
(C
)

Tax
A

nalysts
2003.A

llrights
reserved.Tax

A
nalysts

does
notclaim

copyrightin
any

public
dom

ain
or

third
party

content.

Taxation of Private Equity in Spain:
New Tax Regime for Foreign

Transparent Entities and
Partnerships

by Miguel Lorán and Esther Villa

Reprinted from Tax Notes Int’l, 21 April 2003, p. 267

tax notes
internationalSM

TAX ANALYSTS®



Correspondents
Africa: Zein Kebonang, Gaborone
Albania: Adriana Civici, Ministry of Finance, Tirana
Angola: Trevor Wood, Ernst & Young, Lisbon
Anguilla: Alex Richardson, Anguilla Offshore Finance Centre, Anguilla
Antigua: Donald B. Ward, PricewaterhouseCoopers Center, St. John’s
Argentina: Cristian E. Rosso Alba, Hope, Duggan & Silva, Buenos Aires
Armenia: Suren Adamyan, Tax Inspectorate, Yerevan
Australia: Richard Vann, University of Sydney Faculty of Law, Sydney; Graeme S. Cooper, University
of Melbourne, Parkville; Richard Krever, Deakin University, Melbourne.
Austria: Markus Stefaner, Vienna University of Economics and Business Administration, Vienna
Bahamas: Hywel Jones, Canadian Imperial Bank of Commerce Trust Company (Bahamas) Ltd., Nassau
Bangladesh: M. Mushtaque Ahmed, Ernst & Young, Dhaka
Barbados: Patrick B. Toppin, Pannell Kerr Forster, Christ Church
Belgium: Werner Heyvaert, Nauta Dutilh, Brussels
Bermuda: Wendell Hollis, Mello, Hollis, Jones & Martin, Hamilton
Bolivia: Gonzalo Ruíz Ballivián, KPMG Peat Marwick, Cochabamba
Botswana: I.O. Sennanyana, Deputy Director, Tax Policy, Ministry of Finance & Development
Planning, Gaborone
Brazil: David Roberto Ressia e Soares da Silva, Senior Tax Attorney, Farroco & Lobo Advogados —
Associated with Squire, Sanders & Dempsey, São Paulo
British Virgin Islands: William L. Blum, Counsel to Grunert Stout Bruch & Moore, St. Thomas,
U.S.V.I.
Bulgaria: Todor Tabakov, Sofia
Cameroon: Edwin N. Forlemu, International Tax Program, Harvard University, Cambridge
Canada: Brian J. Arnold, Goodmans, Toronto, Ontario; Jack Bernstein, Aird & Berlis, Toronto, Ontario
Caribbean: Bruce Zagaris, Berliner, Corcoran, and Rowe, Washington, D.C.
Cayman Islands: Timothy Ridley, Maples & Calder Asia, Hong Kong
Chile: Macarena Navarrete, Ernst & Young, Santiago
China (P.R.C.): David D. Liu, Sidley & Austin, Shanghai; Professor Jinyan Li, University of Western
Ontario, London, Ontario; Lawrence Sussman, O’Melveny & Myers LLP, Beijing
Colombia: Mario Andrade, Deloitte & Touche, Santafé de Bogotá
Cook Islands: David R. McNair, Southpac Trust Limited, Rarotonga
Costa Rica: Humberto Pacheco, Pacheco Coto, San José
Croatia: Hrvoje Zgombic, Ernst & Young — Tax & Finance Consulting Ltd., Zagreb
Cyprus: Theodoros Philippou, PricewaterhouseCoopers, Nicosia
Czech Republic: Michal Dlouhy, White & Case, Prague
Denmark: Thomas Froebert, Philip & Partners, Copenhagen
Dominican Republic: Dr. Fernándo Ravelo Alvarez, Santo Domingo
Eastern Europe: Iurie Lungu, Graham & Levintsa, Chisinau
Ecuador: Miguel Andrade, Estudio Jurídico Teran & Teran, Quito
Egypt: Farrouk Metwally, Ernst & Young, Cairo
El Salvador: Horacio Alfredo Castellanos, Castellanos Campos y Cia, San Salvador
Estonia: Erki Uustalu, Estonian Taxpayers’ Association and Leiden LL.M. Program in International
Taxation, the Netherlands
European Union: Joann Weiner, Brussels
Fiji: Bruce Sutton, KPMG Peat Marwick, Suva
Finland: Marjaana Helminen, University of Helsinki in the Faculty of Law, Helsinki
France: Patrick Donsimoni, Cabinet HSD Ernst & Young, Paris; Marcellin N. Mbwa-Mboma, Baker &
McKenzie, New York
Gambia: Samba Ebrima Saye, Income Tax Division, Banjul
Germany: Dr. Jörg-Dietrich Kramer, Federal Academy of Finance, Bonn; Rosemarie Portner, Meilicke
Hoffmann & Partner, Bonn; Klaus Sieker, Flick Gocke Schaumburg, Frankfurt
Ghana: Seth Terkper, Chartered Accountant/Tax Expert, Accra
Gibraltar: Charles D. Serruya, Ernst & Young, Gibraltar
Greece: Alexandra Gavrielides, Athens
Guam: Stephen A. Cohen, Carlsmith Ball LLP, Hagatna
Guernsey: Neil Crocker, PricewaterhouseCoopers, St. Peter Port
Guyana: Lancelot A. Atherly, Georgetown
Hong Kong: Colin Farrell, PricewaterhouseCoopers, Hong Kong
Hungary: Dr. Daniel Deák, College of Finance & Accountancy, Budapest
Iceland: Indridi H. Thorlaksson, Reykjavik

India: Nishith M. Desai, Nishith Desai Associates, Mumbai; Homi B. Mistry, RSM & Co., Mumbai
Indonesia: Freddy Karyadi, Karyadi & Co Law and Tax Office, Jakarta
Iran: Mohammad Tavakkol, Maliyat Journal, College of Economic Affairs, Tehran
Ireland: Kevin McLoughlin, Ernst & Young, San Jose
Isle of Man: Richard Vanderplank, Cains Advocates & Notaries, Douglas
Israel: Joel Lubell, Teva Pharmaceutical Industries, Ltd., Petach Tikva; Doron Herman, S. Friedman & Co.
Advocates & Notaries, Tel-Aviv
Italy: Alessandro Adelchi Rossi and Luigi Perin, George R. Funaro & Co., P.C., New York
Japan: Gary Thomas, White & Case, Tokyo; Shimon Takagi, White & Case, Tokyo
Jersey: J. Paul Frith, Ernst & Young, St. Helier
Kazakhstan: Robert M. Ames and Erlan B. Dosymbekov, Andersen, Almaty
Kenya: Graham Glenday, Fellow, Harvard Institute for International Development, Cambridge,
Massachusetts; and Ministry of Finance, Nairobi
Korea: Chang Hee Lee, Seoul National Univ. College of Law, Seoul, Korea
Kuwait: Abdullah Kh. Al-Ayoub, Kuwait
Kyrgystan: Ian Slater, Arthur Andersen, Almaty
Latvia: Andrejs Birums, Tax Policy Department, Ministry of Finance, Riga
Lebanon: Fuad S. Kawar, Beirut
Libya: Ibrahim Baruni, Ibrahim Baruni & Co., Tripoli
Liechtenstein: Reto H. Silvani, Coopers & Lybrand, Liechtenstein
Lithuania: Nora Vitkuniene, International Tax Division, Ministry of Finance, Vilnius
Malawi: Clement L. Mononga, Assistant Commisioner of Tax, Blantyre
Malaysia: Adeline Wong, Wong & Partners, Kuala Lumpur
Malta: Dr. Antoine Fiott, Zammit Tabona Bonello & Co., and Lecturer in Taxation, Faculty of Law,
University of Malta, Valletta
Mauritius: Ram L. Roy, PricewaterhouseCoopers, Port Louis
Mexico: Jaime Gonzalez-Bendiksen, Baker & McKenzie, Chihuahua; Ricardo Leon-Santacruz,
Sanchez-DeVanny Eseverri, Monterrey
Middle East: Aziz Nishtar, Karachi, Pakistan
Monaco: Eamon McGregor, Moores Rowland Corporate Services, Monte Carlo
Mongolia: Baldangiin Ganhuleg, General Department of State Taxation, Ministry of Finance, Ulaanbaatar
Morocco: Mohamed Marzak, Agadir
Myanmar: Timothy J. Holzer, Baker & McKenzie, Singapore
Nauru: Peter H. MacSporran, Melbourne
Nepal: Prem Karki, Ministry of Forest and Soil Conservation, Katmandu
Netherlands: Eric van der Stoel, Allen & Overy, Amsterdam; Dick Hofland, Freshfields, Amsterdam;
Michaela Vrouwenvelder, Loyens & Loeff, New York; Jan Ter Wisch, Allen & Overy, Amsterdam
Netherlands Antilles: Dennis Cijntje, KPMG Meijburg & Co., Curaçao; Koen Lozie, Deurle
New Zealand: Adrian Sawyer, University of Canterbury, Christchurch
Nigeria: Elias Aderemi Sulu, Lagos
Northern Mariana Islands: John A. Manglona, Saipan
Norway: Frederik Zimmer, Department of Public and International Law, University of Oslo, Oslo
Oman: Fudli R. Talyarkhan, Ernst & Young, Muscat
Panama: Leroy Watson, Arias, Fabrega & Fabrega, Panama City
Papua New Guinea: Lutz K. Heim, Ernst & Young, Port Moresby
Peru: Alex Morris, Rodrigo, Elias & Medrano, Abogados, Lima
Philippines: Benedicta Du Baladad, Bureau of Internal Revenue, Manila
Poland: Dr. Janusz Fiszer, Warsaw University/White & Case, Warsaw
Portugal: Francisco de Sousa da Câmara, Morais Leitao & J. Galvão Teles, Lisbon
Puerto Rico: José R. Cacho, O’Neill & Borges, Hato Rey; Rosa M. González, Lugo, O’Neil & Borges, San
Juan
Qatar: Finbarr Sexton, Ernst & Young, Doha
Romania: Sorin Adrian Anghel, Senior Finance Officer & Vice President, The Chase Manhattan Bank,
Bucharest
Russia: Scott C. Antel, Arthur Andersen, Moscow; Joel McDonald, Salans Hertzfeld & Heilbronn, Moscow
Saint Kitts–Nevis: Mario M. Novello, Nevis Services Limited, Red Bank
Saudi Arabia: Fauzi Awad, Saba, Abulkhair & Co., Dammam
Sierra Leone: Shakib N.K. Basma and Berthan Macaulay, Basma & Macaulay, Freetown
Singapore: Linda Ng, White & Case, Tokyo, Japan
Slovakia: Alzbeta Harvey, Principal, KPMG New York
South Africa: Peter Surtees, Deneys Reitz, Roggebaai
Spain: José M. Calderón, University of La Coruña, La Coruña
Sri Lanka: D.D.M. Waidyasekera, Mt. Lavinia
Sweden: Leif Mutén, Professor Emeritus, Stockholm School of Economics
Taiwan: Keye S. Wu, Baker & McKenzie, Taipei; Yu Ming-i, Ministry of Finance, Taipei
Tanzania: Awadhi Mushi, Dar-es-Salaam
Thailand: Edwin van der Bruggen, E.S.F. (Thailand) Limited, Bangkok
Trinidad & Tobago: Rolston Nelson, Port of Spain
Tunisia: Lassaad M. Bediri, Hamza, Bediri & Co., Legal and Tax Consultants, Tunis
Turkey: Mustafa Çamlica, Arthur Andersen, Istanbul
Turks & Caicos Islands, British West Indies: Ariel Misick, Misick and Stanbrook, Grand Turk
Uganda: Frederick Ssekandi, Kampala
Ukraine: Victor Gladun, Taxware, a division of govONE Solutions, Salem, MA.
United Arab Emirates: Nicholas J. Love, Ernst & Young, Abu Dhabi
United Kingdom: Trevor Johnson, Trevor Johnson Associates, Wirral; Eileen O’Grady, barrister,
London; Jefferson P. VanderWolk, Baker & McKenzie, London
United States: Richard Doernberg, Emory Univ. School of Law, Atlanta GA.; James Fuller, Fenwick &
West, Palo Alto
U.S. Virgin Islands: Marjorie Rawls Roberts, Attorney at Law, St. Thomas, USVI
Uruguay: Dr. James A. Whitelaw, Whitelaw Attorneys, Uruguay
Uzbekistan: Ian P. Slater, Arthur Andersen, Almaty
Vanuatu: Bill L. Hawkes, KPMG, Port Vila
Venezuela: Ronald Evans, Baker & McKenzie, Caracas
Vietnam: Frederick Burke, Baker & McKenzie, Ho Chi Minh City
Western Samoa: Maiava V.R. Peteru, Kamu & Peteru, Apia
Yugoslavia: Danijel Pantic, Economic Institute, Belgrade
Zambia: W Z Mwanza, KPMG Peat Marwick, Lusaka
Zimbabwe: Prof. Ben Hlatshwayo, University of Zimbabwe, Harare

TAX NOTES INTERNATIONAL
Copyright 2003, Tax Analysts

ISSN 1048-3306

Executive Editor: Robert Goulder

Managing Editor: Maryam Enayat

Senior News Editor: Cathy Phillips

Editorial Assistants: Natalia Radziejewska

Online Magazine Editor: Paul M. Doster

Chief of Correspondents: Cordia Scott (cscott@tax.org)

Senior Editor: Deborah L. Aiken

Consulting Editor: Robert Manning

Publisher: Thomas F. Field

(C
)

Tax
A

nalysts
2003.A

llrights
reserved.Tax

A
nalysts

does
notclaim

copyrightin
any

public
dom

ain
or

third
party

content.



Taxation of Private Equity in Spain:
New Tax Regime for Foreign Transparent
Entities and Partnerships

by Miguel Lorán and Esther Villa

New Spanish proposed tax regulations aimed at
providing a new framework for taxation of

Spanish and foreign transparent entities and partner-
ships became effective 1 January 2003. This article
provides a general overview. The regulations will
directly affect private equity structures investing in
Spain. Unfortunately, the Spanish Parliament failed
to take advantage of the opportunity to clarify the con-
troversy and uncertainty surrounding the tax treat-
ment in Spain of foreign transparent entities. The new
regulations not only do not provide much help in
solving the uncertainty about the characterization of
certain foreign transparent vehicles, such as U.S. part-
nerships or limited liability companies, but, in certain
cases, the regulations may even make the applicable
tax treatment analysis more complex.

In cross-border private equity investments, it is
especially true that tax analysis is crucial for
taxpayers to determine the viability of the investment

project considered. In broad terms, that tax analysis
will focus on two aspects:

• the existence of rules that allow foreign inves-
tors and funds to maintain their original legal
status and characteristics in the jurisdiction of
the target investments; and

• the existence of tax regimes in the target’s
country of domicile that allow investors to
disinvest without suffering an additional tax
burden on the capital gain obtained, or with
receiving a mitigation or deferral of that tax
burden.

The second of those two aspects exceeds the scope of
this article. Suffice it to say for the time being that
Spanish tax law provides interesting mechanisms and
structures that can provide tax-efficient ways for
planning the divestitures of portfolio investments.

This article reviews and analyzes the tax measures
recently approved by Spanish Parliament. Those
measures (the new rules)1 are intended to address
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taxation issues arising when foreign transparent
entities2 invest in Spain. This article analyzes the
practical implications of the new rules in a typical
cross-border private equity structure because the new
rules establish when the benefits granted under
double taxation treaties (treaties) will be applicable
and will directly affect the taxation of dividends,
interest, and capital gains. Consequently, this article
includes a commentary on some of the techniques
usually available to optimize the taxation of private
equity investments in Spain and their validity under
the new rules.

The new rules refer to the terms “entidad en
régimen de atribución de rentas,”3 a concept not easily
translated into English. In this article for the sake of
clarity, the terms “transparent entity” and “tax trans-
parency”4 will be used to refer to the Spanish concept
“entidad en régimen de atribución de rentas.” In that
sense, the term “transparent entity” will include any
kind of entity, whether or not it has a separate legal
personality, whose tax regime determines that tax is
not imposed on the entity, but on each partner or
investor for its share of the entity’s income.5

For the first time in Spain, the new rules introduce a
specific regime to address the taxation of transparent
entities investing, and thereby deriving income, in
Spain.The Spanish regime is not structured to address
a particular type of income or a particular type of
investment or transaction. Instead, the regime looks at
the characteristics of a particular entity to determine
whether it falls within its scope of application. In that
respect, it is interesting how the definition of which
foreign entities should be included in the regime has
evolved. The draft bill initially proposed that all
foreign entities, for which income is not taxed at the
entity level but directly at the hands of the partners,
should fall within the scope of the regime.However, the
wording finally approved refers to foreign entities with
a similar or identical legal nature to the Spanish

entities traditionally included in the regime. This
article examines in detail the implications of the
drafting change of the new rules.

Due to the situations the new rules are designed to
address, they will have a decisive effect on private
equity structures involving investment funds or other
investment vehicles sharing the same element of tax
transparency.

I. Brief Overview of Typical Private
Equity Structures: Aims of Investment

Tax Planning
Private equity sector investment usually means a

basic structure where an investor uses a fund or
investment vehicle for the acquisition of portfolio
investments,6 with or without a controlling interest.

In a typical U.S. private equity fund model (see
Diagram 1), the structure will operate as follows: A
private equity manager (the sponsor) will raise the
necessary capital for the investment fund from
different investors, possibly from different nationali-
ties and,therefore,with different legal characteristics.
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2The term “transparent entities” and its exact meaning for the
purposes of this article will be explained in subsequent para-
graphs.

3Under Spanish law, that term reflects the idea that the entity
allocates the income it obtains directly to its partners. That in-
come is then taxed in the hands of the partners.

4It is important to note that up to now, Spanish tax law has
provided for a specific tax regime also termed “tax transparency,”
which does not apply the same taxation principles as the “tax
transparency” concept considered here. In accordance with the
provisions of the new rules, that Spanish regime of tax transpar-
ency has been abolished as of 1 January 2003.

5OECD Report no. 6 on the Application of the OECD Model
Tax Convention to Partnerships, paragraph 19, and, in that same
sense, vid. article by Carlos Palao Taboada, Revista Estudios
Financieros 209-210, p. 59.

6Because the present article aims to analyze the tax treatment
afforded by Spanish tax law to private equity structures investing
in Spain, only Spanish target companies will be considered.
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In that particular type of structure, the fund vehicle
(fund) normally chosen is a U.S. limited partnership
(LP), to which the pool of private investors (limited
partners) and the sponsor contribute, either directly or
through, for example, a limited liability company
(LLC) to obtain liability protection. Alternatively, the
fund can be directly structured through an LLC. In all
those structures, the sponsor typically contributes to a
small proportion of the capital of the fund and receives,
as an incentive, a special return on its investment,
usually a 20 percent interest (the carried interest).

Ultimately, the tax residence and character of the
investors determine the tax objectives of the proposed
structure. The investment structure, therefore,
generally will increase in complexity to accommodate
the tax concerns of the diversity of investors involved.
In a typical U.S. private equity scenario, one of the
main objectives sought by U.S. investors is a fund
vehicle that can be fiscally transparent for U.S. tax
purposes. That vehicle will avoid U.S. corporate-level
income tax at the fund level and, for noncorporate
limited partners, obtain flow-through capital gain
character for sales proceeds of portfolio investments.
That is the case with U.S. partnerships. But investors
may choose other vehicles that also can satisfy those
“partnership characteristics,” for example, a vehicle
organized under non-U.S. law eligible for a check-
the-box election. Fiscally transparent entities
organized under non-U.S. law also avoid application of
U.S. antideferral regimes, for example, controlled
foreign corporation (CFC) or passive foreign invest-
ment company (PFIC) provisions.The income obtained
by the fund, therefore, will not be subject to tax at the
fund level, but will flow through to the investors and
will retain its character and source for the investors’
income tax.7

The question of whether the vehicle can be fiscally
transparent for tax purposes must be examined from
three different perspectives:

• the viewpoint of the investors’ jurisdictions;

• the viewpoint of the vehicle’s own jurisdiction;
and

• the viewpoint of the country of residence of the
target companies.

To the extent that the tax treatment by the target’s
state of domicile is inconsistent with the tax treatment
granted to the fund under its own jurisdiction, the
resulting structure will fail to combine the tax objec-
tives of the different investors. Taxation in the target’s
country of domicile may result and the structure may
not be viable.8

Ultimately, the tax residence and
character of the investors determine
the tax objectives of the proposed
structure.

Moreover, the fund’s investment income must
receive the relevant treaty benefits so that the
investors receive their income distributions in a tax-
efficient manner. Treaties, and also certain domestic
rules, are crucial to ensure that the fund is not
subjected to tax or withholding tax in the target’s
country of domicile on the income it obtains as
dividends, interest, or capital gains from the sale of the
underlying investments or shareholdings. However,
the need for the fund to be recognized as a transparent
entity in the target’s country of domicile can complicate
and often hinder the possibility of claiming treaty
benefits.

If a U.S. private equity fund with EU corporate
investors elects Spain as one of its target jurisdictions,
the EU investors will normally expect to benefit from
the parent-subsidiary directive9 in the same way as
with a direct investment.

Frequently situations may involve leveraged
buy-out transactions. In those cases, the structure
must allow for the effective deduction of interest
payments and avoid situations of financial assistance.
Although those issues are beyond the scope of this
article, other important questions to consider when
structuring the transaction may include pushing
leverage down from the fund to the target company, or
an intermediate acquisition vehicle or holding
company,and offsetting the interest due on those debts
against business profits from the target companies.
Again, the classification of the fund as a transparent
entity becomes especially relevant to claim treaty
benefits or domestic law exemptions applicable to
interest payments received by the fund.
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7Certain U.S. limited partners will have divergent interests.
For example, U.S. tax-exempts may not like a fiscally transpar-
ent structure due to tax exposure on income that is debt-financed,
or otherwise is unrelated trade or business income (UBTI). Like-
wise, non-U.S. investors may not desire to invest through a U.S.
partnership. In that context, investments through parallel fund
structures may be necessary so that a “blocker” corporation may
be interposed between the portfolio investment or acquisition ve-
hicle and the tax-exempt limited partners, or so that foreign lim-
ited partners may avoid investing through a U.S. partnership.

8See Debora L. Smith, Susan Jacobini Harrington, and Jeffrey
M. Shaw, “Global Private Equity Investing Balancing Act: Multi-
Jurisdictional Groups Face a Variety of Issues in Sructuring
Cross-Border Investments,” Taxation of Global Transactions,
Summer 2002.

9EEC Directive 90/433/CEE, 23 July 1990.
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II. Spanish Tax Law and Tax
Transparency

Until now, no specific provisions in Spanish law
covered foreign tax transparent investors or addressed
the particular issues raised by private equity struc-
tures involving foreign investment funds. The tax
regime applicable in those cases was the general tax
regime applicable to nonresident taxpayers. Inevitably
Spanish law’s failure to address the specific issues
raised by those structures had created uncertainty
about the legal classification ultimately applicable to
those investors.

A. The OECD Report
So far, Spanish tax authorities have not adopted a

clear position about the OECD recommendations in the
report on the Application of the OECD Model Tax
Convention to Partnerships (the OECD report).
Although, in practice, they had issued rulings that follow
some of the recommendations in the OECD report, espe-
cially about the application of treaty benefits to investors
in nonresident transparent entities.

Until now, no specific provisions in
Spanish law covered foreign tax
transparent investors or addressed the
particular issues raised by private
equity structures involving foreign
investment funds.

The OECD report addresses situations where an
inconsistent approach in the tax treatment of a part-
nership can lead to nonapplication of treaty rules. The
report is concerned that the states of domicile of the
target investment, the fund, and the investors may
treat the fund differently. In each of those jurisdictions,
the fund can either be disregarded or treated as a
separate legal entity. The approach adopted in each
case is crucial for satisfying residency criteria or
“subject-to-tax” clauses in the relevant treaties.

The OECD report analyzes many different situa-
tions and offers different practical solutions. However,
one of its main conclusions is that partnership
members should be entitled to claim benefits from the
treaty between each investor’s state of residence and
the country of source — Spain, in this case — when the
partnership is considered transparent in its own state
of residence and cannot, therefore, claim treaty
benefits because the relevant treaty does not contain
specific provisions to address partnerships.10

B. Standpoint of the Spanish Tax Authorities
The opinions issued by the Spanish tax authorities

before the approval of the new rules are in line with
that particular OECD recommendation.11 For
instance, a ruling from 5 February 1998 analyzes the
application of the U.S.-Spain treaty and, therefore, the
tax treatment of a U.S. LP with Japanese partners and
investments in Spanish companies. When asked
whether the U.S. LP can claim the benefits from the
U.S.-Spain treaty, the tax authorities concluded that if
the income derived by the LP is allocated directly to its
partners, those partners will be entitled to claim the
benefits under the relevant treaty between Spain and
their state of residence. In that case, each investor
must prove that it fulfils the necessary requirements to
be eligible for treaty relief. On those facts, the Spanish
tax authorities decided that the Japanese investors
would be allowed to claim the benefits granted under
the Japan-Spain treaty as long as the U.S. LP’s
Spanish income was not taxed in the hands of the LP,
but was directly allocated to each of its Japanese
investors.

The tax authorities also have analyzed the tax
regime applicable to U.S. LLCs, but those were situa-
tions where Spanish investors used that particular
type of vehicle to invest outside Spain. Therefore, the
conclusions from those rulings are not completely
applicable to structures where the LLC is the vehicle
through which investments are made in Spain.

Rulings from 1 March and 30 October 2001 consider
the possibility of a Spanish holding company applying
Spanish corporate tax exemptions to income derived
from nonresident subsidiary companies, when a U.S.
LLC is placed between the Spanish holding company
and the nonresident subsidiaries. Those rulings give
special attention to the issue of whether an LLC, as a
transparent entity for U.S. tax purposes, fulfils the
requirements of the Spanish participation exemption
regime and, in particular, the requirement that the
company paying the tax-exempt income be subjected to
taxation of a similar nature to the Spanish corporate
tax. The Spanish tax authorities concluded in both
cases that the Spanish holding company may apply the
participation exemption on the income derived from
the LLC. It reached that conclusion because the U.S.
tax treatment of the LLC is similar to the tax
treatment afforded in Spain to transparent entities, or
“entidades en régimen de atribución de rentas,” where
income is taxed directly in the hands of the entities’
partners.
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10Paragraph 35, OECD Report on the Application of the
OECD Model Tax Convention to Partnerships.

11The same position was adopted in rulings issued before the
adoption of the OECD Report, for example, 30-7-1993 with regard
to U.S. and U.K. partnerships, and 11-3-1994 with regard to U.S.
partnerships.
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So far, and considering that no specific legislation
covering nonresident transparent entities existed, the
Spanish tax authorities generally have allowed those
entities to be disregarded for Spanish tax purposes.
The transparent characteristics granted to them in
their own jurisdiction prevailed in determining their
taxation in Spain.

In the case of investment funds treated as trans-
parent entities in their home countries, that interpre-
tation would allow for the application of the treaty
between each investor’s state of residence and Spain.

Apart from the ruling mentioned above regarding
LLCs, the analysis of the tax transparency of vehicles
used by Spanish investors has not merited special
attention from the tax authorities so far. The new rules
are the Spanish Parliament’s first attempt to specifi-
cally address the controversial questions around
Spanish investors using nonresident transparent
vehicles. For instance, the new rules now provide for
rules to determine the legal classification of the income
obtained by Spanish entities through partnerships or
other entities with no separate legal status.

III. Basic Principles in Nonresident
Taxation Under Spanish Law

A clear explanation of the new rules requires, as a
preliminary step, a quick mention of the basic tax
mechanisms applicable under Spanish domestic law to
nonresident entities.

• Taxpayers: Nonresident entities are sub-
jected to Spanish nonresident income tax
(NRIT) on income and capital gains obtained,
whether or not the income or capital gains can
be attributed to a permanent establishment
(PE) of the nonresident entity.

In particular, nonresident entities with no PE
in Spain are subject to tax on dividends and
interest paid out by Spanish resident compa-
nies and on capital gains from the sales of
shares in Spanish companies.

• Dividends: Dividends paid out by a Spanish
company to a nonresident company are subject
to NRIT. Therefore, the company distributing
the dividend must withhold tax at a 15 percent
rate.

The taxation mechanism of Spanish NRIT
makes the nonresident company liable to pay
tax, while, at the same time, the Spanish com-
pany paying out the income is liable for with-
holding the tax. When the Spanish company
has withheld the corresponding NRIT from
the income paid out, the nonresident taxpayer
is deemed to have complied with its duties to
pay NRIT and file the corresponding return.

Besides the reduced withholding tax rates un-
der the relevant treaties, Spain’s implementa-
tion of the EU parent-subsidiary directive
provides an exemption from withholding tax to
dividends distributed to EU companies. For the
exemption to apply, certain requirements must
be met. The distribution must derive from a
minimum 25 percent holding, which must have
been held for a minimum period of one year.
There are, however, antiabuse provisions de-
signed to cover cases where parent EU compa-
nies are in turn held by non-EU companies.

The application of the reduced treaty rates or
of the EU parent-subsidiary exemption re-
quires that, prior to the distribution date, the
company receiving dividends must provide
the Spanish company distributing them with
a tax residence certificate.

• Interest: Interest paid by a Spanish company
to a nonresident company is taxed under
Spanish NRIT Law. The Spanish company
paying out the interest must withhold tax at
15 percent.

Apart from reduced treaty rates, interest paid
to EU lenders is exempt from Spanish NRIT.

• Capital gains: Spain taxes capital gains
derived by nonresident companies from a
transfer of assets located in Spain, especially
shares of Spanish companies, at 35 percent.
Spain does not levy the capital gains tax
through withholding. Instead, the nonresi-
dent taxpayer must file the appropriate return
and pay the tax directly.

The majority of treaties provide that capital
gains are subject to tax in the contracting
state in which the transferor is a resident.
However, some treaties contain special rules
applicable to transfers of significant holdings
(for example, the U.S.-Spain treaty) or of
holdings in real estate companies.

Capital gains obtained by EU companies from
transfers of shares of Spanish companies are
exempt from NRIT, provided that the holding
has not exceeded 25 percent during the pre-
vious year.

• Treaties: The Spanish tax authorities require
tax residence certificates to prove eligibility for
treaty benefits, which are valid for one year.

IV. New Rules Applicable to
Transparent Entities

The legislative changes for transparent entities in
the new rules have been included both in the Indi-
vidual Income Tax (IIT) Act and in the NRIT Act. In
Spanish law, the “entidades en regimen de atribución
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de rentas” tax regime has existed traditionally to
generally regulate the treatment of Spanish entities
with no separate legal identity — such as civil law
partnerships with or without legal personality, estates
or assets receiving certain kinds of special separate
treatment — although not exclusively.

The new rules include both Spanish
entities and nonresident entities in the
category of tax transparent entities.

All commercial companies, with or without limited
liability, generally were subject to Spanish Corporate
Income Tax (CIT), but civil partnerships and estates
were neither subject to CIT, nor IIT, because their
income was taxed directly at the partners’ level. Until
now, that tax transparency regime was not expressly
applicable to nonresident entities.

The new rules include both Spanish entities and
nonresident entities in the category of tax transparent
entities.12 This article explains in more detail later that
nonresident transparent entities with a presence in
Spanish territory are subject to NRIT on the income
that can be allocated to their nonresident partners.
Therefore, in that specific situation,Spanish law steers
away from the transparency principle to favor tax
collection at the income’s source and may, therefore,
create some tension.

A. Transparent Entity Classification
1. Spanish and Nonresident Transparent Entities
First the distinction between Spanish and nonresi-

dent transparent entities must be addressed:
a. Spanish Transparent Entities

This article does not study Spanish transparent
entities in detail as they are not directly relevant to
private equity structures involving foreign investors.
That category includes the Spanish entities tradition-
ally considered transparent for tax purposes (for
example, civil law partnerships, whether or not they
have separate legal personality, estates, or assets
receiving certain kinds of special separate treatment).
However, legal entities with a commercial purpose are
not included in that category. In other words, Spanish
entities, such as Sociedades Comanditarias, which can
more easily be deemed, from a commercial and civil
law perspective, to share some common characteristics
with U.S. LLCs or LPs are not included in the Spanish
transparent entity regime. Instead, they are treated as
corporations and are subject to income tax at a
corporate level.

The new rules also have introduced important
changes to the taxation in Spain of nonresident
investors using Spanish transparent vehicles. For the
first time, Spanish law expressly establishes how to
allocate income to nonresident partners in Spanish
transparent entities. The provision contained in the
new article 32 of the NRIT Act is especially important
because it states that nonresident partners in Spanish
transparent entities carrying out “business activities”
will be deemed NRIT taxpayers with a PE.13

b. Nonresident Transparent Entities
The first draft of the new rules defined the nonresi-

dent entities covered by the regime as those entities for
which the tax laws of the state regulating the entities’
functioning allocated the income directly to the
partners. Therefore, the wording used traditional tax
transparency principles.

However, Spain amended the draft. The amended
definition of the foreign entities included entities with
or without separate legal identity that are incorpo-
rated under the laws of other states that, in their state
of residence, are not subject to a tax similar to Spanish
CIT. Although different from the first draft, the second
wording still used tax transparency principles.

Surprisingly, the bill was amended again,so that the
wording finally approved by Spanish Parliament
seems to move away from tax transparency principles.
It refers to foreign entities with a “similar or identical
legal nature to the Spanish entities” traditionally
covered by that regime, that is, civil law partnerships
with or without legal personality, estates, or assets
receiving certain kinds of special separate treatment.

The authors believe that under the first draft of the
new rules, it was clear that U.S. LPs, U.S. LLCs which
were transparent for U.S. tax purposes, would be
treated as flow-through entities for Spanish tax
purposes. However, that position is hardly defendable
with the wording finally approved.

Only by interpreting the rules very broadly could
tax practitioners argue that the new rules cover all
entities or investment vehicles, with or without
separate legal personality, where income is not taxed
at the entity level, but rather at the member level — in
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12The new rules refer to “Entidades en régimen de atribución
de rentas.”

13Potential tax planning opportunities may be available for
U.S. funds that use a Spanish holding company organized as a
Spanish civil partnership, but with a U.S. check-the-box election
to be regarded as a corporation for U.S. tax purposes: A basis
step-up inside the target for U.S. tax purposes may be possible;
the use of a same-country holding company would permit avoid-
ing CFC income on dividends and interest from the lower-tier
Spanish target to the upper-tier Spanish civil partnership; and,
moreover, assuming that carrying out “business activities” for
that purpose does not include holding shares of a Spanish com-
pany for investment, the U.S. funds in that structure would avoid
a PE.
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accordance with transparency principles.Those princi-
ples would allow inclusion of partnerships and other
types of investment vehicles or arrangements without
separate legal personality, as well as entities or corpo-
rations, with or without limited liability, if the income
is taxed in the hands of the partners. The OECD report
recommendations would support interpretation of the
new rules. That interpretation also would be consis-
tent with the position adopted by the Spanish tax au-
thorities in the rulings mentioned above, which
predate the approval of the new rules.

Pending more debate on the provision’s scope and
following a literal interpretation of the new rules, it
may be difficult for Spanish legal advisers to ascertain
whether the legal nature of a particular investment
vehicle, especially one organized under a jurisdiction
with a substantially different legal culture, is identical
or similar to a particular Spanish entity.

There can be no doubt that corporations, which are
tax transparent in the investors’ jurisdiction but
nontransparent in their state of residence, are not
included in the new rules. That type of corporation
would never have fallen within the scope of the new
rules, not even under the draft wording, regardless of
whether the corporations benefited from tax participa-
tion exemptions on their income.

Holding companies in overseas investments are one
example of that type of entity. Under certain condi-
tions, they may:

• elect to be considered transparent for U.S. tax
purposes, so that the qualification of the
income deriving from the underlying assets
can be maintained;

• not be subject to tax on the income derived
from underlying assets — such as dividends
and capital gains — in the state of residence of
those corporations.

Those entities are frequently incorporated as
limited liability companies in European jurisdictions
and should not be included within the scope of the new
rules, despite that, in their jurisdiction, for example,
the U.S., the partners may elect to treat the entity for
domestic U.S. tax purposes as a partnership.

Later this article will discuss many planning tech-
niques for private equity in Spain that include using
EU holding corporations that invest in Spanish assets.
In the authors’ opinion, the new rules will not limit the
use of those structures but tax practitioners must pay
special attention to which entities the Spanish tax
authorities will consider transparent.

2. Entities With and Without a Spanish Presence

The new rules distinguish between nonresident
transparent entities with a presence in Spanish
territory and nonresident transparent entities without
that presence.

That difference may prove crucial to private equity
investors because, as previously discussed, nonresi-
dent transparent entities with a presence in Spanish
territory will be liable for tax in Spain at the entity
level.

i. Nonresident Transparent Entities With a
Presence in Spanish Territory

The distinction established in the new rules creates
a new type of taxpayer for Spanish NRIT by including
transparent entities with certain presence in Spain.

There can be no doubt that
corporations, which are tax transparent
in the investors’ jurisdiction but
nontransparent in their state of
residence, are not included in the new
rules.

Nonresident Spanish transparent entities with a
presence in Spanish territory are classified as real
taxpayers for NRIT purposes. Spain has a new
taxation mechanism for those entities in Spain: All the
income derived by those entities, which can be
allocated to their nonresident partners or investors,
will be taxed in Spain.

Definition of “Having a Presence in Spanish
Territory”

The new rules’ definition of presence in Spanish
territory is in line with the concept of PE contained in
domestic law or in the OECD Model Tax Convention.
According to the new rules, a business has a presence
in Spanish territory if it pursues business activities
and carries on all, or part, of those activities on a
continuous and recurring basis. It also requires the use
of a specific premises or workplace, or an agent
empowered to enter into contracts on behalf of the
entity who carries on the business activities. Contrary
to the definition of PE in domestic law or in the OECD
Model, the new rules do not require that the agent
habitually exercise authority to conclude contracts.

When considering private equity investments in
Spain, the definition of the concept of presence in
Spanish territory must refer to entities that carry out
business activities. “Business activity” is a set of terms
well-known in Spanish tax law. It does not include
holding shares, or purchase and sale of shares, if no
specific material means or personal resources are used
to carry out the activity. Consistent with that principle,
Private equity funds with no employees and no
material resources that limit their activity to invest-
ment in shares of Spanish companies should not fall
within that category. Investors should carefully
analyze their economic activity to avoid taxation of the
investment fund.
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Tax Treatment
Entities with a Spanish presence will be subject to

NRIT as taxpayers and will be required to file an
annual tax return.That is a move away from tax trans-
parency principles making the income directly taxable
at the entity’s level. The mechanisms used to tax those
entities are similar to those used to tax nonresident
taxpayers with a PE in Spain, although specific provi-
sions apply that are different.

Private equity funds with no employees
and no material resources that limit
their activity to investment in shares of
Spanish companies should not fall
within that category.

The first of those differences is that the taxable base
for the NRIT tax return is the income allocated to the
nonresident partners, regardless of where that income
is obtained. The authors believe that should be taken
to mean only the income that would be considered
taxable income under the NRIT Act. Therefore the
regime would only cover income, which under NRIT
rules,would be deemed to have been obtained in Spain.
The part of the income corresponding to partners
resident in Spain will not be included in the entity’s
taxable base, but instead will be taxed directly in the
hands of the partners, in accordance with the partner’s
own taxation regime — IIT or CIT, depending on
whether the partner is an individual or an entity.

The tax deemed payable would be 35 percent of the
taxable base assessed, according to the principles
provided above. Moreover, the entity will be under a
duty to make advance part payments of its annual tax
due.

Additionally, income paid to those entities will be
subject to withholding tax under IIT rules, regardless
of the tax status of the partners. If nonresident
partners are entitled to treaty benefits, Spanish law
establishes that the corresponding share of the tax
paid by the entity will be treated as having been paid
by the nonresident partner. Effectively, the new rules
apply tax transparency principles, although only for
nonresident partners entitled to claim treaty benefits.
The new rules seem to allow those nonresident
partners to ask for a refund of any excess tax paid by
the entity based on the application of relevant treaty
benefits. That would be the case, for example, if the
nonresident partners were exempt from tax on the
capital gains on the disposition of shares of a Spanish
target, should the relevant treaty allocate the right to
tax the capital gain only to the contracting state of
which the transferor is a resident. The same principle
would apply, should the partner benefit from the
domestic exemption applicable to EU parent
companies.

To summarize, nonresident transparent entities
with a Spanish presence that fulfill the above criteria
will be liable for tax in the same way as nonresident
taxpayers with a PE in Spain. That approach is a clear
move away from tax transparency principles.However,
Spanish law seems to allow partners in those entities
that are eligible for treaty benefits to claim back any
excess tax paid by the entity on the basis of the treaty
benefits.

ii. Nonresident Transparent Entities With No
Presence in Spanish Territory

Tax Treatment

Those entities will not be subject to entity-level tax.
Instead, the income will be allocated to their partners
under Spanish tax law. Spanish resident partners will
include their share of the income in their return for
direct taxes (IIT or CIT), whereas nonresident
partners will be subject to NRIT,as if the entity had not
existed.

As NRIT taxpayers, nonresident partners will be
liable for NRIT on the income allocated to them
through the transparent entity. That precise
mechanism allows the partners to claim exemptions or
reduced tax rates provided by Spanish domestic law or
treaty provisions. However, the partners must prove
their entitlement to those benefits by obtaining a tax
residence certificate. That approach allows the recog-
nition of the entities’ tax transparent nature and
permits the application of the treaty signed with the
partners’ state of residence, while disregarding the
entity for Spanish tax purposes.

A direct consequence of the Spanish taxation
system for nonresident taxpayers previously discussed
is that the withholding procedure can become exceed-
ingly complex. That is because Spanish tax law
imposes two separate duties — on the company paying
the earnings (interest payments or dividend income,
but not capital gains) to withhold tax, and on the
nonresident taxpayer to pay tax.

In contrast to the treatment afforded to nonresident
transparent entities having a presence in Spanish
territory, there is no general rule whereby earnings
paid to nonresident transparent entities with no
presence on Spanish territory are subject to with-
holding tax.

The withholding procedure instead requires that,as
a first step, the nonresident transparent entity must
prove to the Spanish company paying out the income:
(i) which is the state of residence of the entity’s nonresi-
dent partners; and (ii) which share of income must be
allocated to each of those partners. There is, therefore,
a duty to prove entitlement to claim treaty benefits and
reduced tax rates through ordinary procedures, that is,
certificate of tax residence acceptable to the tax
authorities.
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The Spanish company paying out the income must
withhold tax on account of the nonresident partner,not
on account of the nonresident entity, in accordance
with the facts of each case. There will be no duty to
withhold, if the taxpayer proves exemption under a
treaty or under the parent-subsidiary directive.

Should the nonresident transparent entity not be
able to prove the tax residence of its partners and their
share in the entity’s income, the Spanish company
must withhold tax at the standard statutory rate. In
that case, the residence or circumstances of the entity’s
partners will be ignored. Capital gains are not subject
to the withholding procedure,14 and in those cases the
partners will be directly liable to pay tax and file the
appropriate tax return, just as if the entity had not
existed.

If the transparent entity is incorporated under the
laws of a territory classified under Spanish law as a tax
haven, that entity would be subject to withholding tax
in all cases at the domestic rate.

Spanish law does not address the question of the tax
transparency levels that should be analyzed — a point
that can prove to be important because partners of
private equity funds also can be funds or other trans-
parent vehicles. In that context, the new rules simply
refer to nonresident transparent entities and their
partners. However, the new rules seem to allow for the
proof of the tax residence to be referred to the ultimate
partners of the transparent vehicles. The rules
consider those partners the NRIT payers and eventu-
ally afford them the relevant exemptions, or tax rate
reductions under the relevant treaties or under
Spanish law.

Treaties With Partnership Provisions
The new rules can cause controversy in the interpre-

tation of treaties with partnership provisions, such as
the U.S.-Spain treaty. According to those provisions,
the partnership is considered resident within the
meaning of the treaty, as long as its partners are
subject to tax in the partnership’s state of residence.
That principle would be in direct conflict with the new
rules, if the U.S. partnership were disregarded for
Spanish tax purposes. In practice, the same result
could be reached if the members of the partnership
could prove that they were tax residents of the United
States and could claim benefits under the U.S.-Spain
treaty.

In cases involving treaties without partnership
provisions, the new rules allow the partners to apply

the treaty between each investor’s state of residence
and Spain, provided that the nonresident transparent
entity has complied with the proof requirements
above.

The Spanish tax authorities were applying that
same principle in the rulings mentioned above,
although that approach was not based on any express
legal provision. Spain therefore is coming close to the
recommendations contained in the OECD report.
Spanish law is taking a definite step away from the
approaches adopted by other states, where treaty
benefits are not allowed to the entity, nor to its
partners, unless the treaty expressly contains partner-
ship provisions.

Newly approved legal provisions state
that the legal nature, not the tax
treatment, of the investment vehicle is
the key factor in determining whether
Spain will treat those vehicles as
transparent.

With the new rules,however,the Spanish Parliament
has missed an opportunity to give the appropriate legal
backing to the tax authorities’ rulings mentioned above.
Therefore, although the taxation system to which the
nonresident entities are subject rests on transparency
principles, the definition of which nonresident entities
will or will not be included within the provisions of the
new rules does not resort to transparency principles.
Instead, it requires a complex analysis of the legal
nature of the nonresident entity considered, in clear
contrast to the OECD recommendations.

Classification of U.S. LLCs/LPs

In the investment structure presented in the second
section of the this article, the possibility of using a U.S.
LP or a U.S.LLC was considered because those entities
are not subject to tax at the entity’s level, but rather at
the level of the partners.

Given their limited liability characteristics, tax
treatment, and frequent use both as a vehicle for the
sponsor in an LP, and also as a vehicle for the fund,
those entities are particularly interesting.

Spanish tax authorities declared in 1 March 2000
and 30 October 2001 rulings that the taxation princi-
ples applied to a U.S. LLC are similar to the transpar-
ency system in CIT rules.

The wording in the second draft of the new rules
includes in the regime entities that are not subject in
their state of domicile to a tax similar to Spanish CIT.
That makes tax advisers more comfortable to conclude
that U.S. LLCs and U.S. LPs fulfil the necessary
requirements to be considered transparent entities
under the new rules.
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As explained above, the new rules now refer to
foreign entities with a similar or identical legal nature
to the Spanish entities traditionally covered by the
regime. It seems that the definition would leave out
U.S. LLCs and would raise serious doubts about
certain U.S. LPs whose legal form shares certain
common characteristics with certain Spanish entities
(for example, sociedades comanditarias) that are
regarded as corporations and, thus, excluded from the
tax transparency regime.

Generally, a tax regime based on the legal nature of
the entities, when applied to foreign entities, creates a
number of difficulties. That is true especially when, as
is the case for the United Kingdom or the United
States, the legal order regulating the entity’s charac-
teristics and functioning is entirely different from the
Spanish system. If legal cultures differ widely, the
comparison of legal characteristics of entities will be
tainted with uncertainty. Ultimately, foreign investors
may distrust which tax regime applies to their invest-
ments in Spanish targets.

The authors believe that the tax authorities’ rulings
and the initial drafting of the new rules were trying to
follow tax transparency principles. However, the final
draft of the law missed a good opportunity to clarify the
taxation principles applicable in those cases, and to
give the appropriate legal backing to the tax authori-
ties’ rulings.Now on one hand,private equity investors
face a number of rulings from the tax authorities
analyzing the tax treatment of the investment vehicle
considered in its state of domicile to determine its tax
treatment in Spain. On the other hand, newly
approved legal provisions state that the legal nature,
not the tax treatment, of the investment vehicle is the
key factor to determine whether Spain will treat those
vehicles as transparent.

Apart from the difficulties that a literal reading of
the new rules undoubtedly creates, there may be
practical limitations for the use of U.S. LLCs or U.S.
LPs because those entities would need to prove their
transparency status to a Spanish company paying
income to the LLC or LP. Although strictly speaking,
this last point is a formality, in practice it can create
real problems for nonresident investors because the
approach adopted by the Spanish tax authorities can
be overly formalistic.

Tax practitioners must wait for interpretation of the
new rules by the tax authorities. On the basis of
previous rulings, observers expect the tax authorities to
take the view that the new rules also are applicable to
foreign entities, such as U.S. LPs and U.S. LLCs, which
are fiscally transparent, even when technically they are
not comparable to Spanish civil law partnerships. Until
those rulings are issued, the authors recommend that
taxpayers use care in choosing their entity type.

V. Practical Analysis of the New Rules
and Their Application to an

Investment in Spanish Assets
This article analyzes a number of questions below,

which the authors believe arise under the new rules in
connection with a basic private equity structure with a
fund organized as a U.S. LLC with partners from
various jurisdictions.

The authors will explain that the use of holding
companies is advisable in certain cases, where the
formal requirements to prove the state of residence of
the fund investors make compliance with the new
rules unduly cumbersome. The uncertainty about
whether the new rules apply to U.S. LLCs and LPs is
an additional reason to consider the use of that type of
holding corporation.

The situation analyzed in Diagram 2 contains the
following special features:A U.S.LLC acts as an invest-
ment fund with a U.S. tax resident sponsor, and with
limited partners residing (i) in the United States, (ii) in
the European Union, and (iii) in a jurisdiction classi-
fied under Spanish law as a tax haven. The fund
acquires a holding in the share capital of a Spanish
target company. For the present purposes, the authors
are assuming that the fund does not have a PE in Spain
and cannot be deemed as having a presence in Spanish
territory. The authors also are assuming that the fund
does not carry out any other activity in Spain.

The authors will, under a liberal interpretation of
the new rules, assume that for this example, the new
rules are applicable to U.S. LLCs.
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A. Dividend Income
The Spanish target company paying out dividends

must withhold tax at 15 percent, unless the U.S. LLC
can prove (i) that the U.S. LLC is a transparent entity
with no presence in Spanish territory, and (ii) the
states of residence of each of the partners in the U.S.
LLC and the proportion of income that must be
allocated to them.

The first point is not expressly stated in the new
rules and can create considerable practical difficulty.
The U.S. LLC will normally not be able to obtain a U.S.
tax residence certificate. The only way the U.S. LLC
may prove its U.S. tax residency and status will be
through the check-the-box election exercised by its
partners.15

Assuming that is sufficient proof, or that a declara-
tion from the U.S. LLC on its tax status would be
enough, the second point, relating to the fund’s
partners, would require the U.S. LLC to obtain a tax
residence certificate from each of its partners. In those
certificates, the tax authorities of the states of domicile
of each of those partners would declare that their
residence is within the terms of the relevant treaty.
Those certificates, together with a declaration from the
U.S. LLC of the share of income allocated to each
partner,must be given to the Spanish target company.

The dividends would then reach the U.S. LLC:

• minus the withholding tax rate corresponding
to the U.S.-Spain treaty, for the income corre-
sponding to the U.S. partner;

• minus the withholding tax rate applicable
under the treaty between the EU investor’s
state of domicile and Spain for the income allo-
cated to the EU partner (the following para-
graph addresses the application of the EU
parent-subsidiary directive); and

• minus the withholding at the general statu-
tory withholding tax rate, for the income corre-
sponding to the partner residing in a tax
haven.

The authors believe that under the new rules as
presently drafted, the EU partner should be entitled to
claim the parent-subsidiary directive benefits, if the
indirect holding it maintains in the target company’s
share capital fulfils the minimum holding and time
period requirements. Although that approach, based
on tax transparency principles adopted by the new
rules, can be hindered by formal requirements: for
example, compliance with the directive’s definition of

an EU parent company because the partner of the U.S.
LLC will not be a direct shareholder of the Spanish
subsidiary company.

B. Capital Gains
As previously discussed, the U.S. LLC will not have

to file a tax return for the gain realized on the disposi-
tion of shares held in the target. Because capital gains
are not subject to the withholding procedure, taxation
of those gains in Spain will be determined in accor-
dance with the personal characteristics of each of the
partners in the U.S. LLC.

The U.S. partner then will file the NRIT tax return
and pay a 35 percent tax on the capital gain. There is
an exception if the holding in the share capital of the
Spanish target attributed to the partner is below 25
percent, or if the holding reaches that threshold, but
the holding was held for less than 12 months preceding
the sale. In the last case, according to article 13 of the
U.S.-Spain treaty, the United States has the exclusive
right to tax the capital gain from the sale of the shares
in the Spanish target. The gain would be exempt in
Spain. The U.S. partner, however, would need to
provide a U.S. tax residence certificate.

The EU partner should be exempt, either under the
application of the relevant treaty or under a domestic
exemption. Spanish law provides for capital gains
obtained by EU residents to be exempt from NRIT
under certain circumstances.

The partner residing in a tax haven will be required
to pay NRIT at the 35 percent rate.

C. Carried Interest
Neither the new rules nor any domestic rules

contain specific provisions to classify and determine
the tax consequences of the carried interest allocated
to the sponsor. The concept of carried interest is indeed
unusual, both for Spanish legal commentators and for
Spanish tax authorities.

Unfortunately now only questions can be raised and
few answers can be provided. For instance, does the
fact that the new rules require that the entity’s income
be allocated to each partner mean that the sponsor’s
share must include the carried interest? From that
viewpoint, the share in the profits corresponding to the
other partners would be reduced, and the carried
interest would retain its character as dividend or
capital gains. On the other hand, should the carried
interest be classified as remuneration for services and,
therefore, where appropriate, fall within the business
income provisions of the relevant treaty?

At present, because there is little guidance from the
rules’ authors and no legal developments to help shed
light on the issue, the article’s authors favor the second
interpretation — the carried interest would be treated
as a fee paid by the fund to the sponsor. That would
allow for the fund’s income to be allocated to the
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partners in direct proportion to their participation in
the fund,without altering that participation as a result
of allocation to the sponsor of the carried interest.
However, it seems difficult to argue that, for with-
holding tax purposes, profits derived by investors in
the fund must be calculated net of the carried interest
paid to the sponsor. That point, unfortunately, will be
left open for discussion until the Spanish tax authori-
ties have been consulted and they issue rulings.

D. Use of Holding Companies
As explained above, the use of U.S. LLCs or any

other transparent vehicles in private equity invest-
ments can prove to be an efficient measure. That is
because it would allow one of the basic objectives of the
structure — that partners in the private equity fund
may claim the application of the treaty between their
state of residence and Spain.

However, that may be insufficient for effective tax
planning of the investment, either because some of the
partners are not protected by a treaty or because the
treaty rules may not always allow for tax-free
dividends, or may not always adequately protect
capital gains. For example, capital gains may not be
protected when they are derived from the disposal of
significant shareholdings.

In other situations, difficulties may arise from tax
compliance and formalities imposed on the members of
the entity and, especially, the excessive rigidity of the
system for proving the tax residence of partners if certif-
icates are required. Taxpayers may find the cumber-
some formalities impossible to comply with in cases of
investment funds with a great number of partners, or
with a flexible and varying partner structure.

In those cases, a possible solution may be to use
separate vehicles for different types of investors or, in
more general terms, to include a vehicle between the
fund and the Spanish target.

Those structures must meet a series of require-
ments if they are to offer efficient solutions to the tax
planning issues relating to the investment:

• The structure must ensure that Spain will
allow dividends and capital gains to benefit
from the reduced tax rates established in the
treaties and in domestic law — without treat-
ing the holding company as transparent. It
may be especially difficult to apply the parent-
subsidiary withholding tax exemption for divi-
dends, due to the antiabuse provisions apply-
ing to intermediate companies.

• The holding company must be exempt in its
own state of residence from taxation on divi-
dends and capital gains derived from holdings
in Spanish targets. To that extent, there are
several European jurisdictions providing tax
exemption mechanisms for holdings in foreign
companies, if that requirement is satisfied.

• The holding company used must be disre-
garded or fiscally transparent for U.S. tax pur-
poses to ensure that the underlying income
retains its character for U.S. tax purposes.

• The income must be distributed to the fund
without being subjected to withholding tax in
the state of source. In that respect, some juris-
dictions may allow for structures with debt or
hybrid formulae, if repatriation of benefits to
the fund without withholding tax can be
achieved, while, at the same time, the income
can retain its character for U.S. tax purposes.

VI. Conclusion
The new rules provide for a regime applicable to

transparent entities that, in certain cases, will allow
the partners in those entities to claim the benefits
under the treaty between each investor’s state of
residence and Spain.

That tax transparency principle will not be applicable
to transparent entities having a presence in Spanish
territory. The definition of “a presence in Spanish
territory” is similar to but not entirely consistent with
that of PE, so that the facts of each case will need to be
carefully assessed to determine to what degree the entity
may be treated as being present in Spain.

The new rules have adopted a definition of the foreign
entities eligible for the tax regime that does not refer to a
tax transparency mechanism or to the tax treatment
received in the state of domicile but rather to the legal
nature of the entity.That analysis makes the inclusion of
foreign entities (for example, U.S. LLCs or LPs) that are
not easily assimilated to Spanish transparent vehicles
especially difficult. In addition, the use of vehicles with
neutral taxation, allowing for a simplification of the
formality requirements and the overall tax analysis of
thestructure,stillwillbeneeded inmanysituations. ✦
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