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Editorial

Dear Readers,

Legislators in Germany have set up greater obstacles for deduct-
ing dividends, for trade tax purposes, from non-EU states than
from Germany. In this respect, in the Focus section we report on
an ECJ ruling that deems that this practice violates the princi-
ple of the free movement of capital. The excessive requirements
as regards the holding period and the activities of the subsidiary
companies as well as the lower-tier subsidiaries in third countries
were denounced.

In the Tax section, the focus is on the use of losses in the pri-
vate sphere. If a loss has already been suffered then it should
at least be possible to offset it for tax purposes because, more-
over, the tax authorities are ultimately not circumspect when it
comes to profits. Following on from this, there is an article about
when a permanent establishment could already be deemed to
exist - the tax authorities have shown themselves to be increas-
ingly creative here in recent times and, unfortunately, this has
also frequently met with the approval of the courts. By contrast,
there are also court decisions that stand out for positive reasons
when it comes to the tax privileges for cumulative payments
when an employment contract is terminated, or when those who
were invited to a company party do not turn up and others (are
supposed to) deal with the consequences. Finally, we highlight a
reporting requirement for large companies that has had to be
complied with since the start of the year.

The ‘Legal’ section is all about the setting of limits. First of all, this
concerns cases involving director’s liability that are not cov-
ered by an insurance policy. Subsequently, we report that judges
who wish to interpret marital agreements too far beyond the
written word have been blocked.

In the ‘Accounting & Finance’ section, to begin with, we have
reviewed a case where a taxpayer wanted to use the momentum
of the unconstitutionality of real estate tax for his own pur-
poses. Finally, you can then read something encouraging about
the valuation of highly indebted companies — the Institute of
Public Auditors in Germany has introduced more flexibility with
respect to the choice and the form of valuation method.

We hope that you will find the information in this edition to be inter-
esting.

Your PKF Team

PKF

Accountants &
business advisers
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Deduction of dividends for trade tax purposes — Section 9
no. 7 of the Trade Tax Act is a violation of EU law in cases that
involve third countries

Germany imposes stricter require-
ments in respect of the deduction of
third country dividends for trade tax
purposes than it does in respect of
the deduction of domestic (German)
dividends for trade tax purposes.
According to a recent ECJ ruling this
is a violation of EU law because this
unequal treatment constitutes an
unjustifiable restriction on the free
movement of capital.

1. Background
Generally, dividends between corpora-
tions are effectively 95% tax-exempt in
order to prevent cascade effects. The
pre-conditions are however, not least, a
specific minimum size of shareholding
(the so-called affiliation privilege) as well
as the date when the shareholding was
acquired and/or its holding period. VYet,
these preconditions are quite different
depending on the origin of the distribu-
tion. Dividends from
m .. Germany: shareholding at

least 15% at the start of the

‘active’ operations within the meaning
of Section 8(1) no. 1 to 6 of the Foreign
Transaction Tax Act (AuBensteuerge-
setz, AStG). Besides, in order to benefit
from the so-called lower-tier subsidiary
tax privilege - this applies to dividends
from foreign downstream companies -
the third country entity also has to act
as a functional holding company or as
a country holding company.

Bl Please note: In addition, the tax-
payer has to provide proof that the
above-mentioned  conditions  have
been met by submitting the relevant
documentation.

2. The issue referred by the Miin-
ster tax court to the ECJ

A Germany-based parent company (P)
of a global concern, in the legal form
of a German partnership limited by
shares (KGaA), had brought a legal
action. P held all the shares in a Ger-
many-based limited company (GmbH)

with which it was associated within a
consolidated tax group for income tax
purposes. The subsidiary company (S)
in turn held 100% of the shares in an
Australian C-Ltd. This lower-tier subsid-
iary (L) was a holding company for Asia
and Australia that held further share-
holdings in this region and received div-
idend income. In 2009, C-Ltd. distrib-
uted dividends to the German GmbH
that had originally come from a profit
distribution of a Philippine subsidiary
as well as from its own retained profits
brought forward, which had been built
up over several years.
M treated the profit distributions from
C-Ltd. that it had received via its sub-
sidiary company as effectively 95%
tax-exempt in accordance with Section
8b(1),(5) of the German Corporation
Tax Act (Kdérperschaftsteuergesetz,
KStG). In the course of a subsequent
tax inspection, the 95% tax exemption
for the profit distribution was refused
in respect of trade tax. This
was on the grounds that the

Trade
reporting period; M tax pre-conditions relating to oper-
. L deduction . . .

m . foreign countries in the EU: KGaA Section 9 no. 7 ations, in accordance with Sec-
shareholding at least 10% | GewStG tion 9 no.7 clause 1 of the Trade
at the start of the reporting s Tax Act (Gewerbesteuergesetz,
period; GmbH GewStG), had not been met

= . a third country: sharehold- because C-Ltd. did not satisfy
ing of at least 15% continu- the requirements for an (activel

9 , ° Germany b for an (actively

Ously held S|nCe the Start Of 000 000O0OCGCOEOOGNOIOONONONOIOS OO0V 00000000 OO OOOS OO NN operatlng) funCtlonal h0|d|ng

the reporting period. ) L company or country holding
Australia oLt company.

Moreover, in the case of divi- Following ~an  unsuccessful

dends from a third country, the
entity making the distribution
has to have generated its gross
revenues exclusively, or almost
exclusively, from  so-called
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appeal against this decision, M
brought an action before the
Munster tax court. This court
was not sure that Section 9 no.7
GewStG conformed to EU law



and so it referred the case to the ECJ
for a preliminary ruling (order for refer-
ence from 20.9.2016, case reference:
9 K3911/13 F).

3. The ECJ ruling from 20.9.2018
First of all, the ECJ explained that the
tax treatment of dividends may gener-
ally fall within the scope of application
of both Article 49 of TFEU (freedom of
establishment) as well as Article 63 of
TFEU (free movement of capital).
However, there has to be an exami-
nation of Section 9 no.7 GewStG with
respect to the free movement of capi-
tal as the required minimum sharehold-
ing of 15% of the nominal capital of
the subsidiary company does not nec-
essarily mean that the company that
holds this is able to exercise definite
influence on the decisions of the com-
pany that distributes the dividends. In
this respect, this is crucial otherwise
the freedom of establishment would
have been relevant, although this has
no effect vis-a-vis third countries.

As expected, the ECJ subsequently
established that there was a restric-
tion on the free movement of capital
because, with respect to distributions
of dividends by subsidiary companies
based in third countries, Section 9
no.7 GewStG provides more stringent
requirements than Section 9 no.2a

TAX

GewStG with respect to distributions
by domestic (German) companies.
In the opinion of the ECJ, the stand-
still clause in Article 64(1) TFEU that
has to be taken into account in this
respect - according to which restric-
tive provisions for structures with third
countries related to direct investments
are exceptionally allowed if they had
already existed on 31.12.1993 - is not
applicable.

® This is because, firstly, the provi-
sion in Section 9 no.7 GewStG was
amended in 2007 (the minimum
shareholding threshold was raised
from 10% to 15%).

m Secondly, the extent of the deduc-
tion was also changed (instead of
the gross dividend it is now the net
dividend) and taxation of dividends
underwent a fundamental change
of system through the transition
from the tax credit procedure to the
half-income method.

Ultimately, the ECJ was of the opinion

that the restrictions based on Section

9 no.7 GewStG could not be justified

by the need to prevent abuses and tax

evasion either.

® On the one hand, there is no identifi-
able abuse that the provision is sup-
posed to combat and,

® on the other hand, there is no oppor-

Optimal use of loss compensation pools for investment income
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tunity for the taxpayer to refute alle-
gations of abuse.

4. Consequences for practice

This ruling is of far reaching signifi-
cance for German entities with subsid-
iary companies in third countries. This
is because the interpretation of Section
9 no.7 GewStG that is now required in
order to comply with EU law means that
the same pre-conditions will apply for
the deduction of dividends from third
countries for trade tax purposes as for
domestic (German) dividends (Section
9 no.2a GewStQG).

As a result, neither the requirement
concerning operations for third coun-
try dividends nor the extensive obliga-
tions to provide supporting documents
under Section 9 no.7 GewStG would
be permissible. Repatriating third coun-
try profits would thus be considerably
simplified.

Recommendation: For the time
being, it remains to be seen how the
German tax authorities and the legisla-
tor will respond in the future to the judge-
ment from 20.9.2018 (case: C-685/16,
EV/Finanzamt Lippstadt). However, due
to the far-reaching consequences of the
provision it is hardly likely that we will
have to wait a long time for a response
- we will keep you informed.

StB  [Tax consultant] Dr. Dominic Paschke

In the PKF Newsletter 5/2018 we
discussed the options and limits for
loss relief in the case of income from
capital assets. To this end, credit
institutions keep separate compen-
sation pools in each case for losses
that arise from the sale of shares
as well as from other sources. If
there are loss compensation pools

at various credit institutions then it
is possible to compensate losses
across all accounts and/or secu-
rities accounts not only within the
scope of a tax return but, potentially,
also across all the banks. The appli-
cation for the loss statement that is
required for this should be made,
at the very latest, by 15.12. of each

year. In the following section we give
an overview of the loss compensa-
tion options.

1. Alternatives for compensat-

ing losses within the space of one
year

If, in the course of a calendar year,
initially losses are realised and sub-
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sequently positive capital gains are
realised then the losses allocated to
the compensation pool can be offset
against the positive capital gains. Con-
versely, if positive capital gains are ini-
tially generated and tax is deducted by
the bank then it is obliged to offset the
capital gains that have already been
taxed over the course of the year with
subsequent losses and to refund the
excess withholding tax that was paid.
B Please note: You should bear in
mind that a declaration for exemption
from withholding tax that has already
been taken into account would enter
into force again if, initially, positive cap-
ital gains had been taxed and, over the
course of the year, these had been sub-
sequently offset against losses. In such
a case, the declaration for exemp-
tion from withholding tax would take
effect in the amount of the losses that
had been compensated and could be
applied again.

2. Collective loss compensation for
spouses

Spouses are generally able to offset
their losses collectively, i.e. across all
the accounts and securities accounts
that they both keep at a bank. Here,
it makes no difference whether or not
these are individual accounts/securi-
ties accounts or joint accounts/securi-
ties accounts. In order for losses to be
compensated collectively for spouses it
necessary to have a joint declaration for
exemption from withhold-
ing tax for the spouses. If
the spouses initially issued
individual declarations for
exemption from withhold-
ing tax then issuing a joint
declaration can result in a
retroactive refund of the
capital gains tax already
paid in the current year. The
same applies for the year in

from withholding tax has been issued
then, within the scope of a tax return, the
losses can be compensated collectively
by means of a loss statement and with
due regard to the restrictions in respect
of loss compensation.

3. Compensation of losses across
credit institutions

The system of deducting withholding
tax at the source does not generally
provide for the automatic compensa-
tion of losses and gains from capital
assets across credit institutions but,
instead, the losses have to be credited
in the course of an assessment pro-
cedure (see below). However, there is
an exception in the case of a complete
transfer of a securities account. Here,
upon request, a taxpayer can trans-
fer existing losses at the same time.
In order to be able to determine accu-
rately the gain or loss that is generated
in the event of a sale, the transferring
credit institution provides the acquiring
credit institution with the appropriate
acquisition data.

Please note: If the customer rela-
tionship with a credit institution is bro-
ken off then the appropriate request
should made if you wish to transfer a
securities deposit account. Otherwise a
loss statement will be issued automat-
ically so that loss compensation would
only be possible within the scope of a
tax return (please see below).

Losses can be balanced out, in particular,
between spouses

4. Compensating losses within the
scope of a tax assessment

If at the level of the credit institu-
tion it is not possible to compensate
losses among the accounts or secu-
rity accounts that are kept there and if
a loss statement has been issued then
the taxpayer can apply to offset losses
of any other kind with positive income
from capital assets while applying his/
her personal tax rate (an assessment
on the basis of the most favourable pro-
vision for the taxpayer); s/he then has
to declare all investment income. Alter-
natively, the taxpayer can also apply for
a tax assessment on the basis of the
withholding tax rate (application for tax
assessment). The specific withhold-
ing tax rate of 25% then remains in
force plus the solidarity surcharge and
church tax. The application can be lim-
ited to a part of the investment income;
in that case, only the accounts or secu-
rities accounts at the same credit insti-
tution are included. It is also worth mak-
ing an application if there is an existing
loss carry-forward from capital assets
at the assessment level (Section20(6) of
the German Income Tax Act (Einkom-
menssteuergesetz, EStG).

5. Structuring - business reclassi-
fication of investment income for
the purpose of utilising losses

In order to avoid the various restrictions
in respect of loss compensation in the
case of income from capital assets,
potentially, it may be
appropriate, for exam-
ple, to take shares out
of private assets and
contribute them (desig-
nated as being for busi-
ness purposes) to oper-
ating assets. According
to the wording of the
law, the  contribu-
tion should be recog-

which the marriage takes
place. However, if neither
an individual nor a joint
declaration for exemption
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nised at its net present
value (value reported
on an appointed date)
however, at the cost



of acquisition at most. In the case of
shareholdings of at least 1% or loan
receivables equivalent to these, by
way of derogation, these always have
to be recorded at the cost of acquisi-
tion with no option for a writedown in
accordance with the decision made
a long time ago by the Federal Fiscal
Court (Bundesfinanzhof, BFH) in its rul-
ing from 2.9.2008 (case reference: X R
48/02 — accepted by the tax authori-
ties in the form of H 17(8) of the Income
Tax Guidelines (Einkommensteuerricht-
linien, EStR) - and recently also reaf-
firmed (ruling from 29.11.2017, case

reference: X R 8/16). However, losses
that have arisen in the private sphere
would only be taken into account once
the shareholdings have been sold.
Recommendation: The analogous
application of the above-mentioned
ruling for shareholdings below the 1%
threshold has not yet been definitively
clarified. Nevertheless, in order to utilise
wthe corresponding loss potential you
should consider declaring a contribution
at the cost of acquisition while disclosing
this course of action accordingly.
Irrespective of the size of the share-
holding, there is a risk that executing
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the sale of shares of diminished value
immediately after they have been con-
tributed would not be accepted by the
tax authority for tax purposes. Further-
more, under the partial income method,
only 60% of the losses from the disposal
of assets are deductible. By the same
token, instead of the above-mentioned
restrictions for private assets, offsetting
losses against business income and/
or potentially also income of any other
kind could possibly be achieved.
WP / StB [German public auditor and tax
consultant] Dr. Dietrich Jacobs/
Tim Sporkmann

Income tax — The limits of the abuse of tax structuring options and the purpose of loss statements

Who for: Taxpayers who sell units or
shares.

Issue: In 2009 and 2010, the claim-
ant had purchased shares with an over-
all value of € 6,000 through his Spar-
kasse (savings bank). In 2013, he sold
them back to the Sparkasse in two
instalments at a sale price of € 6 and
€ 8. The Sparkasse charged the claim-
ant transaction fees in the amount of
the respective sale prices so that the
blocks of shares were ultimately trans-
ferred in each case for € 0. In view of
the provisions of the tax authorities
(the Federal Ministry of Finance (Bun-
desministerium der Finanzen, BMF)
circular from 9.10.2012, which has
now been replaced with the BMF cir-
cular from 18.1.2016, case reference:
IV C 1-S 2252/08/10004, subsection
59), according to which a sale shall
not be assumed if the sale price does
not exceed the transaction costs, the
Sparkasse did not register the losses in
the so-called loss compensation pools
and, accordingly, no statement was
issued as defined in Section 43a(3)
clause 4 of the German Income Tax Act
(Einkommenssteuergesetz, EStG). Nev-
ertheless, in his tax return for 2013, the
claimant declared capital losses in the
amount of the original purchase costs
and he sought to offset these against
gains from other share sales. The local

tax office did not take the losses into
account because the loss statement
was missing. The claimant’s appeal
was rejected by the local tax office in
view of the administrative opinion as
laid down in the BMF circular. Moreo-
ver, in the appeal, the local tax office
argued that the structure at issue could
be viewed as an abuse of tax struc-
turing options within the meaning of
Section 42 of the Fiscal Code (Abgab-
enordnung, AO) that would enable the
taxpayer to benefit from loss compen-
sation; in effect, the parties had agreed
a sale price of € 0.

However, the Federal Fiscal Court
(Bundesfinanzhof, BFH) is of the view of
that every transfer of legal or beneficial
ownership to a third party results in a
sale within the meaning of Section 20(2)
clause 1 no. 1 EStG, even if units of no
value are disposed of for no consider-
ation or for only a symbolic purchase
price. The amount of consideration or
the transaction costs incurred in con-
nection with the sale are not important
in this respect. Moreover, in the opin-
ion of the BFH, such sales cannot be
viewed as being an abuse of tax struc-
turing options within the meaning of
Section 42 AO. This would require the
taxpayer selecting a legal structure that
is not provided for as such under the
law. By contrast, the sale of shares is

an action that is expressly provided for
in order to achieve the desired outcome
- in this case, the transfer of shares with
no value - irrespective of the economic
outcome that is generated as a result.
In such a case, the taxpayer merely
makes use of the options that have
been granted to him/her under the law.
The aim of saving tax, on its own, does
not mean that such a structuring option
should be classified as being inappro-
priate. It is within a taxpayer’s discre-
tion when and with whom and at what
return he can conclude transactions.
Furthermore, in the specific case, the
missing loss statement did not lead to a
situation in which it was not possible to
credit the losses. According to Section
20(6) clause 6 EStG, the purpose of the
loss statement is merely to prevent the
losses being taken into account twice.
In the case in question, it was evidently
possible to rule this out.
Please note: The taxpayer is gen-
erally free to decide if and when s/he
wishes to realise any gains from his/
her shares as well as the amount of
these. Using his/her disposition author-
ity does not constitute an abuse of tax
structuring options. The BFH ruling
from 12.6.2018 (case reference: VIII R
32/16) is available online at www.bun-
desfinanzhof.de/entscheidungen.

WPin [German public auditor] Julia Résger
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Caution is required with respect to permanent establishments in private dwellings

B Who for: Businesses and freelancers
that operate internationally.

Issue: Foreign companies  have
restricted tax liability as regards their
operations in Germany with respect
to domestic (German) income. A com-
pany will be deemed to have domestic
income, in particular, if it creates a per-
manent establishment in Germany. A
permanent establishment is any fixed
place of business or facility that serves
the purpose of being used to carry out a
company’s operations and is under the
company’s control (the company has
authority to dispose of it).

There have been several rulings in the
past in respect of the authority to dis-
pose. If a contractor works at a client’s
premises and is issued with a room
and also given the appropriate access
authorisation (e.g. an electronic access
card) then the criterion of the authority
to dispose is fulfilled (cf. the Federal Fis-
cal Court (Bundesfinanzhof, BFH) with its
rulings from 14.7.2004 and 4.6.2008).
Recently, the concept of serving a pur-
pose was very broadly interpreted by the

Munich tax court. An IT consultant from
Uruguay had been working for a German
company. In this case, the IT consultant
did not have the possibility to dispose
of a workstation at his client’s premises.
In the view of the court, the permanent
establishment as the place of effective
management was the consultant’s pri-
vate dwelling in Germany.

Whether or not this type of permanent
establishment (i.e. the place of effec-
tive management) is deemed to exist
would be determined on the basis of
the business activities in each specific
case. If, as in the case of the freelance
[T consultant, management activities
are necessary from time to time then a
private dwelling can also be allocated
as the place of management. When
there is little need for management
activities, such as, e.g., making phone
calls or issuing invoices then there is
no requirement for a minimum level of
office equipment. If such activities are
carried out in the dwelling then it could
be deemed to be a permanent estab-
lishment.

Recommendation: The case
described above from the Munich
tax court was certainly exceptional
because, in addition, under the
national law of Uruguay the German
income was not taxed and without a
permanent establishment in Germany
it would have been deemed to be
so-called “white income” (i.e. income
taxed in no jurisdiction). However, it can
be observed that the criteria for what
constitutes a permanent establishment
- also abroad - are being expanded.
This is true for both the definition under
national law as well as under DTA law.
In cases of uncertainty it would thus be
advisable to take measures in advance
in the countries concerned so that a
permanent establishment is not cre-
ated.

More Information: A renewed appli-
cation for leave to appeal against the
ruling of the Munich tax court from
31.5.2017 (case reference: 9 K3041/15)
has been lodged with the BFH (case ref-
erence: | B 62/17).

StBin [German tax consultant] Julia Hérning

Does a reduced rate of taxation for compensation payments presuppose a state of exigency?

B Who for: Recipients of compensa-
tion payments and severance payments
(for short: compensation)

H Issue: If compensation is paid it is
of great importance to the recipients
whether or not they will be able to claim
a reduced rate of taxation on the basis
of the so-called “one fifth rule” (a form
of top slicing relief) (Section 34(2) no. 2
of the German Income Tax Act (Einkom-
menssteuergesetz, EStG) in connec-
tion with Section 24 no. 1a EStG). In the
past, in the opinion of the tax authorities
and according to case law, the prereg-
uisites for Section 24 no. 1a EStG could
only be fulfilled if the taxpayer had ter-
minated the employment contract him/
herself under considerable legal, eco-
nomic or real pressure, or if s/he had
not contributed to the termination of the
employment contract and a compen-
sation payment had been subsequently

6 | PKF newsletter| November 2018

made (state of exigency). In the case in
question, the Federal Fiscal Court (Bun-
desfinanzhof, BFH) has now abandoned
this restrictive interpretation.

In its ruling from 13.3.2018, the BFH
made it clear that in order for a com-
pensation payment to be classified as
being tax-privileged it was sufficient if
in the course of the termination of an
employment contract by mutual agree-
ment a financial settlement was paid
and there was a not insignificant inter-
est on the part of the employer to ter-
minate the employment contract. In the
opinion of the BFH, it was not necessary
to conduct a further check to determine
whether or not the criterion of a state of
exigency had been fulfilled.

In its ruling from 23.11.2016, the BFH
had already expressed its fundamental
doubts about the necessity of the crite-
rion of a state of exigency in accordance

with Section 24 no. 1a EStG. Yet, in the
recent ruling there were also no specific
statements issued on the further signifi-
cance of the state of exigency.
Recommendation: The difficulties
involved in classifying financial settle-
ments as compensation payments, in
many cases, should thus be a thing of
the past. Nevertheless, you should bear
in mind that the BFH has not (yet) basi-
cally distanced itself from the criterion
of a state of exigency. Therefore, uncer-
tainty will remain for cases that differ
from the one in question.
More Information: The BFH rul-
ings that have been mentioned, from
13.3.2018 (case reference: IX R 16/17)
and from 23.11.2016 (case reference:
X R 48/14) are available online at www.
bundesfinanzhof.de

WPIin/StBin [German public auditor /

tax consultant] Christina Thiel
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B Who for: Businesses that
organise company events.

Issue: In its ruling from
27.6.2018, the Cologne tax
court’s decision was contrary
to the applicable Federal Min-
istry of Finance (Bundesminis-
terium der Finanzen, BMF) cir-
cular from 14.10.2015 on the
taxation of company events.
According to that, cancella-
tions by employees in con-
nection with a company party
may not be at the expense,
from a tax point of view, of
those who do actually attend. The rul-
ing was prompted by the legal action of
a GmbH (a German limited company)
that had organised a cookery class for
its employees as a company event. In
the course of the cookery class the par-
ticipants were allowed to consume an
unlimited amount of food and drink.
There were 27 participants registered
of which however two cancelled at
short notice. The costs for the event
remained the same. In the context of
determining the benefits that were sub-
ject to payroll tax, the local tax office

A cookery class as a company event

stipulated that these should be based
on the actual 25 employees who par-
ticipated with the result that the amount
that had to be taxed was higher. By
contrast, the Cologne tax court calcu-
lated the amount that was subject to
tax by dividing the overall costs for the
event by the original number of employ-
ees who had registered (27). The rea-
son that the tax court gave for doing
this was that the ‘no show costs’ that
had arisen because two employees
had not participated had not resulted in
non-cash benefits being generated for

those employees who did take
part in the event. The option to
consume an unlimited amount
of food and drink meant that
the cancellation by one partic-
ipant would not have had the
effect of augmenting the ben-
efit intended for an individual.
The tax court’s view thus also
differed from the administrative
opinion that stipulates that the
expenses that were incurred
have to be divided by the num-
ber of people who took part.
Recommendation: The
Cologne tax court has permitted an
appeal. It would be advisable to keep
comparable cases open by making ref-
erence to the Cologne tax court ruling
until the decision of the Federal Fiscal
Court (Bundesfinanzhof, BFH).
B More Information: The tax court
ruling from 27.6.2018 (case refer-
ence: 3 K 870/17) is available at www.
fg-koeln.nrw.de (German version only).
The appeal is pending at the BFH under
the case reference: VI R 31/18).

StB [Tax consultant]
Hans-Rudolf Pollmeier

New reporting obligations — Country-by-country reporting for multinational groups of companies

Who for: Groups of companies that
operate internationally.

Issue: Action point 13 of BEPS
(Base Erosion and Profit Shifting) con-
tains guidance on transfer pricing doc-
umentation and  country-by-coun-
try reporting. The country-by-country
report (CbCR) is a part of the three-
tiered standardised approach for doc-
umentation. CbCR was adopted into
national law in Section 138a of the Fis-
cal Code (Abgabenordnung, AQ). The
reports have had to be submitted to
the Federal Central Tax Office (Bun-
deszentralamt fir Steuern, BZSt) since
2016 and, from 2017, a supplemen-
tary statement has had to be included

in the tax return. According to the Fed-
eral Ministry of Finance (Bundesminis-
terium der Finanzen, BMF) circular from
11.7.2017 (case reference: IV B 5 -
S1300/16/10010) the following should
be taken into account here.

(1) Report to the BZSt - Entities with
headquarters or management in Ger-
many are obliged to submit a coun-
try-by-country report to the Federal
Central Tax Office (BZSt) if their con-
solidated turnover in the preceding
financial year was at least € 750 m
(primary mechanism). German group
companies with a foreign group par-
ent company are only required to pre-
pare and submit a report if they have

been instructed to do so by the foreign
group parent company, or if the foreign
group parent company does not sub-
mit a report (secondary mechanism).
The following data, in particular, have
to be reported for all the business units
- broken down by tax jurisdictions - of
the multinational group:

® revenues and other income,

® taxes paid and accrued in the finan-
cial year,

annual pre-tax profit,

equity capital,

retained earnings,

number of employees and

tangible assets.
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Moreover, the most important business
activities of the individual companies
have to be described. The report has
to be drawn up in a format specified by
the OECD and can be in English.

(2) Temporal application - Coun-
try-by-country reports in accordance
with  the primary mechanism have
already had to be submitted for financial
years that started after the 31.12.2015.

Reports in accordance with the sec-
ondary mechanism have to be prepared
for financial years that started after
the 31.12.2016. For the latter financial
years, information has to be provided in
the tax return about who will prepare the
country-by-country report.

Recommendation: Submitting a
country-by-country report that is incom-
plete or late constitutes a regulatory

offence that is subject to a penalty.
Groups should therefore check whether
or not a reporting requirement exists and
which organisational unit should submit
the report. In particular, foreign group
parent companies should be consulted
in order to obtain the requisite informa-
tion.
StBin [German tax consultant]
Sabine Rdssler

Directors’ liability risks — D&QO insurance does not cover payments after factual insolvency

B Who for: Shareholders and agents
of corporations.

Issue: In the course of business
transactions, executive bodies are
exposed to various liability risks. In
order to protect against these risks
companies frequently take out directors
and officers insurance cover (abbrevi-
ated to D&O insurance). This is liabil-
ity insurance for financial losses to pro-
tect the agents acting for a company
from personal claims. However, this
does not cover all potential claims, as a
managing director discovered in a case
that was dealt with by the Dusseldorf
court of appeals (Oberlandesgericht,
OLG). There, an insolvency adminis-
trator had successfully sued a manag-
ing director for the payment of over €
200,000 because after her company’s

factual insolvency she had continued to
initiate electronic bank transfers (Sec-
tion 64 of the Limited Liability Com-
panies Act (GmbH-Gesetz, GmbHG)).
She has now failed, in front of a court,
in her attempt to pass the claim on to
the D&O.

A claim against managing directors aris-
ing from Section 64 GmbHG - accord-
ing to the OLG in its ruling that estab-
lished this principle, from 20.7.2018
(case reference: I-4 U 93/16), —is not a
statutory liability claim but rather a claim
for compensation of a sui generis nature
that is intended to protect creditors and
not a company. It cannot be compared
with a claim for compensation because
of a financial loss and that is why it is
not included in the coverage of a D&O
insurance policy. However, the situation

would be different, e.g., in the event of
a claim because of a breach of the obli-
gation to file for insolvency. In such a
case, this would be a genuine claim for
compensation (Section 823(2) of the
German Civil Code in connection with
Section 15a(1) of the German Insol-
vency Code) that would also fall under
D&O insurance coverage.
Recommendation: Managing
directors are frequently not able finan-
cially to bear losses in cases of insol-
vency. Providing D&O insurance cover
is thus usually also in the interests of
the company or its insolvency adminis-
trator. Therefore, careful consideration
should be given to the legal basis for
claims against managing directors.
RA/StB [German lawyer/tax consult-
ant] Frank Moormann

Marital agreements — the limits to judicial control over their performance

B Who for: Spouses with  marital
agreements.

B Issue: The provisions in a marital
agreement are subject to a two-stage
check. First of all, they are examined
with regard to their effectiveness in
accordance with Section 138 of the
Civil Code (Bdrgerliches Gesetzbuch,
BGB). In a second step, they undergo

judicial ~ scrutiny.  Subsequently, a
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spouse may be disallowed from invok-
ing a provision that is beneficial for him/
her due to an abuse of legal rights (Sec-
tion 242 BGB). This would be possible
if, at the time when the marriage broke
down, the ensuing distribution of bur-
dens between the spouses was obvi-
ously one-sided and unreasonable.
This should be presumed, in particu-
lar, if the mutually agreed organisation

of the marital living conditions is fun-
damentally different from the original
life plan on which the agreement was
based.

However, tight limits have been placed
on the judicial control over the perfor-
mance of the agreement, as the Fed-
eral Court of Justice (Bundesgericht-
shof, BGH) affirmed in its ruling from
20.6.2018 (case reference: Xl ZB



84/17). The equalisation
of accrued gains is subject
to the widest extent to the
disposition laid down in the
marital agreement. There-
fore only marriage-related
disadvantages can be rec-
tified. Marriage-related dis-
advantages can arise from
childcare and an employ-
ment history that differs
from the original life plan.
If there are no such disad-
vantages, or if these have
already been fully com-
pensated for (in particular, through
an equalisation of pension rights and
accrued gains) then the purpose of
the judicial control over the perfor-
mance is not to grant the spouse who
has been disadvantaged by the mari-

LRI
How far reaching is the judicial control over the performance of a marital
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employment associated
with the marital role allo-
cations had not occurred.
Recommendation:
Provisions in  marital
agreements can lead to
many disputes although
they are supposed to
prevent precisely such
disputes. In order to pre-
vent a spouse from being
unilaterally and unrea-
sonably  disadvantaged

agreement?
tal agreement any additional (missed)
marriage-related benefits. Moreover,
the spouse should not be in a better
position as a consequence of this than
if the marriage and the dispositions of
the type and scope of the respective

ACCOUNTING & FINANCE

The applicable rent for real estate tax purposes under the income capitalisation method

the provisions in marital
agreements should be
reviewed on a regular basis and, if nec-
essary, adjusted to take into account
the particular current life circumstances
of the married couple.

RAIn/StBin [German lawyer/tax consultant]
Dany Eidecker

B Who for: Landlords who calculate
the value of their building for real estate
tax purposes by means of the income
capitalisation method.

B Issue: In 2007, a claimant bought
a piece of real estate with a residen-
tial building on it that had been built in
1981. In the following year, the claim-
ant divided up the property into five
residential property units and two par-
celled units in the form of garages. The
local tax office determined rateable val-
ues for these units as at 1.1.2009 by
way of a subsequent determination of
assessed value. In this case, the resi-
dential properties were valued as sin-
gle-family houses using the income
capitalisation method based on rent of
DM 3.90/sqg. m (well-appointed) and a
multiplier of 9.1 (post-war building after
20.6.1948). The value of the garages
was calculated on the basis of the asset
value method.

In practice, the gross annual rental
income that is applicable under the
income capitalisation method is mostly
calculated in accordance with Section
79(2) of the Valuation Act (Bewertungs-
gesetz, BewG). In order to determine
the general rent levels, the tax offices
normally use rent indices that show the
monthly rent broken down by year of
construction and features of the fix-
tures and fittings as at the date of the
main assessment on 1.1.1964. In most
cases, the fixtures and fittings have
been classified as being simple, aver-
age, good and very good.

The claimant held the view that the
rules for assessing the rateable value
as at 1.1.2009 were no longer constitu-
tional. The distortions in the values were
such that they were no longer accept-
able with the result that the rent as at
1.1.1964 was no longer an appropriate
basis for determining general rent lev-

els. Therefore, Section 79(2) BewG had
to be interpreted in conformity with the
constitution such that the rents to be
applied for the assessment of the rate-
able value should be determined retro-
actively on the basis of up-to-date rent
indices by calculating back to 1.1.1964.
The case before the tax court and

the claimant’s appeal before the Fed-
eral Fiscal Court (Bundesfinanzhof,
BFH) were unsuccessful.

The case has gained a particular rele-
vance given the current developments
in real estate tax. The Federal Consti-
tutional Court (Bundesverfassungsgeri-
cht, BVerfG) in its ruling from 10.4.2018
decided that, in any case, the tax on
real estate which has been developed
had not been compatible with Section
3(1) of the Basic Law (Grundgesetz,
GG) since 1.1.2002. New rules have
to be introduced by 31.12.2019 - until
then, the rules that have been deemed
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to violate the German
constitution may con-
tinue to be applied. The
reason for the decision
that the real estate tax in
its current form is uncon-
stitutional is that the rate-
able values have not
been adjusted for more
than 50 years - this has
resulted in severe une-
qual treatment (see also
PKF Newsletter 5/2018).
The BFH ruled that cal-
culating back the rents, which form the
basis of the assessment of the ratea-
ble value, from the current rent indices
is not permissible. The method that
the claimant was seeking to use was
accordingly not compatible with the
BewG. The property values on the date
of the main assessment on 1.1.1964
invariably remain applicable for the rent
levels, even for adjustments and the
subsequent determination of assessed
value. The multipliers that have to
be applied to the gross annual rental
income can be found in the appendi-
ces to the BewG. These reveal that the
multipliers were likewise determined in
accordance with the circumstances as
at 1.1.1964. Deviating from these is not
permitted. The principle of the multiplier
is based on net income, which is cal-
culated by taking into account approxi-
mated operating expenses and ground

= |
The reference date for assessing the value of residential property for real estate tax
purposes is 1.1.1964

rent yields, broken down according to
types of real estate, categories for the
year of construction and municipal-
ity size classifications. Consequently,
these multipliers can be applied directly
to the gross income. The claimant had
criticised that with regard to the assess-
ment of real estate values, the distor-
tions in values over the last 50 years
were not reflected here. The different
developments, for example in the big
cities, where real estate values have
appreciated more strongly than in rural
areas, are not taken in account in the
method that is currently applicable. Cal-
culating back from today’s rent indices
to the level as at 1.1.1964 would take
into account these changes in values.

With the procedure that has to be
currently applied, which takes into
consideration certain  approximated
reductions and increases, there is a

The particularities of the valuation of highly indebted companies

conscious acceptance of
a simplified and standard-
ised procedure. Despite
the unconstitutionality of
the regulations in respect
of real estate tax these will
- according to the BFH -
still have to be applied up
to a certain point in time
(initially up t0 31.12.2019).
Recommendation: To
summarise, it is not per-
missible to calculate back
the rents from the current
rent indices for valuations under the
income capitalisation method. Even
though real estate tax is calculated
on the basis of unconstitutional rate-
able values as at 1.1.1964, neverthe-
less, real estate owners have to accept
these until there are new rules in place
for the assessment of rateable value. In
view of the high administrative expense
that would be incurred for a revalua-
tion and the serious budgetary prob-
lems that would otherwise loom for the
municipalities, the continued validity
of the legal situation to-date - despite
the fact that it violates the principles of
equality - is exceptionally justified.
Please note: The BFH ruling from
16.5.2018 (case reference: I R 37/14)
is available at www.bundesfinanzhof.
de/entscheidungen.
WPin [German public auditor]
Julia Résger

The Institute of Public Auditors in
Germany (Institut der Wirtschafts-
priifer, IDW) published its Practice
Statement (Praxishinweis) 2/2018 on
‘Taking Account of the Gearing Ratio
when Valuing Businesses’ in Octo-
ber 2018. This Practice Statement
specifies, above all, the particulari-
ties that could emerge when valuing
a highly indebted business. Further-
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more, it provides guidance on how
it is possible to deal with these par-
ticularities in order to determine an
objectified value for a business.

1. Planning future financial sur-
pluses

The value of a business is generally
determined on the basis of the present
value of future net inflows to the busi-

ness owners (net income as the balance
of profit distributions and/or withdrawals,
capital repayments and contributions).
The basis for the forecast of future finan-
cial surpluses is the earnings power of
the business that exists on the valuation
cut-off date. With regard to the plan-
ning of future financial surpluses, in the
case of highly indebted companies there
should be an analysis as to whether or



not, when compared with the sector, sig-
nificantly higher gearing can be assumed
for the long term. In connection with the
elevated default risks of highly indebted
companies it is important to critically
question whether the default risks have
already been taken into account in the
financial projection and how this has
been done. If default probabilities are
taken into account in the financial pro-
jection then they should be unbiased in
the sense of being the best possible esti-
mate.

2. Net method versus gross
method

When a net method is used, if the entity
being valued has a considerably higher
gearing ratio than businesses that
have a normal level of indebtedness
then the resulting level of the values
that are assumed for indebted cost of
equity, which are based on capital mar-
ket theory models, cannot generally be
explained either in relation to their con-
tent or empirically. Such values can be
an indicator that the operational busi-
ness risks, the capital structure risks and
the default risks have not been properly
taken into consideration and that the
respective return on investment require-
ments of the various groups of capital
providers have not been incorporated in
a way that makes them consistent with
each other.

For this reason and in order to increase
transparency when valuing  highly
indebted companies, the recommenda-
tion is to perform the valuation based on
a gross method. With gross methods,
irrespective of the high level of debt, as a
first step, the present value of the oper-
ating financial surpluses - including the
value contribution of the tax benefit aris-
ing from the indebtedness - are calcu-
lated (e.g. in accordance with the WACC
approach or by means of the adjusted
present value method) and from this, in a
further step, the market value of the debt
capital is then deducted. In this way, it is

thus possible to take account of oper-
ational business risks, capital structure
risks and default risks separately and,
therefore, transparently.

Nevertheless, even with a gross valuation
the question remains of how to properly
determine the expectation value of the
operating financial surpluses as well as
the appropriate capital costs. In practice,
it can be observed that the entities being
valued that have considerably higher
gearing ratios when compared with their
peer group, all things being equal, end
up with worse credit ratings and higher
debt capital costs. As the gearing ratio
increases, besides the share of the oper-
ational business risk that has to be borne
by the providers of debt capital, in addi-
tion, a risk arises that there is only a cer-
tain probability that the company will be
able to fulfil its contractual performance
obligations and will fully service the debt
capital (default risk for the providers of
debt capital).

3. Default risks

Default risks will have usually already
been taken into account in the debt cap-
ital yields that can be observed in the
market. As default risks affect provid-
ers of both equity capital as well as debt
capital, the debt capital yields that can be
observed in the market are implicit yields
for equity capital and empirically estab-
lished beta factors should be examined
with respect to the default risks that are
already contained in them. For reasons of
consistency, it is necessary to be mind-
ful that default risks, which in each case
correspond to the expected debt capi-
tal yields and the expected equity capital
costs, have to be taken into account or
eliminated depending on the approach
that is selected for taking default risks
into consideration in the valuation cal-
culation. In this connection, forecasts
of financial surpluses should be scru-
tinised to see if the default risks have
already been incorporated. If this is the
case then they should not be included in
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the capital costs. Otherwise, the default
risks will have to be taken into account in
the equity and debt capital costs.

4. Capital costs and the appropri-
ate peer group
When determining an objectified value
for ahighly indebted company it is appro-
priate to derive the interest rate that will
be used to discount the operating finan-
cial surpluses on the basis of the capital
costs of companies that have compara-
ble operations (peer group) but normal
levels of debt. This is necessary in order
to take account of the operational busi-
ness risk adequately and transparently.
In order to derive the expected return of
the debt capital the appropriate default
risk from the debt capital yields that can
be observed in the market for the entity
to be valued then has to be eliminated.
However, if it is not possible to derive
the expected return of the providers of
debt capital, which is relevant to the val-
uation, in a nonarbitrary manner then
the IDW recommends basing the return
on the debt capital costs of the peer
group of businesses with normal levels
of debt. Consequently, with this method,
equity and debt capital costs and thus
the weighted cost of capital approach
(WACC) do not reflect default risks but
instead merely the operational business
risks. The default risks associated with
highly indebted companies would then
have to be taken into account and made
transparent in the forecasts for operating
financial surpluses. Against this back-
ground it is important to critically ques-
tion whether or not the default risks have
been adequately taken into account in
the forecasts for the future financial sur-
pluses and to what extent. The market
value of the equity capital is then arrived
at by deducting the market value of the
debt capital, which includes the default
risks, from the figure determined in this
way.
WP/StB [German public auditor and tax
consultant] Benjamin Sauerhammer
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Employment law — No com-
pensation for late salary pay-
ment

If an employer delays the payment of
remuneration then employees are not
entitled to a compensation payment
consolidated into a lump sum in accord-
ance with Section 288(5) of the Civil
Code (Bdrgerliches Gesetzbuch, BGB).
In the case in question, a long-stand-
ing employee sued his employer for the
payment of a backlog of benefit allow-
ances owed for five months in 2016.
Furthermore, the employee demanded
the lump-sum payments in accordance
with Section 288(5) BGB in the amount
of € 40 for those months when the
employer had been in arrears with his
payments.

However, the employer argued that
these lump-sum payments
were not applicable against the
background of the specific pro-
visions in Section 12a(1) of the
Labour Courts Act (Arbeitsger-
ichtsgesetz, ArbGG) (the par-
ties have no entitlement to the
reimbursement of costs at the

Dr. Berthold Leibinger, shareholder, long-standing chief ex-
ecutive and member of the supervisory board of the TRUMPF
Group, 26.11.1930 - 16.10.2018

Impressum

first instance before the labour courts).
The lower courts had still upheld the
employee’s complaint.

The Federal Labour Court (Bunde-
sarbeitsgericht, BAG) now clarified,
on 25.9.2018 (case reference: 8 AZR
26/18), that the claimant was not enti-
tled to the lump-sum payments. Sec-
tion 288(5) BGB does indeed gener-
ally apply in cases where the employer
is in arrears with its remuneration pay-
ments. However, the specific statutory
provision in Section 12a(1) clause 1
ArbGG excludes the entitlement to the
reimbursement of costs not only with
respect to the expenses related to legal
actions but also in respect of other sub-
stantive and procedural cost reimburse-
ment claims and with which the lump-
sum payments in accordance with
Section 288(5) BGB are also excluded.

[ AND FINALLY...

“The question is not whether we have enough
qualified people for this. The question is whether
or not they enjoy sufficient credibility.”
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€ 44-tax exemption limit in
the case of benefits in kind
— caution is required with
respect to dispatching costs

The value of benefits in kind is measured
in accordance with the most favourable
retail price that is actually paid by end
consumers for identical / similar types of
goods in the course of general business
transactions. The Federal Fiscal Court
(Bundesfinanzhof, BFH), in its ruling from
6.6.2018 (case reference: VI R 32/18),
decided that delivering goods to an
employee’s home constitutes a service
performed by the employer that should
be included in the calculation of the
tax-exempt amount. If the most favour-
able retail price in the market is availa-
ble via mail order or online then this shall
also apply to the delivery costs, which
are shown as a separate service
] in online / mail order retail and
invoiced accordingly. Therefore,
these dispatch or delivery costs
have to be included in order to
determine if the € 44-tax exemp-
tion limit has been exceeded.

The contents of the PKF* Newsletter do not purport to be a full statement on any given problem nor should they be relied upon as a subsitute for seeking tax and other professi-
onal advice on the particularities of individual cases. Moreover, while every care is taken to ensure that the contents of the PKF Newsletter reflect the current legal status, please
note, however, that changes to the law, to case law or adminstation opinions can always occur at short notice. Thus it is always recommended that you should seek personal

advice before you undertake or refrain from any measures.

* PKF Deutschland GmbH is a member firm of the PKF International Limited network and, in Germany, a member of a network of auditors in accordance with Section 319b HGB
(German Commercial Code). The network consists of legally independent member firms. PKF Deutschland GmbH accepts no responsibility or liability for any action or inaction on
the part of other individual member firms. For disclosure of information pursuant to regulations on information requirements for services see www.pkf.de.
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