The Swiss

flat-tax agreements

with Germany / UK

are doomed to fail

The Swiss Bankers Association vigorously promotes benefits of the bilateral
withholding tax agreements with Germany / UK, namely maintaining banking
secrecy, substantial tax collections, access to partner financial markets and

reduced withholding rates. Regrettably, EU level legislation ensures that these

goals cannot be achieved...

Written by Mark Morris - EU Savings Tax Expert- www.the-best-of-both-worlds.com



Are Swiss withholding tax agreements and banking secrecy efforts doomed?

Based on current and future EU legislation, it is this writer’s opinion that:-

A. Switzerland’s will no longer be in full control of Swiss banking secrecy,
and hence the entire purpose of the flat-tax agreements with UK &
Germany is called into question.

B. In any event, the withholding bilateral tax agreements cannot legally

provide the bilateral agreement’s propounded benefits.
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Are Swiss withholding tax agreements and banking secrecy efforts doomed?

Promised benefits of the tax agreements are an impossible dream \\\

A. The EU savings tax amendment in many cases, takes away paying agent responsibility

from Swiss banks and assign it to companies, trusts, foundations and partnerships

established outside of Switzerland. Swiss banks will thus often have no control over the

application of the savings tax provisions.

&~ Consequently, optimistic forecast tax collections or continued banking secrecy is

doubtful.

B. EU level legislation prohibits bilateral agreements reducing withholding tax rates or

granting access to EU Member State’s financial markets.

C. The withholding tax proposal to 'fix' the loophole-riddled EU savings tax is itself fraught

with opportunities to circumvent.

Promise made to: Supposed benefit Reason for failure

UK / Germany Billions tax collected annually | Swiss banks not paying Agent
by the Swiss and given to in many cases (EU savings tax
treaty partner applied outside Switzerland

by companies, trusts,
foundations, partnerships)

Swiss banks Secrecy maintained Swiss banks not paying Agent

in many cases (EU savings tax
applied outside Switzerland
by companies, trusts,
foundations, partnerships)

Swiss banks Swiss banks will obtain EU commission would refer

access to treaty partner’s
finance market

member state to agree to
this if in conflict with EU level
legislation which takes
primacy

Swiss bank’s customer

Reduced withholding taxes to
match customers domestic
rates, e.g. 25% for German
resident customers

EU savings tax legislation rate
of 35% takes primacy over
lower bilateral agreement
rates bilateral agreement
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Are Swiss withholding tax agreements and banking secrecy efforts doomed?

1. Why the Swiss withholding tax proposal will fail

1.1 The Swiss flat-tax proposal ignores overriding EU legislation and is fraught with

loopholes:

After the EU savings tax directive was adopted, Swiss banks expected EU demands for
ending banking secrecy would dissipate. However, the option to withhold tax instead of
automatic exchange of information was always a transitory compromise. The relatively
insignificant tax receipts and Liechtenstein’s foundation tax scandals proved how pervasive
the directive was circumvented. EU Member States consequently increased pressure to end
the withholding transitory compromise and for the Swiss to surrender banking secrecy.

In an attempt to assuage the most vociferous EU Member States’ demanding automatic
exchange of information, the SBA pre-emptively proposed an “improved” version of the
saving tax. Benefits were propounded for all parties concerned:-

e EU treaty partner - billions in annual tax revenue

e Swiss banks - access to a treaty partner’s financial markets

e Bank’s customer - lower withholding to match domestic rates and assets regularised.

Unfortunately for Switzerland, success of the withholding tax proposal faces insurmountable
EU legislation barriers, which were inexplicably ignored by the SBA in its haste to fend off
EU pressure. Equally alarming, is the withholding tax proposal is fraught with loopholes.

This does not bode well for the much touted advantages of the bilateral agreement.

4 Page March 2011



Are Swiss withholding tax agreements and banking secrecy efforts doomed?

2. The withholding tax cannot achieve its purported goals:

2.1 Swiss banks will often not be paying agent— Cannot control savings tax provisions:
The SBA proposes a transparent tax treatment by Swiss bank paying agent of entities and
legal arrangements such as companies, trusts, foundations and partnerships, etc.
Staggeringly, this infers that the SBA was completely unaware that the EU savings tax
amendment assigns “paying agent upon receipt” or “paying agent upon distribution”

responsibility to these entities and legal arrangements outside of Switzerland if established

or managed within the EU savings tax territory [Article 4.2 - if established in savings tax
territory]. Thus Swiss banks’ role as paying agent is eliminated in these circumstances. This

has effects on a). Swiss banking secrecy, and b). Reduced forecasts of tax collections.

Anecdotal evidence indicates the EU savings tax directive in Switzerland is less than 20% effective,
implying a majority of wealth managed assets is held in companies, trusts, foundations and partnerships
omitted from the directive. Also one assumes that the majority of these entities and legal arrangements are
established or managed in the usual tax havens within the EU savings tax territory such as BVI, Caymans,
Liechtenstein, Channel Islands, etc which will now be Paying Agents Upon Receipt. Therefore Swiss

banks will no longer be in control over a significant proportion of the savings tax provisions.

Paying Agent “Look through” Beneficial Owner Promised result
Non .
Swiss Swiss Bank commercial —— Shareholder B'”fons CélleCted b\:
withholding —— Company, Swiss paying agent!
flat-tax Trust,
proposal Foundation
No role Paying Agent Beneficial Owner Actual result
EU savings tax . Untaxed Shareholder,
amendment Swiss Bank  ——, Company, [ => settlor e Less tax collection by Swiss bank
(Overrides SBA Trust, founder, e Saving tax applied outside Switzerland,
proposal) ' fut resulting in possible automatic
Foundation, u l'”.e exchange of information on Swiss bank
Partnership beneficiary accounts!

If established or
managed within
EU savings tax
territory
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3.

Are Swiss withholding tax agreements and banking secrecy efforts doomed?

Banking secrecy cannot be guaranteed:

3.1 Maintaining Swiss banking secrecy is beyond Switzerland’s control:

Invariably, entities and legal arrangements used by customers of Swiss banks are
established outside of Switzerland. If these structures have responsibilities of paying
agents upon receipt, then automatic reporting of accounts held in Switzerland may
occur irrespective of Swiss banking secrecy laws. For example:-
A Guernsey discretionary trust with a deceased settler, owns assets through a
Panama international business company having its bank account in Geneva. The
Guernsey trust(ee) is the paying agent upon distribution, who must automatically
exchange information with the German tax authorities on the Swiss bank account

details when it makes a payment to its German resident beneficiary.

Retort: Switzerland may retort, that they will not agree to adopt the EU savings tax if
“Paying Agents Upon Receipt” responsibilities extend to payments from economic
operators in third countries where banking secrecy provisions apply. However, this is
an argument without merit because:
i) Banks as Paying Agents already apply savings tax to payments received or secured
from any country in the world, including those with banking secrecy, and
i) “Paying Agents upon receipt” are established outside the country with banking

secrecy and is not obligated to its secrecy laws
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Are Swiss withholding tax agreements and banking secrecy efforts doomed?

Banking secrecy cannot be guaranteed cont...

3.2 Swiss foreign branches & subsidiaries also within EU savings tax scope:

There is additional collateral damage to Swiss banking secrecy regarding foreign their

branches and subsidiaries from the EU savings tax provisions:

3.2.1 Paying Agents upon receipt responsibility apply to all foreign bank accounts

The entities and arrangements as “paying agents upon receipt” will be always
obliged to apply the provisions of the Directive, exchange of information or
withholding tax, upon receipt of any interest payment from any upstream
economic operator wherever established. This is true, irrespective if the structure
holds its bank account outside the EU savings tax territory such as a branch in
Singapore or a subsidiary in Bahamas. This could involve withholding tax or
automatic exchange of information depending where the paying agent upon receipt

is established. /EU Commission’s FAQ on EU savings tax amendments confirm this].

3.2.2 Discretionary mandate accounts in foreign branches and subsidiaries

An untaxed “legal arrangement” as “paying Agent upon receipt” may further
disrupt Swiss banking secrecy in its foreign network, thus further degrading the
Swiss motivation of the flat-tax agreement. The definition of a legal arrangement
is not exclusively a trust. It is also defined where a person or organization controls
property and/or money for another person or organization. This is precisely what

a discretionary mandate is.

Therefore if a bank established within the EUSD territory has a discretionary

mandate over a beneficial owner's account in a bank outside the EUSD territory,

then the bank within the territory is a Paying Agent upon receipt.

- E.Q., @ bank in Zurich manages a customer’s account in their Singapore branch. This
discretionary mandate is a "legal arrangement™ equivalent to a trust. As this "legal
arrangement” is untaxed in Singapore and is effectively managed within the territory

of the EU savings tax then the bank in Zurich is a "Paying Agent upon receipt".
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Are Swiss withholding tax agreements and banking secrecy efforts doomed?

4. Predicted tax collections will fail because Swiss banks not always paying agents

4.1 Swiss tax collections on trusts, companies and foundations will fall short:
For companies, trusts, foundations and partnerships the savings tax provisions on
interest will now be undertaken by paying agents mostly outside of Switzerland. As this
Is affects a major portion of assets managed in Switzerland, the forecast tax collections

by Swiss banks promised for tax treaty partners is likely fat too optimistic.

4.2 Shortfall of tax collected on capital gains of protected structured products:
The EU savings tax amendment defines interest as any income paid or realised relating
to securities where the investor is promised at least 95% return of capital. This means
that all capital gains as well as fixed income payments on capital guaranteed structured
products will be deemed as interest. In cases where paying agents upon receipt apply

the savings tax, Swiss banks will not be collecting capital gains taxes on these products.

5. Withholding tax proposal ignores EU level legislation at its own peril

5.1 The 35% withholding tax rate cannot be reduced:
The SBA advocates the withholding tax withholding rates on interest will be reduced
to match EU domestic rates, where applicable. However, the EU savings directive
will take precedence over bilateral agreements. This ensures EU Member States are

prohibited from agreeing to lower withholding rates.

5.2 Bilateral agreement cannot grant access to a Member State financial markets:
EU Member States will no doubt be reminded of the principle of primacy of EU law
over bilateral agreements. Therefore Member States can only agree to the extent that
it does not conflict with current or future EU legislation. Swiss access to any EU
Member State’s financial markets requires EU level authorisation, a highly unlikely
scenario given that the withholding tax proposal undermines EU goals for automatic

exchange of information
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Are Swiss withholding tax agreements and banking secrecy efforts doomed?

6. The withholding tax proposal contains loopholes

6.1

6.2

6.3

6.4

Loophole - Entities and arrangements with unidentifiable beneficiaries:

The withholding tax proposed extension to legal entities and legal arrangements
provides weak guidance where beneficiaries cannot be identified at the time of
income receipt. This is a common occurrence for discretionary trusts and foundations.
In contrast the amended savings tax directive here, consider settlers or founders as the
beneficial owner [Article 2.4(b)], else the structure becomes a “paying agent upon
distribution” [Article 2.4(b)], The Swiss proposal is also silent where nominees are used
as shareholders or directors, whereas the savings tax deems nominees as trust and

service providers, and hence will be paying agents upon receipt.

Loophole - Commercial or manufacturing entities and arrangements:

The SBA proposal excludes entities and arrangements if they have commercial or
manufacturing purposes, irrespective of their tax status. This provides loopholes for
say consulting or mixed purpose structures. In contrast, the savings tax amended

targets all untaxed structures, irrespective of purpose with some minor exceptions.

Loophole - Charitable organisations:

The SBA proposal exempts structures used for charities. This loophole may include
partial charitable purposes, such as mixed purpose foundations. In contrast, the
savings tax amendments exempt structures established exclusively for public charity.

Loophole: — Insurance benefits:

Swiss banking authorities can warn insurers to notify banks of the policy owners, but
this has no tax consequences unless insurance policies are specifically included in the
withholding tax proposal. In contrast, the savings tax amendments include life
insurance benefits, irrespective of the level of mortality cover with some minor

exception.
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Are Swiss withholding tax agreements and banking secrecy efforts doomed?

7. Attemptstoavoidadt @ Ay 3 | A SG GRLIZYWY ANKIO S\IAYLIE S C

To maintain banking secrecy and avoid paying agents upon receipt responsibilities, Swiss
banks will likely advise their customers to only utilise entities and legal arrangements
established outside the savings tax directive’s territory. However, it is worth reviewing the
relevant clause of the EU savings tax amendments regarding this strategy.

[Article 4.2 —Paying Agent]: “An entity or a legal arrangement which has its place of effective
management within a Member State and which is not subject to effective taxation under the general
rules for direct taxation applicable either in that Member State, or in the Member State where it is

established, or in any country or jurisdiction where it is otherwise resident for tax purposes, shall

be considered to be a paying agent upon receipt of an interest payment.... ”

Note: “within a Member State” will be changed to “within EU savings tax territorial scope”

in [Article 7] when the other countries agree to the EU savings tax amendments.

[Article 1(b)] ‘place of effective management’ of an entity, with or without legal personality, shall
mean the address where key management decisions are taken that are necessary for the conduct of
the entity’s activity as a whole. Where key management decisions are taken in more than one country
or jurisdiction, the place of effective management shall be considered to be at the address where most
of the key management decisions are taken relating to the assets producing interest payments within

the meaning of this Directive

If banks advocate the use of say a Panamanian international business company or Hong
Kong private limited company to avoid the paying agent upon receipt consequences, it is
likely that that these entities are managed within the territory of the savings tax. Hence the

management of the company would be deemed the paying agent upon receipt.

In summary, SBA’s withholding tax agreements is unlikely to achieve its stated goals due to:-
e EU savings tax amendments slashing Swiss banks’ role as paying agents and withholding
tax proposal loopholes resulting in lower tax collections and
e EU level legislation prohibits promised benefits, and Swiss banking secrecy will not be
within Switzerland’s control thus mooting the entire objective of the bilateral tax

proposal.

10 Page March 2011



Are Swiss withholding tax agreements and banking secrecy efforts doomed?

Appendix ¢ Paying Agents Upon Receipt
15 non-EU (i S NNJ eintiééBn8 arrBngements will also be paying agents upon receipt

Swiss Bankers Association assumes that entities and arrangements established in the 15 non-
EU jurisdictions participating in the Savings Tax agreement Swiss banks will not be Paying
Agents upon receipt. Therefore they propose that Swiss banks as Paying Agents will “look

through” these entities and arrangements and apply the savings tax..

e The EU savings tax amendments [Article 4.2] categorically states: “An entity or a legal

arrangement which has its place of effective management within a Member State and which is

not subject to effective taxation .... shall be considered to be a paying agent upon receipt”.

e Furthermore, the amendment gives an indicative list in Annex Ill of entities and
arrangements, in which shall be considered as paying agents upon receipt. These are all
exclusively located within EU Member States.

e In addition, the entities and arrangements located in the 15 non-EU jurisdictions
participating in the Savings Tax network are listed in Annex | to be treated with a

“look through” approach by economic operator paying agents.

But this is wrong! Entities and arrangements in 15 non-EU jurisdiction will be the
Paying Agents Upon Receipt after adopting the EU Savings Tax amendments.

Annex | part lists the 15 jurisdictions separately with this introduction:

Entities and legal arrangements whose place of establishment or place of effective
management is in a country or jurisdiction listed in Article 17(2), to which Article 2(3)
applies pending the adoption by the country or jurisdiction concerned of provisions
equivalent to those of Article 4(2) l.e. the Look through provision will apply
"pending" the adoption by the country, and thereafter it will be a Paying Agent as per
Art4.2

An entity or a legal arrangement which has its place of effective management within

a Member State and which is not subject to effective taxation under the general rules
for direct taxation applicable either in that Member State, or in the Member State
where it is established, or in any country or jurisdiction where it is otherwise resident

for tax purposes, shall be considered to be a paying agent upon receipt of an interest
payment or upon securing of such payment. For the purposes of this paragraph, the
categories of entities and legal arrangements referred to in the indicative list of Annex IlI
shall be considered to be not subject to effective taxation."
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Are Swiss withholding tax agreements and banking secrecy efforts doomed?

Appendix — Paying Agents Upon Receipt Cont...

Therefore the EU savings tax amendment splits the indicative list of “look through™ entities
and arrangements of Annex | into two parts, separating the 15 jurisdictions participating in the
Savings Tax. This facilitates the list of 15 jurisdiction’s entities and arrangements being

moved to Annex Il1, i.e. becoming “paying agents upon receipt”.

Countries and jurisdictions Categories of entities and legal arrangements

Andorra

Anguilla

Aruba

British Virgin Islands

Cayman Islands

Guernsey

Isle of Man

Jersey

Liechtenstein

Monaco

Montserrat

Netherlands Antilles

San Marino

Switzerland

Turks and Caicos

Trust, governed by foreign law

Trust, governed by local or foreign law
International business company

Stichting
Particulier Fonds

Trust, governed by local or foreign law
Company

Trust, governed by local or foreign law
Exempt company

Trust, governed by local or foreign law
Company
Foundation

Trust, governed by local or foreign law

Trust, governed by local or foreign law
Company
Foundation

Anstalt (Trust, governed by local law) and trust governed by foreign law

Stiftung (Foundation)

Trust, governed by foreign law
Fondation (Foundation)

Trust, governed by local or foreign law
International business company

Trust, governed by local or foreign law
Stichting Particulier Fonds

Trust, governed by local or foreign law
Fondazione (Foundation)

Trust, governed by foreign law
Foundation

Exempted company
Limited partnership
Trust, governed by local or foreign law
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