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GERMAN TAX UPDATE

Discussed below are recent international tax developments in Germany affecting corporate in-

come and trade tax, transfer pricing, German branches of foreign banks, withholding tax on 

dividends, personal income tax, and VAT.

German Trade TaxÑLong-T erm Debt Interest Add-Back Rule

For German trade tax purposes, interest payments from German debtors on long-term debt 

(ÒDauerschuldenÓ) are generally deductible by only 50% but fully deductible for corporate in-

come tax purposes.  In addition, speciÞc interest disallowance rules may apply, as in thin capi-

talization situations, for example.  There are strong arguments that the interest add-back rules 

may violate the spirit of the EC Interest and Royalties Directive.  Even though Germany had not 

implemented the Directive by January 1, 2004, as required under its terms, its rules should still 

apply, and any German debtors who pay or accrue interest related to long-term debt owed to 

foreign afÞliates entitled to beneÞts under the Interest and Royalties Directive may want to con-

sider appealing any trade tax assessments for calendar year 2004 and later. 

NEW GERMAN THIN CAP RULES:

Effective January 1, 2004, Germany introduced revised thin capitalization rules that signiÞcantly 

extend the scope of disallowed related-party Þnancing.  The decision of the German legislative 

bodies to promulgate new thin capitalization rules was initiated by the European Court of Justice 

which held that the pre-existing German thin capitalization provision violated the EU principle of 

freedom of establishment making them null and void. 

The new rule primarily extends the scope of limited shareholder Þnancing to German domestic 

taxpayers and is obviously aimed at making the new regime compatible with EU law.  Further-

more, the new legislation adds severe restrictions on structures that in the past were not af-

fected by any thin cap ramiÞcations, namely German partnerships and permanent establish-

ments of foreign corporations.  

In addition, it introduces a uniform safe haven for all corporations irrespective of their status as 

either an operating or a holding company, and challenges Òdebt push-downÓ transactions by en-

tirely disallowing related-party interest that is effectively connected with an inter-company stock 

purchase.
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The changes to the revised thin cap rules in applying to tax years beginning after December 31, 

2003, can be summarized as follows: 

The new thin cap regime extends to all related-party Þnancing regardless of whether (1) the bor-

rowing entity is owned by a foreign or domestic German shareholder, or (2) the lender reports 

the interest received on the related-party loan as German taxable income. 

All limitations made by the revised section apply to (1) German partnerships, provided that 25% 

or more of the partnership is held by a corporation (domestic or foreign); and (2) other foreign 

corporate taxpayers who derive German-source taxable income from a trade or business (e.g., 

from a local permanent establishment). 

Reduction of the safe haven to a 1.5:1 debt-to-equity ratio for all corporations (as opposed to 

the old legislation, a wider safe haven will no longer be available to corporations that qualify as 

a holding company.  Interest in excess of the safe haven will generally be construed as a 

deemed dividend unless it satisÞes an arm's-length test. 

Related-party interest effectively connected with the purchase of stock from a group entity will 

be disallowed with no arm's-length test being permitted (Òanti-debt push-down legislationÓ). 

Interest not allowed under section 8a will be nondeductible for both corporate and trade tax pur-

poses, whereas the previous thin cap legislation extended only to corporate tax. 

Uniform 1.5:1 Debt-to-Equity Ratio

The new legislation abolished the extended safe haven of 3:1 for certain holding companies and 

introduced a uniform safe harbor for shareholder or shareholder-related Þnancing at a debt-to-

equity ratio of 1.5:1.  This implies that the German legislature, for purposes of re-qualifying in-

terest payments as a deemed dividend, generally considers an equity quota of 40% to be rea-

sonable and in line with uncontrolled parameters.  However, German enterprises typically run at 

a much lower capitalization; therefore, especially medium-sized companies will be increasingly 

exposed to the new safe haven limits. 

Loss Use

For income, corporate income, and trade tax purposes, the maximum taxpayer's loss carryfor-

ward that can be used in any one year is restricted to 60% of the annual income that exceeds 

one million Euro.  
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Under the previous rules, loss carryforwards (NOLs) could have reduced current corporate and 

trade tax income to zero.  The new rules are effective for all Þscal years ending in 2004. 

Tax Consolidation Rules

Under previous law, if there was an Organschaft in place between a parent entity and its corpo-

rate subsidiary, trade tax NOLs incurred at the subsidiary level prior to the Organschaft could be 

used to offset income of the subsidiary generated during the Organschaft. For corporate and 

income tax purposes, such "pre-Organschaft" loss use was and continues to be unavailable. 

The pre-Organschaft losses of the subsidiary have always been suspended during the Organ-

schaft and can be used only after its termination.  These rules now apply for trade tax purposes 

also , and pre-Organschaft losses of a subsidiary can no longer offset income generated while 

the Organschaft is still in place. 

General Taxation of Corporations Since 2001

The split corporate tax rate, 40% for retained earnings and 30% on distributed proÞts, has been 

replaced by a uniform corporate tax rate of 25%.  The trade tax rate and the solidarity surcharge 

are unchanged.  This leads to an accumulated tax burden, including the trade tax and solidarity 

surcharge, of approximately 38%-40%.  Basically, dividends are subject to a 20% withholding 

tax.  There are no special tax rules for holding companies.  The corporate tax can be neither 

credited nor refunded; corporate tax paid is lost. 

Capital Gains and Losses and W rite-Offs

Capital gains resulting from the sale of a foreign corporation and of a domestic corporation 

(since 2002) are tax free regardless of the holding periods, except for shares issued in ex-

change for a tax-free contribution (einbringungsgeborene Anteile).  Capital losses, whether the 

corporation is foreign or domestic, are neither deductible operation expenses nor write-offs. 

Dividends

Foreign and domestic dividends received by a German corporate shareholder are tax free for 

corporate and trade tax purposes irrespective of any holding period, holding quota, or existing 

double-taxation treaty.  However, 5% of a foreign dividend is deemed to be a nondeductible op-

eration expense.  In other words, foreign dividends are effectively only 95% tax free.  
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After deduction of the 25% corporate tax at the holding company level, the dividend is subject to 

a 20% withholding tax, but the treaty rate of 5% withholding tax applies. 

German Foreign Transactions Tax Act (FTTA).  The German FTTA gains importance due to the 

national participation exemption for corporations and the 50% participation exemption for indi-

viduals.  Since the national participation exemption requires neither a minimum shareholding 

period nor a minimum shareholder interest, anti-abuse measures must be considered carefully, 

especially with regard to foreign subsidiaries in low-tax countries.  The German government 

does not want German companies to transfer activities into countries where the proceeds of the 

activities will be taxed lower than they would have been if carried out in Germany.  Therefore, 

the FTTA contains CFC rules that face considerable future changes in order to comply with the 

new German taxation of dividends and the needs of multinational groups.  The German CFC 

rules generally apply to passive income from low-taxed foreign entities that are controlled by 

German residents. 

THE GERMAN TAX SYSTEM

In General

Germany has a sophisticated, and increasingly complex, tax system, consisting of a variety of 

taxes and social security contributions, including: 

¥ The individual income tax (Einkommensteuer) 

¥ The corporate income tax (Kšrperschaftsteuer) 

¥ The trade tax (Gewerbesteuer) 

¥ The value added tax (VAT) (Umsatzsteuer) 

¥ The estate tax (Erbschaftsteuer) 

¥ The gift tax (Schenkungsteuer) 

¥ The real property tax (Grundsteuer) 

¥ The real estate transfer tax (Grunderwerbsteuer) 

¥ Various excise taxes 

¥ Various social security contributions 

The individual and corporate income taxes, the trade tax, and the value added tax are the most 

important revenue sources.  
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Although Germany has enacted legislation reducing tax rates, it remains a high-tax jurisdiction 

in relation to the United States and its European neighbors.  For 1999, the maximum individual 

income tax rate for income other than business income was 53%, but this was reduced to 51% 

in 2000 and 2001 and to 48.5% in 2002.  The maximum tax rate for business income for 1999 

was 45%, and this rate reduced to 43% in 2000.  In addition to the regular tax liability, a solidar-

ity surcharge equal to 5.5% of the net individual and corporate tax liability applies as of January 

1, 1998. 

Because of its relatively high tax rates, Germany traditionally has not been used as a holding 

company jurisdiction for channeling third-country investment into the United States or other 

countries.  However, certain changes to the tax law enacted in 1993 encourage the formation of 

holding companies in Germany, and third-country taxpayers may now Þnd that Germany offers 

attractive beneÞts as a holding company location. 

The perception that high tax rates were discouraging investment ßows into Germany led the 

German legislature in 1993 to reduce the maximum corporate income tax rate from 50% to 45%  

for retained earnings and from 36% to 30% for distributed earnings. Beginning in 1999, the rate 

for retained earnings dropped from 45% to 40%.  Although this change made German corporate 

tax rates more consistent with those of its European neighbors, the overall tax burden is much 

higher because of the German trade tax, which can increase the effective corporate tax rate by 

10% or more. 

German Tax Administration

The individual and corporate income taxes and the trade tax are of primary relevance for Ger-

man investment in the United States and are imposed by federal statute.  However, as part of 

the federal structure of German government, the tax authorities of the individual German states 

(LŠnder) administer the individual and corporate income taxes, and German municipalities as-

sess and collect the trade tax.  The local tax ofÞce responsible for assessment of the taxpayer 

also performs auditing and review functions.  There is no extended appeals process; the re-

course of the taxpayer in disputes with local tax authorities generally is to the state and federal 

tax courts or to the competent authority under an applicable treaty.  Only a limited appeals pro-

cedure exists at the local level in Germany under which the taxpayer can Þle an objection (Ein-

spruch) to a tax assessment.  In comparison with the United States, therefore, the tax admini-

stration is much less centralized. 
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Assessment System

In contrast to the United States, Germany does not operate under a self-assessment system.  

The local tax ofÞce calculates the taxpayer's tax liability and sends an assessment (Steuerbes-

cheid) to the taxpayer.  The taxpayer is required to cooperate in the assessment process by Þl-

ing returns and supplying information and documentation.  To the extent the taxpayer does not 

supply information or documentation necessary to enable the tax authorities to calculate its tax 

liability, the tax authorities are entitled to base the tax assessment on estimates. 

Sources of T ax Law

The primary sources of substantive tax law in Germany are state and federal statutes and bilat-

eral and multilateral (i.e., EU) treaty law.  Applicable state and federal statutes include: 

¥ Abgabenordnung (AO) 

¥ Einkommensteuergesetz (EStG) 

¥ Kšrperschaftsteuergesetz (KStG) 

¥ Gewerbesteuergesetz (GewStG) 

¥ Executive decrees (Rechtsverordnungen), especially those relating to the major tax stat-
utes (Einkommensteuer-DurchfŸhrungsverordnung (EStDV), Kšrperschaftsteuer-
DurchfŸhrungsverordnung (KStDV), and Gewerbesteuer-DurchfŸhrungsverordnung 
(GewStDV)) 

These primary sources are supplemented by regulations (Richtlinien) and administrative pro-

nouncements (Erlasse) published by the German tax authorities.  While such supplementary 

sources are binding on the tax authorities themselves, they usually are not binding on either the 

taxpayers or the courts. 

Case law interpreting the statutory law and administrative pronouncements plays a substantially  

less important role in Germany than it does in the United States, although it is beginning to as-

sume more signiÞcance.  Tax court decisions are not ofÞcially published in the same manner as 

United States cases.  Generally, case law is relevant primarily for indicating the approach and 

emphasis the tax authorities and the courts apply to tax issues.  Reasoning in court cases may 

be persuasive, but it is not binding in the same manner as case law in the United States.  Con-

sequently, German tax law in areas such as inter-company transfer pricing does not rely as 

heavily on case law. 
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INDIVIDUAL INCOME TAXES

Individuals resident in Germany are liable for tax on their worldwide income.  Nonresident indi-

viduals are liable for tax only on certain categories of income from German sources.  Germany 

does not tax worldwide income on the basis of citizenship, except for certain government em-

ployees and their families who reside and work abroad. 

 

ÒIncomeÓ DeÞnition

The individual income tax applies to the following seven speciÞc categories: 

¥ Agriculture and forestry income 

¥ Business income  

¥ Independent personal services income  

¥ Dependent personal services income 

¥ Capital (investment) income 

¥ Rental income 

¥ Other income, including annuities and speculative proÞts 

Because capital gains from the sale of privately held assets are not subject to the individual, in-

come tax plays a substantial role in income tax planning for both domestic and foreign invest-

ment by German residents.  For example, U.S. taxation of gain from the sale of U.S. situs real 

property and from the sale of stock in U.S. real property holding companies creates a disincen-

tive for private investment in real property located in the United States because it represents an 

additional tax cost that would not be incurred on equivalent investments in Germany. 

The most important income categories of foreign investment are business income, income from 

capital, and rental income.  Business income includes all income derived from the sustained 

conduct of all activities of a commercial nature that are undertaken with an intent to derive a 

proÞt, provided that such income does not constitute agriculture or forestry income or income 

from independent personal services, including professional services.  Business income includes 

all income derived from a permanent establishment and from interests as a general or limited 

partner of a partnership that conducts commercial activities.  It also includes gain from the sale 

of shares in a corporation in which the taxpayer holds more than 10% of the total share inter-

ests.  Income from capital consists primarily of dividend and interest income.  
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Rental income includes income from the rental of real and personal property, as well as royalties 

from the license of intangible property rights. 

Calculation of T axable Income

Taxable income or loss is calculated on a net basis for each taxable year.  Business income, 

agriculture and forestry income, and income from independent personal services are calculated 

by comparing the tax balance sheet results for the current year with those of the preceding year. 

 The tax balance sheet corresponds to the Þnancial balance sheet, subject to certain adjust-

ments.  Taxation by balance sheet comparison for these types of income is fundamentally differ-

ent from the method applicable to the other types of income.  Taxpayers and commercial part-

nerships that are required by commercial law to maintain books of account are required to main-

tain such books for tax purposes as well, and they are required to report income on an accrual 

basis.  Taxpayers engaged in a business may use a Þscal year deviating from the calendar year. 

 Income for all other taxpayers is calculated on the basis of the calendar year. 

In contrast, employment income, including income from professional services, income from 

capital investment, rent and royalty income and certain miscellaneous income is calculated by 

deducting allowable Òincome related expensesÓ from each item of gross income to which the 

expense applies.  ÒIncome related expensesÓ are expenses incurred by the taxpayer for the 

production, preservation, or retention of income.  These expenses can be itemized or claimed 

as standard allowances. 

Net operating losses (NOLs) incurred in a taxable year can be carried back one year and car-

ried forward indeÞnitely.  The maximum amount that can be carried back per year is subject to 

limitations on the amount although excess losses can be carried forward indeÞnitely, subject to 

the same annual limitations.  In effect, the loss limitation rules impose a minimum tax on Ger-

man taxpayers. 

Tax Rates

Tax liability is calculated based on a progressive rate formula rather than on a bracket system 

as in the United States.  The maximum rate for individuals was 53% in 1999 reduced to 51% in 

2000 and 2002 and to 48.5% in 2002.  The maximum rate on business income in 1999 was 

45% and reduced to 43% in 2000.  In addition to the normal tax, a solidarity surcharge equal to 

5.5% of the otherwise applicable tax liability applies. 
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CORPORATE INCOME TAXES

A separate tax statute (Kšrperschaftsteuergesetz) applies for taxing corporate income.  The 

corporate income tax statute, however, incorporates many of the provisions of the individual in-

come tax by reference.  Because of the cross-referencing, application of the income tax to both 

corporate and individual taxpayers is fairly uniform.   Probably the most signiÞcant feature of the 

corporate income tax is the imputation credit (described in more detail below) that eliminates 

economic double taxation of corporate income between the corporate and shareholder levels.  

Personal Scope

Corporations, including public stock corporations (Aktiengesellschaft, AG), limited liability com-

panies (Gesellschaft mit beschrŠnkter Haftung, GmbH), and publicly traded limited partnerships 

(Kommanditgesellschaft auf Aktien, KGaA), as well as certain other entities, are liable for tax on 

their worldwide income if either their business management or their corporate seat is located in 

Germany.  Corporations and other entities that have neither their business management nor 

their seat in Germany are liable for tax only on items of income derived from German sources.  

Germany does not tax corporations based on place of incorporation. 

ÒIncomeÓ DeÞnition

Income for both corporate income tax purposes and individual income tax purposes has the 

same meaning.  However, all income derived by corporations and other entities required to 

maintain Þnancial books and records for commercial law purposes is deemed to be business 

income for corporate income tax purposes.  Both limited liability companies and public stock 

companies are required to maintain Þnancial books and records for commercial law purposes, 

and consequently, all income they derive, including dividends, interest, royalties, and capital 

gains constitutes business income for corporate income tax purposes.  Although registered 

general partnerships (offene Hangelsgesellschaft, OHG) and limited partnerships (Kommandit-

gesellschaft, KG) are required to maintain Þnancial books and records for commercial law pur-

poses, they are pass through entities for income tax purposes, and are hence not  subject to the 

corporate income tax. 

Tax Rates

Germany applies a split rate corporate tax system, under which retained earnings are taxed at a 

maximum rate of 40% and distributed earnings are taxed at a rate of 30%.  

GLOBAL

DECOS IMO  GLOBAL  ~  WWW .DECOS IMO .COM



Certain items of income the corporation derives may be taxed at other rates.  For example, 

foreign-source income that is exempt from tax under a treaty is not taxed at the corporate level 

initially and may be retained tax-free at the corporate level indeÞnitely.  Consequently, gross in-

come the corporation derives during the taxable year may be taxed at various rates depending 

on its origin and whether it is distributed to shareholders.  Elaborate tracing rules apply to track 

the rate at which each item of corporate income is taxed at the corporate level.  

Germany also applies a corporate tax imputation system pursuant to which each shareholder 

receives a credit against its individual income tax liability for its proportionate share of corporate 

income tax paid on dividends the shareholder receives. To make the imputation credit system 

function properly between the corporate and shareholder levels, corporate income tax at a uni-

form rate of 30% is imposed on all dividend distributions, other than distributions of certain tax 

exempt income. If the distribution is made from retained earnings that have been previously 

taxed at the 40% rate, the distributing corporation receives a credit or refund of the difference 

between the rate for retained earnings (i.e., 40%) and the rate for distributions (i.e., 30%).  If the 

retained earnings have not yet been taxed at the corporate level, a tax of 30% is applied. 

Dividend W ithholding T ax

Germany imposes a withholding tax on all dividends distributed by domestic corporations, re-

gardless of whether the dividend is distributed to a German resident or nonresident taxpayer.  A 

corporation is a domestic corporation if its place of management or seat is located in Germany.  

The withholding tax rate equals 25% of the gross dividend amount before taking into account 

credits applicable to the distribution under the German corporate tax imputation system.  The 

taxpayer for purposes of the dividend withholding tax is the beneÞcial owner of the dividend.  

The amount withheld is creditable against the German income tax liability of resident taxpayers, 

and the excess is refundable. 

Except for stock issued in bearer form, the beneÞcial owner of the dividend is the shareholder of 

record indicated on the books of the corporation as of the record date for purposes of the divi-

dend distribution.  

The beneÞcial owner of bearer shares is the holder of the shares at the time they are presented 

to the corporation or its agent for purposes of receiving dividend payments.  Although the 

shareholder is the taxpayer, the distributing corporation acts as a withholding agent for the tax.  

As a withholding agent, the distributing corporation deducts the withholding tax from the gross 

dividend amount and deposits the tax with the local German tax authorities. 
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The distributing corporation is required to withhold tax at the time of actual or deemed payment 

of the dividend.  Dividends are deemed to be paid on the date set forth as the payment date in 

the corporate resolution declaring the dividend.  If the resolution does not set forth a payment 

date, the dividend is deemed to be paid on the Þrst business day following the date on which the 

distributing corporation adopted the resolution declaring the dividend. 

Imputation System

To eliminate economic double taxation between the corporate and shareholder level, Germany 

grants an imputation credit for dividend distributions within Germany.  In addition to the credit for 

tax withheld on a dividend distribution, a resident corporate or individual shareholder is entitled 

to credit against its corporate or individual income tax liability, its proportionate share of the cor-

porate income tax paid on the income out of which the dividend distribution was made. 

The credit mechanism is accomplished through an intricate web of provisions in the individual 

and corporate income tax statutes.  Dividend distributions are grossed up by the amount of the 

dividend withholding tax and the corporate income tax imposed on the proÞts out of which the 

distribution was made.  The shareholder includes the grossed-up amount in income and is taxed 

on this amount at the otherwise applicable rate.  The shareholder is then allowed a credit for the 

dividend withholding tax applicable to the dividend distribution and for the corporate income tax 

on the proÞts out of which the distribution was made. 

The credit does not generally apply, however, to dividends distributed to nonresident taxpayers, 

targeting them for economic double taxation on income derived by German corporations, other 

than foreign-source income that is otherwise exempt from tax in Germany.  If the shareholder is 

a nonresident corporation or individual, different treatment will apply, depending on whether the 

shareholder is a corporation entitled to the participation exemption (10% or more ownership), a 

portfolio investor from a treaty country, or a resident of a nontreaty country.

TRADE TAX

The trade tax is a complicated and controversial tax with antecedents dating back to the Middle 

Ages. Although it is levied by federal statute, it is administered and collected by German munici-

palities.  Under the German constitution trade tax revenues are reserved exclusively to the 

German municipalities, which are the smallest political subdivisions under German public law.  
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The trade tax is the most important revenue source for the municipalities and applies to all busi-

ness activities carried out in Germany through a German permanent establishment, regardless 

of whether those activities are conducted in corporate form or whether they are carried out by 

residents or nonresidents.   The taxpayer is the person conducting the business activities.  Un-

like the income tax, partnerships that conduct business activities are subject to the trade tax. 

Similarly, individuals are subject to the trade tax if they conduct business activities. 

Domestic and foreign corporate entities, including limited liability companies, public stock com-

panies, mutual insurance companies (Versicherungsvereine auf Gegen-seitigkeit), are deemed 

by virtue of their legal form to be engaged in business activities.  Certain business-tainted part-

nerships, especially limited partnerships with sole corporate general partners (GmbH & Co. KG), 

which engage in activities with an intention to derive a proÞt also, are automatically deemed to 

be engaged in business activities.   In contrast, agricultural and forestry activities and independ-

ent personal services, including professional services, do not constitute business activities and 

are not subject to the trade tax.   Similarly, capital and real estate investment and licensing ac-

tivities are not subject to the trade tax unless they have a commercial character. 

Tax Base

The trade tax is based on taxable income for corporate or individual income tax purposes, sub-

ject to certain adjustments.  For trade tax purposes, 50% of the interest the taxpayer pays or 

accrues with respect to long-term debt is added back into the tax base.  Long-term debt is debt 

incurred in connection with the business with a term in excess of twelve months and any debt 

incurred for the organization, acquisition, or expansion of the business.  Other add-backs in-

clude proÞt distributions to silent partners who are not subject to trade tax, 50% of rent paid for 

tangible personal property used in the business if that rent is not otherwise included in the trade 

tax income of the lessor, and the distributive share of losses of a domestic or foreign partner-

ship. 

Exclusions include: 

¥ An amount consisting of 1.2% of the assessed value of real property used in the busi-
ness, subject to certain limitations and elections; 

¥ The distributive share of partnership proÞts, provided those proÞts were included in in-
come for income tax purposes; 

¥ Dividends received from German corporations or from active foreign corporations in 
which the taxpayer held an interest of at least 10%;

¥ ProÞts derived from a foreign permanent establishment maintained by the taxpayer. 
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Tax Rate

The trade tax rate is established by a multiplier set by the municipality in which the business is 

located.  The tax is calculated by multiplying the tax base by the rate established by the munici-

pality.  Effective rates generally range between 10 and 21%, although some municipalities have 

established rates as low as 0%.  The trade tax is deductible for individual and corporate income 

tax purposes, and since the income tax base forms the basis for the income component, the 

trade tax is virtually deductible for trade tax purposes.  Consequently, the effective trade tax rate 

is lower than the nominal rate. 

GERMAN TRANSFER PRICING LAW

German tax authorities traditionally have not viewed transfer pricing as posing a signiÞcant 

problem, and until recently they generally have not aggressively pursued income reallocation 

cases in court.  Currently, the German tax authorities do not maintain national statistics on 

transfer pricing or attempt to estimate revenue loss in this area.  In fact, the German approach 

to transfer pricing policy has been rather passive, consisting primarily of responses to develop-

ments in the United States.  Germany watches these developments closely and often follows 

the lead of the United States in international tax policy matters.  Several events of the past few 

years suggest, however, that this policy may be changing. 

The German tax authorities published a draft letter memorandum dated October 18, 2004, for 

public comment on issues related to transfer pricing.  This further increases the pressure on 

German taxpayers with cross-border transactions and German inbound investors to take a 

closer look at their transfer pricing arrangements and prepare 

adequate transfer pricing documentation.  In 2003, section 90(3) General Fiscal Code (AO) 

again imposed transfer pricing documentation requirements on German taxpayers and empow-

ered the tax authorities to formulate regulations to implement the new provision.  The ordinance 

on transfer pricing documentation (Gewinn- abgrenzungsaufzeichnungsverordnung) took effect 

on June 30, 2003, and applies to Þscal years beginning after December 31, 2002.

The underlying thrust of the draft can be summarized in two concise statements: 

The documentation must show that the taxpayer made reasonable and serious efforts to struc-

ture its business transactions with related parties at arm!s-length. 
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If the taxpayer becomes aware that its inter-company transactions have not been priced at 

arm!s-length, and if the pricing is to the detriment of the German tax revenue, the taxpayer is to 

reßect an adequate income adjustment in the tax returns concerned, whether or not already 

Þled, or at least make a detailed statement in the tax return, or in a separate document, provid-

ing the tax authorities with as much relevant detail as is available at the time.  However, such 

actions are required from a German perspective only if the pricing is to the detriment of the 

German tax revenue. 

If the taxpayer fails to report any known transfer pricing irregularities with a negative impact on 

reportable income in Germany, it could face a tax fraud investigation that may result in severe 

penalties or Þnes and possible prosecution in addition to the penalties speciÞcally imposed on 

transfer pricing adjustments under new section 162(2) General Fiscal Code (AO).  The penalty 

provisions are effective for Þscal years beginning after December 31, 2003. 

In General

The body of law governing transfer pricing in Germany consists of general statutory provisions 

interpreted by administrative pronouncements.  In the international context, both bilateral treaty 

provisions and possibly EU arbitration convention apply.  The EU treaty will not come into effect, 

however, until it is ratiÞed by the member states.  As in the United States, the primary body of 

German transfer pricing law consists of administrative rules issued by the tax authorities.  These 

rules were published in 1983 in the Transfer Pricing Circular.  A Ministry of Finance circular is a 

policy statement that sets forth speciÞc rules in a particular area of the tax law.  It reßects the 

law existing at the time of publication and is intended to promote a uniform application of the tax 

law within the decentralized German tax administrative system. 

The circular outlines and interprets the statutory provisions applicable to income reallocation 

between related parties and establishes ordering rules for their application where the statutory 

provisions overlap.  The circular provides that to be respected for tax purposes, inter-company 

transactions and transfer pricing must be set forth in prior written agreements between the par-

ties. In cross-border transactions, where an adjustment is made in one state based on the ab-

sence of a prior written agreement and a corresponding adjustment is disallowed in the other 

state for the same reason, the circular provides for recourse to the mutual agreement procedure 

under any applicable treaty. 
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General Principles

The circular establishes and deÞnes the Òarm's-length principleÓ as the guiding principle underly-

ing the transfer pricing rules.  It provides that business relationships between related parties 

must be analyzed for tax purposes to determine whether the parties involved have acted in such 

a manner as independent third parties would have done.  The standard to apply to determine 

how independent third parties would behave is the usual standard of care that a prudent and 

conscientious manager, or reasonably prudent businessperson, exercises toward unrelated third 

parties. 

In establishing arm's-length pricing, the circular prescribes a functional analysis similar in sub-

stance to the requirements of the Treasury Regulations under Section 482 of the Internal Reve-

nue Code.  Under the functional analysis, emphasis is placed on: 

The structure, organization, division of responsibilities, risk allocation, and property attribution 

within the controlled group; 

Which members of the controlled group perform individual functions (production, assembly, re-

search and development, administration, marketing, services); 

The capacity in which each member performs those functions (e.g., whether as principal, agent, 

or as a member or representative of a pool).  

In addition, in determining the proper transfer price, market data that unrelated parties would 

use are taken into account, and necessary adjustments are made to account for the speciÞc cir-

cumstances of the individual transaction. 

The circular lists three basic methods for determining an arm's-length transfer price: 

¥ The comparable uncontrolled price method 

¥ The resale price method 

¥ The cost-plus method 

No order of priority applies in using the methods, and the examination by the tax authorities 

must proceed from the transfer prices as determined by the controlled parties. The tax authori-

ties cannot simply develop their own method and apply it in lieu of the method applied by the 

taxpayer.  Depending on the circumstances of the individual case, the circular provides that a 

hybrid or mixed method also may apply. 
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TREATY LAW

In General

Germany has an extensive tax treaty network that includes treaties with all the member states of 

the OECD and with numerous developing countries as well.  The current treaty with the United 

States was signed on August 29, 1989.  Instruments of ratiÞcation were exchanged on August 

21, 1991, and the treaty is generally effective for tax years beginning in 1990.  The treaty with 

the United States basically follows the OECD and U.S. models but incorporates several impor-

tant provisions not found in these models.  Such provisions include elaborate limitation-on-

beneÞts rules to prevent taxpayers from third countries from obtaining the beneÞts of the treaty 

and an arbitration procedure to settle disputes regarding application of the treaty that cannot 

otherwise be resolved through the mutual agreement procedure. 

Unlike the model treaties, the treaty with the United States is supplemented by a protocol con-

taining provisions integral for application of the operative provisions of the treaty text.  In addi-

tion, on the date the treaty was signed, the negotiating delegations exchanged diplomatic notes 

setting out the procedure the contracting states will follow in applying the arbitration provisions 

of the treaty.  The protocol also contains provisions relating to arbitration. 

Relationship between T reaty Law and Domestic T ax Law

The German constitution does not establish an order of priority between tax treaty law and do-

mestic tax legislation.  It provides only that general principles of international law take priority 

over domestic law.  This priority rule, however, applies only to the general principles of interna-

tional law, such as universally applicable principles of customary international law, and does not 

extend to contractual obligations established by international agreements. 

German treaties require implementing legislation to become effective under domestic law.  

Through enactment of the implementing legislation, the treaty becomes directly effective under 

German law and has the same status as ordinary legislation.  Because the constitution does not 

establish an order of priority, the lex posteriori, or later-in-time rule, generally applies to deter-

mine whether the provisions of treaty law or domestic law prevail in cases of conßict.  Although 

Section 2 of the Fiscal Code purports to establish the priority of treaty law over domestic tax law, 

general priority of treaty law can only be established by a constitutional amendment. 

In most cases, however, treaty provisions are lex specialis for domestic law and should take pri-

ority in cases of conßict.  More often than not, principles of comity have prevailed in Germany to 

allow treaty provisions priority in such cases.  The priority of treaty provisions over domestic tax 

law has been respected by German tax courts since the 1930!s.  
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Nevertheless, exceptions to this general rule exist.  The German tax authorities, for example, 

take the position that the substance-over-form rule codiÞed in Section 42 of the Fiscal Code 

takes precedence over tax treaties.  The substance-over-form rule is a general provision grant-

ing the tax authorities substantial discretion to disregard the form of the transaction for tax pur-

poses and tax the transaction according to its economic substance in situations where the tax-

payer is deemed to have utilized an unusual structure in an abusive manner.  The use of the 

structure is considered abusive and will not be respected for tax purposes if there is no signiÞ-

cant underlying business or economic reasons for the transaction other than the realization of 

tax beneÞts.  Application of this rule in the treaty context could easily lead to double taxation that 

can be resolved only through the mutual agreement procedure or arbitration under the treaty. 

AVOIDANCE OF DOUBLE TAXATION

Exemption with Progression

To avoid international double taxation, German domestic tax law provides a credit against the 

German individual or corporate income tax for foreign income taxes paid on foreign-source in-

come derived by domestic taxpayers subject to unlimited tax liability in Germany.  German trea-

ties, however, generally go further and adopt both the exemption method and the credit method 

for avoiding double taxation.  The treaty provides that, except where the credit under the treaty 

expressly applies, items of income taxable in the United States under the treaty are exempt 

from tax in Germany, provided, however, that the exempt income can be taken into account in 

calculating the tax rate applicable to nonexempt income (exemption with progression). 

Probably the most important items of income to which the exemption applies are real estate in-

come, including gains from the sale or other disposition of United States situs real property, 

permanent establishment income, and dividend income from certain qualifying inter-company 

dividends.  Tax planning for German investment in the United States often focuses on the im-

pact of the exemption of these income items.  The exemption applies to both ÒpositiveÓ and 

ÒnegativeÓ income elements.  Consequently, net losses attributable to a permanent establish-

ment and depreciation of U.S. real property cannot reduce income in Germany under the treaty.  

However, losses attributable to a U.S. permanent establishment can be deducted in certain, lim-

ited circumstances under German domestic law. 
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Participation Exemption

For dividend income, the exemption applies only to dividends paid to German resident compa-

nies (other than partnerships) that own directly at least 10% of the voting shares of the distribut-

ing corporation (i.e., participation exemption).  To eliminate a perceived abuse of the participa-

tion exemption, the treaty provides that the exemption does not apply to distributions made by a 

regulated investment company (RIC) or to other distributions of amounts that were deducted in 

calculating the proÞts of the distributing company in the United States.  Double taxation of RIC 

distributions and other distributions to which the exception applies is avoided through the credit 

mechanism only. 

Foreign T ax Credit

The credit method rather than the exemption method applies to avoid double taxation of the fol-

lowing items of income that can be taxed in the United States under the treaty: 

¥ Dividends other than dividends subject to the participation exemption 

¥ Directors' fees 

¥ Income of artistes and athletes

¥ Income taxable in the United States due to application of the limitation-on-beneÞts provi-
sions 

¥ Income to which Paragraph 21 of the Protocol applies. 

 

The treaty credit provision refers to the foreign tax credit provisions under German domestic tax 

law.  Consequently, as in the United States, the German foreign tax credit under the treaty ap-

plies subject to domestic tax law limitations. 

Protocol Paragraph 21

Paragraph 21 of the Protocol introduced provisions regarding the application of the exemption 

method and the credit method under the treaty that can signiÞcantly affect tax planning for Ger-

man investment in the United States.  Paragraph 21 provides that, subject to appropriate notice 

to, and consultation with, the United States, Germany can apply the credit method rather than 

the exemption method under the treaty if items of income are characterized inconsistently or 

attributed to different persons by the contracting states under the treaty, and the conßict cannot 

be resolved by mutual agreement or arbitration.  
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The credit method will apply, however, only if the inconsistent characterization or attribution 

would: Result in double taxation; or Cause the income to remain untaxed (double nontaxation) 

or subject only to ÒinappropriatelyÓ reduced taxation in the United States where the income oth-

erwise would remain untaxed in Germany under the treaty exemption. 

The provision aims at discouraging tax planning techniques that utilize interpretation inconsis-

tencies between the contracting states to minimize the worldwide effective tax rate.  The precise 

scope of the provision may never be known.  It is not clear, for example, exactly what sort of re-

duced taxation is ÒinappropriateÓ for purposes of Paragraph 21.  Because the provision gener-

ates considerable uncertainty, taxpayers probably will not soon test its limits. 

INVESTMENT FORMS

Choice of Entity

Selection of the most appropriate legal form for structuring an investment is a threshold issue 

confronting all investors, both domestic and foreign.  The choice of the most appropriate entity 

must be made based on all the facts and circumstances of the speciÞc case.  Only certain of 

these circumstances relate to taxation.  Especially in the cross-border context, issues unrelated 

to tax law often predominate.  For example, it may be appropriate to evaluate investor liability 

risk differently in cross-border situations.  German investors often are less familiar with the limits 

of their exposure.  Moreover, cultural differences and geographical separation can make de-

fending even routine lawsuits cumbersome and costly.  Legal and tax certainty are additional 

factors that must be considered in structuring the form of investment, as well as the investor's 

overall risk tolerance.  These factors may conßict with minimizing the tax burden on the invest-

ment. 

Branch

A branch is not a taxable entity for German tax purposes.  Income of the branch is taxable di-

rectly to the taxpayer.  Under the treaty, all income attributable to a branch a German taxpayer 

maintains in the United States is taxable in the United States provided the branch qualiÞes as a 

permanent establishment for treaty purposes. 

The deÞnition of Òpermanent establishmentÓ under the treaty is based on the deÞnitions in the 

U.S. and OECD models and is narrower than the corresponding deÞnition under German do-

mestic tax law.  This is consistent with U.S. and German treaty policies, which focus on avoiding 

double taxation by limiting source-state taxation.  
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For practical purposes, business activities conducted by a German taxpayer in the United 

States will give rise to a permanent establishment only if the taxpayer leases or has regular ac-

cess to ofÞce space or some other physical location and employs a manager to manage the af-

fairs of the business locally. 

Unlike the United States, Germany generally exempts income attributable to U.S. permanent 

establishments from taxation.  Consequently, that income is taxed only in the United States, and 

the worldwide tax rate applicable to such income will equal the U.S. rate.  Exempt income will 

be taken into account for German tax purposes only to calculate the rate of tax applicable to 

nonexempt income.  

Because the exemption applies to both positive and negative income, losses attributable to a 

U.S. permanent establishment generally cannot be used to offset other income of the taxpayer. 

Partnership 

As in the United States, a partnership is not a taxable entity in Germany for individual or corpo-

rate income tax purposes.  Partnership income and loss are taxed to the partners on a pro rata 

basis.   Under German tax law, a U.S. partnership that constitutes a permanent establishment 

under the treaty will be taxed in the same manner as a branch.  If the partnership does not con-

stitute a permanent establishment in the United States, but derives only passive income (e.g., 

income from portfolio investment or income from the rental of real property on a triple-net-lease 

basis) that income will not be taxed in Germany as business income under the treaty.  German 

taxation will depend on the type of income the partnership derives (e.g., dividend, interest, or 

rent). 

Because the overall tax burden in the United States generally is lower than in Germany, Ger-

man taxpayers may consider structures in which a U.S. partnership qualifying as a permanent 

establishment owns passive income producing assets of the taxpayer.  Provided those assets 

are attributable to the U.S. permanent establishment, the passive income should be deemed 

business income for treaty purposes and exempt from tax in Germany under the permanent es-

tablishment exemption, provided the structure can be arranged to avoid vulnerability under 

Paragraph 21 of the protocol . 

Under U.S. law, an entity formed as a partnership may be re-characterized for tax purposes as 

an association and taxed as a corporation.  No re-characterization equivalent exists under Ger-

man law, and the German tax authorities must respect the legal form of the U.S. partnership.  

Consequently, it is possible to create structures with inconsistent characterizations for U.S. and 

German purposes.  
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However, these structures may now be especially vulnerable under Paragraph 21 of the Proto-

col, which applies to both inconsistent characterization of items of income and to inconsistent 

entity characterization. 

Gains or losses from the sale or other disposition of a U.S. partnership interest are taxable only 

in Germany and exempt in the United States under the treaty, except to the extent that the as-

sets of the partnership consist of immovable property located in the United States.  The German 

foreign tax credit applies under the treaty to that portion of the gain from the disposition of the 

U.S. partnership interest that is taxable in the United States under the treaty. 

Corporation

A U.S. corporation is a separate taxable entity for German tax purposes.  Generally, income the 

German taxpayer derives from a subsidiary in the United States will be repatriated as dividends, 

although, in the context of certain inter-company transactions, it may take other forms, such as 

interest, rent, or royalty income.  The treaty reduces the statutory withholding tax rate in the 

United States to 5% for dividends derived by German companies from U.S. subsidiaries in 

which they own at least 10% of the voting shares (i.e., direct investment dividends) and to 15% 

in all other cases (i.e., portfolio investment).  Direct investment dividends are exempt from Ger-

man tax, and the statutory foreign tax credit applies to U.S. tax withheld on portfolio dividends. 

Under the treaty, gains or losses on the sale or other disposition of stock in a U.S. corporation 

are taxable only in Germany, unless the stock is stock of a U.S. company, the assets of which 

consist wholly or principally of immovable property located in the United States.  This provision 

of the treaty legitimizes application of the FIRPTA provisions under U.S. law to the taxation of 

U.S. real property holding corporations.  To the extent the stock in the U.S. corporation is held 

by a German individual as a personal asset rather than a business asset, gain derived on the 

disposition of that stock will not be taxed in Germany, provided the taxpayer held the stock for at 

least twelve months prior to disposition.  For a German individual, gain from the sale of the 

stock in the U.S. corporation will be deemed to constitute business income if the taxpayer 

owned directly or indirectly 10% or more of the stock of the corporation at any time during the 

Þve-year period immediately preceding the disposition.  Gain from the sale of stock in U.S. cor-

porations held by German companies, on the other hand, is now exempt from tax under Ger-

man domestic law provided the German corporation owns at least 10% of the stock of the U.S. 

corporation. 
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Investment Funds

Real estate, securities, and money market funds, regardless of their legal form, that invest out-

side of Germany under the principle of risk diversiÞcation and offer interests to German inves-

tors are subject to the Foreign Investment Company Law (Auslands-investmentgesetz) (FICL). 

The principle of risk diversiÞcation is not deÞned in the law. The Bank Supervisory Authority 

(Bundesaufsichtsamt fŸr Kreditwesen), which shares responsibility with the tax authorities for 

administering the law, has ruled that holding three parcels of real property ordinarily would not 

qualify as risk diversiÞcation.  Presumably, a similar safe-harbor rule would apply to securities 

investments. 

The FICL addresses two substantive areas.  First, it regulates public offerings of securities in 

investment funds by imposing certain information disclosure and monitoring requirements.  

Second, it establishes the tax treatment of income derived from investments in the fund.  The 

tax treatment depends on the level of compliance with the administrative and regulatory re-

quirements.   The tax treatment under the FICL is most favorable if the fund fully complies with 

the requirements of the FICL.  In that case, German investors are taxed on actual distributions 

of current income of the fund and on their distributive shares of retained earnings.  Capital gain 

from the sale of securities or from the sale of real property held for more than two years, how-

ever, is excluded in calculating actual and deemed distributions, unless the distributions qualify 

as business income in the hands of the investor.  All income derived by institutional and corpo-

rate investors are deemed business income.  For institutional investors, therefore, investment 

funds offer no substantial German tax beneÞts, and the compliance costs can reduce the rate of 

return on the investment. 

Hybrid Investment Forms

U.S. domestic tax law contains numerous special tax regimes intended to facilitate pooling of 

investments in funds by eliminating corporate-level taxation of fund income.  Special regimes 

apply to securities funds formed as RICs, REITs, and to collateralized mortgage pools formed as 

REMICs.  Prior to the current treaty, German investors often could utilize such investment forms 

in combination with the participation exemption under the treaty to obtain substantial worldwide 

tax beneÞts.  Because these beneÞts were considered abusive, the current treaty curtails them 

in most cases.  The treaty provides that Òdividends paid by a RIC and distributions of amounts 

that have been deducted (when calculating the proÞts of the company distributing them for 

United States tax purposes) do not qualify for the participation exemption. 
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TAX-FREE REORGANIZATIONS

The basic forms of reorganizations sanctioned under the reorganizations law are: 

Mergers . Pursuant to a merger, two or more partnerships, limited liability companies, or other 

business entities can be merged into one of the previously existing entities (Verschmelzung 

durch †bernahme) or into a newly formed entity (Verschmelzung durch NeugrŸndung) with the 

shareholders of the predecessor entities receiving shares in the surviving entity.  In addition, an 

entity may be merged into a sole proprietorship.  The predecessor entities cease to exist once 

the merger is recorded in the commercial register of the surviving or newly formed entity.  In the 

case of a merger into a sole proprietorship, the predecessor entity ceases to exist once the 

merger is recorded in the register of the sole proprietor (Kaufmann), or, if the sole proprietor is 

not subject to a registration obligation, a corresponding notice of the merger is recorded in the 

commercial register of the predecessor entity. 

Divisions . Under a split-up, a single business entity can be divided either by transferring the 

assets of the existing entity into two or more previously existing or newly formed acquiring enti-

ties.  Following the split-up, the transferring entity automatically ceases to exist without entering 

into formal liquidation proceedings.  Under a spin-off, divisions of an existing company can be 

transferred to an existing or newly formed company.  Under both split-ups and spin-offs, share-

holders of the transferring entities receive shares in the acquiring entities. 

Change of Form . Under a change in form transaction, an existing entity alters its legal form 

without transferring assets. 

Tax Consequences

The purpose of the reorganizations tax act is to facilitate capital formation and movement within 

the economy by eliminating tax disincentives to changes in the organizational structure of busi-

nesses.  The reorganization tax act applies to reorganizations under the reorganizations act and 

to certain other types of asset transfers. 
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The primary developments contained in the reorganizations tax act are as follows: 

¥ The rules for entering into tax-neutral reorganizations of corporations were expanded 
and systematized; 

¥ Transfers of losses from the transferring entity to the acquiring entity in the context of a 
tax neutral reorganization were introduced; 

¥ Rules for tax-neutral divisions (spin-offs and split-ups) were introduced; and 

¥ For the Þrst time, rules permitting a tax-neutral change in form from a corporation into a 
partnership were introduced. 

The reorganization provisions were intended to facilitate capital formation and the organization 

of business enterprises for commercial purposes.  However, in a number of situations, reorgani-

zations can generate substantial tax beneÞts and improve the tax efÞciency of an enterprise in-

dependently of other commercial business purposes. 
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