomous supranationa concept
of abuse, but refers to the application of
existing provisions. The guidelinesre-
fer to the following without going into
details Beneficial ownership; tax fraud
and fraudulent reduction of withholding
taxes; abuse of law.

Procedures

Relief from withholding tax under the
Swiss-EU Agreement is granted after
filing anew Form 823C which remains
valid for athree year period. Reim-
bursements of Swiss withholding tax,
for example on dividends paid prior to
the expiration of the two year holding
period, are requested using anew Form
70.

Benefits for the Taxpayers

Dividend, interest and royalty payments
frequently suffer awithholding tax in
the State of source. In the past, relief
has only been available by applying
international tax treaty provisions. Al-
though Switzerland has been favoring
the payment of dividends, interest and
royalties free of withholding tax in its
recent treaty negotiations, thereis nev-
ertheless an unrecoverable withholding
tax in the mgjority of Switzerland's
double taxation treaties. In these in-
stances, Article 15 of the Swiss-EU
Agreement will have the effect of fa-
cilitating the flows of cross-border
dividend, interest and royalty payments
between Switzerland and Member
States of the EU. Thismay entail con-
siderable overall tax savings. In some
instances, intra-group restructuring may
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be required in order to benefit from the
new provisions.

Due to the favorable tax environment
numerous Multinationals own their for-
eign subsidiaries through Swiss resident
companies. Asaresult of Article 15 of
the Swiss-EU Agreement no non-re-
coverable withholding taxes should re-
sult on qualifying dividend, interest and
royalty payments. Therefore, the men-
tioned provision will further contribute
to enhance the benefits arising from the
use of the Swiss Holding Company re-
gime (0% tax on qualifying dividends
and 7.8% effective tax rate on qualify-
ing net interest and royalty income) and
foster Switzerland's position as one of
the premier locations for holding com-
panies.

Multinationals not already holding their
investments through a Swiss based
company should consider restructuring
their shareholdings using a Swiss
Holding Company.

2. Switzerland
2.1 Corporation tax reform I

Introduction

At the end of June 2005, the Federa
Council adopted the draft law and the
explanatory statement about corpora-
tion tax reform I1.

The reform makes the following princi-
pal changes (although thislist isnot de-
finitive):

1. Relief of double taxation of dividend
payments

2. Statutory provisions for indirect par-
tia liquidation

3. Statutory provisions on transposition
4. Statutory provisions on securities
dealing by way of trade

5. Imputation of profits tax against
capital tax

6. Facilitation of participation deduc-
tions

7. Abalition of employment creation
reserves

Selected areas are discussed briefly
bel ow:



Partial taxation of dividends

The profits of abusiness are liable for
profitstax at the level of the company.
If the company pays out profitsto its
shareholders, these dividends are tax-
able for a second time in that the share-
holder himself isliable for income tax.
Corporation tax reform Il seekstore-
lieve this double taxation after pio-
neering work in this area had aready
been done by some cantons.

Asfar asthe direct federal tax is con-
cerned, corporation tax reform 1 intro-
duces a partial taxation of dividends.
The shareholder who has equities
among his private assets now has atax
liability on 80% of theresulting in-
come, instead of 100% asin the past.
Profits on the sale of sharesremain tax-
exempt. If the participations areheld as
part of the business assets, 60% of the
income on shareholding rights is taxed
after deduction of the imputable expen-
diture. 60% of the profitson the dis-
posal of participations from business
assets are also taxableif the participa-
tionsrepresent at least 10% of the eg-
uity capital or ordinary capita of ajoint
stock company or of a cooperative
(qualified participation) and if they
were owned by the taxpayer or partner-
ship for at least one year. Where anon-
qualified participation (less than 10%
of the capital of a company) forming
part of the business assetsis sold, the
resulting capitd gain remainstaxablein
full (100%). Sharesin investment funds
and organizational forms assimilated
with them for tax purposes are excluded
from these abatements.

An amendment to the Federal law on
the harmonization of direct taxation at
cantonal and local authority level (tax
harmonization act, StHG) requires the
cantonsto providerdief for the double
taxation of corporations and sharehold-
ersat thelevel of the shareholders
themselves. The nature and scope of the
abatement is|eft to the discretion of the
cantons.

The 20% relief on dividends held in
private assetsisregarded asinsufficient
by economic circles. They are calling
for areduction to 50%, because that is
the only way in which thereform
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would have a noticeable impact on
growth and therefore give the holders
of participation rights a genuine incen-
tive to draw dividends.

Satutory provisionsfor indirect partial
liquidation

According to the case law of the Swiss
Supreme Court, indirect partial liquida-
tion is deemed to occur when participa-
tion rights which form part of private
assets are sold to a person to whom the
book value principle applies (business
assets) if resources are withdrawn from
the acquired company or areduction of
substance takes place and if the vendor
cooperates in thisremoval of corporate
funds used to finance the purchase price
with the purchaser and knows, or
should have known, that these re-
sources would no longer be returned to
the company. The Supreme Court has
further tightened up the practice of indi-
rect partia liquidation in itslatest rul-
ingsin that the embargo period of five
years often applied by the cantons for
the withdrawal of substance after asale
was regarded asimmaterial. Conse-
quently, any subsequent withdrawal of
substance is deemed to be prejudicial,
regardless of thetime at which it oc-
curs.

The practice of indirect partial liquida-
tion isnow to be codified as part of
corporate tax reform I1. The concept of
the “substitute dividend” has been
adopted. Thismeansthat 80% of the
proceeds of the sde of shareholding
rightsheld as private assets to a pur-
chaser for whose taxation the nominal
value principle does not apply, will be
taxable unless the vendor held a share
of at least 20% in the equity or ordinary
capital of the joint stock company or
cooperative. The proceeds achieved are
taxable in every case in the amount of
the net current assets and the net capital
assets not required for operating pur-
poses (after deduction for net invento-
ries and similar assetsand a small li-
quidity reserve), unless distributable
reserves exist on an equivaent scale.
This“subgtitute dividend” is taxable at
the leve of the vendor: if aprivate
shareholder sellshis participation of at
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least 20% in a business to a partnership
or acompany, he must pay income tax
to the extent that distributabl e resources
which are not needed for operating pur-
poses exist in the company which is
sold.

For the purpose of determining whether
indirect partial liquidation has occurred,
in future therefore the capacity and
conduct of the vendor will no longer be
the decisive factors. According to the
previous practice of the Supreme Court,
the question as to whether the profit on
the disposal of equitiesheld as private
assets was taxabl e as income depended
on the financial resources of the pur-
chaser. If the purchaser of the equities
was a natural person or awealthy legal
person, the capital gain was tax-free.
On the other hand, if the purchaser was
alegal person who had to finance the
equity purchase by borrowing, the
profit achieved was liable in whole or
in part for income tax. In future, theis-
sue as to whether the purchaser and
vendor jointly planned and imple-
mented theremoval of resources from
the company will no longer be relevant.
In future, the only determining factor
will be whether the company has net
assets which are not required for opera-
tional purposes and are eligible for dis-
tribution and whether the vendor had a
determining influence on the distribu-
tion policy of the company concerned.
The economic associations declined the
planned new provisionsin theformin
which they were presented. Firstly, a
shareholder with shareholding rights of
just 20% will have difficulty in influ-
encing the distribution policy and, sec-
ondly, the numerical determination of
the distributable net current assets or
net fixed assets will require a substan-
tial administrative effort which is not
feasiblein practice. If thisdraft does
become law it will affect in thefirst in-
stance medium-sized entrepreneurs.
Only careful tax planning will be capa-
ble of ensuring that the private vendor
will be able to achieve a tax-free capital
gain as used to be the case, as provided
by Art. 16 para. 3 of the Federal law on
direct federal tax (DBG).



Satutory provisions on transposition
Pursuant to the case law of the supreme
court, atransposition is deemed to oc-
cur if aperson transfers participations
which he holdsin hisprivate assets a a
value higher than their nominal value to
a company which iscontrolled by him
and the transferring person receivesin
return shares in the equity or ordinary
capital and/or a credit note/cash pay-
ment. The difference between the sales
proceeds and the nominal valueis not
qualified in this case as a tax-free capi-
tal gain but as a taxable dividend be-
cause the vendor is economically iden-
tical to the purchaser and therefore does
not effectively dispose of his participa-
tion but simply “restructures his as-
Sets.”

Corporation tax reform |1 makes statu-
tory provision for the circumstance of
trangposition. The new rule states that
the proceeds of the transfer of partici-
pation rightsto a company in which the
vendor has ashare of at least 50% in
the equity or ordinary capital istaxable
in the amount of 80%, provided that the
equivalent consideration exceeds the
nominal value of the transferred par-
ticipation rights. The vendor isthere-
foreliable for tax on the difference
between the consideration received
from the purchaser (nomina value of
newly issued participation rights, cash,
receivables) and the nominal value of
the participations under the partia
taxation procedure.

The decision asto whether transposi-
tion occurs will be guided solely by the
criterion of the participation rate. If the
participation of the vendor after the
transfer amounts to at least 50% of the
acquiring company the circumstance of
transposition is deemed to exist.

Satutory provisions on securities
dealing by way of trade

Pursuant to Art. 16 para. 3 DBG, capi-
tal gainson the disposal of private as-
sets are not taxable. On the other hand,
capital gains on the disposal, utilization
or revaluation of business assets (Art.
18 para. 2 DBG) aretaxable. Pursuant
to the case law of the Supreme Court,
thisincludes gains on securities, pro-
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vided that the securities trade exceeds
the scope of private asset management.
Such securities dealing by way of trade
is also covered by corporation tax re-
form .

The new statutory provision stipulates
that gains on the disposal of securities
represent income from a sel f-employed
activity and are therefore taxable if one
of thetwo following conditionsis satis-
fied:

The securities were acquired using bor-
rowed capital representing at least 20%
of the value and were held by the tax-
payer for not morethan five years

or the annual sales proceeds amount to
at least CHF 500,000 and the securities
assets existing at the beginning of the
tax year were traded at |east twice.
Previoudy under the case law of the
Supreme Court and pursuant to a cir-
cular from the Swiss Federal Tax Ad-
ministration, an assessment had to be
madein each individual case on the ba-
sis of various subjective and objective
criteria, asto whether private asset
management or securities dealing by
way of trade had occurred. The reform
seeks to smplify this assessment by
means of the two quantifiable alterna-
tive criteria. Thefirst criterion in par-
ticular will soon lead to an extension of
the circle of persons liable for tax.
Given the volatility of the equity mar-
kets today, it will surely be difficult to
expect the taxpayer to “sit on” his secu-
rities for along period of five years.

Conclusion

The draft text of corporation tax reform
I1 will be considered in the winter
quarter of 2005 by the WAK Prepara-
tory Commission (Commission on
Economic Affairsand Taxation). Ex-
amination by the National Council and
Cantona Council isunlikely to take
place before the 2006 spring session.
We await the outcomes and implemen-
tation with keen interest.

2.2 Supervisory Commission
Thetimelimit for bringing cantona

legidation into line with the require-
ments of the Federa Act on the Har-
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monisation of Direct Taxation of the
Confederation, Cantons and Local Au-
thorities expired at the end of 2000. In
early 2002, the Commission on the
Harmonisation of Direct Taxation of
the Confederation, Cantonsand Local
Authorities (KHSt) ingructed the Swiss
Tax Conference (SSK) to submit are-
port on the status of tax harmonisation
achieved in Switzerland by 2001. The
SSK went on to entrust its Commission
on Legidation and Harmonisation with
the necessary work. On the basis of that
report, aneed for action in respect of
the verification of cantonal tax law
clearly emerged. On 19 September
2003, the Executive of the Conference
of Cantonal Finance Directors (FDK)
instructed the KHSt to appoint a com-
mittee of experts on the implementation
and enforcement of tax harmonisation.
Its task wasto devel op principles for
cooperation on the harmonisation of
direct taxation and legal measures and
the necessary infrastructure for imple-
mentation and enforcement of the for-
mal harmonisation of direct taxation
between the confederation and cantons
under shared responsibility. At the end
of May 2004, the Committee of Experts
submitted its report. Agreement was
reached between the Committee of Ex-
perts, FDK and KHSt to the effect that
formal tax harmonisation is an ongoing
process which must be pursued and de-
vel oped further. The Committee of Ex-
pertsreached the conclusion that the
implementation of the Tax Harmoniza
tion Act (SSHG) isnow reaching its
limits and that in practice there are su-
pervisory gaps, especially in the area of
the privileged treatment of taxpayers by
the adoption of rulings which arein-
compatible with StHG. Particular com-
plaint was directed at the “supervisory
gap” which existsin such cases, be-
cause neither a cantonal court nor the
supreme court —in the absence of an
appellant — can verify the compatibility
of a cantonal regulation or practice with
the StHG; for thisreason, theimple-
mentation of the StHG is weakened and
in the last resort the equality of the
cantonsis caled into question. Ulti-
mately, the issue isthe admissibility of



tax competition between the cantons
which was never contested when the
StHG was adopted.

On April 13, 2005, the Federal Council
took note of the report and resolved to
lay it open to further consultation. The
consultation procedure ended on
August 15, 2005.

In itsreport, the Committee of Experts
recommends the creation of a supervi-
sory commission which will, in par-
ticular, verify the cases in which the
cantonal legidation or practiceis ad-
vantageous to natural legal persons who
are taxpayers in the canton to determine
their compatibility with the Tax Har-
monisation Act. This supervisory
commission is (in principle) to be inde-
pendent but attached for administrative
purposes to the Federal Department of
Finance. Thefive to seven seats on this
“specialised body” will be filled by rep-
resentatives of the confederation and
cantons. However, there will be no rep-
resentatives of economic interests.

The activity area of the supervisory
commission is twofold: in non-conten-
tious proceedings which may be initi-
ated on its own initiative or at there-
quest of certain entitled parties (con-
federation, canton or FDK) and by third
cantons, it will have areview function
in respect of general-abstract cantonal
decrees or verify the practice based
thereon (interpretation) for its compati-
bility with the StHG. It will clearly not
be dealing with individual tax proce-
dures and will not be able to take deci-
sions on the lawfulness of an assess-
ment ruling. The question now arises as
to how this can be achieved in there-
view of cantonal practice without direct
reference to individua tax procedures.
The supervisory commission has no
autonomous decision-making authority,
but must prepare an opinion for the at-
tention of the canton concerned which
the latter may either accept or reject.
The canton concerned has the possibil-
ity of proposing an agreed solution to
the supervisory commission with a
view to the restoration of a situation
complying with the federal law and im-
plementing that solution within six
months of the publication of the opin-
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ion. The supervisory commission has
theright in relation to the confederation
and canton concerned to bring a deci-
sion issued under the non-contentious
procedure as alawsuit before a cantonal
judicial authority and may go on to
make an administrative court appeal up
to supreme court level.

The purpose of legal harmonisation is
to approximate the tax regulations of
the confederation, cantons and local
authorities by means of indirect legis-
lation in respect of direct taxation.
Within certain limits, the confederation
has theright and the duty to supervise
compliance by the cantonswith the
federal law. However, in practice im-
plementation of the federal law remains
the ultimate responsibility of the can-
tona administrative and judicial au-
thorities. To that extent, ageneral re-
view of the adminigtrative practice
from the condtitutional angleis cer-
tainly critical. However, the confedera-
tion has adequate instruments of super-
visory law at adifferent level, such as
theissue of circulars, instructions, in-
spections and in extreme cases auto-
matic enforcement. The purpose of
these instrumentsis to ensure that, in
the performance of their tasksin their
own autonomous area of responsibility,
and in particular in the sphere of legis-
lation, the cantons do not interfere with
the competences of the confederation or
breach the genera framework of fed-
era law.

2.3 Hidden capital contribution - Corpo-
rate income tax

The Federal Supreme Court had to deal
initsimportant court decision of March
11, 2002, with the corporate income tax
treatment of a hidden capital contribu-
tion respectively of ahidden agio. The
court decision at hand gives reason to
critical considerationsin particular as
regards the corporate income tax con-
siderations of the Federal Supreme
Court.

Facts

Three shareholders, individual s, incor-
porated Holding AG. The share capital
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of Holding AG of TCHF 100 was paid
in by contribution in kind of a partici-
pation in another corporation, whereas
the formally contribution value of the
participation corresponded to the nomi-
nal value of the shares of the participa-
tion brought in of TCHF 250 (“Trans-
ponierung” / so-called agio-solution).
The Swiss Federal Tax Adminigtration
(hereinafter referredto as“FTA”) de-
termined as assessment basisto levy
stamp duty a fair market value of the
participation brought in of TCHF
2’000, whereas the difference of TCHF
1'750 was qualified as an allowance of
the shareholders.

Thereupon Holding AG increased the
book value of the participation up to
TCHF 2’000, whereasthe “revaluation
amount” of TCHF 1' 750 was credited
to a“revaluation reserve’. Within the
assessment procedure of the federal in-
come tax the accounting transaction
was qualified as taxable revaluation
profit, whereas an additional profit of
TCHF 1' 750 was added up and subse-
quently taxed as business profit.
Holding AG apped ed unsuccessfully
against that add up of profit. There-
course againg the appeal decision was
approved by the cantonal administra-
tion court on the grounds that obvious
offences against mandatory commercia
law result in a duty to correct the bal-
ance sheet. Against this decision the
FTA recoursed successfully at the Fed-
eral Supreme Court.

Considerations of the Federal Supreme
Court

Asto the corporate income tax consid-
erations the Federal Supreme Court
commented, that the approved financia
statements of Holding AG are bind-
ingly to the tax authorities by reason of
the authoritative principle (“Massge-
blichkeitsprinzip”). The allowance of
the shareholders subject to stamp duty
has to be qualified as hidden capital
contribution asregards federal income
tax. Thereby the tax authorities basi-
cally abstain with regard to corporate
income tax from adjusting and revalu-
ating the underval ued participation
brought in; whereasthey rely on the



purchase price concluded between the
parties to the contract according to civil
law and do not tax for the time being
the hidden reserves. However, the Fed-
era Supreme Court takes up the posi-
tion that the company hasto persistin
the future to the book values chosen
and the respective underval uation ac-
cording to the authoritative principle. In
particular it isnot able a the time of
realisation of the silent reservesto es-
cape from aredlisation of profit and a
respective taxation dueto higtorical ar-
guments. Theredesign of the balance
sheet — adjustment of the book value to
the fair market value of the participa-
tion —isin accordance with the fiscal
evaluation principles. Thereby Holding
AG has subjected the hidden capita
contribution itself to corporate income
taxation. Likewise it can not depend on
if a posterior renaming of the “revalua
tion reserve’ in “agio from capital con-
tribution” effectively correspondsto an
adjustment of the original book entry.

Previous code of practice of the FTA
According to the effective practice of
the FTA previous to the highest-court
decision acorporation can not revea a
hidden capital contribution by a private
shareholder tax neutral in the balance
sheet for tax purposes, even thoughitis
unanimously required by the doctrine.
After all the company isallowed to re-
veal the hidden capital contribution in
the commercial balance sheet of the
business year in which it took place and
to book the activated amount tax neu-
tral as agio (tax neutral revealing of a
hidden agio).

Corporate income tax analyss of the
decision of the Federal Supreme Court
dated March 11, 2002

According to Art. 58 para. 1 lit. a of the
Federal Law on federal direct tax
(hereinafter referred to as“FLFDT")
the net profit of a corporation is
composed of the balance of the income
statement in consideration of the
account carried forward of the previous
year, whereby the authoritative
principle of the commercial balance
sheet isderived from. However, the
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authoritative principleisnot to be
understood as absolutely, asthe au-
thoritative taxable profit of a corpora
tion corresponds to the income state-
ment conformable to commercid law
taking into account the fiscal adjust-
ments (rectification of the balance sheet
/ correction of the balance sheet).

The authoritative taxable profit of a
corporation corresponds basically to the
asset profit (“Vermodgensstandsge-
winn”) that is the difference between
the equity of the corporation at the end
of the current business year and the eg-
uity at the end of the prior business
year. However, there are circumstances
that result in an increasing of the asset
profit but represent from a corporate
income tax point of view atax neutral
transaction. In particular capital contri-
butions from sharehol ders are tax neu-
tral and not part of the taxable profit.
According to Art. 60 lit. aFLFDT this
applies aso to extra paymentsand “a
fonds perdu” benefits by the sharehold-
ers. They are motivated in the relation-
ship between the shareholders and the
corporation and are not aresult of the
commercial activity, whereasthey do
not belong to the taxable profit of the
corporation.

According to the main opinion of the
doctrine, the authoritative principle
should not be applied with regard to
hidden capital contributions. Commer-
cialy it is undisputable that open as
well ashidden capita contributionsare
not part of the profit of a corporation as
the corporation should only be taxed for
the self generated profit, whereas also
the constitutional principle of economi-
cal efficiency (“Leistungsfahig-
keitsprinzip”) hasto be observed. Fisca
adjustments of the commercia balance
sheet causing an add up or areduction
of profit and that offend against the
authoritative principle should not only
be carried out in disfavor but also in
favor of the corporation subject to cor-
porate income tax. Hidden capita con-
tributions out of the private wealth
should therefore be evaluated from a
fiscal point of view at fair market value.
The question, a what point of time the
hidden capital contribution isto bere-
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vealed tax neutral in the balance sheet
for tax purposes, is discussed contra-
dictorily in the doctrine. One opinion
argues that the tax neutral revealing
should be exercised at the point of time
of the capital contribution. Sometimes
it isargued that the corporation may
rely on the capital contribution at a later
year whereas the commercial balance
sheet can be modified without trigger-
ing any tax consequences respectively
the capital contribution can be revealed
tax neutral.

Conclusion

The cited decision of the Federal Su-
preme Court is to be analyzed critically.
On the one hand the Federal Supreme
Court has only given superficialy at-
tention to the authoritative principle
even though the case at hand deals with
aquestion of principle with regard to
corporate income taxation. On the other
hand the decision violates the constitu-
tional principle of efficiency. Further-
more the Federal Supreme Court does
not assess the taxability of hidden
capital contributions with respect to
Art. 60 lit. aFITC, whereas capital
contributions including extra payments
and “afonds perdu” benefits do not
constitute taxable profit. Last but not
least the Federal Supreme Court does
not go into the previous effective prac-
tice of the FTA.

With regard to the corporate income tax
considerations of the case by the Fed-
era Supreme Court it isto be expected
that the present decision isnonrecur-
ring.

3. VAT

Unitary tax rate

Federal Counciller Hans-Rudolf Merz
announced in August 2005 that the
simplification of the VAT system is of
top priority to him. In order to reach
thisgoal, Mr. Merz would liketo
introduce a unitary tax rate and abolish
the 25 exceptions (tax exemptions
without credit). The new unitary tax
rate should be lower than the current
standard tax rate of 7.6%. The
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respective consultation procedure
should gart no later than this winter.

Drafts of new VAT publications

The VAT main division of the Federal
Tax Administration (FTA) is currently
adapting al the VAT publications
(booklets, |eaflets) with the goal of
optimizing the usefulness and
convenience for the VAT liable
persons. Thevolume of VAT
publications to be used by atax liable
person in the daily business shall be
reduced. For small and middle
enterprises (SME), a shorter guide will
replace the Guidance 2001 for VAT
liable persons. As complement to this
guide, leaflets will further on explain
sectoral VAT problems. For larger
companies and for tax consultants, the
FTA will release avery detailed
Guidance.

The draft version of the short guide—
for taxable persons who declare the tax
based on the effective method and for
those with the balance tax rate method
—are currently published under
www.estv.admin.ch/data/mwst/d/mwst-

ka/entwuerfe.html.

If you have any questions on this edi-
tion of TAX News, our expertsare at
your service:

International Tax Law:
USA:

Michad A. Nadler

US Tax Desk, Zurich
michae.nadler @ey.com

Germany:

Heiko Kubaile

German Tax Desk, Zurich
heiko.kubaile@ch.ey.com
+41 58 286 31 77

Italy:

Claudio Bertini
claudio.bertini @ch.ey.com
+41 58 286 84 20

Tax NEws

DTI CH-Spain:

Barbara Zimmermann
barbara.zimmermann@ch.ey.com
+41 58 286 31 60

Christine von Rotz
christine.vonrotz@ch.ey.com
+41 58 286 31 85

BilateraslI:

Dr. Markus F. Huber
markus-frank.huber @ch.ey.com
+41 58 286 31 89

Andreas Helbing
andreas.helbing@ch.ey.com
+41 58 286 31 33

Roger Wetli
roger.wetli @ch.ey.com
+41 58 286 44 49

Switzerland:
Corporation tax reform I1:
Walo Saehlin
walo.staehlin@ch.ey.com
+41 58 286 64 91

Nicole Meier
nicole.me er@ch.ey.com
+41 58 286 63 15

Supervisory Commission:
Dr. Philipp E. Ziegler
philipp.ziegler@ch.ey.com
+41 58 286 31 99

Hidden capita contribution - Corporate
income tax:

René Schreiber
rene.schreiber@ch.ey.com

+41 58 286 63 52

Luc Riggenbach
luc.riggenbach@ch.ey.com

+41 58 286 86 32

VAT:

Susanne Gantenbein Affrunti
susanne.gantenbein@ch.ey.com
+41 58 286 63 44

ERNST & YOUNG LTD

11


http://www.estv.admin.ch/data/mwst/d/mwst
mailto:michael.nadler@ey.com
mailto:heiko.kubaile@ch.ey.com
mailto:claudio.bertini@ch.ey.com
mailto:barbara.zimmermann@ch.ey.com
mailto:christine.vonrotz@ch.ey.com
mailto:markus-frank.huber@ch.ey.com
mailto:andreas.helbing@ch.ey.com
mailto:roger.wetli@ch.ey.com
mailto:walo.staehlin@ch.ey.com
mailto:nicole.meier@ch.ey.com
mailto:philipp.ziegler@ch.ey.com
mailto:rene.schreiber@ch.ey.com
mailto:luc.riggenbach@ch.ey.com
mailto:susanne.gantenbein@ch.ey.com

