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Federal Tax Court Decision on the 

Taxation of the Profits of a U.S.-LLC 

The�profits�of�a�German�resident�indi-

vidual�from�an�interest�in�a�limited�liabil-

ity�company�(LLC)�that�was�treated�as�a�

partnership�for�U.S.�tax�purposes�were�

at�issue�in�a�case�recently�decided�by�

the�Federal�Tax�Court�(find�detailed�

information�on�the�judgment�of�the�

lower�court�in�German�Tax�Monthly�

September�2008,�p.�5).��Germany�has�

no�business�entity�that�is�equivalent�to�

an�LLC.��Germany�therefore�classifies�

LLCs�as�partnerships�or�corporations�

depending�on�their�degree�of�similarity�

to�the�respective�German�entities.��

Under�this�approach,�the�classification�

depends�on�whether�the�specific�LLC�

is�more�similar�to�a�German�partnership�

or�a�German�corporation.��

The�court�of�lower�instance�considered�

that�in�case�the�LLC�is�treated�as�a�

partnership�for�U.S.�tax�purposes�the�

German�resident�member’s�interest�in�

an�LLC�to�be�comparable�to�an�interest�

held�by�a�German�resident�in�a�foreign�

partnership.��Operations�of�a�partner-

ship�are�attributable�pro�rata�to�its�

German�member�and�treated�as�his�

permanent�establishment.��Following�

this,�the�lower�court�decided�that�busi-

ness�profits�which�are�attributable�to�

the�U.S.�permanent�establishment�are�

taxable�in�the�U.S.�and�exempt�from�

taxation�in�Germany,�irrespective�of�the�

classification�as�partnership�or�corpora-

tion�from�a�German�point�of�view.�

In�the�case�reported�hereon�the�Federal�

Tax�Court�disagreed�with�the�lower�

court�decision.��It�stated�that�an�LLC�

classified�as�partnership�was�not�enti-

tled�to�treaty�benefits.��Entitled�to�

treaty�benefits�was�the�German�mem-

ber.��Therefore�the�classification�of�the�

LLC�from�a�German�point�of�view�was�

decisive.��Should�the�LLC�considered�to�

be�a�partnership�for�German�tax�pur-

poses�its�German�member�earn�busi-

ness�profits�which�are�taxable�in�the�

U.S.��In�case�of�a�corporation�its�Ger-

man�member�is�also�subject�to�German�

tax�liability,�but�only�with�respect�to�the�

LLC’s�distribution.��

The�Federal�Tax�Court�held�that�the�

profit�shares�of�a�member�of�an�LLC�

did�not�constitute�dividend�income�be-

cause�the�LLC�did�not�qualify�as�a�

“company�that�is�a�resident�of�a�Con-

tracting�State”,�as�required�by�the�divi-

dend�article.��Since�the�income�did�not�

address�the�tax�treaty�the�distributions�

constitute�“other�income”�–�a�catch-all�
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provision�-�for�which�Germany�has�the�

exclusive�right�of�taxation�under�its�tax�

treaty�with�the�U.S.��The�Federal�Tax�

Court�approved�the�opinion�of�the�tax�

authorities�issued�in�official�guidance�

dated�19�March�2004.�

ECJ Decision in Krankenheim Case 

At�issue�in�the�European�Court�of�Jus-

tice�(ECJ)�decision�of�23�October�2008�

was�the�German�tax�regime�regarding�

the�treatment�of�losses�of�foreign�per-

manent�establishments�applicable�prior�

to�1999.��According�to�that�regime�a�

German�head�office�was�allowed�to�

take�into�account�losses�incurred�by�a�

foreign�permanent�establishment�(PE)�

while�calculating�its�income�even�

though�the�tax�treaty�provided�for�an�

exemption�of�PE�profits�in�the�home�

state.��However,�the�company�had�to�

provide�for�a�recapture�of�those�losses�

when�the�PE�made�profits�again.��This�

recapture�did�not�apply�in�cases�in�

which�the�taxpayer�was�able�to�dem-

onstrate�that�the�law�of�the�PE�state�in�

general�does�not�allow�loss�carryfor-

wards.�

Krankenheim�GmbH�operated�a�PE�in�

Austria�which�made�losses�until�1990.��

At�request�of�the�GmbH,�those�losses�

were�taken�into�account�in�calculating�

the�taxable�amount�for�that�company�in�

Germany.��Beginning�in�1991,�the�PE�

became�profitable.��The�German�tax�

authorities�thus�retrospectively�taxed�

the�losses�previously�deducted�in�the�

context�of�national�taxation,�in�respect�

of�the�losses�incurred�by�the�PE�in�Aus-

tria.��Krankenheim�was�charged�corpo-

ration�tax�in�the�years�its�PE�made�prof-

its�in�Austria.��The�losses�previously�

incurred�by�that�company�in�the�PE�

were�not�taken�into�account�because�

Austria�permitted�deduction�of�losses�

only�in�cases�where�it�was�not�possible�

to�take�them�into�account�in�the�state�

where�the�head�office�was�established.�

The�court�held�that�the�recapture�re-

stricts�the�freedom�of�establishment�

guaranteed�by�Article�31�of�the�EEA�

Agreement�due�to�the�fact�that�only�

German�companies�with�a�foreign�PE�

are�affected�by�the�recapture.��In�the�

ECJ’s�view,�the�restriction�of�the�free-

dom�of�establishment�was�justified�by�

the�coherence�of�the�German�tax�sys-

tem�since�the�deduction�of�the�PE�

losses�and�their�recapture�are�directly�

linked�to�each�other.�

Since�the�Austrian�tax�laws�in�general�

allowed�for�a�loss�carry�forward,�but�

only�in�the�specific�case�Krankenheim�

was�unable�to�set�off�losses�in�Austria,�

Germany�did�not�have�to�apply�the�ex-

emption�from�recapture.��The�court�

reasoned�that�in�the�absence�of�any�

harmonized�EC�laws,�member�states�

retain�the�power�to�define�criteria�for�

income�taxation�with�regard�to�eliminat-

ing�double�taxation.��Therefore,�a�

member�state�is�not�required�to�con-

sider�possible�negative�effects�arising�

from�laws�in�other�member�states.��In�

case�the�combined�effect�of�taxation�in�

the�state�where�the�principal�company�

of�the�PE�concerned�is�situated�and�tax�

due�in�the�State�where�that�PE�is�lo-

cated�leads�to�a�restriction�of�the�free-

dom�of�establishment,�such�restriction�

has�to�be�imputable�only�to�the�PE�

state.�

Exit Taxation upon moving to an-

other EU/EEA Country 

Under�§�6�AStG�(Foreign�Transactions�

Tax�Law),�individuals�who�have�held�

resident�tax�status�for�10�years�or�more�

are�in�principle�required�to�pay�tax�on�

the�unrealized�appreciation�of�shares�

they�own�if�they�terminate�such�status�

by�moving�to�a�foreign�jurisdiction.��

With�the�amendments�of�the�SE�Intro-

ductory�Act�(SEStEG)�in�2006�the�col-

lection�of�tax�is�generally�deferred�

without�time�limit�or�payment�of�inter-

est�until�the�shares�are�sold�or�other-

wise�disposed�of�where�the�destination�

country�is�a�member�of�the�EU�or�EEA.��

The�deferral�is�applicable�to�all�income�

tax�assessment�notices�that�have�not�

yet�become�final.�

At�issue�in�the�Federal�Tax�Court’s�or-

der�of�23�September�2008�was�the�

conformity�of�the�exit�taxation�upon�

moving�to�another�EU�country�with�

European�Law.��The�case�involved�a�

taxpayer�who�owned�more�than�50�%�

of�the�shares�of�two�domestic�corpora-

tions�and�moved�from�Germany�to�Por-

tugal.��The�taxpayer�objected�to�the�tax�

assessment�and�claimed�for�the�stay�of�

execution.�

The�court�held�that�§�6�AStG�as�

amended�by�SEStEG�does�not�violate�

European�or�constitutional�law.��The�

court�of�lower�instance�raised�consid-

erable�doubts�as�to�the�compatibility�of�

Germany’s�exit�taxation�in�case�it�leads�

to�a�taxation�of�the�respective�apprecia-

tion�in�both�countries.��The�Federal�Tax�

Court�did�not�affirm�these�doubts�with�

reference�to�the�ECJ�judgment�of�7�

September�2006�(N,�C-470/04).��In�the�

absence�of�any�harmonized�EC�laws,�
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member�states�shall�retain�the�power�

to�define�criteria�for�income�taxation�

with�regard�to�eliminating�double�taxa-

tion.��Therefore,�the�Community�Law�

allows�the�taxation�of�asset�apprecia-

tion�accruing�while�the�taxpayer�is�resi-

dent�in�Germany�at�the�last�possible�

time.��Should�the�destination�country�

also�levy�taxes�on�the�respective�ap-

preciation�(as�it�claims�that�based�on�

applicable�tax�treaties�the�right�to�tax�

capital�gains�is�with�the�shareholder`s�

country�of�residence),�this�state�shall�

be�obliged�to�avoid�the�double�taxation�

by�crediting�the�German�exit�tax�

against�the�tax�liability�in�that�state.�

The�court�further�stated�that�the�appli-

cation�of�deferral�provisions�that�were�

enacted�after�the�taxpayer�had�already�

moved�away�did�not�constitute�uncon-

stitutional�retroactive�taxation�(cf.�also�

German�Tax�Monthly�May�2008,�p.�4).�

Reclassified Constructive Dividends 

are subject to Withholding Tax 

At�issue�in�the�Federal�Tax�Court�deci-

sion�of�8�August�2008,�was�the�ques-

tion�if�reclassified�constructive�divi-

dends�are�subject�to�withholding�tax�

under�the�regime�of�thin�capitalization�

rules�2002.�

Interest�expenses�incurred�with�re-

spect�to�long-term�debts�owed�to�sub-

stantial�shareholders�or�parties�related�

to�substantial�shareholders�were�re-

classified�as�constructive�dividends�by�

German�thin�capitalization�rules�2002,�if�

certain�conditions�were�met.��The�

payer�of�such�requalified�constructive�

dividends�could�no�longer�deduct�these�

payments�as�operating�expenditures�

for�tax�purposes.�

The�tax�authorities�treated�reclassified�

constructive�dividends�as�capital�in-

come�that�is�subject�to�withholding�tax.�

Hence,�the�corporation�had�to�retain�

the�withholding�tax�on�the�deemed�

dividends�and�remit�such�tax�to�the�tax�

authorities.�

In�the�decision�reported�hereon�the�

interests�paid�to�a�silent�partner�were�

requalified�as�constructive�dividends�

according�to�the�thin�capitalization�rules�

2002.��The�corporation�made�payments�

to�the�silent�partner�without�retaining�

withholding�tax.�

The�Federal�Tax�Court�agreed�with�the�

tax�authorities�that�requalified�construc-

tive�dividends�are�subject�to�withhold-

ing�tax.��A�corporation�not�complying�

with�the�obligation�to�retain�withholding�

tax�is�liable�to�this�amount.�

The�thin�capitalization�rules�have�been�

changed�essentially�by�the�2008�Busi-

ness�Tax�Reform�Act.��According�to�the�

new�earnings�stripping�rules�interest�

expense�in�excess�of�interest�is�de-

ductible�only�up�to�30�%�of�tax�EDITDA�

The�non-deductible�interest�expense�is�

not�reclassified�and�therefore,�no�with-

holding�tax�has�to�be�retained.�

Judgment of the Federal Tax Court 

concerning the Change-of-Control 

Rules 

In�a�recent�decision�the�Federal�Tax�

Court�comments�on�the�change-of-

control�rules�(find�detailed�information�

on�other�judgments�on�the�change-of-

control�rules�in�German�Tax�Monthly�

November�2007,�p.�1�and�February�

2008,�p.�3).��Losses�incurred�by�a�cor-

poration�may�be�carried�forward�with-

out�time�limit�provided�the�corporation�

retains�both�its�legal�and�economic�

identity�with�the�corporate�body�caus-

ing�the�loss�(change-of-control�rules).��A�

transfer�of�more�than�50�%�of�a�corpo-

ration’s�shares�coupled�with�an�injec-

tion�of�predominantly�new�business�

assets�causes�the�corporation�to�lose�

its�economic�identity�and�hence�forfeit�

its�loss�carryforwards.�

In�the�case�reported�hereon�the�pur-

pose�of�business�of�a�corporation�

changed�after�a�detrimental�transfer�of�

shares�transfer�from�an�active�to�a�non-

trading�business.�The�corporation�limits�

the�business�activities�on�tenancy�of�its�

assets.�Predominantly�new�assets�have�

not�been�injected�in�the�considered�

year.��The�tax�authorities�held�that�irre-

spective�of�this�any�changes�in�the�

purpose�of�business�causes�the�corpo-

ration�to�lose�its�economic�identity.�

The�Federal�Tax�Court�disagreed�with�

the�tax�authorities�and�held�that�the�

economic�identity�of�a�corporation�is�

determined�by�the�purpose�of�business�

and�its�assets.��The�loss�of�economic�

identity�requires�the�usage�of�predomi-

nantly�new�assets.��The�Federal�Tax�

Court�denies�an�extension�of�the�

change-of-control�rules�to�any�cases�of�

a�change�of�industry�sector�without�a�

contribution�of�predominantly�new�as-

sets.��At�least�in�cases�where�the�new�

activity�stands�in�close�relationship�to�

the�previous�loss�causing�activity,�the�

loss�carryforwards�would�not�be�for-

feited.�

The�2008�Business�Tax�Reform�con-

tains�a�completely�new�set�of�corporate�

loss�limitation�rules.��The�rules�consid-

ered�hereon�are�last�applicable�to�situa-

tions�in�which�more�than�half�of�the�
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shares�in�a�corporation�are�transferred�

in�a�five�year�period�that�begins�prior�to�

January�2008�and�a�loss�of�economic�

identity�occurs�prior�to�1�January�2013�

(cf.�German�Tax�Monthly�June�2007).�

Legislative Developments 

Financial-Market�Stabilisation�Act�

On�18�October�2008�the�Financial-

Market�Stabilisation�Act�(Finanzmarkt-

stabilisierungsgesetz�-�FMStG)�became�

effective.��The�act�contains�several�

measures�permitting�financial�institu-

tions�to�strengthen�their�equity�base�

and�to�overcome�existing�liquidity�

shortages.��Therefore�a�special�federal�

fund,�called�“Financial�Market�Stabilisa-

tion�Fund”�(FMS)�was�established.��

Acquisition�or�reassignment�of�stabili-

sation�components�of�the�fund�inter�

alia�may�lead�to�a�transfer�of�shares�to�

the�fund.��The�Act�states,�that�a�detri-

mental�change�in�ownership�in�the�

sense�of�the�new�corporate�loss�limita-

tion�rules,�§�8c�Corporate�Income�Tax�

Act�(KStG),�does�not�occur�in�case�of�

utilizing�components�of�the�fund.��

Losses�carry�forward�can�therefore�be�

used�further�on.��The�exception�of�the�

loss�limitation�rules�does�not�apply�to�

corporations�utilizing�corresponding�

funds�abroad.�

Act�on�the�Implementation�of�Tax�

Regulations�for�the�Package�of�Meas-

ures�"Employment�Guarantee�through�

Growth�Incentives"�

In�addition,�on�5�November�2008�the�

German�cabinet�enacted�a�package�of�

measures,�called�“Employment�Guar-

antee�through�Growth�Incentives”�to�

overcome�the�economic�weakness.�

This�bill�contains�in�particular�the�possi-

bility�of�using�the�declining�balance�

method�of�depreciation�for�movable�

assets�to�the�amount�of�at�most�25�%.��

This�possibility�only�applies�for�movable�

assets�acquired�or�built�in�a�two�year-

period,�beginning�from�1�January�2009�

onwards.�

Promulgation�of�the�Act�for�the�Mod-

ernization�of�Limited�Liability�Company�

Law�

The�Act�for�the�Modernization�of�Lim-

ited�Liability�Company�Law�and�the�

Deterrence�of�Abuses�(Gesetz�zur�

Modernisierung�des�GmbH-Rechts�und�

zur�Bekämpfung�von�Missbräuchen�–�

MoMiG)�was�promulgated�by�publica-

tion�in�the�Federal�Tax�Gazette�on�28�

October�2008�and�hence�entered�into�

force�on�this�date.�

The�law�seeks�to�make�the�German�

limited�liability�company�(GmbH)�more�

competitive�internationally.��One�of�the�

main�points�of�the�act�is�the�facilitation�

and�acceleration�of�the�corporate�for-

mation.��In�addition�the�act�permits,�

that�the�GmbHs’�place�of�management�

is�not�identical�with�that�of�their�regis-

tered�office;�the�place�of�management�

could�therefore�be�located�outside�Ger-

many.�

Tax�treaty�with�South�Africa�

On�9�September�2008,�Germany�and�

the�Republic�of�South�Africa�entered�

into�a�new�convention�for�the�avoid-

ance�of�double�taxation�and�the�preven-

tion�of�fiscal�evasion�with�respect�to�

taxes�on�income�and�on�capital.��The�

amendment�replaces�the�first�agree-

ment�of�1973�and�is�predominantly�

based�on�the�OECD�model�tax�treaty.��

The�withholding�tax�on�dividends�to�

intercompany�shareholders�holding�

directly�more�than�10�%�of�the�capital�

of�the�paying�company�is�lowered�from�

7.5�%�to�5�%.��An�exemption�from�

withholding�taxes�on�dividends�for�in-

tercompany�shareholders�–�like�in�most�

of�the�German�tax�treaties�–�is�not�im-

plemented.��Moreover,�both�states�

refrain�from�deducting�withholding�

taxes�on�interest�payments.��The�provi-

sions�respecting�the�application�of�the�

convention�in�cases�involving�tax�

avoidance�and�classification�conflicts�

have�also�been�updated.�

The�new�tax�treaty�between�Germany�

and�South�Africa�does�not�enter�into�

force�until�ratified�by�both�countries.��It�

will�contractually�be�applied�at�the�be-

ginning�of�the�year�following�the�ratifi-

cation.��In�the�interim�the�1973�tax�

treaty�remains�in�force.�
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