New rules to prevent the misuse of "shell companies" for tax purposes

The EU is currently in the legislative process for another
Anti-Tax-Avoidance Directive (ATAD llI). From January
1st, 2024, the Directive should be applicable to all un-
dertakings that are tax resident in an EU Member State.
EEA and other states are also affected if participations
in undertakings based in the EU are held. Should the Di-
rective come into force as planned, there may already
be a need for action today.

Overview

The EU Commission understands "shell companies" to
be legal entities that do not perform any actual economic
activity and could be misused, in particular, for the pur-
pose of tax avoidance. The possibility of this alone is suf-
ficient and should be assessed by using a specified two-
stage "substance test". Unlike the global minimum taxa-
tion, which is primarily linked to the tax rate, ATAD Il
focuses on the tax base. The substance test is manda-
tory and serves to identify undertakings with minimum
substance and therefore at risk to be misused according
to the understanding of the proposed Directive.

If the undertaking has minimum substance, it not only
has to submit new declarations to the respective national
tax authorities, but is also denied the right to extensive
tax benefits (such as those in the Parent-Subsidiary and
Interest and Royalty Directives).

Substance test

On the 1st level, potential shell companies are to be
identified based on three cumulative characteristics that
must be fulfilled:

1. More than 75% of the undertaking's revenues comes
from passive income. In addition to interest, royalties,
dividends and capital gains, this also includes real es-
tate income and other income from financial assets,
including crypto assets.

2. The undertaking operates across borders. This is ful-
filled if the book values of the immovable property lo-
cated abroad and the movable property not serving
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business purposes (with the exception of cash,
shares or securities) have accounted for more than
60% of the undertaking's assets in the last two years
or if at least 60% of the revenues has been obtained
from cross-border structures.

3. The undertaking's management has been out-
sourced over the last two years in terms of decision-
making related to key corporate functions and day-to-
day operations. The outsourcing of ancillary services
(e.g. bookkeeping), while the core activities remain
with the undertaking, is assessed to be harmless in
itself.

Since both the type of revenues and cross-border activ-
ities are usually inherent components of a business
model or are directly linked to the purpose of the under-
taking, the focus will presumably be on the third criterion.
Nevertheless, the 60% threshold can also be of some
relevance.

The draft assumes that undertakings with minimal sub-
stance, which do not have sufficient resources of their
own, are inclined to commission third parties with the
provision of administrative, management, correspond-
ence and legal services or conclude contracts with affili-
ated enterprises for such services in order to establish
and maintain a legal and tax presence.

Among other things, the absolute degree of harmless
outsourcing and the question of how the list of criteria
and, in particular, the third criterion will be designed with
regard to its temporal scope are still undetermined.

If the Directive applies as planned on January 1st, 2024,
this could lead to a recourse to the reporting, proof and
documentation requirements until January 1st, 2022.
There is already a need for action for potentially affected
structures and companies.

If the criteria on the first level are fulfilled, the exclu-
sions from the scope of the Directive belonging to the
first level must be checked. Exemptions include:
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- companies listed on a regulated market;
- regulated financial undertakings;
- purely domestic structures;

- legal entities that have at least five employees of their
own (Full-Time Equivalents) or employees who exclu-
sively perform those activities that generate the rele-
vant income;

- investment funds (UCITS, AIF and AIFM) and securiti-
zation special purpose entities, crowdfunding and
crypto-asset service providers.

If no exclusion from the scope of the Directive can be
claimed, there is an annual requirement to inform the na-
tional tax administration, which forms the basis for the
second stage of the substance test. The requirement to
provide information and documentary evidence must be
fulfilled by providing additional information in the tax re-
turn of the legal entity. Documentary evidence must be
submitted, inter alia, for:

1. the use of own or exclusively used third-party or
rented premises;

2. atleast one own and active bank account with a bank
located within the EU;

3. the tax residency and qualifications of the employees
and of at least one member of management.

The third criterion above is fulfilled, if either

- a member of management is tax resident in or near
the border of the entity's member state, is qualified
and authorized to make decisions relating to the as-
sets of the company or to the activities that generate
relevant income for the company and does this regu-
larly and is further not employed by any affiliated en-
terprise or performs equivalent functions in other un-
dertakings that are not affiliated enterprises of the le-
gal entity

or

- the majority of the Full-Time Equivalent employees of
the legal entity are tax resident in or close to the bor-
der of the same Member State and are qualified to
perform the activities that generate the relevant in-
come for the undertaking.

If the three aforementioned criteria are not fulfilled or if
they cannot be proven, it is presumed that the entity has
minimum substance.

Evidence to the contrary

The presumption of an entity with minimum substance
can be rebutted by proving that economic reasons and
not obtaining a tax benefit are originally the ground for
the interposition of the undertaking (Principle Purpose
Test). If evidence to the contrary can be successfully
provided, it must be renewed every five years.

Legal consequences

If the three criteria of the 2nd stage cannot be fulfilled
and the Principle-Purpose Test fails, the following legal
consequences arise:

- The tax residency of the legal entity is not recognized
by all other Member States in which the legal entity is
not resident, with the result that all Double Taxation

Agreements and certain EU Directives (in particular
the Parent-Subsidiary and Interest and Royalty Di-
rectives) are no longer applicable.

- The Member States no longer issue certificates of
residence or only with a warning that the undertaking
concerned is not entitled to the benefits under a Dou-
ble Taxation Agreement or Directive.

- The shareholder's state of residence taxes the assets
and income of the legal entity as if the shareholder
itself had earned the income of the undertaking. If a
shareholder is not resident in a Member State, its na-
tional withholding tax law applies in the Member State
of the source of income, regardless of Double Taxa-
tion Agreements or the aforementioned EU Direc-
tives.

Expansion of the Automatic Exchange of Infor-
mation

If a legal entity does not pass the two-stage substance
test, the affected legal entity must be reported to the EU
tax authorities as part of the Automatic Exchange of In-
formation due to the mere appearance that it does not
have the minimum required substance, regardless of
whether a legal entity actually has minimum substance
or this presumption could be rebutted by counter-evi-
dence. Whether the legal entity was able to successfully
provide documentary evidence is also communicated.

The aim of this approach is to ensure that all Member
States can obtain timely knowledge of the discretion ex-
ercised by the other national tax authority and the rea-
sons for each individual assessment. Member States
should also be able to require the Member State of the
entity to carry out tax audits, if they have reason to be-
lieve that the entity may lack minimum substance within
the meaning of the Directive.

Practical implications

The Directive is currently in the process of being agreed
between the Member States. Changes in the legislative
process are therefore to be expected and welcomed in
view of the numerous undefined legal terms in the cur-
rent draft directive, which, in particular, concern the de-
cisive criteria of the substance test at the 1st and 2nd
level. The definition of the legal terms that require inter-
pretation is otherwise the responsibility of the tax policy
of the individual Member States. Nevertheless, it is not
advisable to calculate with a certain disharmony of the
national application modes, since they are open to
cross-checking by other Member States as a result of
the exchange of information. Rather, it is advisable to
analyze potentially affected legal entities and structures
for possible effects and to take appropriate precautions.

It cannot be excluded that the planned directive will still
fail politically or at least be softened in the interest of cer-
tain EU member states at crucial points, which is indi-
cated by initial positions from the committees of the Eu-
ropean Parliament.

Outlook

The draft directive continues the trend of ever increasing
tax compliance requirements for cross-border structures
that has been going on for years, which, as a result, are
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reducing the attractiveness of cross-border structures
due to continuously increasing compliance costs and the
extent of legal uncertainty, especially in comparison to
structures that can be construed purely nationally.

We therefore recommend examining international
issues in good time for potential effects and appropriate
response options. This can also include bundling
material and personal substance and "cementing" the
recognition of tax residency in the respective country of
residence with the help of a passed substance test.

Another possibility is to check international structures for
so-called onshoring, so that after restructuring they are
purely domestic structures.

For further information please directly contact our ex-
perts:

Iryna Gartlacher

Mag., MSc,

LL.M. International Taxation
Mail: iryna.gartlacher@confida.li
Phone: +423 235 84 49

Dr. Florian Kloster

Tax Advisor (DE)

Mail: florian.kloster@confida.li
Phone: +423 235 8401

Elia Sozzi

Swiss Certified Trustee
Mail: elia.sozzi@confida.li
Phone: +423 235 84 14

You can subscribe to our newsletter on tax issues at
Newsletter | CONFIDA.

Disclaimer

This newsletter was only prepared for information purposes and does
not constitute legal or tax advice. We assume no liability or responsi-
bility for any ambiguity, incorrectness or inaccuracy of this newsletter
and recommend analyzing each case with your tax adviser under
consideration of all circumstances.
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