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. German Corporate Tax

1. Further Doubts regarding the Constitutionality of the German Earnings
Stripping Rules

Intro

With decision dated 18 December 2013 the German Federal Fiscal Court (“BFH") again raised serious
doubts regarding the conformity of the so-called Earning stripping rules.

At a glance

The Earnings Stripping Rules limit the possibility of companies to deduct (net) interest expenses as
operating expenses as far as they exceed a threshold limit of EUR 3m. Beyond that, interest expenses can
— subject to certain exceptions — only be deducted in an amount of 30% of the income increased again by
interest expenses and certain amortizations and depreciations (so-called tax EBITDA). Remaining, not
deductible interest expenses can be carried forward to following years.

In the case at hand, the applicant considered the provision of the Earnings Stripping Rules as being
unconstitutional, as each taxpayer must be taxed based on its financial performance and ability. In addition,
the taxpayer asked for a suspension of tax payment due under the assessment until a final decision about
the assessment is reached on appeal. This was denied by the tax authorities as well as by the lower tax
court.

In contrast to previous cases, the BFH has agreed that the applicant could demonstrate a particular
individual interest regarding the suspension of enforcement in comparison to the public interest of
enforcement. In its decision, the BFH refers particularly to the principle of proportionality. The BFH has
stated that the interest deduction limitation rule violates this principle and that it is questionable whether
the violation can be justified. The BFH investigated reasons justifying a violation (abuse of law, fiscal
stability) but it concluded that at this stage it is doubtful whether such a justification exists.

Recommendation

The BFH's decision is the first decision at federal level that rendered an opinion about the constitutionality of
the interest deduction limitation rule. Affected taxpayers should keep their tax assessments open and
monitor developments closely. It might in some cases be even recommendable to claim for a delayed tax
payment if higher interest expenses would in principle justify this. For further support regarding the future
conseguences, please contact KPMG.

2. Draft Guidance on Corporate Tax Loss Deduction

Intro

On 15 April 2014, the Federal Ministry of Finance (“BMF") issued a new Draft Guidance on corporate tax
loss deduction (sec. 8¢c CTA). The Draft Guidance deals in particular with the mid-year change in ownership
as well as the group exemption and the hidden reserves provision.
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At a glance
The essential topics of the BMF Draft Guidance are:
» Mid-year change in ownership

o Offsetting of profits that were generated in the period up to the change in ownership against unused
losses is accepted, provided that the overall result in the year of transfer was altogether positive
(marginal note 31, 31a).

o Allocation of earnings of the entire business year according to economic criteria by way of an interim
financial statement is necessary (marginal note 32).

o Tax group: separate application of sec. 8c CTA on the level of the controlling entity and on the level of
the controlled entity (marginal note 33).

> Group exemption provision

o A group structure of at least three levels is required (marginal note 39) to benefit from the group
exemption provision. However, in the case of transfer of shares to and from the top entity no group
exemption is granted.

o Several acquisitions: examination of the group exemption provision for each acquisition separately
(marginal note 47, 48).

» Hidden reserves provision
o Generally no consideration of hidden reserves from shares in corporations (marginal note 52).

o Multi-level acquisition: determination of the hidden reserves in the loss-making subsidiary company
generally on the basis of the purchase price paid for the acquired company but furnishing of other
evidence, e.g. valuation of the company, is possible (marginal note 59).

o Tax group: No consideration of the hidden reserves of the controlled company on the part of the
controlling entity (marginal note 61). From our experience often controlling entities (only) hold the shares
in the controlled entities without having substantial own business activities. Since losses can only be
forwarded at the level of the controlling entity and hidden reserves in the shares of the controlled
entities are not considered, this may lead to a forfeiture of loss carry forwards in many cases.

Recommendation

The BMF Draft Guidance has now been sent to the trade associations, for comments. Developments should
be monitored closely in particular where loss deduction is currently a relevant issue. For updated information
and in depth advice in case of current reorganizations or M&A activities, please contact your KPMG Tax
contact.

3. Ruling on the Early Termination and Minimum Term of Profit and Loss
Absorption Agreements

Intro

Per 13 November 2013 (case | R 45/12) the BFH decided whether an intra-group sale of shares can justify
the early termination of a profit and loss pooling agreement within the meaning of the relevant German tax
law provisions.
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At a glance

Where a corporation with its place of management in Germany (controlled company) agrees to
transfer all its profits to a single other commercial business (controlling company) by a profit and
loss absorption agreement (PLAA), the controlled company’s income is attributed to the controlling
entity for income and trade tax purposes. One requirement in this context is that the profit and
loss absorption agreement is concluded for a term of at least five years and that it is effectively
implemented throughout its entire duration. An early termination is recognized for tax purposes
only to the extent that the termination is justified by “good cause”.

In the case under dispute a limited partnership (“Kommanditgesellschaft”) was the sole
shareholder of a GmbH. The two companies concluded a PLAA on 12 May 2005 for a term of five
years. The agreement was to be applied for the first time to the fiscal year of the GmbH (controlled
company) beginning on 1 July 2005. The agreement provided for the possibility of early
termination in case the shares in the controlled company are sold. With consent of the German tax
authorities, on 25 November 2005 the GmbH shifted its fiscal year to the period 1 April to 31
March. With an agreement dated 6 March 2007 the PLAA was terminated in mutual agreement
with effect as of 31 March 2007, following the sale of shares in the controlled company to the
parent company of the German subgroup.

The German tax authorities retroactively denied the recognition of the tax group. According to the
tax office’s view, the required minimum term of five years was not observed as the agreement
has been terminated without “good cause”.

The BFH confirmed the view of the tax authorities. According to guidance issued by the tax
authorities, the sale of a subsidiary in the tax group may constitute a valid reason to terminate the
group. However, an intra-group sale of a member of a tax group is not a sufficient reason to
terminate the tax group before expiration of the five-year PLAA period.

Recommendation

For further support, please get in touch with your KPMG tax contact in case you would be interested on
setting up or leaving an already executed PLAA respectively plan reorganizations that may lead to a denial of
the tax group.

4. Taxation of Portfolio Dividends

Intro

With respect to the taxation of portfolio dividends and the respective thresholds the German tax authorities
have now expressed their opinion regarding the acquisition of shares in the middle of a fiscal year.

At a glance:

According on the Act on the Implementation of the CJEU Judgment of 20 October 2011, the 95%
tax exemption for dividends is not available any longer if the direct shareholding at the beginning of
the calendar year amounts to less than 10% of the share capital. The amended rules include the
assumption that an acquisition of a shareholding of at least 10% in the course of the year is
deemed to have taken place at the beginning of the calendar year, so that the minimum
shareholder ratio applies.

The tax authorities (administrative guideline of the Regional Tax Office of Frankfurt issued on 2
December 2013) have issued further details regarding their opinion on application issues
concerning this assumption.
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> No shareholding at the beginning of the year, add-on acquisition (“Hinzuerwerb”) in the
course of the year of 11%

Due to the fact the add-on acquisition is deemed to have taken place at the beginning of the
calendar year, dividends received are tax-exempt.

> Shareholding of 4% at the beginning of the year, add-on acquisition in the course of the
year of 7%

At the beginning of the calendar year the shareholding is less than 10%. Following the add-on
acquisition the taxpayer holds a total shareholding of 11%. However, the add-on acquisition itself
is decisive and amounts to less than 10% so that the full amount of the dividend income is taxable
in that year.

> Shareholding of 4% at the beginning of the year, add-on acquisition in the course of the
year of 11%

At the beginning of the calendar year the shareholding is less than 10%. However, a shareholding
greater than 10% is acquired in addition. Following the add-on acquisition the taxpayer holds a
total shareholding of 15%. However, only the dividends received from the additional shareholding
acquired, i.e. from an 11% shareholding, are tax-exempt. The dividends received from the 4%
shareholding that already existed continue to be taxable in the year of the add-on acquisition.

> No shareholding at the beginning of the year, acquisition of a shareholding of 20% on 1
April, a shareholding of 7% on 1 June, and a shareholding of 4% on 1 September

The tax exemption only applies to the dividends from the 20% shareholding acquired on 1 April.
The acquisitions on 1 June and 1 September amount to less than 10% respectively so that their
acquisitions cannot be deemed to have taken place at the beginning of the calendar year.
According to the administrative guideling, dividends in connection with the 7% + 4% shareholding
will be taxable in the year of acquisition.

> No shareholding at the beginning of the year, add-on acquisition of 5% from seller 1 and
add-on acquisition of 5% from seller 2

Dividends from these shareholdings are not tax-exempt, because there was not any single
acquisition transaction under which at least a 10% shareholding was acquired.

> Acquisition of 15% and sale of 10% in the same year; subsequent dividend distribution

The acquisition of the shareholding of 15% is deemed to have taken place at the beginning of the
calendar year. Because the transaction is deemed to have taken place at the beginning of the
calendar year, the tax exemption applies to the dividends from this shareholding, even if at the
time of the distribution the taxpayer only has a 5% shareholding left. The party that has acquired
the 10% add-on shareholding also benefits from the tax-exemption as the dividends attributable to
it are tax-exempt.

All'in all, the cases appear to be not consistent and convincing in all respects. However, it has to
be expected that tax offices follow the guidance.
Recommendation

For further indications, please ask your KPMG tax advisor in case of any uncertainty, in particular in cases
where the 10% shareholding ratio threshold would not exist in the beginning of the year which dividends are
planned. In case of reorganizations the guideline should be carefully considered in order to select the best
option from a tax perspective.

5. The new GOBD draft from the BFH
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Intro

The intention of the GoBD regulation (,, Grundsatze zur ordnungsmafigen Fihrung und Aufbewahrung von
Blchern, Aufzeichnungen und Unterlagen in elektronischer Form sowie zum Datenzugriff”) is to harmonize
the digital book-keeping rules with the regulations to fulfill the accounting standards. The newest draft
includes rather small changes, but some are in favor for the taxpayer.

At a glance:

The main part the modification is rather editorial and consists of mere rephrasing and shifts of
some text into specific lists or into other chapters.

One of the few important modifications leads to a reduction of documentary storage duration for
books and records. A new regulation related to invoices from purchase of goods was canceled.
Also it is now allowed to store digital invoices and business letters in hardcopy form, if the digital
way is unacceptable. Further, if certain requirements are fulfilled, the taxpayer can transform the
data type of received invoices. In addition the draft includes a new list containing all necessary
information which must be named to fulfill the Journal function of accounting systems. The BMF
clarified that the entrainment of data storage medium (out of the taxpayers’ sphere) by the fiscal
authority shall be only allowed after consulting with the taxpayer. Another critical regulation grants
the fiscal authority a right to request hardcopies of all stored digital documents, at the taxpayer
own expenses.

Recommendation

Even though the draft is modified frequently, it still does not well respond to critics from domestic industry
and expert associations. Transition periods are missing completely. Moreover are descriptions of normal
cases included, but no descriptions of exceptional cases. Thus, further Information about the GOBD
developments should be monitored closely. For updated information, please contact your KPMG tax advisor.

6. Draft legislation on the implementation of the Directive 2013/34/EU about
the Annual Financial Statement, the Consolidated Financial Accounts and
related Reports

Intro

For companies operating in the European (internal /integrated) market, there exists a partially harmonized
legal framework for accounting for almost 30 years now. With the draft legislation, the Directive 2013/34/EU
of the European Parliament and European Council about the Annual Financial Statement, the Consolidated
Financial Accounts and related Reports of entities shall be implemented in national law (replacing the
Directives 78/660/EEC and 83/349/EEC).

At a glance:
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The new Directive basically contains a summary of the already existing legal framework for
accounting. Furthermore, it contains a greater systematization and regulates - in contrast with
earlier Directives - the size classes of enterprises. Previous differences regarding the definition of
‘small entity’ and a ‘mid-sized entity’ are eliminated. The following scale provides an overview of
the new threshold values of which two attributes would be sufficient for the respective
qualification:

Micro- Small Mid-sized Large
enterprise  Enterprise  Enterprise Enterprise
Balance sheet total 350,000 € 4 Mio. € 20 Mio. € > 20 Mio. €
Net sales 700,000 € 8 Mio. € 40 Mio. € > 40 Mio. €
Employees 10 50 250 > 250

The Directive shall be implemented by the EU member states until 20 July 2015 and shall reduce
bureaucratic burdens of accounting obliged corporations (and similar limited liability partnerships) in
particular for smaller enterprises domiciling in the EU. As Germany has, however, in principle
anticipated most of the regulations with the so-called  BiIMOG act of 2009, relevant aspects for
German companies would rather be the overall EU harmonization of certain accounting regulations,
such as e.g. regarding subsidiaries consolidated, which do not have to prepare separate accounts
under specific circumstances.

Recommendation

The Directive and the change of definitions regarding the entity sizes could lead to bureaucratic reliefs for
your entity and subsidiaries. Therefore, it has to be analyzed, whether the entity exceeds e.g. the thresholds
as above esp. in other EU jurisdiction and whether local accounting and reporting requirements would
change. Should you have further questions, please contact your KPMG advisor.

Il. Individual Income Tax
Current case law and legislation concerning the right of child benefit

Intro

According to Fiscal Court of Niedersachsen, regarding child benefit (allowance) regulations the unequal
treatment of persons who do not have a certain residence permit cannot be justified. The purpose of the
child benefit is the tax exemption of the minimum living wage for families with children and should not
depend on the type of residence permit, so the Fiscal Court of Niedersachsen. The decision of the Federal
Constitutional Court remains to be seen.

At a glance:

There exists already court proceedings regarding child allowance in Germany, referring e.g. to
German expatriates abroad on the one hand as well as to foreigners in Germany on the other
hand. Below, we have summarized the essentials which could be of interest in particular for
Japanese expatriates in Germany:

> Legal Background (8 62 German Income Tax / Section 3 of the German Constitution)

e According to § 62 German Income Tax (GIT), stating the preconditions for receiving the child
benefit, persons with children with domicile or habitual residence in Germany are entitled to
the allowance.
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e An exemption in § 62 Sec 2 GIT refers to foreigners without entitlement of free movement, i.e.
non-EU-residents. In addition, only foreigners with settlement permit or other strictly regulated
residence permit have the right of receiving the child benefit.

e According to Section 3 of the German Constitution, however, all humans have to be treated
equally, irrespective of his/ her gender or nationality.

> The type of residence permit is relevant

It is questionable whether excluding foreigners in Germany from the child benefit is justified if only
the type of residence permit is relevant. In terms of the current court case the following facts
should be considered and might be relevant also for the still pending proceedings:

e Any employment in Germany typically obliges to pay wage tax and social security contributions.

e The child benefit shall guarantee the minimum income and is linked to tax and social security
rules.

e The child/children are/is born in Germany.

e The family is living in Germany for a longer period of time. Accordingly, a resident permit may
have to be regarded as ‘upgraded’. For the period of time without the lower resident permit, no
child benefit is paid.

Recommendation

Depending on the decision of the Federal Constitutional Court, an application for child benefit could be
successful in case one would not have been entitled yet. Please contact your tax advisor to discuss the
ruling and potential success chances in your individual case.

lll. Indirect Tax

1. Referrals to the CJEU re. VAT groups and input VAT deduction by a
management holding company

Intro

The BFH has referred to the EU Court of Justice (“CJEU") three questions concerning VAT groups and input
VAT deduction by a management holding company. The dispute concerns the deduction of input VAT by a
holding company in connection with the acquisition of shares.

At a glance:

Two parent companies had each a shareholding as a majority limited partner in several limited
partnerships, thus constitution a “management holding company”. They supplied services to their
subsidiaries in exchange for payment and actively intervened in the subsidiaries’ daily business.
Both holding companies requested that the full amount of input VAT be deducted from the
invoices connected with the procurement of capital for the purchase of the shareholdings in the
subsidiaries. The tax authorities, however, granted only a partial input VAT deduction, stating
apportioned acquisition the subsidiaries.

Firstly, the BFH is asking the CJEU how the (pro rata) deduction of input VAT from the supply of
input supplies in connection with capital procurement for the acquisition of subsidiaries is to be
calculated if the holding company later (as intended from the outset) supplies various taxable
services to these subsidiaries.

The BFH basically has rejected a deduction of the full amount of input VAT. The input supplies
would at least — if not primarily — also serve the non-taxable acquisition and the holding of the
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shares. However, the BFH is doubtful as to whether the principles of the CJEU ruling of 27
September 2001 (case C-16/00 — Cibo Participations) could preclude this. According to this CJEU
ruling such services have a direct and immediate link with the taxable person’s business as a
whole. However no link exists between the services received by a holding company in connection
with its acquisition of a shareholding in a subsidiary and any output transaction or transactions in
respect of which VAT is deductible.

Secondly, the BFH is asking the CJEU whether EU law precludes a national VAT group rule
according to which

e only a legal person — but not a partnership — can be integrated into the company of another
taxable entity (known as a controlling company) and whether

e this legal entity has to be financially, economically and organizationally (within the meaning of a
superior-subordinate relationship) integrated into the controlling company’s business.

If the second question is to be answered in the affirmative, the third question arises, namely
whether the taxable entity can seek application of the EU rules on VAT groups.

Overall the question will be whether the deduction of the full amount of input VAT for the
subsequent holding of the shares has to be denied with the argument that this constitutes a non-
economic activity. This could potentially be precluded by the CJEU ruling of 6 September 2012
(case C-496/11 — Portugal Telecom), where the holding company's economic activity (taxable
service supplied to the subsidiary) was considered as only ancillary to its main activity (the
management of its shareholding).

Recommendation

Please contact your KPMG tax contact for further support if this ruling could be applicable for you business.

2. Hessen increases real estate transfer tax (RETT) rate

Intro

With effect from 1st August 2014 the RETT rate in the federal state of Hessen rises from 5% to 6%.

At a glance:

RETT tax is triggered primarily by conclusion of sales contract or any other legal transaction
granting right to demand transfer of German domestic real estate. RETT is also triggered if at least
95% of shares in a company which owns real estate in Germany are acquired, so that RETT often
arises in the course of corporate reorganizations. For intra-group reorganizations there are rules
providing for a tax exemption, if some preconditions can be fulfilled.

The tax is assessed on the basis of the value of the consideration or the statuary value (so-called
“Bedarfswert”) of the real estate. In 1998 the rate has been reduced to 3.5% for all federal
states. Since September 2006, the federal states have the right to set their own rates. The state of
Hessen decided to increase the tax rate to 5% from 1st August 2014. Moreover, the state of
Saarland has already announced to raise the rate from 5.5% to 6.5% with effect from 1st January
2015.

For an overview of RETT rates as of 1st August 2014 please see the following table below:

Baden-Wiirttemberg 5% 5 November 2011
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Bavaria 3.5%

Berlin 6% 1 January 2014
Brandenburg 5% 1 January 2011
Bremen 5% 1 January 2014
Hamburg 4.5% 1 January 2009
Hessen 6% 1 August 2014
Mecklenburg-Vorpommern 5% 1 July 2012
Lower Saxony 5% 1 January 2014
North Rhine-Westfalia 5% 1 October 2011
Rhineland-Palatinate 5% 1 March 2012
Saarland 5.5% 1 January 2013
Saxony 3.5%
Saxony-Anhalt 5% 1 March 2012
Schleswig-Holstein 6.5% 1 January 2014
Thuringia 5% 7 April 2011
Recommendation

Since there has been an ongoing trend to increase the RETT rate and as reorganizations of shares in German
entities often trigger RETT, the impact of RETT is increasing significant in this context. Your KPMG contact
would be pleased to provide further information on your request, so that RETT implications and rising tax rates
can be anticipated properly.
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IV. European Taxation
Amendments to the Parent-Subsidiary Directive

Intro

In July 2014 the European Commission has published amendments to the EU Parent-Subsidiary Directive, i.e.
the proposals to limit the use of hybrid loans.

At a Glance

Already in December 2012, the European Commission published an action plan on tax fraud and
evasion, which included proposals to address perceived loopholes in the EU Parent-Subsidiary
Directive 2011/96/EU (“Directive”). A directive was issued in November 2013, containing an
amended anti-avoidance rule and proposing changes to exclude payments on cross-border hybrid
loans from a tax exemption. The European Council which represents the member states approved
the last amendments on 8th July 2014.

The primary aim of the Directive is to prevent double taxation of the same income across
members of a corporate group that are based in different Member States. This will be realized by
providing for a withholding tax exemption on distributed profits and an exemption or credit for the
recipient. The amendments specifically aim at preventing double non-taxation arising from the
exploitation of hybrid loan structures. The draft directive also included an amended anti-avoidance
rule intended to restrict the benefits of the Directive to cases with real economic substance.

At the next step, the amendments have to be implemented into national law of the several
member states. This should be done until year End 2015, while most of the envisaged
amendments are already implemented in German tax law since January 2014.

Recommendations

The amendments to the Parent-Subsidiary Directive should be seen as part of the increased efforts at
international level to combat aggressive tax planning of multinational companies. As such, the changes aimed at
hybrid loan arrangements could impact certain group financing arrangements, where such arrangements are not
already limited under domestic rules. For further details, please contact KPMG.

V. Legal
1. Implementation of minimum wage (wage floor) in Germany

Intro

With effect of 1st January 2015 a wage floor / statutory minimum wage of EUR 8.5 per hour has to be paid to
German employees. Until end 2016 there will remain some exceptions for an interim period. With effect from
1st January 2017, however, the rules governing the wage floor shall be applied for employees in all business
sectors.

At a glance

For previous years the government has relied on trade unions and business groups to fix minimum
pay for several sectors. Thus, the minimum wages differ from business sectors. Furthermore,
there are still employees who have no right claiming to receive any minimum wage at all. In July
2014 the German parliament has resolved a corresponding ruling regarding a minimum salary,
which has to be paid with effect from 1st January 2015. The wage will be set at EUR 8.5 per hour.
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In general the wage floor has to be paid to all German employees as well as to expatriates which
are dispatched to work in Germany.

Long-term collective agreements in several branches which are providing for a wage floor lower
than EUR 8.5 remain in force until 31th December 2016. With effect from 1st January 2017 the
wage floor has to be paid in all branches. The wage does not cover interns who are employed over
a period of less than 4 months, minors, trainees and long-term unemployed people for their first
six months at work.

Recommendations

Since the wage floor will applicable to all employees in Germany including expatriates and part-time workers
eventually, the wage floor has to be recognized in terms of daily compliance and when analyzing investment
opportunities.

Should you require further assistance in this matter, please contact your KPMG contact.

2. E-Business: New Consumer Protection Rules bother Online Shop Owners

Intro

With effect as of June 13, the new EC/EEA-wide consumer protection rules have been lain down in Germany.
The new law imposes further obligations to provide information especially on online shop owners. Companies
not fulfilling the requirements of the new directive might face warning letters from competitors or consumer
protection associations.

At a glance

All traders who sell products via their online shops or other means of distance selling (e.g. phone,
fax) to consumers are to adapt their online platforms and distance selling processes. This
especially involves changes to the shop, its overall sales process and product information as well
as adaptations to the general terms of conditions (GTC) as such:

e Online shops must indicate clearly and legibly the allowed means of payment (i.e. credit card,
bank transfer or electronic payments) at the beginning of the ordering process.

e |f the client buys digital content, he must be informed about the functionality, possible technical
protection measures and any restrictions regarding the interoperability and the compatibility of
the content.

e Consumers have to be informed about delivery restrictions (availability of goods) in the product
description.

e \Where online shop owners offer additional services (e.g. supplementary insurances) there must
be an explicit agreement covering the costs for such services. Otherwise, such services will
not become part of the contract.

e If online shop owners offer a costumer hotline, they are no longer permitted to allocate the
costs to consumers by using a value added number.

e |If online shop owners have to pay for certain payment methods, they may be allowed to
allocate those costs to the consumer only under specific / limited conditions.

e GTC have to be amended by explanations on the consumer’s legal warranty rights.

e There is no possibility to grant a right to return (RtUckgaberecht) as an alternative to the general
right of withdrawal. This rule does not apply for specific and sealed goods such as sealed
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software, music CD’s or such sealed goods not suitable for return out of reasons of health
protection or hygiene.

e To strengthen online shop owners, the legislator inserted a right of retention regarding the price
refund until the return of goods is guaranteed.

Recommendations

Your KPMG contact would be pleased to inform and support you with the implementation of the new consumer
protection rules and the compatible optimization of your distribution system, as well as in the defense of
competitive warnings regarding your online shop.
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