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I OVERVIEW

i Investment vehicles in real estate

Luxembourg has seen its real estate landscape evolve constantly to provide investors with
flexible and innovative real estate investment products. Although there is currently no
investment vehicle dedicated exclusively to real estate investments, Luxembourg offers a wide
range of vehicles that can be used for this purpose. The choice of the vehicle is generally
dictated by the profile of the investors, the type of investments to be made, the nature of the
funding to be raised and any particular tax considerations to be taken into account.

Luxembourg investment vehicles can be used for real estate investments located either
in Luxembourg or abroad. There is no dedicated vehicle for local investments, and the same
vehicle can house domestic and foreign investments.

A good illustration of this is presented in the Association of the Luxembourg Fund
Industry (ALFI) Real Estate Investment Funds 2020 survey, which shows that 67 per cent of
Luxembourg-regulated real estate investment funds focus on the European Union, 9 per cent
on North America and 8 per cent on the Asia-Pacific region, while 8 per cent do not have
a particular geographical focus. This data reflects the position of Luxembourg funds in real
estate investments across the world.

Luxembourg investment vehicles can either be regulated (namely fund vehicles
authorised and supervised by the Luxembourg financial sector supervisory authority (CSSF))
or unregulated, and may be established under different laws and take different legal forms.

Regulated investment vehicles include the following:

a  specialised investment funds (SIFs) governed by the amended law of 13 February 2007
(the SIF Law);

b investment companies in risk capital (SICARs) governed by the amended law of
15 June 2004 (the SICAR Law), which are, however, more focused on the private
equity industry; and

¢ undertakings for collective investment (UCIs-Part II) established under Part IT of the
amended law of 17 December 2010 (the UCI-Part II Law).

Unregulated vehicles are generally set up as corporations or partnerships subject to the
amended law of 10 August 1915 on commercial companies (the Company Law). Falling
between the regulated and unregulated structures are reserved alternative investment funds

1 Thierry Lesage is a partner and Stéphanie Maschiella is counsel at Arendt & Medernach SA. The authors
would like to thank Adnand Sulejmani (associate) for his help in the preparation of this chapter.
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(RAIFs), governed by the amended law of 23 July 2016 (the RAIF Law), and any unregulated
vehicle qualifying as an alternative investment fund (AIF) as defined by the amended law of
12 July 2013 (the AIFM Law) implementing into Luxembourg law Directive 2011/61/EU
(AIFMD) on alternative investment fund managers (AIFMs).

An adequate legal, regulatory and tax framework has allowed Luxembourg to position
itself as a competitive cross-border distribution hub. This attractiveness is reflected in the
increasing number of real estate investment funds (i.e., 449 regulated investment funds
investing in real estate as at the end of September 2020, including 80 manager-regulated
AlFs, 98 RAIFs, 10 SICARs and 53 non-regulated AlFs). This combination of factors
has had an enormous impact on the growth of Luxembourg’s real estate market and its
competitiveness for a global investor base.

ii ~ Property taxes

Each municipality in the Grand Duchy of Luxembourg is authorised to levy a property tax
on immovable property, whether built on or not, which is situated within the limits of the
municipality. Luxembourg property tax is a tax assessed on the basis of property ownership,
irrespective of how the property is used or the sources of the financing used by the taxpayer
to acquire it. The person liable for the property tax for the entire year is the owner of the
property (and not the tenant) on 1 January. If the property belongs to several people, they are
jointly liable to pay the tax.

The tax base for calculating the property tax corresponds to the unitary value assigned
to each property multiplied by the assessment rate (which depends in particular on the type
of real estate asset and its location, and generally ranges from 0.7 to 1 per cent). The property
valuation section of the Luxembourg tax authorities (LTA) classifies all buildings and land
depending on their use® and then assigns a unitary value to each specific property.

The unitary value is set based on the price levels as they existed in 1941. The unitary
value is, therefore, significantly lower than the real estate asset’s market value.

The property tax is finally calculated by multiplying the tax base by the municipal rate
(which varies depending on the place of establishment and the category of the building).

The direct transfer of real estate assets located in Luxembourg, taking the form of a sale,
is also subject to transfer taxes (registration duty and transcription tax) of 7 or 10 per cent
for office and commercial properties located in the city of Luxembourg, assessed on either
the purchase price and the fair market value of the property, whichever is higher. Where the
transfer takes the form of a contribution remunerated by shares, reduced transfer taxes of 3.4 or
4.6 per cent for office and commercial properties located in the city of Luxembourg applies.

2 According to the ALFI Luxembourg Real Estate Investment Funds 2020 survey.
3 Six categories exist: commercial buildings, mixed-use buildings, buildings for other uses, single-family
houses and houses divided into flats, properties not built on (other than residential building plots), and

residential building plots.
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II  ASSET DEALS VERSUS SHARE DFEALS
i Legal framework

Real estate transactions can be structured either as a direct purchase of the real property asset
or as a purchase of the shares of the asset-owning company. In the latter case, there is no direct
transfer of the ownership of the property from the seller to the purchaser.

Asset deals are governed by contractual provisions subject to specific rules applicable
to sales established, inter alia, by the Civil Code. With respect to share deals, in addition to
contractual provisions, provisions of the Company Law apply.

Transactions usually start with negotiations under a confidentiality agreement, taking
the form of either a letter of intent or head of terms to be countersigned by the seller. A
due diligence process generally follows the signature of the letter of intent, allowing the
purchaser to identify any legal, administrative, tax, financial, technical and environmental
risk associated with the acquisition. The outcome of the due diligence phase will be decisive
as to whether the acquisition process will continue.

Share deal

After the closing of the due diligence process, or even during the due diligence process, a
share purchase agreement is negotiated to set out the terms and conditions relating to the sale
and purchase of shares in the asset-owning company.

Asset deal

From a legal perspective, the acquisition of a real estate asset is most often performed in two
separate stages: a private agreement between parties and a notarial deed.

The private agreement may be established by a number of legal mechanisms, such as an
offer letter, an undertaking to sell or, most often, by a preliminary sale and purchase agreement,
but no standard forms are imposed. The effect of preliminary sale and purchase agreements is
to bind the parties and the transfer of ownership documented in such agreements is perfectly
valid. However, those agreements are not enforceable against third parties.

Commonly, preliminary sale and purchase agreements contain conditions precedent
related to the buyer obtaining the necessary funding or administrative authorisations and an
obligation requiring the parties to go before a civil law notary within a certain period, and
they are frequently coupled with a penalty clause.

To become enforceable against third parties, a notarial deed is required. To have the
transfer of ownership registered and to confer rights against third parties, the transfer of title
must be recorded in the mortgage register. The fees of the notary are computed according
to a tariff and are generally borne by the purchaser. The purchase price, duties and taxes are
paid to the notary, who ensures that the necessary duties are paid and releases the amount to
the vendor.

ii ~ Corporate forms and corporate tax framework

Luxembourg real estate investment vehicles can either be regulated (i.e., authorised and
supervised by the CSSF) or unregulated and may be established under different laws and take
different legal forms.

Unregulated vehicles are generally set up as companies or partnerships subject to the
Company Law.
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Standard company

Among the unregulated vehicles governed by the Company Law is the standard Luxembourg
resident company subject to general taxation rules in Luxembourg (the standard company).
However, a standard company may also qualify as an AIF when relevant conditions are met.

It is most typically organised in the form of a private limited company, a public limited
company or a partnership limited by shares.*

The key features of a standard company are the absence of investment restrictions
or limitations, risk-spreading requirements, investor requirements (unless subject to the
AIFMD), and authorisation or prudential supervision by the CSSE It can only have a fixed
share capital and is subject to standard minimum accounting and publication requirements
depending on the corporate form chosen (an audit is required if certain quantitative thresholds
are exceeded).

Regarding Luxembourg taxation aspects, a standard company is fully subject to corporate
income tax (CIT), to municipal business tax (MBT), the rate of which varies depending on
the municipality in which the company is located, and to net worth tax (NWT).

The maximum aggregate CIT and MBT rate amounts to 24.94 per cent in 2021
for companies located in Luxembourg City and is levied on the standard company’s net
worldwide profits, subject to double tax treaties and domestic exemptions. As a general
rule, taxable profits are determined on the basis of the accounting profits as established in
accordance with the Luxembourg generally accepted accounting principles (the Lux GAAP),
except where the valuation rules for tax purposes require otherwise.

The NWT is levied at the rate of 0.5 per cent on the standard company’s net assets
not exceeding €500 million and at the rate of 0.05 per cent on the portion of the net assets
exceeding €500 million’® as determined at 1 January of the fiscal year. A minimum NWT
(MNWT) is applicable as well, set at €4,815 if the company’s fixed financial assets, receivables
against related companies, transferable securities and cash exceed 90 per cent of its total gross
assets and €350,000. In all other cases, the MN'WT ranges from €535 to €32,100, depending
on the company’s total gross assets.

Dividends distributed by a standard company to its shareholders are, as a rule, subject
to withholding tax at the rate of 15 per cent, subject to double tax treaties and domestic
exemptions. Liquidation proceeds, deriving from a complete or partial liquidation, are not
subject to withholding tax in Luxembourg.

Tax losses incurred since the 2017 tax year may be carried forward for a maximum
of 17 years under certain conditions, while losses incurred between 1 January 1991 and
31 December 2016 may be carried forward without time limitation.

As a key tax feature, standard companies benefit from a participation exemption
regime and are generally entitled to claim the application of double tax treaties. Under the
participation exemption regime, the following exemptions are available:

a  dividends, liquidation proceeds and capital gains received and realised on qualified
shareholdings in eligible subsidiaries are exempt from CIT and MBT;
6 qualified shareholdings in eligible subsidiaries are exempt from NWT; and

4 The Company Law reform of August 2016 has introduced a new type of company, the simplified limited
company, or SAS.

5 This is the unitary value, basically calculated as the difference between assets generally estimated at
their fair market value and liabilities with regard to third parties, subject to double tax treaties and

domestic exemptions.
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¢ dividends distributed to eligible parent companies are exempt from the 15 per cent

dividend withholding tax.

Limited partnership

Among the unregulated vehicles governed by the Company Law, common limited
partnerships (CLPs) and special limited partnerships (SLPs) may often be a suitable
alternative if a tax-transparent vehicle is desired. The essential difference between the two
limited partnerships is that the SLP does not have legal personality distinct from that of its
limited partners. It may further be noted that these limited partnerships may also qualify as
an AIF when relevant conditions are met.

Contractual flexibility is the key feature of the Luxembourg partnership legislation.
Statutory default rules only kick in when the limited partnership agreement (which may be
entered into under private seal or as a notarial deed and published as an excerpt including
limited generic provisions, thus guaranteeing confidentiality with regard to the partnership
arrangements and terms) remains silent in respect of certain key points that are of importance
in protecting investors. Most of the economic and non-economic terms, including corporate
governance, voting rights of the limited partners (or removal thereof), deployment of capital,
profit and loss allocation, may be tailored to the specific needs of a project. The other key
features are the absence of investment restrictions or limitations, risk-spreading requirements,
investor requirements (unless subject to the AIFMD), and authorisation or prudential
supervision by the CSSE CLPs and SLPs are also subject to simplified accounting obligations.

Both CLPs and SLDs are, in principle, transparent for CIT and NWT purposes and
hence not subject to CIT (except in the case of application of the rules on reverse hybrids
from tax year 2022) and NWT in Luxembourg.

The partnership may, however, be subject to Luxembourg MBT in limited circumstances
if it pursues a business activity or it is deemed to pursue a business activity by virtue of the
‘business-taint’ theory, namely if its general partner is a limited company that owns at least
5 per cent of its capital or economic interests (which in practice is generally not the case). In
respect of the business activity, the LTA confirmed® that CLPs and SLPs qualifying as AIFs
within the meaning of the AIFM Law are deemed not to be conducting a business activity.

Luxembourg resident partners of the partnership are personally subject to income and
net worth taxes in respect of their share in the profits and assets of these entities, regardless of
whether the profits and assets are effectively distributed or not.

Non-Luxembourg resident partners may only be subject to taxation in Luxembourg in
respect of their partnership interests in a limited number of situations (see Section IL.iii and
Section IL.iv).

Any distributions by the partnership are as a rule made free of withholding tax in
Luxembourg. Given its tax transparency, the partnership may not benefit for its part from
double tax treaties, but its partners may generally claim treaty benefits from the source state.

6 Circular Letter L.IR. No. 14/4 dated 9 January 2015.
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iii  Direct investment in real estate
Registration duties

In the case of an asset deal, the direct transfer of a real estate asset located in Luxembourg
is subject to Luxembourg transfer taxes assessed on the basis of the highest of the purchase
price, as indicated in the notarial deed, and the fair market value of the property. Transfer
taxes are usually paid by the purchaser.

Where the asset deal takes the form of a sale or of a contribution for valuable
consideration, Luxembourg transfer taxes amount to 7 per cent or 10 per cent and are
composed of a registration duty of 6 per cent, plus a municipal surcharge of 50 per cent (i.c.,
9 per cent in aggregate) where the asset comprises an office or a commercial property located
in the city of Luxembourg, and a transcription tax of 1 per cent.

Where the asset deal takes the form of a contribution remunerated by shares, reduced
Luxembourg transfer taxes of 3.4 or 4.6 per cent apply and are composed of a registration
duty of 2.4 per cent, plus a municipal surcharge of 50 per cent (i.e., 3.6 per cent in aggregate)
where the asset comprises an office or a commercial property located in Luxembourg City,
and a transcription tax of 1 per cent.

Considering the significant cost of transfer taxes, intra-group transfers are rarely made
through a direct sale but, instead, through a contribution remunerated by shares or a share
deal (as detailed hereafter, the acquisition of shares in a Luxembourg tax-opaque company
should not be subject to Luxembourg transfer taxes, even when the main or sole asset of the
company is a real estate asset located in Luxembourg).

Direct taxation on acquisition

The corporate buyer should typically break down the total price paid for the asset between
the price related to the plot and the one related to the construction as only the latter is
depreciable for tax purposes.

Direct taxation on holding and upon exit

As a general rule, income and gains deriving from real estate assets are taxed in the jurisdiction
of the location of the assets.

Rental income derived from the direct holding by a standard company of a real estate
asset located in Luxembourg and capital gains realised upon the disposal of that asset are
subject to CIT and MBT at ordinary rates in Luxembourg, after deduction of permitted
tax-deductible costs and fiscal losses carried forward, if any. Constructions can be depreciated
over their useful economic life. As from 2019, apart from exceptions, annual exceeding
borrowing costs can be deducted up to the higher of €3 million or 30 per cent of earnings
before interest, tax, depreciation and amortisation (known as EBITDA).

The standard company is also subject to NWT on the unitary value assigned to the
property, after deduction of tax-deductible liabilities.

The Luxembourg Income Tax Law (ITL)” provides for a rollover regime, whereby the
capital gain realised upon disposal of a real estate asset (that has been part of the net assets of
a standard company for at least five years before disposal) may be transferred, under certain
conditions, to fixed assets acquired or built up by the company (by the end of the second
fiscal year following the year of disposal at the latest) in reinvestment of the real estate’s

7 Article 54 of the ITL.
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sale price. The capital gain transferred on the reinvested fixed asset reduces the acquisition
price of that asset accordingly, to ensure that the transferred capital gain is taxed through
reduced depreciation and ultimately at the time the reinvested fixed asset is sold. In that
scenario, when the reinvested fixed asset is a participation, the transferred capital gain
remains subject to taxation notwithstanding the application of the Luxembourg participation
exemption regime.

Where the Luxembourg property is held through an unregulated Luxembourg limited
partnership (CLP or SLP), tax neutrality may be achieved in the hands of the limited
partnership to the extent it does not pursue or is not deemed to pursue a business activity. In
the presence of a business activity, rental income and capital gains related to the real estate
asset located in Luxembourg are subject to MBT, after deduction of permitted tax-deductible
costs and fiscal losses carried forward, if any.

Luxembourg resident partners of a CLP or SLP are personally subject to income and
net worth taxes in respect of their share in the profits and assets of the entity, regardless
of whether those profits and assets are effectively distributed, and under the tax provisions
applicable in their particular circumstances.

As a matter of principle, Luxembourg non-resident partners of a CLP or SLP should not
be subject to Luxembourg tax on income and gains arising from their interest in the entity,
except where the partner holds its interest in the entity through a permanent establishment
(PE) or permanent representative in Luxembourg, or the income and gains attributable by
tax transparency of the CLP or SLP to that partner are Luxembourg source income that is
taxable in Luxembourg (e.g., income and gains from a Luxembourg real estate asset when
that asset is directly held by the entity). With regard to NWT, a Luxembourg non-resident
partner of a CLP or SLP is generally not subject to it except where the partner (other than an
individual) holds its interest in the entity through a PE or permanent representative.

Value added tax

As a general rule, real estate transactions, including purchase and rental activities, involving
real estate located in Luxembourg are exempt from value added tax (VAT) in Luxembourg.
Accordingly, input tax incurred on related expenses by the seller or the lessor is unrecoverable.

However, it is possible to waive the VAT exemption. Article 45 of the VAT Law
provides a right to opt for VAT in both cases (i.c., the purchase or rental of the real estate),
if the transaction occurs between taxable persons for VAT purposes and involves a building
dedicated to the pursuit of activities that allow for 100 per cent input VAT in the case of
businesses for which the whole turnover is subject to VAT, or at least 50 per cent input VAT
for mixed-use buildings and partially taxable persons. The VAT option must be submitted
for the approval of the VAT authorities. Accordingly, input VAT incurred on related costs
becomes recoverable.
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iv  Acquisition of shares in a real estate company
Registration duties

Luxembourg real estate assets are generally individually owned by a dedicated property
company,® thereby offering a prospective purchaser the choice to acquire either the asset
directly or the property company (i.e., a share deal). In the latter case, no Luxembourg transfer
taxes should apply in principle, considering that there is no direct transfer of the ownership
of the property from the seller to the purchaser (apart from exceptional circumstances
of simulation).

There is, however, one exception to this principle. Transfer taxes apply to the transfer
of shares in a Luxembourg tax-transparent entity (such as limited partnerships) in the same
way as if the real estate asset was directly transferred, except for the transcription tax that does
not apply.

The transfer of shares in a property company (or, as the case may be, in an intermediary
holding company) may be subject to real estate transfer taxes in the country where the real
estate asset is located.

Direct taxation on acquisition

The purchase price of the shares in a Luxembourg property company (including related costs)
constitutes the acquisition cost for Luxembourg tax purposes.

Direct taxation on holding and exit

As a general rule, and subject to the provisions of a relevant double tax treaty, income and
gains deriving from the shares in a property company are taxed in the jurisdiction of residence
of the beneficiary of the revenues. However, where the land-rich entity provision clause in
a double tax treaty grants taxation rights to the country where the real estate asset of the
property company is located in accordance with that country’s domestic tax rules, capital
gains upon disposal of the shares in the property company are taxable in the jurisdiction
where the real estate asset is located. Luxembourg’s domestic tax law does not contain such
a rule.

Where the shares in the Luxembourg property company are held by Luxembourg
resident individual shareholders, any dividends and other payments are subject to Luxembourg
income tax at the progressive ordinary rates (50 per cent of the dividends distributed are,
however, exempt from income tax). Capital gains realised upon the disposal of the shares
in the property company by Luxembourg resident individual shareholders acting in the
course of the management of their private wealth are not subject to Luxembourg income
tax, provided this disposal takes place more than six months after the shares were acquired
and provided the shares do not represent a substantial shareholding.” Capital gains realised

8 For the purpose of this chapter, a property company refers to a fully-taxable entity (hence, tax-opaque)
which is generally resident, but not necessarily, in the jurisdiction of location of the real estate asset.

9 A shareholding is considered to be a substantial shareholding in limited cases, in particular if the
shareholder has held, either alone or together with his or her spouse or partner, or minor children, or
both, either directly or indirectly, at any time within the five years preceding the realisation of the gain,
more than 10 per cent of the share capital of the company or if the shareholder acquired free of charge,
within the five years preceding the disposal, a participation that constituted a substantial participation in
the hands of the alienator (or alienators, in the case of successive transfers free of charge within the same

five-year period).
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on a substantial shareholding more than six months after the acquisition thereof are instead
subject to Luxembourg income tax according to the half-global rate method. Capital gains
realised upon the disposal of the shares in the property company by a Luxembourg resident
individual shareholder acting in the course of the management of his professional or business
activity are subject to Luxembourg income tax at the ordinary rates.

Where the shares in the Luxembourg property company are held by Luxembourg
resident corporate shareholders, they shall include any profits derived, as well as any gains
realised on the disposal of the shares in the property company, in their taxable profits for
Luxembourg income tax assessment purposes, unless the conditions of the Luxembourg
participation exemption regime are satisfied. The same tax treatment generally applies when
a standard company is used to hold shares in a non-Luxembourg property company.

Where the shares in the Luxembourg property company are held by an unregulated
Luxembourg limited partnership (CLP or SLP), tax neutrality may be achieved in the hands of
the limited partnership to the extent it does not pursue or is not deemed to pursue a business
activity. If a business activity is deemed pursued, distributions and capital gains related to the
property company are subject to MBT, after deduction of permitted tax-deductible costs and
tax losses carried forward, if any.

In this respect, distributions to a CLP or SLP (other than advances on liquidation
proceeds) are generally subject to the 15 per cent Luxembourg withholding tax, unless the
conditions of the Luxembourg participation exemption regime are fulfilled at the level of the
partners. Luxembourg resident partners of a CLP or SLP are personally subject to income
and net worth tax in respect of their share in the profits and assets of the entity, irrespective
of whether the profits and assets are effectively distributed, and under the tax provisions
applicable in their particular circumstances.

As a matter of principle, a Luxembourg non-resident partner of a CLP or SLP should
not be subject to Luxembourg tax on income and gains arising from its interest in the
entity, except where that partner holds its interest in the entity through a PE or permanent
representative in Luxembourg, or the income and gains attributable by the tax transparency of
the CLP or SLP to that partner are Luxembourg source income that is taxable in Luxembourg;
for example, where, subject to the provisions of an applicable double tax treaty:

a dividends from the Luxembourg property company are subject to Luxembourg
withholding tax; or

4 when the partner holds indirectly through the CLP or SLP a substantial shareholding
in the Luxembourg property company and the shares in the latter are disposed of:

. within six months; or

. after six months, where the partner has been a Luxembourg resident taxpayer for

more than 15 years and has become a Luxembourg non-resident taxpayer less
than five years before the disposal takes place.

Tax on capital gains in Luxembourg would also apply if the Luxembourg non-resident partner
holds a substantial shareholding in the Luxembourg property company indirectly through the
CLP or SLP and if, subject to the provisions of an applicable double tax treaty, that partner
disposes of its investment in the CLP or SLP within six months. A Luxembourg non-resident
partner of a CLP or SLP is generally not subject to NWT except where that partner (other
than an individual) holds its interest in the entity through a PE or permanent representative.
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Where the shares in the Luxembourg property company are held directly by
Luxembourg non-resident shareholders, the latter are generally not subject to any tax on
income and capital gains in Luxembourg. However, non-resident shareholders may become
liable for tax on the income and gains in Luxembourg; for example, where:

a  those shareholders hold the shares in the property company through a PE or permanent
representative in Luxembourg;'® or

6  subject to the provisions of a relevant double tax treaty, the shareholders hold a
substantial shareholding in the Luxembourg property company and either:

*  they dispose of their participation in the property company within six months; or

*  the disposal takes place after six months and the shareholders have been

Luxembourg-resident taxpayers for more than 15 years and have become
Luxembourg non-resident taxpayers less than five years before the disposal
takes place.

VAT

The acquisition of shares in a Luxembourg property company is considered to be outside the
scope of VAT in Luxembourg.

IIT REGULATED REAL ESTATE INVESTMENT VEHICLES

i Regulatory framework

The local legal framework comprises the SIF Law, the SICAR Law, the UCI-Part II Law and
the RAIF Law. As SICARs, SIFs and UCls are regulated vehicles (i.e., fund vehicles that are
authorised and supervised by the CSSF), their status as AlFs adds a supplementary layer of
supervision via their manager.

Furthermore, fund vehicles established under a corporate form must also comply with
the set of rules provided by the Company Law.

The AIFMD introduced a harmonised manager regime across Europe, whereby AlFs
could be subject to regulation both at product level and via the manager, or only through the
regulation of the manager. Through the introduction of the RAIF, Luxembourg has moved
from its long-established double-tier regulatory model to a single-tier AIFM regulation model.

ii ~ Overview of the different regulated investment vehicles
SIF
The SIF regime is a multi-purpose AIF and is Europe’s most recognisable AIF regime. It is

widely accepted by managers and investors alike. It offers maximum structuring flexibility
combined with the usual Luxembourg investor protection features.

10 Shareholders who are non-residents of Luxembourg but who have a PE or a permanent representative in
Luxembourg to which or whom the shares in the Luxembourg property company are attributable shall
include any income received, as well as any gain realised on the disposal of the shares in the property
company, in their taxable income for Luxembourg tax assessment purposes, unless the conditions of the

Luxembourg participation exemption regime are satisfied.
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The SIF may take the form of a mutual fund (FCP) or be constituted as an investment
company with fixed capital (SICAF) or variable capital (SICAV). These are typically organised
as an SCA, SA, SARL, CLP or SLP. An FCP has no legal personality and must be managed
by a management company.

The key features of a SIF are as follows:

a there are no restrictions on eligible assets;

b there is a requirement that eligible investors be limited to well-informed investors;
¢ there are risk-spreading requirements (in general, a 30 per cent rule);

d there must be prior authorisation and ongoing prudential supervision by the CSSF;
e there is an a depositary requirement; and

f there is an independent audit requirement.

A SIF may be set up as an umbrella fund with multiple segregated compartments (each
corresponding to a distinct segregated portfolio of assets) and may have fixed or variable
share capital structures. It is also subject to standard minimum accounting and publication
requirements depending on the corporate form chosen.

SICAR

The SICAR is a dedicated private equity and venture capital investment company regime.
The SICAR must invest in assets qualifying as risk capital investments, namely the direct or
indirect contribution of assets to entities in view of their launch, their development or their
listing on a stock exchange.

CSSF Circular 06/241 defines ‘risk capital’ as an investment characterised by a certain
level of risk and made with a view to developing the underlying investment. The circular deals
in particular with real estate investments.

While the SICAR Law does not allow SICARs to hold real estate directly, indirect
investment via entities that hold or invest in real estate assets constituting risk capital is possible
(private equity real estate). To qualify as private equity real estate, it must be demonstrated,
in addition to the development character, that the underlying real estate assets represent a
particular risk going beyond the normal real estate risk in a given market (e.g., the building
cannot be easily rented, or is located in a disaster or disadvantaged construction area).

The purpose of the SICAR is to buy to sell at a profit. A company whose investment
policy is limited to the holding and administration of a family or group’s real estate assets
is not eligible for the SICAR regime. Generally speaking, an opportunistic investment
strategy (in particular, the absence of rental income, development or construction) is in
principle acceptable.

Despite their regulation, SICARs are not subject to investment diversification rules, or
lending or leverage restrictions, but owing to the high risk associated with the investments
made, SICARSs are restricted to qualified investors, ‘well-informed investors’, encompassing
institutional investors, professional investors and other investors."

The SICAR s typically organised as an SCA, SA, SARL, CLP or SLP. No contractual
form is thus available.

11 ‘Other investors’ are those that confirm in writing that they adhere to the status of ‘well-informed” investors
and who either invest a minimum of €125,000 or have been assessed by a credit institution, an investment
firm or a management company to certify the investors’ ability to understand the risks associated with

investing in the SICAR.
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The key features of a SICAR are as follows:

the eligible assets are restricted to investments in risk capital;

> XN

the eligible investors are limited to well-informed investors;
there are no risk-spreading requirements;

~

d there must be prior authorisation and ongoing prudential supervision by the CSSF;
e there is a depositary requirement; and
f  thereis an independent audit requirement.

A SICAR may be set up in the form of an umbrella fund with multiple segregated
compartments (each corresponding to a distinct segregated portfolio of assets) and may have
fixed or variable share capital structures. It is subject to standard minimum accounting and
publication requirements depending on the corporate form chosen.

RAIF

Based on the success of the SICAR and SIF regimes, from 2004 and 2007 respectively, the
RAIF Law combines both and joins them into one single legislative text, creating a new
regime reserved in principle for fully authorised AIFMs based in Luxembourg or any other
EU Member State.

A RAIF may be launched in accordance with the AIFMD marketing rules and is not
subject to the prior authorisation or the ongoing direct prudential oversight by the CSSE
Instead, given that the RAIF may only be managed by authorised AIFMs, prudential
oversight is in fact exercised indirectly through the AIFM.

Like the SIE, the RAIF may take the form of an investment company or a mutual fund,
and is typically organised either as an SCA, SA, SARL, CLP or SLP or (except the RAIF
-SICAR as defined below) as an FCP.

The key features of a RAIF are as follows:

a  there are no restrictions on eligible assets unless the RAIF elects to invest in qualifying
risk capital investments;

b the eligible investors are limited to well-informed investors;

¢ the risk-spreading requirements are the same as those applicable to SIFs unless the

RAIF elects to invest only in qualifying risk capital investments, in which case there are

no risk-spreading requirements;

d  there is no requirement for prior authorisation and ongoing prudential supervision by
the CSSF but an authorised AIFM must be appointed;

e there is a depositary requirement; and

f  thereis an independent audit requirement.

A RAIF may be set up in the form of an umbrella fund with multiple segregated compartments
(each corresponding to a distinct segregated portfolio of assets) and may have fixed or variable
share capital structures. It is subject to standard minimum accounting and publication
requirements depending on the corporate form chosen.

Although RAIFs are in principle subject to the same tax regime as SIFs (RAIFs
(SIF-like)), RAIFs that exclusively invest in risk capital, in accordance with the RAIF
documentation, may also opt for a tax and regulatory regime similar to the SICAR (RAIFs

(SICAR-like)).
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iii ~ Tax payable on acquisition of real estate assets

The same registration duties, direct tax and VAT aspects on acquisition as those detailed in
Section ILiii are applicable.

iv.  Tax regime for the investment vehicle
SIFs and RAIFs (SIF-like)?

These vehicles are not subject to CIT (except for CLPs, SLPs or FCPs that would be within
the scope of application of the rules on reverse hybrids from tax year 2022), MBT and NWT
in Luxembourg. As they are themselves in principle exempt from income tax, withholding
tax incurred at source on underlying income or gains, if any, is not creditable or refundable
in Luxembourg.

They are, however, subject to an annual subscription tax of 0.01 per cent in Luxembourg,
that tax being calculated and payable quarterly, on the aggregate net assets of the fund vehicle
valued on the last day of each quarter. Limited exemptions are also available. Distributions
made to investors are not subject to withholding tax in Luxembourg.

In certain cases, limited to situations where these funds (except the ones under the form
of CLPs, SLPs or FCPs) invest in real estate assets located in Luxembourg either directly or
indirectly through one or a series of tax-transparent entities, they are, as of 1 January 2021,
liable to a lump-sum 20 per cent real estate levy on gross rental income and capital gains
(asset and share deals) from real estate assets located in Luxembourg, in proportion to the
stake held.

With regard to VAT, these fund vehicles have the status of a taxable person for VAT
purposes (where the fund vehicle is set up as an FCD, it is considered to be one single VAT
person together with its management company) without any input VAT deduction right. A
VAT exemption applies in Luxembourg for services qualifying as fund management services.

Other services supplied to the fund (or its management company when applicable)
could potentially trigger VAT and require the VAT registration of the fund (or of the
management company when applicable) in Luxembourg. As a result of VAT registration,
the fund (or its management company when applicable) is in a position to fulfil its duty to
self-assess the VAT regarded as due in Luxembourg on taxable services (or goods to some
extent) purchased from abroad. No VAT liability arises in principle in Luxembourg in
respect of any payments made by the fund to its investors, to the extent that those payments
are linked to their subscription of shares or interests in the fund and do not constitute the
consideration received for taxable services supplied.

Regarding the activities performed by the fund vehicles in respect of real estate, a
distinction must be made from a VAT perspective between property management services,
which are considered to be linked to immovable property, and portfolio management services,
which are not.

Property management services are fully taxable from a VAT perspective and are deemed
to be located and subject to VAT in the country in which the property is located. These
services are defined as services that have a sufficiently direct connection with immovable
property, such as services derived from immovable property in which the property makes up
a constituent element of the services supplied.

12 This section deals with any type of SIF and RAIF (SIF-like) vehicle in corporate or partnership form (SCA,
SA, SARL, CLP or SLP) or mutual fund form (FCP).
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Portfolio management services are services that focus on the smooth running and
operation of the immovable property with a view to preserving and building up the assets
invested. These services, which notably relate to the selection, purchase and sale of immovable
property, and to administration and accounting tasks, are not deemed to be immovable
property services and, therefore, may qualify as investment fund management services, and,
thus, benefit from the VAT exemption in accordance with Article 44, Section 1(d) of the
VAT Law.

Tax-opaque SICARs and RAIFs (SICAR-like)"

These vehicles are subject to CIT and MBT at ordinary rates in Luxembourg. However,
pursuant to their applicable law (the SICAR Law or Article 48 of the RAIF Law), income
derived from transferable securities, as well as income derived from the transfer, contribution
or liquidation of those securities, does not constitute taxable income. Correlatively, realised
losses resulting from the transfer of such securities, as well as unrealised losses accounted for
upon the reduction of the value of those securities, do not constitute deductible losses.

Income arising from funds held pending their investment in risk capital do not
constitute taxable income, although this exemption is only applicable for a period of
12 months preceding their investment in risk capital and where it can be established that the
funds have effectively been invested in risk capital.

Further, although these vehicles are not subject to NWT, they remain subject to the
MNWT. Distributions made to investors are not subject to withholding tax in Luxembourg.
The same analysis regarding VAT set out above is applicable to the RAIF-SICAR.

v Tax-transparent SICARs and RAIFs (SICAR-like)'

These vehicles are not subject to CIT (except in the case of application of the rules on reverse
hybrids from tax year 2022), MBT, NWT or to subscription tax in Luxembourg. They may be
subject to withholding tax on dividends and interest, and tax on capital gains in the countries
of origin of the investments. As they are themselves in principle exempt from income tax,
withholding tax levied at source, if any, is not creditable or refundable in Luxembourg.
Distributions made to investors are not subject to withholding tax in Luxembourg.

The same VAT analysis applies as for the other vehicles described in Section IILiv.

vi  Tax regime for investors

Investors who are residents of Luxembourg are taxable in Luxembourg on income derived
as well as on capital gains realised upon the disposal of shares in the fund (when the fund is
tax-transparent, on their share in the income and gains of the fund) under the tax provisions
applicable in their particular circumstances. Depending on the nature of the revenues, on
the profile of the investor and on the type of fund vehicle, (partial) exemptions may apply.
However, SIFs, family wealth management companies governed by the amended law of
11 May 2007, UCIs-Part I and RAIFs (SIF-like) are tax-exempt entities in Luxembourg and
therefore not subject to any Luxembourg income tax.

Further, Luxembourg resident investors (other than individuals) are subject to
Luxembourg NWT on the shares in the fund, unless the investor is a securitisation vehicle

13 SICARs and RAIFs (SICAR-like) set up in the form of an SCA, SA or SARL.
14 SICARs and RAIFs (SICAR-like) set up in the form of CLP or SLP.
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governed by the amended law of 22 March 2004 on securitisation, a SICAR, a professional
pension institution governed by the amended law of 13 July 2005, a SIE a family wealth
management company governed by the amended law of 11 May 2007, an UCI-Part II or a
RAIF. However, a securitisation company governed by the amended law of 22 March 2004
on securitisation, a tax-opaque SICAR, a professional pension institution governed by the
amended law of 13 July 2005, and a tax-opaque RAIF (SICAR-like) remain subject to
the MNWT.

Investors who are non-residents of Luxembourg are, in principle, not subject to tax in
Luxembourg on income and capital gains deriving from the fund, unless these shares in the
fund are owned through a PE or a permanent representative in Luxembourg.

Similarly, NWT is only applicable to Luxembourg non-resident investors (other than
individuals) if their shares in the fund are attributable to a PE or a permanent representative
in Luxembourg.

Finally, as previously indicated, no Luxembourg tax is withheld at source on
distributions from the fund vehicles and no VAT liability arises in principle in Luxembourg
for any payments made by the fund to its investors, to the extent that the payments are linked
to their subscription to shares in the fund and do not constitute the consideration received
for taxable services supplied.

IV INTERNATIONAL AND CROSS-BORDER TAX ASPECTS

i Tax treaties
General

Luxembourg has an extensive double tax treaty network. Eighty-four double tax treaties are
currently in force in Luxembourg. Moreover, as at the time or writing, 13 double tax treaties
are soon to enter into force (awaiting ratification or publication) or are under negotiation,
which highlights Luxembourg’s willingness to further expand its double tax treaty network.

The existence of a double tax treaty between two countries favours cross-border real
estate investments by avoiding international double taxation. To avoid international double
taxation, double tax treaties provide a set of distributive rules with regard to different types of
income, as well as relief from international double taxation.

The most relevant types of income from cross-border real estate investments are rental
income, dividends and capital gains. The general tax treatment of these types of income under
double tax treaties concluded by Luxembourg are analysed below, followed by a discussion of
specific details observed in respect of certain double tax treaties concluded by Luxembourg.

Whether an investment vehicle is eligible to benefit from a double tax treaty depends
on the double tax treaty in question and must be determined on a case-by-case basis. In
general terms, investment vehicles established in a corporate form that are fully subject to tax
in Luxembourg benefit from tax treaty protection. On the contrary, investment vehicles that
are set up as partnerships that are transparent for tax purposes do not, in principle, benefit
from tax treaty protection. Despite their personal tax exemption, corporate SIFs benefit from
certain double tax treaties.
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Tax treatment of rental income

Typically, double tax treaties concluded by Luxembourg are based on Article 6 of the
Organisation for Economic Co-operation and Development Model Tax Convention on
Income and on Capital (the OECD MC) as far as the taxation of rental income is concerned.
According to Article 6 of the OECD MC, rental income (including income from agriculture
and forestry) is taxed in the state where the immovable property is located.

In general, under the double tax treaties concluded by Luxembourg, when the income
recipient is a Luxembourg resident and the income is in respect of immovable property
located in another contracting state, then Luxembourg often exempts the income from tax to
provide relief from double taxation, rather than granting a tax credit.

The term ‘immovable property’ should be defined according to the domestic law of
the state where the property is located. If the immovable property is located in Luxembourg,
the term ‘immovable property’ should be defined in accordance with Articles 517 and seq.
of the Civil Code. Under these Articles, immovable property includes land, buildings,
windmills, water-powered mills, other objects fixed and forming part of a building, usufruct
of immovable property, rights of way and any right to claim immovable property.

Further, Article 98 of the ITL defines rental income as income derived from a rental
activity of immovable property, from any right to exploit and extract minerals or fossils from
the soil, from the assignment of receivables concerning rents and from the rental value of the
immovable property occupied by the owner.

Besides the domestic law definition, Article 6 of the OECD MC provides that
‘immovable property” should include in any case property accessory to immovable property,
livestock and equipment used in agriculture and forestry, rights to which the provisions of
general law respecting landed property apply, usufruct of immovable property and rights to
variable or fixed payments as consideration for the working of, or the right to work, mineral
deposits, sources and other natural resources. However, ships, boats and aircraft should not
fall within the definition of immovable property.®

The rental income must be derived from the direct use, letting or use in any other form
of the immovable property in question. Thus, Article 6 of the OECD MC deals with income
derived from all forms of exploitation of immovable property. The rental income derived by
an enterprise resident in a contracting state from the exploitation of immovable property
situated in the other contracting state may be taxed in the state where the property is located
even if that enterprise has no PE in that state.

Some of the double tax treaties concluded by Luxembourg depart — albeit slightly —
from Article 6 of the OECD MC. For instance, the double tax treaty concluded between
Luxembourg and Brunei (2015) includes within the definition of rental income, income
derived from fishery. Other double tax treaties concluded by Luxembourg include within
the scope of Article 6 of the OECD MC income derived from the alienation of immovable
property,'® which under the OECD MC should fall within the scope of Article 13 dealing

with capital gains.

15 The double tax treatiesy concluded between Luxembourg and Uzbekistan (1997) also excludes expressly
from the definition of immovable property road or railway vehicles. Similarly, the new double tax treaty
between Luxembourg and France (2018) also excludes railway vehicles.

16 A provision of this kind can be found in the double tax treaties concluded by Luxembourg with Austria
(1962), Canada (1999), France (1958) and Latvia (2004).
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Some of the double tax treaties concluded by Luxembourg have a specific provision
aiming to ensure that the interposition of a company does not prevent the state where
the property is located from exercising its primary taxing right.”” This applies mostly to
time-sharing agreements for the acquisition of holiday real estate. Such a provision extends
that state’s primary taxing right to the (actual or imputed) income derived by a shareholder
from the use or enjoyment of immovable property owned by a company, provided that the
use or enjoyment results from the shareholding relationship. The shareholder would be taxed
in the same way as a resident of that state.

The double tax treaty concluded between Luxembourg and Russia (1993) provides that
the state where the property is located has the primary taxing right on the income derived by
a resident of the other state from an investment fund organised in his or her state mainly to
invest in immovable property situated in the other contracting state.

Tax treatment of dividend distribution

Dividends distributed by a fully taxable Luxembourg resident company are, in principle,
subject to a 15 per cent withholding tax in Luxembourg, except for the application of the
participation exemption regime or an exemption or reduced withholding tax rate provided
under a double tax treaty.

To benefit from the reduced withholding tax rate provided under a double tax treaty,
the income recipient must be the beneficial owner of the income and as a rule, hold at least a
certain percentage — which depends on the double tax treaty in question — of the capital (or
voting rights) of the distributing company. The reduced withholding tax rates provided under
the double tax treaties concluded by Luxembourg range between zero and 5 per cent. In
cases where these conditions are not met, the double tax treaties concluded by Luxembourg
usually provide for a 15 per cent withholding tax rate, which corresponds to the Luxembourg
domestic withholding tax rate. As an exception, the double tax treaty concluded between
Luxembourg and Singapore (2013) provides for no dividend withholding tax.

Certain double tax treaties concluded by Luxembourg contain specific provisions with
regard to dividends that are linked to the income of real estate investments. For instance, the
double tax treaty concluded between Luxembourg and Canada (1999) provides that Canada
might impose an additional tax — additional to the tax that would be chargeable on the
earnings of a company incorporated in Canada — that should nevertheless not exceed 5 per
cent of the earnings derived from the alienation of immovable property situated in Canada
by a Luxembourg resident company carrying on trade in immovable property, even if that
Luxembourg resident company does not have a PE in Canada.

The double tax treaty concluded between Luxembourg and France in 2018, which has
been in force since January 2020, provides that dividends paid out of income or gains derived
from immovable property by an investment vehicle established in a contracting state that
distributes most of this income annually, and whose income or gains from the immovable
property are exempt from tax, are subject to a 15 per cent withholding tax if the beneficial
owner resident in the other contracting state holds less than 10 per cent of the capital of that
vehicle directly or indirectly.

However, if the beneficial owner is a resident of the other contracting state and holds
more than 10 per cent of the capital of the distributing company, the dividend should be

17 Such a provision can be found in the double tax treaties concluded by Luxembourg with Finland (1982),
Latvia (2004), Lithuania (2004) and Panama (2010).
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subject to the ordinary withholding tax rate provided under the domestic law of the country
where the investment vehicle is established. Under this new double tax treaty, a zero per cent
withholding tax rate applies to dividends paid by a company resident of a contracting state
to a beneficial owner resident in the other contracting state where such a beneficial owner
is a company that holds directly at least 5 per cent of the capital of the company paying the
dividends throughout a 365-day period.

Tax treatment of capital gains

The tax treatment reserved to capital gains under double tax treaties concluded by
Luxembourg is to a large extent typically based on Article 13 of the OECD MC. Under the
double tax treaties, a distinction is made between capital gains realised upon an asset deal and
the capital gain realised upon a share deal, although some double tax treaties provide the same
tax treatment for both asset and share deals.

In the case of an asset deal, the double tax treaties concluded by Luxembourg are, as a
rule, based on Article 13.1 of the OECD MC, which provides that the capital gains realised by
a resident of a contracting state upon the alienation of an immovable property situated in the
other contracting state may be taxed in that other state. The state of residence of the alienator
must provide relief for the taxes paid in the state where the property is located. Luxembourg
exempts the capital gains from tax if they may have been taxed in the other contracting state.

In the case of a share deal, the tax treatment depends on whether the relevant double
tax treaty contains a provision similar (or identical) to Article 13.4 of the 2003 OECD MC.
Only 27 of the 84 double tax treaties in force in Luxembourg contain such a provision.'®

According to Article 13.4 of the 2003 OECD MC (the land-rich entity provision),
capital gains realised by a resident of a contracting state upon the alienation of shares of a
company deriving directly or indirectly ‘more than 50 per cent' of its ‘value'’® from immovable
property (i.e., a land-rich entity) situated in the other contracting state may be taxed in the
state where the property is located. That state has a primary taxing right in respect of the
entire capital gains and not only on the part of the capital gains corresponding to the value
of the immovable property held by the company. The alienator’s country of residence must
grant relief from double taxation, which is carried out in Luxembourg typically by exempting
the capital gains taxed in the other state.

A certain number of conditions must be met for the land-rich entity provision to apply.
First, the provision applies only to an alienation of shares of a company. Some of the double
tax treaties concluded by Luxembourg not only make reference to the alienation of shares in
a company, but also target the alienation of ‘similar rights of a company’ or ‘other corporate

18 A land-rich entity provision as provided under Article 13.4 of the OECD MC can be found in the double
tax treaties concluded by Luxembourg with Andorra (2014), Armenia (2009), Canada (1999), China
(1994), Croatia (2014), Cyprus (2017), Estonia (2014), Germany (2012), Hong Kong (2007), Hungary
(2015), India (2008), Israel (2004), Kazakhstan (2008), Malta (1994), Moldova (2007), Panama (2010),
Poland (1995), Russia (1993), Saudi Arabia (2013), Senegal (2016), Spain (1986), Sri Lanka (2013),
Sweden (1996), Ukraine (1997), the United States (1996) Uruguay (2015) and Vietnam (1996).

19 Certain double tax treaties use the term ‘principally’, which has the same meaning as ‘more than 50 per
cent’. Other double tax treaties concluded by Luxembourg use the terms ‘greater part’ or ‘mainly’, which
also have the same meaning as ‘more than 50 per cent’.

20 Certain double tax treaties make reference to ‘property’ instead of ‘value’ but both terms should be

understood as synonyms.
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rights in a company’. The term ‘alienation’ should include, in principle, all transactions or

incidents that are similar from an economic and legal point of view to an alienation (i.e., the

transfer of property).

Second, to determine whether the company derives more than 50 per cent of its value
from immovable property, it is necessary to compare the value of the immovable property
with the value of all the assets held by that company. In this respect, it is important to focus
on the target company itself and not on the controlling entity.

Some of the double tax treaties concluded by Luxembourg that include a land-rich
entity provision present certain specific details that are worth highlighting. For instance,
the double tax treaty concluded between Luxembourg and Cyprus makes express reference
only to companies deriving directly 50 per cent of their value from immovable property.
The alienation of the shares of a company deriving indirectly 50 per cent of its value from
immovable property is not covered by the land-rich entity provision.

Other double tax treaties do not even make reference to ‘directly or indirectly’ at all.*!
In those cases, it should be verified whether the state where the property is located interprets
the provision as including both the alienation of companies deriving their value directly and
indirectly from immovable property.

In principle, when a double tax treaty makes reference to the terms ‘direct’ and ‘indirect,
it does not matter how many companies are interposed between the target company and the
immovable property. The former double tax treaty between Luxembourg and France (1958),
for instance, expressly provided that the land-rich entity provision was also applicable in the
case of ‘interposition of one or more other companies’ between the target company and the
immovable property. However, in the absence of such an explicit reference, the position of
the state where the property is located in this regard should be clarified on a treaty-by-treaty
basis, although most double tax treaties should be interpreted as including the interposition
of more than one company between the target company and the immovable property.

Under the double tax treaty concluded between Luxembourg and Canada (1999), the
land-rich entity provision applies only where the alienator holds a substantial interest in the
capital stock of the land-rich entity. The alienator is considered to hold a substantial interest
where it owns 10 per cent or more of the shares of any class or the capital stock of that entity.

Some double tax treaties provide exceptions under which the land-rich entity provision
is not applicable. Some or all of the following exceptions can be observed in certain double
tax treaties concluded by Luxembourg:*

a  where the alienation of shares of a company listed on an approved or recognised stock
exchange of one of the contracting states (or any other stock exchange as agreed between
the contracting states);

6 where the alienation of shares in the course of a corporate reorganisation; and

¢ where the immovable property from which the alienated shares derive their value are
used to carry out a business activity® (i.e., a mine, hotel, etc.).

21 The double tax treaty concluded between Luxembourg and Spain (1986) does not make such a reference,
but it seems that Spanish tax authorities also claim a taxation right in the case of an indirect transfer of a
land-rich entity.

22 One or more or all of these exceptions can be found in the double tax treaties concluded by Luxembourg
with Canada (1999), Croatia (2014), Estonia (2014), Hong Kong (2007), Kazakhstan (2008), Panama
(2010), Russia (1993), Senegal (2016), Sri Lanka (2013) and Ukraine (1997).

23 The double tax treaty concluded between Luxembourg and Sri Lanka (2013) requires only that 75 per cent

of the immovable property is used to carry out a business activity.
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The double tax treaty concluded between Luxembourg and Russia (1993) provides a further
exception and excludes from the application of the land-rich entity provision the capital gains
realised by a pension fund, a similar entity or the government upon the alienation of the shares
of a company deriving more than 50 per cent of its value from immovable property located
in the other contracting state. Finally, the double tax treaty concluded between Luxembourg
and Sri Lanka (2013) also excludes from the scope of the land-rich entity provision the
alienation of shares of a company if a person owns directly less than 75 per cent of the capital
of that company.

If the double tax treaty does not include a land-rich entity provision, capital gains
realised upon the alienation of shares may only be taxed in the residence country of the
alienator (i.e., a catch-all provision, corresponding to Article 13.5 of the OECD MC, which
is included in all double tax treaties concluded by Luxembourg).

However, some double tax treaties concluded by Luxembourg also include a provision
based on Article 13.5 of the United Nations Model Convention (the UN MC). Under
Article 13.5 of the UN MC, capital gains realised by a resident of a contracting state from
the alienation of shares of a company resident in the other contracting state may be taxed
in that other contracting state if the alienator holds a certain percentage of the capital of
that company (i.e., a substantial shareholding). The percentage is freely determined by the
contracting states and differs from double tax treaty to double tax treaty.

Finally, the double tax treaty concluded between Luxembourg and Mexico (2001)
provides that if the capital gains are not taxed under the domestic law of the alienator’s
country of residence, the country of residence of the company whose shares are alienated may
tax the capital gains.

Taxation of capital under double tax treaties

Luxembourg resident companies are, in principle, subject to NWT. Double tax treaties
concluded by Luxembourg typically contain a provision identical to Article 22 of the
OECD MC according to which the capital represented by immovable property owned by a
Luxembourg resident and situated in the other contracting state may be taxed in that other
contracting state. Immovable property located in another country with which Luxembourg
has concluded a double tax treaty is correspondingly exempt from NWT in Luxembourg
pursuant to the double tax treaties concluded by Luxembourg.

The only variations in this regard concern the double tax treaties concluded with Spain
(1986) and Sweden (1996), under which the capital represented by shares or similar rights
in a company — the assets of which consist principally of immovable property situated in the
other contracting state — held by a Luxembourg resident may be taxed in the other state. Such
shares are exempt from NWT in Luxembourg under these double tax treaties.

Impact of the Multilateral Instrument on Luxembourg double tax treaties

The implementation of the Base Erosion and Profit Shifting (BEPS) Actions through the
multilateral instrument (MLI)? should not have an adverse impact on the double tax treaties
concluded by Luxembourg with regard to real estate investments, and more specifically with
regard to the taxation of the different income streams analysed above.

24 The Multilateral Convention to Implement Tax Treaty Related Measures to Prevent Base Erosion and

Profit Shifting.
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Under the MLI, countries had the option of including within their double tax treaty a
land-rich entity provision or of aligning their existing land-rich entity provisions with Article
13.4 of the 2017 OECD MC, which has been amended pursuant to the BEPS Project.
Luxembourg did not choose to amend its tax treaties in respect of this point.

However, the new double tax treaties concluded with France, in 2018, and with
Argentina, in 2019 (the latter is not in force yet), are the only double tax treaties to be
concluded by Luxembourg including a provision identical to Article 13.4 of the 2017 OECD
MC. Article 13.4 of the 2017 OECD MC includes, in addition to the above-mentioned
features of Article 13.4 of the 2003 OECD MC, an explicit reference to the alienation of a
comparable interest, such as a partnership or trust, that derives more than 50 per cent of its
value from immovable property. Furthermore, under the 2017 OECD MC, the 50 per cent
threshold is assessed over a 365-day period preceding the alienation and not only at the date
of the alienation.

ii Cross-border considerations

Luxembourg does not provide for any limits or restrictions for foreign companies investing
directly or indirectly in real estate assets located in Luxembourg or in cases where a
Luxembourg investment vehicle is used to invest abroad.

iii  Locally domiciled vehicles investing abroad

Located in the heart of Europe, Luxembourg has become a leading jurisdiction for the
establishment of investment funds. Over the last 20 years, Luxembourg has been able to
create, develop and promote a business-enabling environment. Among the factors that have
contributed to its appeal, one can mention the relatively high contractual freedom allowed
by Company Law; the responsiveness of the Luxembourg legislature to practitioners’ needs; a
multilingual community of professional service providers; experienced and business-oriented
authorities; and a politically stable environment.

Tax features combined with the evolving Luxembourg legal structuring toolbox (e.g.,
the standard company, the SIE the SICAR, the Luxembourg limited partnership structures
and recently the RAIF) ensure that investors can find an efficient structure adapted to their
real estate investment policies.

The structuring of foreign investments through Luxembourg has evolved considerably,
with the emergence of regulated or unregulated pan-European real estate funds falling within
the scope of the AIFMD and that invest through a combination of holding companies,
property companies and local regulated funds based on corporate, financing, regulatory and
tax considerations.

In general, the above-mentioned investment vehicles must be registered with the
Luxembourg Trade Register and must comply with the accounting and tax compliance
obligations provided under Luxembourg law, such as the filing of annual accounts and the
submission of tax returns.
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V  YEARIN REVIEW

The Law of 20 December 2019 transposed the second EU Anti-Tax Avoidance Directive

(ATAD 2) into domestic law,> extending the scope of anti-hybrid mismatch rules to new

situations (permanent establishment mismatches, imported mismatches, hybrid transfer

mismatches, dual resident mismatches, reverse hybrids and double tax relief at source) and
to third countries. These new measures, which are generally in line with the provisions of

ATAD 2, apply to tax years starting from 1 January 2020, except for the rules on reverse

hybrids, which apply from tax year 2022.

Specific measures have been introduced to address unintended consequences for
investment funds. In particular, the law of 20 December 2019 provides for a de minimis
threshold for investment funds when applying the acting-together concept for the purposes
of the definition of associated enterprises, whereby an individual or entity that holds, directly
or indirectly, less than 10 per cent of the securities or units in an investment fund and that is
entitled to receive less than 10 per cent of the profits of that investment fund shall be deemed
not to be acting together with another individual or entity holding securities or units in the
same investment fund, unless it is proven otherwise.

In addition, most investment funds should be excluded from the rules on reverse hybrids.
Collective investment vehicles (defined as investment funds or vehicles that (1) are widely
held, (2) hold a diversified portfolio of securities, and (3) are subject to investor-protection
regulation in the country in which they are established) are outside the scope of the reverse
hybrids rule. Further, based on the commentaries to the bill of law, this ‘CIV exemption’
not only covers regulated investment vehicles, but also unregulated vehicles qualifying as
AlFs within the meaning of the AIFM Law to the extent they fulfil the aforementioned
three requirements.

Aside from these anti-tax avoidance measures, the Budget Act 2021 introduced several
tax measures in favour of social justice, some of which impact the real estate sector:

a  introduction from 1 January 2021 of a lump-sum 20 per cent real estate levy on gross
rental income and capital gains (asset and share deals) from real estate assets located
in Luxembourg for UCIs, SIFs and RAIFs (except the ones under the form of CLPs,
SLPs or FCPs) investing in real estate assets located in Luxembourg, either directly or
indirectly through one or a series of tax-transparent entities, in proportion to the stake
held, together with applicable reporting formalities and information requirements;

6 increase from 1 January 2021 of transfer taxes (registration duty and transcription tax)
applicable upon contribution of a real asset located in Luxembourg remunerated by
shares, from an aggregate rate of 1.1 per cent to 3.4 per cent (from 1.4 per cent to
4.6 per cent where the asset comprises an office or a commercial property located in the
city of Luxembourg); and

c prohibition for family wealth management companies governed by the amended law of
11 May 2007 (known as SPFs) to hold real estate assets through tax-transparent entities
as from 1 July 2021.

25 Council Directive (EU) 2017/952 of 29 May 2017 amending Directive (EU) 2016/1164 as regards hybrid

mismatches with third countries.
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VI OUTLOOK

Rules on reverse hybrids will have an impact on many real estate players, particularly for
investors resident in jurisdictions that regard certain Luxembourg tax-transparent vehicles as
taxable persons in Luxembourg.
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