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Legal and Corporate Ownership

Structure
EUR 10.0 Tax Exempt BV + EUR Loan
MiIV [NABV-Fund] @
Introduction |
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Sub-Holding NV
Taxable Entity
[NANV-Hold] (b)

his document relates specifi-

I cally to the creation of a Real

Estate Fund referred to as the

Property In Prague Fund-1 [PIPF].

This Fund is capitalizing with EUR
10.0 million to invest into residential I |

properties in the Czech Republic 100% Own (d) 0% Own +

Finance Vehicle
Tax Exempt BV
[NABV-Finance]

that require light refurbishment or ~ Netherlands EUR Loan (c,e)
are ready to lease out for income. |
The investment criteria diversifies

Taxable BV Taxable BV

the portfolio of properties by

Condition, Location, Price Leve, INLBV-Equity] (b.f)

[NLBV-Finance] (f)

Age, Size, Construction Quality,
Building Type, Potential for Capitd e Eheis mmmmmmmmm == e e e e e e e e -
g TYpe, ap Czech Republic
Growth and Cash Flow from Rental 100% 0% Own,
Yields. own (a) (a,c,e) Intercompany EUR
Finance @ interest rate~15%
These properties are subsequently managed to pro- : Netherlands’ 5
. T .. . roperty #1,
duce rental income, developed to maximise their : Antilles’ s.ro. CZ -
value and later harvested to realise their capital gain : [ N A B V - PROPCO
potentials when the timing is right. Profits from Fund]. This
these activities are routinely distributed to the : company itself Property #X
Fund's Shareholders in the form of dividends. ¢ holds 100% sro. CZ ' -
: _ .1.0. mn
: ownership PROPCO |

Notes:

(a) 0% WT on Dividends

(b) 0% CIT on Dividend
income because of
Participation Exemption
on Dividends and
Capital Gains.

(c) 0% WT on Interest

(d) 8.3% WT on Dividends

(e) Requires spread of
1/10 - 3/10% between
the interest rates on
loans out and in.

(f) Subject to 1x capital tax
of 0.55% of contributed
equity capital. Hence,
majority of capital is
structured as debt.

WT: Withholding Tax
CIT: Corporate Income Tax
CGT: Capital Gains Tax

This document describes the :
legal and corporate structuring :
: the tax burden on the income ultimately derived

mechanisms in place to min-

imise the overall exposure of the :
original incomes generated by :
the Fund's real estate assets to :
various types of taxation from :
various countries; namely the :
the
Netherlands and the Czech :

Netherlands'  Antilles,
Republic.

Basic outline of the
Structure

company located in

interest in various special
purpose companies that function to legally minimise

from rents and capital gainsfrom the underlying rea
estate investments of the Fund.

This structure works by minimising the tax burden
on dividend distributions and interest payments aris-
ing from income generated by properties owned by
the special purpose property holding companies
incorporated in the Czech Republic (PROPCOs).

Tax minimisation is achieved through this structure

because of the various tax treaties that exist between

the Netherlands Antilles and the Netherlands, and,
All investment share capital is :
put into a mutual fund holding :
the

most importantly, between the Czech Republic and
the Netherlands. The Fund's use of this structure is
somewhat unique to the Czech Republic, and is not
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necessarily optimal or even suitable for use in other
¢ Netherlands' Antilles) and a tax-exempt entity with
minimal withholding taxes and maximum use of
The majority of profits are distributed out of the :
Czech Republic in the form of interest payments. :
This is much more efficient than distributing via
: that it is commonly referred to as the “Dutch

countries.

straight dividends in that no official declarations of

dividends must be filed and the interest can be writ-
ten against the loca PROPCO's taxable income :
Referring to the diagram on the front page, the top
+ company, NABV-Fund, is the company from which
shares are sold and profits are ultimately distributed
: to shareholders. The NANV-Hold below it acts as a
Outside of the Czech Republic, there are effectively :
five separate companiesin this structure: threein the
: specia purpose finance company whose purpose is
The bottom line s that there s no tax treaty between :
. viaintercompany loans. Neither of the finance com-

base.

Why All these Companies?

Netherlands Antilles and two in the Netherlands.

the Netherlands' Antilles and the Czech Republic,

but thereis atax treaty between the Netherlandsand
the Czech Republic and also between the :
Netherlands and the Netherlands' Antilles. Thus, :
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transferred to a low tax jurisdiction (i.e. the

interest payments to legally reduce the tax base of
the income producing PROPCOs in the Czech
Republic. This structure is widely used to the extent

Sandwich.”

holding company for the equity in the two sub-
sidiariesin the Netherlands. The NABV-Financeisa

to supply capital to its “cousins’ in the Netherlands
panies (NABV-Finance or NLBV-Finance) own

equity in any subsidiaries, but do supply the majori-
ty of capital to the subsidiaries through loans.

profits—via dividends and interest payments—are :

“Thin Capitalisation” Explained

“Thin Capitalisation” is referring to the practice of effectively loan-
ing money to one's self viathe use of separate entities owned by the
same or closely related party. The most common example is a par-
ent company loaning money to its subsidiary with interest for the
purpose of deducting the interest charge from the subsidiary’s own
tax base. “Thin Capitalisation” rules limit the deductibility of the
interest charge as a function of the company’s debt/equity ratio.

In the Czech Republic, if debt provided by related parties (Czech or
foreign) is more than 4 times the equity base (share capital + premi-
um + retained earnings), the interest from portions of the loans
exceeding the 4:1 ratio are automatically considered to be divi-
dends; hence eliminating the use of interest to reduce the tax base
and exposing the payments to potential withholding taxes.
However, this rule does not apply in the year of constitution of the
company receiving the loan and the 3 following years. Incidentaly,
interest paid on loans provided by non-related entities are not con-
cerned by these rules.

The “related party” is a person or company who owns directly or
indirectly more than 25% share in the equity capital or who has
more than a 25% share in voting rights. The “equity” consists of the
registered capital, all kinds of funds, reserves and accumulated prof-
it or loss.

NLBV-Equity in the Netherlands is the
key holding company for the equity in all
of the Czech PROPCO subsidiaries.
NLBV-Finance acts as the primary
finance vehicle directly supplying loans
to the Czech PROPCO subsidiaries. It is
important to note that the two
Netherlands companies are unrelated at
the level of the Netherlands.

All companies in this structure ultimate-
ly consolidate 100% into the top level
company that the shareholders own,
NABV-Fund. Intercompany loans are of
course eliminated in the consolidated
accounts and the profits distributed from
its subsidiaries, whether by dividend or
interest payment, are ultimately distrib-
uted to the shareholders.

Starting from the top [NABV-Fund]

The tax-exempt Netherlands Antilles
(Holding) B.V. [NABV-Fund], is incor-
porated under the name Property In
Prague Fund-I, B.V., which isin effect a
Mutual Fund. This is the ultimate hold-
ing vehicle where the investors funds
are pooled. The core reason for establish-
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tax-exempt

The Antilles Flag

Investments.

The downside is that, due to its tax-exempt status,
the Netherlands' Antilles B.V. [NABV-Fund] does :
not benefit from treaty protection the Netherlands,
which exposes the dividends transferred from the :
Netherlands to 25% withholding tax. Therefore, a
subject-to-tax Netherlands' Antilles N.V. is estab-
: The Netherlands Antilles Finance Company

lished as a holding vehicle, in order to reduce with-

holding taxes on dividends levied at source in the

Netherlands. .

The Netherlands’ Antilles N.V. Holding
Company [NANV-Hold]

the Netherlands B.V.s, NLBV-Equity and NLBV-

Finance, because of the fact that NANV-Hold is a
will later receive the interest payments on the loans
Antilles and therefore covered by the tax treaty :

company subject to taxes in the Netherlands

between the Netherlands and the Netherlands'

Antilles which reduces the 25% withholding tax to
8.3%. In contrast, NABV-Fund is a tax-exempt cor- :

poration and therefore not covered by the treaty.

Consequently, if NABV-Fund. were to receive divi- :
dends directly from the Netherlands B.V., then the :
normal withholding tax rate of 25 % would be appli-
: directly by the taxable
: Netherlands' Antilles N.V.,
¢ NANV-Hold.
Antilles (i.e. NANV-Hold) owns the Netherlands
B.V.s [NLBV-Equity and NLBV-Finance], due to :
: inflows to the Netherlands
. Antilles are in the form of
1. Under the new fiscal framework for the Kingdom
of the Netherlands, withholding taxes on divi- :
dends distributed from the Netherlands to the :

cable in the Netherlands on those dividends.

A taxable holding company in the Netherlands

the following reasons:

ing an NABV-Fund as :
the ultimate holding :
vehicle is that it isa :
entity, :
provided that the com-
pany’s business object :
solely is investments :
in securities, deposits :
or debt instruments. :
The underlying assets :
held by this Fund qualify under these rules.
Therefore, the Netherlands' Antilles B.V. constitutes :
an ideal vehicle for Mutual Funds and Portfolio :
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Netherlands’ Antilles are reduced from 25% (nor-
mal rate in the Netherlands) to 8.3%. There are no
withholding taxes on interest payments.

2. In the Netherlands' Antilles, there is a 100%
Participation Exemption on the income derived
from the Netherlands' Antilles N.V.'s [NANV]
Participation in the Netherlands B.V.s[NLBV and
NLBV-Finance], i.e. the participation exemption
applies to dividends and capital gains (but not
interest income). Therefore, in the Netherlands
Antilles, there will be no corporate income taxes
on the dividends received by the Netherlands
Antilles N.V. from the Netherlands B.V., nor on
the capital gains realized by the Netherlands
Antilles N.V.'s dlienation of the shares held in the
Netherlands B.V.

3. There are no dividend withholding taxes in the
Netherlands Antilles.

[NABV-Finance]

¢ In order to minimise the taxable income inside the
: Netherlands’
: Netherlands' Antilles B.V. [NABV-Finance] is
: established to carry out intercompany loan financing
It is necessary to establish an N.V. [NANV-Hold] in :
the Netherlands' Antilles to receive dividends from
: 85% of the capital structure of the Netherlands BV's,

Antilles, second tax-exempt

activities. NABV-Fund will grant a loan to NABV-
Finance in order for it utilize this loan to finance
NLBV-Equity and NLBV-Finance. NABV-Finance
granted.

The reason for this setup is
that interest payments are

: tax-exempt in the hands of  “ Curagao is
the NABV-Finance, whilst
subject to 34.5% corporate | Widely recognized

income taxes if received _
as the birthplace

of the Hedge

The majority of cash  Fund industry.

interest payments from the finance vehicle in the
Netherlands, NLBV-Finance. Thismethod minimis-
estax burden since there are no withholding taxes on
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interest between

it tax exposure in the Antilles.

Dueto thefact that the thin capitalization rulesin the
Netherlands require a debt-equity ratio of at least :
85% to 15% as of the inception of the company, the
remaining 15% of the Capital structure of the :
Netherlands companies will be comprised by equity :

held by NANV-Hold.

The Netherlands BV Holding and
Finance Regime [NLBV-Equity and
NLBV-Finance]

One of the most important features of the
Netherlands corporate income tax law, is the provi- :
sion with respect to profits and gains derived by a
Netherlands company from its subsidiaries and par- :
ticipations. Unlike most other countries with a
favourable tax treatment for holding companies, the :
Netherlands Corporate Income Tax Act does not dis-
tinguish between a holding company and other com- :
panies. All companies therefore, whether holding
companies or operating companies, may take advan-
tage of the participation exemption (deelnemingsvri-
jstelling). This means that all income derived from
shares, owned in other companies is completely tax :
cash needed to establish the structures of NLBV-
: Equity and NLBV-Finance. NLBV-Finance receives
the mgjority of its capital in the form of loans from
A Netherlands BV Holding Company [NLBV- :
Equity] is set up to hold the shares in the :
: to subsequently distribute the minimum equity capi-
tal required (CZK 200,000 or ~EUR 6,700) to estab-
: lish the PROPCO holding company in the Czech
1) By virtue of the Double Tax Treaty between :

Holland and the Czech Republic, the withholding :

taxes on dividends and interest payments (nor- :
: necessary to purchase the property to the new Czech
: company established to actually purchase the real
estate [PROPCQ]. The rental income received by

exempt from corporate income tax, if certain condi-
tions and criteria are met.

Corporations established in the Czech Republic (i.e.
the PROPCOs), due to the following reasons:

mally 15%) are reduced to zero;

2) A 100% Participation exemption will be applica-

ble on the dividends distributed from the Czech :
Republic to the Netherlands BV, and on the capi-
tal gains realized on the alienation of the shares :
favourable tax benefits within the Netherlands and
¢ Netherlands' Antilles combination before flowing
: out of the structure.

a) The Netherlands B.V. must hold at least 5% of :

held by the B.V. in the Czech corporation, provid-
ed the following conditions are met:

the capital in the Czech corporation;

the Netherlands and the :
Netherlands' Antilles. Furthermore, the tax-exempt :
status of NABV-Finance eliminates Corporate prof-
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b) The Czech corporation should be subject to
taxes in the Czech Republic;

¢) The investment of the Netherlands B.V. should
not be a mere passive or portfolio investment.
The criteriato assess whether the investment of
the Netherlands B.V. is a mere passive or port-
folio investment are the following: (i) BUSI-
NESS LINK TEST: The Netherlands B.V.
should wield an effective influence on the deci-
sion making process of the Czech corporation.
(i) LINK FUNCTION TEST: The business
activities of the Netherlands B.V. should be in
the same line as the Czech corporation’s busi-
ness activities. (iii) The Netherlands B.V.
should hold at least 50 % of the capital of the
Czech corporation. If any of these conditionsis
met, the B.V.’s investment shall not be deemed
to be a mere passive investment. Therefore, if
the B.V. held at least 50 % of the capital of the
Czech corporation, the investment shall not be
deemed to be mere passive or portfolio invest-
ment.

3) In the Netherlands there are no withholding taxes
on interest payments to foreign entities outside
the Netherlands.

NANV-Hold would distribute only the minimum

NABV-Finance. NLBV-Equity would receive
enough equity capital from its Parent, NANV-Hold

Republic.

NLBV-Finance would then loan the remaining funds

PROPCO would be used to pay off the debt and the
interest paid on the debt would reduce the taxable
income base of the PROPCO as well as receive the
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In the Netherlands, interest payments received by :
the Netherlands BV may be deducted from interest
payments made by the Netherlands' BV to the :

Netherlands Antilles (Finance) BV.

Additionally, a 100% Participation exemption will

nates tax exposure in the Netherlands on the divi-

the underlying real estate assets.

spread will be taxed in the Netherlands at the follow-
34.5% on anything beyond 22,000 Euros.

Unrelated to profit taxes, but still important is aone-
time capital tax of 0.55 % based on the net capital

contribution to the Netherlands B.V. (paid in capital
plus share premium, if any) will be due. The capital

companies with debt rather than equity.

Holdings in the Czech Republic

number will probably be no more than five to ten.

Draft, V1.5

avoidance of Double Taxation and the Prevention of
Fiscal Evasion with respect to Taxes on Income and
Capitad).

Aside from the fact that owning property through a
: legal entity isthe only way for non-Czech citizensto
be applicable in the Netherlands on the income
derived by NLBV-Equity’s shareholding in the :
Czech property companies. This effectively elimi-
: from the sale of properties (see “Taxation in the
dends and capital gains (but not interest) ultimately
resulting from the equity distributions generated by :
In the Czech Republic, there are no thin capitaliza-
¢ tion rules until the third year of a corporations
In the Netherlands, interest payments made to :
NABV-Finance in the Netherlands” Antilles may be
deducted from interest payments received by the :
NLBV-Finance from its Czech PROPCO debtors. :
Theresulting difference or spread in the Netherlands :
needs to range from 1/10% to 3/10% in order for it
to be considered by the Netherlands Tax authorities
as a spread resulting from a transaction carried out
between unrelated parties (at arm’s length). That :
: January 1998, the only debt which is subject to thin
ing tax rates: 29 % on the first 22,000 Euros and :
¢ inthedirect line of ownership and control. Since the
finance vehicle, NLBV-Finance, has no equity inter-
: est in the Czech PROPCO and no direct affiliation
: with PROPCO’s parent, NLBV-Equity in the
¢ Netherlands, the loan from NLBV-Finance circum-
i vents the “Thin Capitalisation” rules even after the
tax must be paid in the Netherlands within one :
month after the incorporation of the B.V. This is :
additional reasoning for capitalising the Netherlands

own Czech property, this structure creates the possi-
bility to circumvent the Czech Republic’'s 5% tax on
real estatetitle transfers and eliminate taxes on gains

Czech Republic”).

inception. Consequently, the PROPCO may initially
be fully capitalized with debt until the third year of
itsincorporation. Thereafter, the debt-to-equity ratio
should be at least 4 to 1. Hence, as of the third year
of incorporation, at least 20% of its capital has to be
comprised by equity.

Under current thin capitalization regulations in the
Czech Republic, effective for tax years beginning 1

capitalization is parent company debt or other debt

third year since the loan is not made directly from
the Parent Company or a company with any equity
ownership whatsoever for that matter.

About The Netherlands’ Antilles

i Since 1939, the Netherlands' Antilles has acted asan
Every property in the Czech Republicisowned by a :
special purpose limited liability holding company in
the Czech Republic [PROPCQO]. A PROPCO may :
own more than one property each, but in practice the
: autonomous country within the Kingdom of the
Each Czech Company [PROPCQ] isfully owned by :
the Holding Company established in the
Netherlands, NLBV-Equity, because under the :
Double Taxation Treaty between the Netherlands :
and the Czech Republic withholding taxes on divi- :
dend distributions and on interest payments are
reduced to zero (Article 10.3 and Article 11.1 of the :
Czech Republic & Netherlands Convention for the :

international financial centre, and Curagao has
become one of the preferred locations in the
Caribbean for international tax-planning and finan-
cia transactions. The Netherlands' Antilles is an

Netherlands. Its legal system is based on civil law
and is similar to the legal structure in the
Netherlands. The Netherlands' Antillesis known for
its stable political and legal climate, superior busi-
ness infrastructure and for its flexibility, profession-
alism and confidentiality. Netherlands' Antilles law
does not require statutory provisions with regard to
the nationality of registrars, transfer agents, invest-
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ment managers and paying agents, alowing for a :
great degree of flexibility in the structuring of off-
. to discourage the use of tax havens and countries that

shore structures, including mutual funds. This all

trandates into reduced costs of administration and :
: The main objective of the NFR is the repedl of the tax
: regime for offshore companies, so that the Netherlands
: Antillesis no longer characterized as atax haven or as
: acountry with atax system aimed at attracting financia
Curagao is widdly recognized as the birthplace of the
Hedge Fund industry. Early Hedge Funds including
George Soros Quantum Funds and Julian Robertson's
Jeguar Fund were active in the 60s and chose Curagao
astheir domicile of choice. Their sdectionwasbasedon :
along history of service to the international business
: to conclude tax treaties with other countries in Europe,

extra profits for shareholders.

Birthplace of the Hedge Fund Industry

community that can be traced to the 1930swhich result-

edinawell developed infrastructure and aready supply
of trained professonds to serve the industry. The suc- ¢
cess of thejurisdiction is proven by the existence of the &
headquarters of the market leaders providing fund serv-
¢ Netherlands' Antilles as a place for |egitimate business
¢ only. Additiondl tax treaties concluded between other
: European countries would further increase the flexibili-
ty of investing directly from the Netherlands Antilles
Once the centre of the Caribbean dave trade, theidand :
of Curaceo was hard hit by the abolition of Savery in :
1863. Its prosperity (and that of neighbouring Aruba) :
was restored in the early 20th century with the construc-
: any additional changes in the treaty between the
Venezudan ail fidds. The idand of Saint Martin is
shared with France; its northern portion is named Saint-

ices catering to the Hedge Fund industry.

History

tion of ail refineries to service the newly discovered
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Martin and ispart of Guadeloupe, and its southern por-
tion is named Sint Maarten and is part of the
Netherlands' Antilles.

Location

Located near Centrd America in the Caribbean, two
idand groups in the Caribbean Sea - one includes
Curacao and Bonaire north of Venezued a; the other is
eadt of the Virgin Idands.

Covering 960 sg. km, the Netherlands Antilles
includes Bonaire, Curacao, Saba, Sint Eustatius, and
Sint Maarten (Dutch part of the idand of Saint
Martin). It has a 10.4 km boarder with one country,
Guadeloupe (Saint Martin).

New Fiscal Framework (“NFR”)

In 2001, the Netherlands' Antilles tax regime changed
to comply with rules of the Organization for
Economic Cooperation and Development (OECD) and
the European Union. Both organizations have decided

provide preferential trestment to internationa business.

activities and other geographicaly mobile activities
which may qualify as harmful tax competition. Another
objective of the NFR has been the conclusion of anew
Tax Agreement for the Kingdom of the Netherlands in
order to establish amore favourable and long lasting tax
relationship with the Netherlands. A further objectiveis

Latin America and with the United States.

The implications of this on the Fund should be quite
positive since the measure will enhance theimage of the

without undue tax consequences. This would result in
greater transparency for the Fund. Finaly, the new rul-
ings clear up the relative uncertainty behind how the
taxation laws are to evolve. There do not appear to be

Netherlands and the Netherlands Antilles for the fore-
seeable future.
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Taxation in the Czech Republic

o General Overview

MY Czech law stipulates that
foreign individuals cannot :
directly own rea estate :
2 within the Czech Republic. :
: * Tax concessions are available in the Czech Republic
asorlega entitiescanown :
real estate indirectly by :
first establishing a simple :
limited liability company :
in the Czech Republlc (an “sr.0.”) that would itself :

However, foreign individu-

own the underlying real estate asset. The foreign indi-

vidua or lega entities can own 100% of the Czech

Company’s stock.

regarding Czech Taxation:

asignificant effect on the Czech tax liability.

 Withholding tax applies to dividends paid to resi-

ble taxation treaties.

* No distinction is made in the treatment of capital
gains and revenue items.

* Losses incurred in one period may be carried for-

years.

is re-characterized as a dividend.

National Bank

vaue.

joint stock company) is possible.

e Liquidation distributions are taxable in the Czech

Republic.

* Asset purchase results in depreciation; a step-up in
basis cost cannot be achieved via a share purchase.
under the rules for investment incentives.

» The Czech Republic has treaties closely following
the OECD model with many countries. The treaty

with the Netherlands is particularly favourable.

Taxation Issues

: Taxation of the Rental Income

The following key points are worth highlighting

: Income from the lease of rea estate creates a partial
tax base. Red estate property that produces rental
* The type of corporate entity will not normally have :
years) and deduction for interest and finance charges,
. red estate taxes, repairs, maintenance and certain
other types of rental expenses. linterest incurred
dent companies and individuals and to non-resi- :
dents, the latter subject to any reduction under dou- :

income qualifies for depreciation (in genera over 30

beforethereal estateisbrought into use hasto be cap-
italised as part of the acquisition cost of the property

and may subsequently be depreciated for tax purpos-
:es

: The Fund's structure calls for an intercompany loan
i dructure that aims to bring the net income realized
: from rent in the Czech Republic close to 0. Thus,
ward against profits made in the following seven
¢ payments to the Dutch entity, which is exempt from
¢ withholding taxes.
* Interest paid on loans from foreign borrowers in :
excess of the maximum permitted debt/equity ratios

income to the fund will come in the form of interest

Loss carried forward

A tax loss may be deducted from the tax base in no
« Foreign borrowings must be reported to the Czech :

more than seven subsequent taxable periods immedi-

: aely following the taxable period for which such a
¢ tax loss was assessed. Loss carry-back is not possible
* Related-party transactions must be at arms-length ¢

under Czech law.

Depreciation
» The merger of companies with different legal forms  :

(i.e, merger of alimited liability company with a :
: either by the straight-line or accelerated method.

Tangible assets may for tax purposes be depreciated
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Generaly the owner shall for tax purposes determine
the method of depreciation for newly acquired assets. :
Themethod of depreciation cannot be changed during
. This strategy, however, requires that the buyer be
willing to accept purchasing a Company as opposed
. to the actua property. There is an advantage to the
: purchaser for this because they can avoid the tax
estate, the thirty-year period usualy applies. Land is :
: the expense of setting up acompany to hold the prop-
i erty). But, it cannot be assumed that all propertieswill
Specia provisions need to be considered with respect :
to the tax treatment of “technical improvements’ car-
ried out by the lessee on leased premises, in order to :
avoid disadvantageous tax impacts for both the lessor

the depreciation period. In the first year of deprecia-
tion, tangible assets are to be classified into one of
five depreciation categories, with minimum deprecia-
tion periods ranging from four to thirty years. For real

excluded from tax depreciation.

and the lessee.

For the purposes of this fund it will not always be

of 7 years (possibly reduced to 5-years under the pro-
posed new tax rules) depreciation would be have lit-

to use depreciation to reduce the tax base will be
made on each property on a case-by-case basis.

Capital Gains Taxes
The Czech tax code does not recognize, nor tredt,

Capital Gains specialy. Instead any realized capital
gains are treated as ordinary income (i.e. buy low-sdll

are generaly deductible for tax purposes.

Inthe casewhere real estate assetsare held by anindi-
vidud, there are no tax implications on the gainsfrom  :
the sale to that individual if the property is held for a :
for residential buildings; this amount rises by CZK
Unfortunately, such aholding structure by individuas :
isimpossibleto achieve for the purposes of this Fund.

: Furthermore, ratesin respect of building land or built-
However, in the case of real estate transactions where
the red estate itself has been held for at least 5-years ¢
by a corporation (as is generally planned for in this
Fund), there are no tax implications on the profits :

certain period of time (usualy 2-5 vyears).
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resulting from the sale of the shares of the company
holding the property.

when they sell by using asimilar structure (aswell as

be disposed without the corporate tax liability on the
realized gainsin value.

It isplanned to use the interest expense from the inter-

¢ company loans to run an accumulated deficit in the
property company’s earnings such that it offsets tax-
: ablegainsin the property value.

advantageous to use depreciation at al given that the :
interest expense generated by the intercompany loans
will effectively reduce the taxable base to 0% for as :
long as the property is owned. Since losses from pre-
vious periods can only be carried forward amaximum  :
depends on the quality of particular land, its location
: and use. The tax on buildings is not based on market
tle or no effect. Electing for depreciation could also :
inadvertently serveto increase the taxable gainswhen ¢
the property is finally sold. The decision on whether
: caendar year.

Annual Real Estate Taxation

Redl estate taxation comprisesatax on land (land tax)
and atax on structures (building tax). The tax on land

value but on physical characteristics, with its price
being used only when it is higher than the price com-
puted according to the law. The taxation period is one

Land tax is imposed on plots of land entered in the
: Red Egate Cadastre and is payable by the owner or
user. A rate of 0.75% of the officia price applies to
. arable land, hop-fields, vineyards, gardens and
: orchards, whereas arate of 0.25% of the official price
: applies to meadows, pastures, commercia forests,
high) and taxed at the normal corporate rate of 31%
(or persona rate as the case may be). Capital losses :
: ed amountsto CZK 1 per sqm.

and ponds used for fish farming. Land tax on building
land for which a building permission has been grant-

Building tax is calculated according to the registered
ground area of the building: CZK 1, 5 or 10 per sgm.
in the case of business premises, CZK 1 or 3 per sgm.

0.75 per sgm. for each additional floor.
up areas are multiplied by a coefficient which varies
according to locality, ranging from 0.3 to 4.5 in

Prague. Thus, the annual tax on a 100 m? flat in
Prague amounts to about CZK 1,000 (EUR 33)
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One-Time Real Estate Transfer Tax

valuation.
that the seller does not pay the tax, the authorities will
charge the buyer. Thus, it isimportant to ensure dur-

chase.

are owned by companies. Instead of selling the prop-

longer than 5 years (which isthe average holding time

have to retain aminimum of 1% of the company until
the 5 year period is complete. Otherwise, the full
transfer tax will be due. Since it is a principa objec-

issue.

opinion that it isredlistic to find buyers of residential
real estate who are willing to accept the sdller contin-

as opposed to the actual property. There is an advan-

tage to the purchaser for this because they will avoid :
the tax when they sell. But, it cannot be assumed that :
all propertieswill be disposed without the transfer tax
: Alaw ispending that would increase the VAT rate on
most services to the 22% rate as early as January 1<,
To understand the impact of the tax, assumethe value :
of al properties in the portfolio doubles from EUR
+ Klausunexpectedly vetoed theincreasesin July 2003.
atotal of EUR 10.0 million in year 7 (representing :
approximately a 10% annua increase in value). If :
every property in the portfolio ended up havingto pay  :

liability.

5.0 to 10.0 million and all the properties are sold for

Draft, V1.5

i the 5% tax, the total tax bill would come to EUR
+ 500,000. As illustrated below, the impact on IRR
The uniform rate of the real estate transfer tax is 5%
of the purchase price. If the purchase priceis deemed :
to be under market value, the authorities will force a
market value assessment and tax on the basis of that :
although it is must be emphasized that this has not yet
: been passed by parliament and its likelihood of pass-
Furthermore, the tax is due from the séller. In the case

would be about 80 basis points.

The Czech Republic’'s Cabinet recently agreed to
reduce the 5% rate to 3% as early as May 2004,

ing into law is still uncertain.

: Withholding tax on dividends and interest

ing the transaction that the tax gets paid upon pur-

¢ Generdly, dividends and interest distributed by ares-
ident company to its foreign shareholders or creditors
The ownership structure set out in this plan makesit
possible to eliminate this 5% tax. Thisis because the :
tax is only due when the actud title to a property is :
transferred. Under this Fund’s structure, all properties :
try of which the shareholder is atax resident. It isfor
erties, the Fund will sell the companies owning the :
underlying asset; thus, circumventing the tax. The
rule is that the company must own the property for :
¢ the Dividend and Interest withholding taxes to 0%.
expected for this Fund). If the property is owned for :
less than 5 years by the company, the seller would
. distributed dividend is deductible from the corporate
tax liahility of the Czech dividend payer intheyear in
¢ which the dividend is paid. This effectively reduces
tive of the Fund to hold al properties in the portfolio :
a minimum of 5 years, this should not be an large
: tion, then this right cannot be carried forward. Any
Czech withholding tax withheld from interest pay-
Though routinely discussed as a common practicein :
commercia desls, it is not the Fund Management's :

are subject to withholding tax in the Czech Republic
a a rate of 15%. The withholding tax rate may be
reduced, if applicable, under a double taxation treaty
concluded between the Czech Republic and the coun-

this reason that all PROPCO holding companies are

owned and financed by companiesin the Netherlands
whereitstreaty with the Czech Republic reduces both

Half of the Czech withholding tax withheld from the

the dividend withholding tax by one half. However, if
this deduction cannot be utilised, e.g. in aloss situa-

ments is treated as an advance payment and credited
against the total tax liability for the tax period.

¢ Value Added Tax
uing to own 1% of their homejust sothe seller canget -
out of 5% tax. This strategy, however, requires that
the buyer be willing to accept purchasing a Company :
: VAT rate, with most sales of goods being subject to a

VAT is commonly referred to using the Czech
Acronym “DPH”. Most services are subject to a 5%

22% VAT rate. The VAT rate on the sale and |ease of
buildings, if applicable, is generaly 5%.

2004. In fact the Czech parliament had passed the
measures this year, but the Czech President Vaclav

The changes are considered necessary to bring the
Czech Republic’'s VAT lawsin line with the EU stan-
dards.
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Under the proposed changes, rent would be subject to
the 22% rate, but the sale of buildingsif applicable at :
an amount determined in the memorandum of associ-
cumstances, the PROPCO subsidiaries of the Fund
will not elect to be VAT payers in order to remain
: the memorandum of association or articles of associ-
: ation, such level being equal to at least 10% of the
. registered capital (thus, amounting to CZK 20,000 on
: atypical company capitaized at CZK 200,000).

approval of use, are also exempt from VAT. Thelease :
of land and buildings is generally VAT exempt but :
there is an option for applying VAT in specific situa-

al would till be subject to the 5%. Under most cir-

more competitive in the rental market.

The transfer of land is VAT exempt. The transfer of
buildings two years following their acquisition or

tions.
If acompany registered for VAT purchases a building

tled to claim input VAT. A full refund will be granted

VAT payer; lease the property out to VAT paying ten-

PROPCOs.

impact on theinput VAT claimed. In certain situations

has to be paid back.

individuals charge VAT.
Reserve fund

The company is bound to create a “Reserve Fund”

The Reserve Fund isto be created in an amount equal

Draft, V1.5

10,000 on a typical company capitalized at CZK
200,000). This fund shall be annually replenished by

ation or articles of association of at least 5% of the net
profits, until the fund reaches the level stipulated in

The Future of Taxes in the Czech
Republic

As of 12-May, 2003 the Czech Republic's governing
: Cabinet of Public Finance announced sweeping tax
for its entrepreneurial activities, it isin principle enti-
: the Country over the next 3 years.
if the building is only used for activities that generate :
non-exempt taxable supplies. However, no refund
will be granted if the building is only used for exempt :
supplies. A partia refund will be given if the building
is used partly for non-exempt and partly for exempt :
supplies. Hence, one could theoretically register as a
: moved into the 22% bracket from the current 5% (the
ants for afew periods, then move in and live there as
anon-VAT payer. Thispracticeis considered shady a
best and will not be employed by any of the Fund's
¢ Furthermore, the tax on real estate transactions, cur-
: rently 5%, will fall to 3%.

Asof 1 January 2001, a change in the use of a build-
ing (e.g. from non-exempt to exempt activities) inthe :
ten years subsequent to its acquisition may have an
: EU in2004. Slovakiafor example has recently passed
this may imply that (part of) the claimed input VAT
. rateisalow 18% and Poland’s rate is scheduled to
drop to 22% in 2004. It must be emphasised, howev-
Almost all developers selling newly constructed units 3
include VAT in their selling prices. The fact is that :
they do this in order to reclaim the VAT from their :
input supplies, which can be substantial. Thus, buying
from individuals can lead to quite a savings since no :
¢ recognition of costs and expenses. Thisis the essence
of the Fund Management’s objectives.

measures designed to increased the flow of fundsinto

The measures would include a series of cuts in the
corporate tax rate over the next few years: from the
current 31% to 28% in 2004, to 26% in 2005 and
finaly to 24% in 2006. In accordance with the
European Union's tax plan, taxes on services will be

Czech Republic is the only nation in Europe to have
amulti-tier VAT scheme).

Currently the Czech Republic’s corporate tax @ 31%
is amongst the highest of its neighbours joining the

a law reducing its corporate tax to 19%. Hungary's

er, that changing tax rates does not necessarily mean
changes in the true tax burden. The tax rate must be
applied to the tax base, indirect taxes, and other finan-
cia inducementsin order to measure the real tax bur-
dens. For investors a key aspect of tax planning isthe

The consequences for the Czech Republic include
: immense pressure to follow through with its plans to
from the net profits in the year when profits are first
atained according to the annual financial statement.

reduce its tax burdens in order to remain competitive
as an investment centre. There are aso many other

: measures planned in the Czech Republic that are
to at least 10% of net profits, but without exceeding :
5% of the value of the registered capita (thus, CZK :

beyond the scope of interest of the Fund.
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