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A balanced approach 

European shell entities on 

the target 

On 22 December 2021, the European 
Commission (the “Commission”) published a 
new legislative proposal for a Council Directive, 
laying down the rules to prevent the misuse of 
shell entities for tax purposes, commonly 

known as “ATAD 3 Proposal”1. 

The ATAD 3 Proposal is the sequel to a series of measures adopted by the Commission in the 
battle against tax avoidance in the European Union (the “EU”). The ATAD 3 Proposal is 
targeting EU companies lacking substance that have been incorporated to obtain a tax 
advantage and thus, erode the taxable basis of the Member States.  

The ATAD 3 Proposal will change the current tax landscape through its introduction of an EU-

wide “substance test” supplemented by a reporting obligation and automatic exchange of 
information. This exchange of information would facilitate the tax audits of a broader group 
of entities. The ATAD 3 Proposal envisages specific dissuasive penalties in case of non-
compliance with the reporting obligation. 

ATAD 3 Proposal at a glance 

The ATAD 3 Proposal introduces a seven-step approach that should be utilised by Member 
States when assessing if an entity falls within its scope.  

At this stage, the ATAD 3 Proposal applies to only EU undertakings i.e. entities that are 
considered tax residents in a Member State and thus, are eligible to receive a tax certificate 
of residency in said Member State. However, the European Commission has already 

expressed its intent to publish further initiatives covering the non-EU shell entities in order to 
make  the measures introduced by ATAD 3 Proposal more efficient.  

1. Step 1: Identification of reporting undertakings 

As a first step, entities that are tax resident in a Member State and engage in an 
economic activity in a Member State - irrespective of legal form or size - should 
determine if they are covered by the scope of the ATAD 3 Proposal.   

The ATAD 3 Proposal puts forth the following criteria (“Gateways”) that should be met 
cumulatively in order for an entity to be considered as a reporting entity for the 
purposes of ATAD 3 Proposal. 

Gateways 

− Gateway 1: Revenue source: 

More than 75% of the revenues realised by the entity in the preceding two tax 

years is passive income. Irrespective of whether passive income has been realised, 
this criterion is deemed to be met if the total book value of the real estate property 
and other movable private property (including shares) is more than 75% of the 
total book value of the assets of the EU undertaking.

 
1  Proposal for a Council Directive laying down rules to prevent the misuse of shell entities for tax purposes 

and amending Directive 2011/16/EU 



 

2 

− Gateway 2: Cross border element: 

The entity is engaged in cross-border activity, in the preceding two years, if: 

− at least 60% of its relevant income is generated or paid out via cross-border 
transactions or 

− More than 60% of the book value of the assets of the undertaking is located 
outside of the Member State of residence 

− Gateway  3: Outsourced management and administration: 

In the preceding two tax years, the entity outsourced the administration of day-to-
day operations and the decision-making power related to significant functions. 
Entities outsourcing ancillary services, such as bookkeeping only, should not meet 
this Gateway provided that the core functions remain with the entity. At first 
glance, it seems that entities which are both managed and administered by 
professional management companies will meet this Gateway.  

An entity that meets, cumulatively, all the Gateways should be considered “at risk” and should 

continue to the next step of this seven-step approach. Entities that do not cumulatively meet 
the abovementioned Gateways (such as those with limited cross-border operations or  which are 
managed and/or administered internally), should be considered as “low risk” and should not fall 
within the scope of the ATAD 3 Proposal. 

Notably, Gateways provide for a retrospective period of two years. However, it is unclear what 
the starting point of this two-year period would be and how the rules would apply to entities 
that are in existence for fewer than two years.  

In light of the above, companies may want to already review their way of operating and their 
outsourcing policies in order not to meet all the Gateways, thus, qualifying as “low risk” entities 
and falling outside the scope of the ATAD 3 Proposal. Under this scenario, companies may be 
inclined to internalise certain outsourced functions, appoint local dedicated directors or hire 
sufficient personnel to manage and administer the operations of the entity internally.  

Carved-out entities 

The ATAD 3 Proposal excludes from its scope entities that are subject to transparency 
requirements and supervision such as listed companies,  regulated financial entities and EU 
collective investment vehicles.  

This exclusion is especially important for the European Fund industry, which has predominantly 
cross-border operations and regularly entrusts the management of its operations to external 
investment fund managers and as such, would likely meet the Getaways. However, the benefit 

of this exclusion could be reduced considering that subsidiaries of collective investment vehicles 
could still be in the scope of ATAD 3 Proposal if they meet the three Gateways and are not 
explicitly carved-out. This creates a paradox and could potentially disrupt the Fund industry.  

In addition, the following entities are also carved-out: 

− companies whose main activity is the holding of shares in operational businesses in a 
domestic context, provided that their beneficial owners are also resident for tax purposes 
in the same Member State. Family offices structured with holding companies and solely 

domestic presence should be able to benefit from this exclusion 

− companies with at least five full-time equivalent employees carrying out income 
generating activities. Operational companies and family offices with sufficient human 
resources should be covered by this exclusion 

All the carved-out entities are considered as low risk and are not likely to be used for tax 
avoidance. However, subsidiaries of carved-out entities are not automatically excluded from the 

ATAD 3 Proposal.  
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2. Step 2: Reporting 

An entity meeting the Gateways (i.e. a reporting undertaking) must declare in the annual tax 
return whether the entity meets the following indicators of minimum substance for tax purposes:  

1. premises available for the exclusive use of the entity in the Member State of establishment 

2. at least one active bank account in the EU 

3. at least one qualified director resident geographically close to the undertaking and dedicated 

to its activities. Alternatively, this criterion can be substituted by having the majority of 
employees of the entity resident geographically close to the entity 

The ATAD 3 Proposal specifically stipulates that in order to meet the third  minimum indicator of 
substance, at least one director of the entity should not be employed or appointed as director by 
other entities that are not associated enterprises.  

The reporting should be accompanied by sufficient documentary evidence that would allow the tax 
authorities to assess the truth of the reported information. The information to be provided should 

include, but should not be limited to: 

− address and type of premises 

− amount of gross revenue and type 

− amount of business expenses and type 

− type of business activities performed 

− number and information regarding the directors and the full time employees 

− outsourced business activities 

− bank account numbers and evidence of activity 

Based on the above-mentioned information, which will be shared between Member States 
(irrespective of the outcome of the assessment and the qualification as “shell” entity), the tax 

authorities will be in a better position to identify situations of tax avoidance, tax evasion or money 
laundering. 

3. Step 3: Presumption of lack of minimal substance 

An entity that meets the criteria set in Steps 1, Step 2 and provides satisfactory documentary 
evidence is presumed to have minimum substance and as such, the entity should not be 
considered to be shell entity for the purposes of the ATAD 3 Proposal. 

However, if the entity fails to meet one of the substance indicators or to provide satisfactory 
evidence, it will be presumed to be a shell company for the purposes of ATAD 3 Proposal. Entities 
that are in this situation will be inclined to review the way they operate in order to have sufficient 

material and human resources to carry on their business activities in an autonomous manner and 
thus, meet the minimum indicators of substance. This will imply renting or acquiring office 
premises in the Member State of establishment, opening bank accounts in an EU jurisdiction and 
reviewing their hiring policy (recruiting high profile employees and appointing qualified local 
executive directors). In practice, the ATAD 3 Proposal seems to disregard the existing economic 

reality and the predominant investment operating models. In the current investment environment, 
it is common practice for investments to be carried out via intermediary entities, which operate 

with less substance than the minimum substance outlined in the ATAD 3 Proposal. Those entities 
do not require the extensive minimum substance as per the ATAD 3 Proposal to successfully 
operate and implement their investment strategy. Obliging such entities to comply with the 
minimum substance as per ATAD 3 Proposal would create an extra layer of complexity and could 
significantly increase the operational expenses of such companies. 
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4. Step 4: Possibility of rebuttal 

The presumption of shell status under the ATAD 3 Proposal is rebuttable on a case-by-case basis. 
The presumed shell entity may provide additional evidence in order to prove the genuine nature of 
the structure to the tax authorities. In this respect, the entity should provide documents supporting 
the commercial rationale behind the establishment of the entity, information about the employees 
(experience, qualifications, roles, decision power etc) and concrete evidence supporting that the 

decision making process takes place in the Member State of the entity.  

The provided evidence will allow the tax authorities to identify situations of tax avoidance, tax 
evasion or money laundering and to assess the substance of the entities. If the tax authorities 
conclude that the entity is not a shell company based on the legal and factual circumstances, a tax 
certificate should be issued formalising the conclusion of the rebuttal process. The tax certificate 
would be valid for one year. 

In order to  ensure efficient allocation of resources, the tax authorities of the Member State of the 

entity may extend the exemption for a period of up to five additional tax years. Provided that the 
factual and legal pattern remains the same, it is recommended that the taxpayers ensure that the 
tax certificate has an extended validity. 

At first glance, the rebuttal process seems a complex, time consuming and disclosive process with 
uncertain outcome. “At risk” entities might prefer to reorganise themselves in order not to meet 
the three Gateways or in order to meet the substance requirements.  

5. Step 5: Exemption from reporting for lack of tax motives 

An entity which passes all three gateways (Step 1) and does not meet the minimum substance 
requirements of Step 2 can request to be exempt from any obligation imposed by the ATAD 3 
Proposal. In order to request the exemption, the entity must be in a position to prove to the tax 
authorities that its incorporation is not reducing a tax liability of its ultimate beneficial owners or of 
the company group.  

This exemption might prove to be challenging to obtain. If the relevant entity, its subsidiaries and 
its shareholders are resident in different jurisdictions, requesting this exemption might also be 
costly given that it will involve complex multijurisdictional tax analysis. In addition, obtaining this 
exemption could imply the disclosure of sensitive and confidential information.  

For tax administrative efficiency reasons, the tax authorities of the Member State of the entity may 
extend the exemption for a period of up to five additional tax years.  

6. Step 6: Tax consequences 

The ATAD 3 Proposal envisages adverse tax consequences for shell companies. These 
consequences have dissuasive character aiming at neutralizing any tax advantage obtained by 
interposing of the shell. 

In more detail: 

− Members States (other than the Member State of the shell company) should not apply to the 
shell company the tax benefits available under the double tax treaties and the EU tax 

directives (such as the so-called Parent-Subsidiary and Interest and Royalty European 
Directives). In this respect, if an EU subsidiary of the shell company pays a dividend or 

interest, the EU subsidiary will not apply any tax advantage (exemptions or reduced 
withholding tax) envisaged in the double tax treaties or EU tax directives. In addition, the 
Member State of residence of the shell company should: 

(i) deny a request for a tax certificate to the shell company; or 

(ii) grant a tax certificate with a warning statement i.e. explicitly denying the access to the 

tax benefits available under the double tax treaties and the EU tax directives. 

− The Member States of EU resident shareholders of the shell company should adopt a “look 
through” approach. Accordingly, such Member States shall tax the passive income of the 
shell company according to their national law as if it had directly accrued at the level of the  
shareholders and deduct any tax paid on such income at the level of the shell company. 
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− This  “look through” approach will increase the tax compliance cost for the EU shareholders 

and the shell company.  

The ATAD 3 Proposal does not cover shell entities established outside the EU. However, the 
Commission has already expressed its intention to publish further initiatives in this respect. 
Nevertheless, in the meantime, the EU Market would be in a competitive disadvantageous position 
compared to third countries that do not impose minimum substance rules. 

7. Step 7: Automatic exchange of information 

As a final step, the ATAD 3 Proposal envisages that all data collected under Step 2 should be 
subject to automatic exchange of information between the Member States. The exchange of 
information of all the information gathered in Step 2 (including information of entities that meet 
the minimum indicators of substance and do not qualify as shell) is extensive and seems 
dipropionate. In this respect, the EU Commission believes that only a small number of the EU 
business covered by the ATAD 3 Proposal will actually qualify as “shell” companies. 

In addition, a Member State has the right to request another Member State to initiate tax audit 
procedures regarding a tax resident company if it has reasons to believe that the company in 

question has not met its obligations. This possibility should facilitate the tax audit of a broad group 
of companies. However, we are of the view that this type of request should be used strictly and 
consistently between the Member States. Such requests should be duly justified in order to avoid 
“fishing” requests from tax authorities of Member States. 

8. Penalties 

The ATAD 3 Proposal contemplates effective, proportionate and dissuasive penalties. These 
penalties should include an administrative pecuniary sanction  be of at least 5% of the turnover in 
the event of non-compliance with reporting obligations. The final penalties imposed are at the 
discretion of the Member States. Based on past experience, we can expect to see significant 
differences in terms of severity of such penalties between the various Member States. 

The next steps 

Discussions on the ATAD 3 Proposal should begin in early 2022. Upon completion of those discussions, 

the Commission will propose the agreed text of the ATAD 3 Proposal to be transposed into domestic law 
by 30 June 2023 and effective as of 1 January 2024.  

It is expected that the text of the Final Directive will be significantly amended during the negotiation 

process in order for unanimity to be achieved. Nevertheless, the ATAD 3 Proposal is in line with the 
current initiatives at EU level to increase tax transparency and is a significant milestone as the first step 
towards harmonizing the substance requirements within the European market.  

Notwithstanding the above, the ATAD 3 Proposal seems to disregard the generally accepted principle that 
the substance should be appropriate for the activities and functions performed on a case by case basis. 
Accordingly, low level substance is acceptable for holding and financing entities. The minimum substance 

indicators and the presumption of abuse introduced by the ATAD 3 Proposal(if adopted), along with the 
reporting obligation imbedded in the ATAD 3 Proposal, would affect a number of the EU business, owing 
to the significant administrative and reporting obligations that they would be confronted with.  

If the ATAD 3 Proposal is adopted as it is, European holding companies having their administration and 
management outsourced will have to reconsider how they operate their business. It is therefore 

important that taxpayers continue to perform a review of their current substance as well as take 
appropriate measures to increase their presence in the Member State of establishment.  
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