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. International Taxation

1. EU Member States agree on new rules against tax avoidance
Ref. to our GBB Newsletter Vol. 90 chapter 1 — Base Erosion and Profit Shifting (BEPS)

Intro

The Anti-Tax Avoidance Directive (ATAD) is part of the package of measures that the EU
Commission presented on 28 January 2016 as consequence of the OECD BEPS results. It includes
legally binding rules regarding minimum requirements against tax avoidance mechanisms for
Member States. Most of the provisions will be implemented by 31 December 2018 and shall apply
from 1 January 2019 onwards.

At a glance
Hybrid mismatches (Art. 9 ATAD)

Hybrid mismatches occur due to differences in the legal and tax qualification of
1) payments (financial instruments) or

2) companies/permanent establishments

in two states.

This differences could result in case a) in a deduction for tax purposes in both states (double
deduction) or in case b) in a deduction for tax purposes in one state without inclusion in the tax
base of the other state.

According to the new ATAD rules, in case a) the deduction shall only be possible in the source state
and in case b) the Member State of the payer shall deny the deduction of such payment to create a
congruence between tax regimes in Europe.

CFC Rules (Art. 7 and 8 ATAD)

The rules on Controlled Foreign Companies (CFC) attack the shifting of income to low tax countries.
The Member States shall include the retained, low-taxed passive income of a controlled foreign
company (entities and permanent establishments) in the tax base (of the parent company) even
without profit distribution.

The passive income catalogue includes e.g. interest, royalties, dividends, and income from services
provided to the taxpayer. An exception from CFC rules can be granted in case of a verified
substantive economic activity. The evidence may be limited to enterprises domiciled in the EU.

Exit taxation (Art. 5 ATAD)

Exit taxes shall ensure that in cases where a taxpayer moves assets or its tax residence to another
state, the built-in gains can be taxed in the exit state that loses the tax base for future periods due

to the move (which rule already exists under German tax laws). Hence, the directive regulates the

cases of exit taxation, the value to be assigned, as well as the treatment within the EU.

The exit taxation rules capture following cases, e.g:

e the transfer of assets from the head office of the enterprise to a foreign permanent
establishment,
e the transfer of a permanent establishment to another state,
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e the transfer of tax residence to another country (exception for those assets that remain
effectively connected with a permanent establishment in the first Member State)

and rules that

e the taxpayer will have the right to pay the tax in installments over a period of five years.

e the computation of the tax amount shall be based on the “market value” of the shifted assets
at the time of exit of the assets. In the case of a transfer within the EU, the receiving Member
State shall accept the value of the transferred assets.

e the Exit tax should not be charged when the transfer of assets is of a temporary nature.

Interest limitation rule (Art. 4 ATAD)

The limitation rule concerning the deduction of interest expenses for tax purposes is basically
consistent with the German interest limitation rule. Inter alia, net interest expenses shall only be
deductible up to 30 percent of the earnings before interest, tax, depreciation and amortization
(EBITDA). Further, a threshold for net interest expenses, a group exemption provision and an
escape clause (equity ratio comparison) are provided. Member States may exclude interest
expenses incurred on loans that were concluded before 17 June 2016 (grandfathering clause) or on
loans used to fund long-term public infrastructure projects. However, the directive does not provide
for rules on shareholder debt financing (8 8a KStG).

For non-deductible interest expenses as well as unused interest capacity, the directive provides for
alternative rules that Member States may introduce (“carry forward”).

General anti-abuse rule (Art. 6 ATAD)

The directive provides for a general anti-abuse rule that captures arrangements, which are into
place for the main purpose of obtaining a tax advantage that defeats the object or purpose of the
applicable tax law. Such arrangements are not genuine and can be disregarded for tax purposes (i.e.
they not put into place for “valid commercial reasons”; similar to Section 42 German Fiscal Code).

For the purposes of calculating the corporate tax liability, a Member State shall ignore a non-
genuine arrangement and calculate the tax liability in accordance with national law.

Recommendation

The implementation of the ATAD provisions will affect the tax regimes in Europe significantly.
International corporations should observe the developments and review their tax set-up to identify
where OECD BEPS / ATAD might affect them. In particular the 31 December 2018 deadline should
be kept in mind for any potential group reorganizations to remedy any possibly expected adverse
aspects.

However, as regards Germany, most ATAD measures are already contained or recently into
domestic laws, so that the implication of the afore-mentioned ATAD rules will rather have a major
impact on other jurisdictions.

Please contact us for further information or in case of questions. \We are happy to assist in
reviewing the current tax set-up and identifying rooms for improvement and ATAD implications.
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2. Reform of the European customs law
Reference is made to our GBB Newsletter Vol. 92 News Section

Intro

The new Customs Code of the European Union (UCC) replaced the Customs Code and is fully
applicable since 1 May 2016. The changes affect special procedures, free circulation of goods in the
EEA and export.

At a glance

The "“special procedures” consist of

- the customs warehousing procedure,

- the free zones,

- inward and outward processing,

- external and internal transit procedures, as well as

- temporary use and end use. Changes include e.g. type D customs warehouse, which is now
abolished.

Since 1 May 2016, the customs authorities can generally order a revaluation of the authorizations at
any time, i.e. for instance a check of customs authorizations, providing certain simplified processes.
Such a revaluation leads to the application of the UCC and thus requires compliance with the legal
requirements under the UCC.

Existing authorizations for customs procedures will be checked and revaluated by customs
authorities successively until 1 May 2019. Upon completion of the revaluation, the given
authorizations will be withdrawn and, if applicable, re-issued. Existing authorizations without a
limited period of validity will expire in any case no later than 1 May 2019. The simplified local
clearance procedure, the so-called “authorized exporter”, is no longer contained in the regulations
of the UCC. Existing procedures are converted to the procedure of the “simplified customs
declaration” in a step by step approach.

Temporary storage is subject to a customs authorization in which all storage locations must be
listed. In addition, the provision of security is mandatory.

The practice of granting the status as an authorized economic operator (AEQ) is replaced by a
customs authorization as AEQ. Already issued AEQ certificates keep their validity but will be
converted successively into authorizations. The new regulation of the AEO under the UCC provides
for proof that a “practical and professional qualification” exists in direct connection with the activity
carried out.

Moreover, in the past license fees paid by a company to third parties (not the seller) were taken
into account for customs valuation only when the licenser was related to the parties involved in the
transaction. Since 1 May 2016 all license fee payments can be relevant for customs valuation if the
payment is a condition for the purchase transaction.

Recommendation

We highly recommend to check the current status of customs related authorizations in view of
expected changes. KPMG would be pleased to support you by analyzing your existing customs
procedures and authorizations in order to implement the changes arising from the UCC as well as
to make your company fit for the new challenges.
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3. Tax neutral cross-border merger involving non EU ultimate shareholder is possible

ntro

The German Lower Fiscal Court of DUsseldorf decided that the (down-stream) cross-border merger
to Luxembourg can be carried out tax neutral even if the (ultimate) shareholder [A] is an US-
American enterprise (and thus non EU resident).

At glance

A German (parent) company [B] was merged down-stream to its subsidiary in Luxembourg [C]. All
assets in the closing tax balance sheet of the German company were recorded at their book value.
The assets were legally transferred to the Luxembourgian subsidiary by universal succession. The
shareholding in the subsidiary was derecognized in the tax balance sheet without profit/loss effect.

Generally, the merger balance sheet is to be drawn up at market value leading to a taxable release
of the hidden reserves in the accounts of the transferring company.

The option to transfer at book value, is however available, provided that i.a. the ultimate taxation in
Germany of the hidden reserves is assured. In particular, it is required that

i.  Germany maintains its full taxation right with respect to any capital gains realized from the
sale of the transferring assets; and
ii.  the assets are subject to corporate income tax at the level of the acquiring entity.

The Tax Authorities argued that in case of down-stream merger of B into C, the B shares owned by
A had to be transferred at fair market value, leading to 5% taxation of the built-in gains released.
The Tax Authorities were of the opinion that the German taxation right of these shares would forfeit
upon the merger so that one main preconditions under the German tax laws to allow a book value
merger would be violated.

The taxpayer argued and the Fiscal Court accepted that neither shares held by A in B nor shares
held by B in C were (indirectly) transferred from an economic perspective. Rather, upon legal
effectiveness of the merger, shares in C were directly allocated for tax purposes to A. The court
concluded that insofar Section 11, Paragraph 2 of the German Reorganization Tax Act provides a
special rule with respect to shares of the acquiring company held by the transferring company. The
precondition that Germany maintains its full taxation right on company C shares is insofar overruled
as this precondition means typically assets transferred between the merging entities and not
shares that the merging company [B] holds in the absorbing company [C], which are in case of
down-stream merger directly allocated to the ultimate shareholder [A].

Recommendation

If you have any similar reorganization case at hand, we recommend to keep it open and to pursue
no taxation of 5% built-in gains revealed as tax authorities may argue during tax return assessment
or during a tax audit. While it remains to be seen how Federal Fiscal Court would decide, we are
happy to support you in dealing with this matter.
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4. Compatibility of German transfer pricing rules with European law

ntro

The Lower Fiscal Court of Rheinland-Pfalz referred a case — conducted by KPMG - to the Court of
Justice of the European Union (CJEU). The case at hand deals with an adjustment to the taxable
base of a German resident taxpayer based on arm'’s length principles. The tax base was reduced as
result of a transaction / business relationship with a non-German related party on terms that would
not have been agreed between independent parties in similar circumstances. For transactions
between German entities such an adjustment is, however, not required.

At a glance

A German parent company issued guarantees and letters of comfort to banks, in relation to loans to
its foreign subsidiaries, without requiring any payment. Independent parties would not have
concluded such an agreement without payment.

The Lower Fiscal Court addresses the question whether the imputation of income under the
German transfer pricing rules in relation to these transactions is compatible with the freedom of
establishment under EU law (Article 49 of the Treaty on the Functioning of the European Union). In
a similar case decided by CJEU that the applicable rules did constitute a restriction on the right to
freedom of establishment. This restriction was justified on the grounds of preserving the allocation
of taxing rights between Member States and combating tax avoidance. In that case the tax rules
allowed taxpayers the opportunity to provide evidence of any commercial justification for the
arrangements.

The German rules, however, do not have an explicit mechanism for taxpayers to provide any
exception based on commercial justifications to prevent the transfer pricing adjustment. According
to the Fiscal Court the financing freedom of the shareholders in the cross-border holding structures
may be restricted in the particular case at hand.

Recommendation

The case is relevant for all transactions where the adjustments were made for benefits granted (at
least partly) for subsidiaries in the EEA and the cases are still open for reassessment. The
objections against the tax assessments and the suspension of the proceeding can be raised. We
are happy to support you in analyzing how far this matter might be relevant for your cross-border
transactions and could provide e.g. reasons for appeal against tax assessments by German tax
authorities.
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| Practical ax section

1. BrExit — Potential impact on Japanese companies
(e.g. with EU Holdings located in UK)

Intro

Since the UK plans to enter into negotiations with the EU in early 2017 about leaving the union, we
would like to outline potential tax implications. In worst case scenario one should consider that the
UK could be

¢ No longer part of any customs free trade area or trade association,
e Not part of EU VAT area,

o Negotiate bilateral trade agreements with trading partners,

e Excluded from all FTAs agreed by the EU and the EFTA.

At a glance

In general, independent from the upcoming details regarding the BrExit negotiation, uncertainties
about the time-line and the outcome as well as the impact for the British economy remain.

From a mere tax perspective in particular the continuation of

- Parent Subsidiary Directive,

- Interest & Royalties Directive,

- Merger Directive

- and conseguently the continuity of already granted reliefs may be questionable.

And the EU Members have to obey the case-law of the European Court of Justice, while those
could be not binding for UK anymore.

Practically the following corporate tax implications may have to be analyzed:

e Potential WHT costs if EU subsidiary companies are no longer able to remit dividends, interest
& royalties free of WHT under the EU parent/sub directive

e Potential loss of tax relief on certain reorganizations and acquisitions, e.g. cross-border mergers
into a branch structure may become questionable

e Status of Societas Europaea companies

e |f the UK tax legislation would no longer be required to treat all EU corporates equally e.g.
currently an EU branch in UK is required to be taxed in same way as local subsidiary and vice
versa, discrimination claims to CJEU may be denied

e (Corporate taxpayers may be required to deal with multi-territory approaches to implementation
of Base Erosion and Profit Shifting (“BEPS") package rather than with integrated EU approach

e The UK can be no longer party to binding arbitration under the EU enhanced convention. It may
result in slower resolution of Transfer Pricing (“TP") disputes, Mutual Agreement Procedure
(“MAP") negotiations and corresponding adjustments. Hence, risk of double taxation might
increase.

The following potential indirect tax implications should be considered and monitored:

e Customs duty may apply to EU imports & exports. Cost of goods imported, compliance costs
and bureaucracy effort may rise.
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e The UK might no longer benefit from the EU Free Trade Agreements (“FTAs") with third
countries such as Mexico, South Africa, Chile, Turkey, Switzerland, South Korea (as well as
those in the pipeline e.g. with Japan). Therefore, potential barriers to trade as UK exports and
imports may be subject to significant duty tariffs in absence of FTA's may have to be observed.

e Intra-community supplies of goods and services might be treated as ordinary imports and
exports between UK and EU member states as between EU and Japan or USA.

e FEven in case of bilateral continuation of preferred treatment as former EU member, UK rules
and interpretation may diverge with EU over time as VAT is regulated by consistent EU-wide
rules while UK corporates would no longer afford protection under EU VAT principles or a right
to appeal to CJEU and cannot rely on CJEU and EU jurisprudence for VAT matters.

Possible legal implications:

e Among others, in particular the potential impact on global mobility of employees in MNEs. UK
businesses employing EU workers may require to take (immediate) action to ensure they still
have a right to work in the UK.

Recommendation

The future developments in the negotiations need to be observed. As there is no historic
experience with similar cases, we would be happy to support you in dealing with this matter and
provide you with further information upon your request, including in-house seminars, analysis of
value chains in your EU operations and setting up plan B scenarios for potential BrExit alternatives
(including worst case scenario simulation).

2. New WHT exemption certificate according to the new DTT Japan

The new DBA Japan from 17 December 2015 has entered into force on 1 January 2017.

Change of source tax rates at glance

The new DBA includes, on the one hand, comprehensive changes in the source tax rates regarding
dividends, license and interest payments, which are paid from Germany to Japan and which can be
taxed in Germany. On the other hand, it contains changes to the qualification requirements and the
need to meet the new source tax rates.

Current tax rates until 31 Tax rates according to the DTT

December 2016 from 1 January 2017

15% WHT in case of minimum | ¢ 0% \WHT if shareholding participation
(direct or indirect) shareholding of 25% and longer than 18 months
participation of 256% for at least | ¢ 5% VWHT in case of 10-24,99%

DIIRETEE 12 months shareholding for at least 6 months
e 15% WHT in all other cases.
Interest and royalties | 10% WHT (if applicable) 0% WHT

If you wish to benefit of the new DTT rules, there are basically 2 options:
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c) A gualified and written new application according to the official form by the payment
creditor (granted for full period of typically 3 years) or

d) In the case of a request for a mere modification of an existing exemption certificate, a
simple written application for amendment (even without an official prescribed form; vaild,
however, only for the remaining period of the existing WHT certifiate)

Full exemption is possible after examination of the prerequisites of Article 21 DTT Japan (LOB/PPT)
and Section 50d Paragraph 3 German Income Tax Act. How this examination according to Article 21
DTT is carried out in detail is still being coordinated with the BMF.

If no application for a change or a new application is made, the exemption certificate issued so far
will continue to apply unchanged. The remuneration debtor shall withhold and deduct the tax
deduction pursuant to Sec. 50a German Income Tax Act in the amount of the residual tax rate.
WHT initially withheld according to the existing exemption certificate can subsequently be
corrected under the refund procedure.

As a precaution, the processing times are currently up to several months. Since it is expected that a
large number of amendments will be made due to the new DTT Japan, a corresponding increase in
processing times is to be expected.

Recommendation

o Whether a new or amended application is submitted must be considered by each company in
terms of application costs and benefits. We are happy to support you in this respect.

e |f payments are already planned for the first quarter of 2017, which are to be implemented
using the new lower source rates, it is recommended to apply the new application for (partial)
exemption as early as possible, since the application procedure takes several months.

e [t should be ensured that payments (and withholding tax declarations) are only executed
(subject to a reduced rate of withholding tax under the new DTT) if and insofar as a valid (partial)
exemption exists at the time of payment.

If you have any questions, please do not hesitate to contact us. We would be happy to assist you in
preparing your applications.

3. First implementation of BEPS measures into German law

Intro

Through the so-called “Anti-BEPS-I-Law”, published in the Federal Law Gazette on 23 December
2016, first measures from the so-called OECD BEPS project on the enhancement of transparency
were implemented into German law, concerning e.g. BEPS action 13, i.e. Transfer Pricing
Documentation and Country-by-Country Reporting (CbCR).

At a glance

The documentation obligations proposed by the OECD in order to enhance global transparency in
the area of transfer pricing, which were now implemented into German tax law, consist of a three-
tiered structure:

- Master File,
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- Local File (§ 90 (3) German Fiscal Code (“Abgabenordnung” - AO) to document the general
and local transfer pricing (TP) set-up

- as well as a CbCR (8 138a AO) in order to document certain key indicators resulting from the
group’s global TP structure.

§ 90 (3) AO was amended to include rules that cover the so-called Local File, which contains
country-specific information on transactions by the respective local entities. It corresponds mainly
with former provisions regarding the documentation of transfer prices contained in the old § 90 (3)
AO.

Further amendments include rules on the so-called Master File, which contains an overview of the
group’s global business activity and its transfer pricing principles used to determine intra-group
transfer prices. The wording of the law does not (yet) list the criteria that must be documented.
Therefore, it is currently planned that the German Regulations Regarding the Documentation of
Profit Allocations (GAufzV) will be updated in this regard.

The Master File must be prepared by those companies with a turnover of at least EUR 100 million
that are part of a multinational group. BEPS action 13 proposes that Master and Local File should be
submitted on a regular basis together with the annual tax returns. In contrast to the OECD’s
recommendation, the German rules provide that Master and Local File should only be presented
during a tax audit. The new documentation obligations are applicable for the first time for fiscal
years commencing after 31 December 2016.

Domestic group parent companies are further required to prepare a so-called Country-by-Country
Report, if the group financial statements include at least one foreign enterprise or one foreign
permanent establishment and the consolidated revenue in the previous fiscal year amounts to at
least EUR 750 million. The report is supposed to contain several information on the financial, legal
and business aspects of all companies belonging to the group, grouped by fiscal jurisdictions (so-
called key indicators).

In general, domestic subsidiaries of foreign group parents do not need to prepare a CobCR.
However, if they are commissioned by their foreign group parent to do so, or in case the Federal
Central Tax Office (BZSt) does not receive a report from the foreign group parent, the domestic
subsidiary must prepare the report. The report has to be prepared for the first time by domestic
group parent companies and commissioned domestic companies for fiscal years commencing after
31 December 2015. In cases where a report from the foreign group parent is not presented to the
BZSt, the report must be prepared by the domestic group company for the first time for fiscal years
ending after 31 December 2016.

Recommendation:

Depending on the company's position within the group, transfer pricing documentation
requirements might increase significantly. Therefore, we would recommend analyzing your current
transfer pricing documentation situation and future documentation obligations in order to be
compliant with the new requirements.

We will be happy to support you with the above, e.g. through the KPMG CbCR-Readiness Check,
which identifies the relevant data for a CbCR, performs a risk analysis and analyzes the consistency
with the Master and Local File.
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In addition, any fiscal years still open to tax audit and not covered by the new TP regulations should
be also documented as soon as possible and in anticipation of potential changes (to avoid any
friction between the existing German documentation rules and the new regulations).

4. Extended Corporate Tax Loss Utilization Rules

Intro

The German Tax Loss Utilization rules have been extended through the newly added § 8d
Corporate Income Tax Act (KStG). The rule provides for an exemption from the forfeiture of tax loss
carryforwards, current year tax losses and interest carryforwards subsequent to a detrimental
change of ownership (8 8¢c KStG), provided that the corporation has maintained the same business
operations for a certain period of time.

At a glance:

Aside from the already existing exceptions from loss forfeiture, i.e.

- the hidden reserves clause
- and the group exemption provision,

§ 8d KStG was added so that corporations, which

- either have not built up hidden reserves or,
- which are not organized in a group,

can benefit from an additional loss forfeiture exception rule: The legislator had cases in mind,
where the forfeiture of unused tax losses did not seem justified, neither for economic
considerations nor from a tax-systematic perspective.

Upon application, tax losses and interest carryforwards will be retained despite a detrimental
change in ownership within the meaning of 8 8c KStG provided that the corporation has maintained
the same business operations since its formation or at least for a period of three years. A
corporation’s business operations shall be determined based on qualitative features. Additional
requirement is that in this period certain incidents must not have occurred, such as

- if the corporation discontinues, suspends or changes its business operations,
- if it participates in a business partnership, becomes a controlling entity in a tax group,
- orif business assets are transferred to the corporation below fair market value.

The application is to be filed along with the tax return for the business year in which the detrimental
change in ownership occurs. Business operations must be carried on even after the change in
ownership ("continuation-linked loss carryforward”). In the event of a discontinuation, suspension,
or change in the business operations, the continuation-linked loss carryforward shall forfeit unless
the hidden reserves clause is applicable. The same applies if the corporation participates in a
business-partnership, becomes a controlling entity, or business assets are transferred to the
corporation below fair market value.

The legislative process was finalized in 2016 and the rule became applicable retroactively for all
detrimental changes in ownership after 31 December 2015.

© 2017 KPMG AG Wirtschaftsprifungsgesellschaft, a member firm of the KPMG network of independent member firms
affiliated with KPMG International Cooperative (“KPMG International”), a Swiss entity. All rights reserved.



m German Business Bulletin | Vol. 93 | March 2017 | 29

Recommendation:

Planned acquisitions as well as corporate reorganizations involving corporations with tax loss
carryforwards (TLCF), which do not fall under the existing forfeiture exceptions, could be covered
by the newly added § 8d KStG and, thus, profit from the retention of unused tax losses. We would
be happy to assist you in the review of your case, filing for appeal and negotiation vis-a-vis
competent tax authorities to maintain potential TLCF.

5. Application Decree on Sec. 153 Fiscal Code
At a glance

The BMF comments on the differentiation of corrections of returns from voluntary disclosures. An
internal control system (Tax Compliance Management System) may in certain cases provide
counter-evidence to the allegation of deliberate intention or recklessness.

In more detail
In recent years, companies have been increasingly confronted with the question whether

- mere notification and correction of (tax) returns pursuant to Sec. 153 AO is still sufficient,
- or whether the acting persons must protect themselves against criminal charges and
administrative fines by submitting a formalistic voluntary disclosure of incorrect tax returns.

If a correction is assessed as voluntary disclosure with respect to an intentional evasion of taxes in
the amount of more than 25,000.00 EUR, then the tax authorities refrain from prosecution only
upon payment of a penalty surcharge in the amount of 10 to 20 percent of the evaded tax. The
penalty surcharge is to be paid by each perpetrators and, therefore, if applicable, multiple times
(e.g. by all board members or managing directors separately) and may seriously damage the
economical basis of an enterprise.

In case the taxpayer should become aware of the incorrectness of their submitted tax returns and
meet their notification and correction obligation pursuant to Sec. 153 AO without undue delay,
neither an act of tax evasion nor a reckless understatement of tax should have been committed.

The application decree clarifies that an initial suspicion of intentional tax evasion or reckless
understatement of tax cannot be automatically assumed just on the basis of the amount of the tax
effect of the incorrectness of the submitted tax return and the number of the submitted
corrections. This issue, however, has so far been dealt with differently in the administrative practice
of the law enforcement agencies.

In order to rebut an allegation of deliberate intention or gross negligence with regard to incorrect
tax returns, an effective internal control system that serves the purpose of fulfilling tax obligations
(Tax Compliance Management System) is in general suitable. If nonetheless there occurs any
incorrect treatment this should "merely" result in an obligation to submit a “simple” correction
pursuant to Sec. 153 AO.

It is therefore strongly recommended for all companies, in particular group parent companies and
controlling companies of an income tax and/or VAT group, to diligently consider the implementation
of a Tax Compliance Management System. In this respect it is worth considering that a managing
director can basically trust that the information declared in the tax return is complete and accurate if
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the underlying processes and controls as well as the overall organization meets the requirements of
a duly implemented Tax Compliance Management System.

On the other side, however, the decree provides no detailed explanations regarding the specific
requirements for the necessary design of a Tax Compliance Management System. In this context
the Institute of Public Auditors in Germany (IDW) will release an announcement, explicitly providing
for the possibility to audit the Tax Compliance Management System. Such an audit — leading to a
formal certification — should have a very high indicative effect in practice with regard to a possible
release from liability but also e.g. in the event of critical findings in context of a tax audit.

Recommendation

The application decree is not precise in its wording. It offers no explanations on a number of
controversial questions so that it remains to be seen whether the tax administration will publish
respective guidelines.

In the meantime, however, an audit in accordance with the IDW PS 980 could offer a reasonable
possibility for companies to provide solid documentation to the tax administration showing that a
sufficient Tax Compliance Management System is in place.

Your KPMG contacts look forward to giving you preventive advice on corrections pursuant to Sec.
153 AO or submissions of voluntary disclosures and on how you can protect yourself against the
allegation of intention or recklessness as well as against prosecution.

In addition, we would be pleased to provide further information regarding Tax Compliance
Management System ideas, including assistance regarding its implementation!
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Name: Kazuya Kimura
Company: KPMG Tokyo/Dusseldorf

Position: Senior Manager (Finance Advisory) of the Global Japanese Practice
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Whom does KPMG serve and what kind of services does KPMG Finance Advisory provide in
particular?

KPMG member firms serve many of the world's leading multinational corporations as well as
financial investors on a recurring and event-driven basis. Our teams have a variety of skills including
technical knowledge and experience, regulatory and standard setting experience, complex
transaction and event understanding and process enhancement and project management
capabilities and templates.

Our team in particular provides accounting and financial advisory services such as IFRS conversion,
application of new accounting standards (IFRS 15 & 16), Fast Close, improvement of cost
accounting, etc. We support the application of accounting standards and assist for the
improvement of accounting processes and systems.

What is your responsibility in your KPMG Finance Advisory team?

My responsibility is the project management, the support and coordination work for Japanese
companies, especially for the projects of Post-Merger Integration (PMI) and group re-organizations.
We work to promote the solution of these complex projects involving many people with different
backgrounds, including KPMG members. | support the communication between the Japan HQ and
subsidiaries in European regions and Germany, and among international KPMG network with
different specialties such as financial advisory, tax, legal, transaction service and IT.

What are common challenges of Japanese companies in Germany from your experience and how
could KPMG assist?

The most important difficulty in foreign countries, from my experience, is the management and
controlling of the acquired company in case of cross-border PMI projects.

It is one of the main challenges for the Japanese companies to share the vision and goals as well
as key processes and actions with the local management of the acquired company clearly, in order
to achieve synergy effects. The necessary (finance) processes are often not sufficiently managed
nor does the local management follow and understand the expectation from the new Japan HQ
completely.

From the financial reporting perspective, the reporting requirements and the deadline from Japan
HQ are not easy to understand for the acquired company.
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In addition, due to the different accounting rules between Japan HQ and local company, it can
sometimes lead to misunderstandings regarding the profitability of the acquired company by the
management in Japan HQ. They need to analyze the activities “as is” of the accounting rules and
processes of the acquired company, then, define and implement “To-Be-Model” just after Day1.

What are the key word for these kinds of issues?
“Communication” and “Transparency”.

In order to overcome the issues, it is very important to define the communication plan clearly
between Japan HQ and the local company. The communication plan should define i.a. the following
qguestions:

e  “Who should be responsible?”
e “How often they should communicate?”
e “What kinds of topic should be shared?”

| believe that the transparency from Japan HQ will be realized through the good communication.
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VSN0 NEWS

- - - Latest News - - - Latest News - - - Latest News - - - Latest News - - - Latest News - - -

The Confederation of Taxpayers against high interest rates on taxes

The Confederation of Taxpayers supports a new model procedure against high interest rates on
taxes. For more than 50 years, the interest rate for tax payments and tax refunds has been 0.5
percent per month, i.e. 6 percent per year. In view of the currently low (market) interest rates, this
(fixed) interest rate appears to be comparatively high.

--- Latest News - - - Latest News - - - Latest News - - - Latest News - - - Latest News - - -

Concerns on the compatibility of Sec. 50d Para. 3 Income Tax Act with EU Law

In the present case, a Dutch parent company with sole shareholder in Germany fulfilled the
qualification of Sec. 43b Income Tax Act (EStG 2007) concerning EU Parent/Subsidiary-Directive for
the dividends of its German subsidiary and applied for a refund of the withholding tax for
accumulated capital gains with the Federal Central Tax Office (BZSt) in 2007. The application was
declined. From the Federal Central Tax Office perspective, the parent entity functioned as holding
entity without taking any economic activity in Germany by itself. Hence, the case violated the
German anti-treaty shopping rules [Sec. 50d Para. 3 Income Tax Act (EStG 2007)].

In this context, the Cologne Fiscal Court explained its concerns based on European Law regarding
the Parent/Subsidiary-Directive as well as the right of establishment and referred the matter to the
Court of Justice of the European Union for a decision. In particular, the cumulative existence of the
criteria from the old regulation would lead to the fact that companies which are not empty holdings
/ artificial without any economic reality, are also covered by the regulation. In view of the high
requirements of the old rules, it is also questionable how a company should be able to provide a
possible counterevidence.

--- Latest News - - - Latest News - - - Latest News - - - Latest News - - - Latest News - - -

German Tax approval of incongruent distribution of profits

Cologne Tax Court principally approved incongruent distribution of profits by judgment of 14.
September 2016 (9 K 1560/14).

In the present case, shareholders of a German GmbH determined an incongruent distribution of
profits due to formal shareholders’ resolution without modifying its articles of association. From a
tax authority perspective, incongruent distributions of profits are possible only if mentioned directly
or indirectly as opening clause within articles of association. Consequently, Income Tax were set
according to shareholding relationship with respect to Sec. 42 Tax Code (AO).

The tax authority approach was denied by the Cologne Tax Court. An incongruent distribution of
profits due to shareholders’ resolution under Civil Law should be recognized for tax purposes.
Hence, it prospectively should be feasible to conduct an incongruent distribution of profits without
any modification of articles of association - if shareholders find suggestive economic reasons for its
implementation.
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However, existing or planned corporate structures involving royalty payments from Germany to
countries with preferential IP regimes should be analysed taking into account the German
government'’s intention to counter harmful tax practices in connection with the licensing of rights.

--- Latest News - - - Latest News - - - Latest News - - - Latest News - - - Latest News - - -

Germany: Draft government bill to counter harmful tax practices in connection with the licensing of
rights

At the end of January 2017 the German Government has published a draft bill intended to counter
harmful tax practices in connection with the licensing of rights. The draft bill proposes to include a
new 8 4j Income Tax Act (EStG), which would restrict the tax deductibility of royalty expenses and
other expenses for the licensing of rights that are not taxed or only taxed at a low rate on the part
of the recipient due to certain preferential regimes (such as patent boxes, |IP boxes and similar).

In line with the OECD BEPS Project’s Action Point 5, the explanatory notes to the draft bill define
these regimes as “harmful” if they do not tie in with the substantial activity of the taxpayer
receiving benefits.

Regimes, however, that follow the so-called “nexus approach” are not considered harmful. Under
this approach, taxpayers are granted benefits only to the extent that they incurred research and
development expenditures on the creation of the IP in that country.

If the requirements for a restricted deduction of royalty expenses are met royalty payments from
Germany to other territories as well as payments to interposed related parties, which then pay
royalties to another creditor, will not be tax deductible to the extent the royalty income suffers a
low taxation in the meaning of § 4] EStG. The percentage of the non-deductible part is determined
by way of the following calculation: (25% — income tax burden in %)/ 25%. Therefore, the higher
the tax rate imposed on the royalty income on the part of the creditor, the higher the deductible
share of the royalty payment on the part of the German entity.

Since the draft bill described above is only the first version published by the German government,
i.e. the first step of the legislative process, the content of the proposed 8§ 4j EStG is subject to
further discussions and will probably undergo amendments in the legislative processes still to
come. We will keep you updated in this regard.
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