German Tax

NEWSLETTER

2005 SrPeEcCIAL ISSUE 5
AugusT 11

Developments & Insights

ABOUT THIS NEWSLETTER
This newsletter provides high-level information on German tax deve-
lopments relevant to foreign businesses investing in Germany.

DISCLAIMER

In the preparation of this newsletter, every effort has been made to
offer the most current, correct, and clearly expressed information
possible. Nonetheless, inadvertent errors can occur, and tax rules
and requirements may change with little advance notice. Furthermore,
the information in the text is intended to afford general guidelines on
matters of interest to taxpayers. The application and impact of tax
laws can vary widely from case to case, based upon the specific or
unique facts involved. Accordingly, the information in this newsletter
is not intended to serve as tax, legal or accounting advice, nor is it
intended to constitute a legally binding offer. Ernst & Young AG, to the
extent permitted under German law, disclaims any responsibility for
positions taken by taxpayers in their individual cases or for any
misunderstanding on the part of readers of this newsletter.

Readers are encouraged to consult with their established Ernst & Young
Germany contact for advice concerning specific matters before making
any decision. If no such contact yet exists, please get in touch with one
of the individuals listed on the last page of this newsletter at an office
nearest to where you do business in Germany.

ADD TO OR REMOVE FROM DISTRIBUTION LIST

If you would like to add someone to the distribution list, or be removed from
the distribution list, please send an e-mail to TaxNewsletter@de.ey.com

Ell ERNST & YOUNG

Tax Authorities Clarify Scope of Thin Capitalization
Rules on Loans Provided by Lenders with Recourse
to a Related Party

With a letter memorandum dated July 22, 2005, the German Tax
Authorities clarified the conditions under which an (unrelated)
lender should be treated as having a detrimental recourse to the
borrower’s shareholder or a party related to that shareholder in

a so-called “back-to-back” financing arrangement. Such “back-
to-back” recourse would make a loan a related-party loan, and
consequently, result in application of German thin capitalization
restrictions on the borrower concerning the deductibility of the
interest. Contrary to previously-debated positions, the German
tax authorities have now clarified that a detrimental back-to-
back financing requires legally-secured access by the lender to
a deposit or similar debt instrument owned by the shareholder
or related party.

General Rule on Recourse Financing

Pursuant to Sec. 8a (1) of the German Corporate Income Tax
Act (CITA), a third-party loan to a corporation or a partnership
owned by a corporate entity is treated like a related-party loan
if the lender has “recourse” to the corporation’s sharecholder or
any party that is related to such shareholder. Interest paid on a
related-party loan is generally only deductible when computing
German taxable income if all the requirements of Sec. 8a CITA
are met, which prescribe most notably the maintenance of a
1.5/1 debt-equity ratio. However, in spite of the language of the
statute, German tax authorities took the position in the July 15,
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2004 letter memorandum to Sec. 8a CITA that a “recourse” loan
should be treated as a related-party loan only if the lender had
recourse to the shareholder in the context of a so-called “back-
to-back” financing arrangement. Consequently, any other
recourse, e.g., a plain guarantee of a related party, would not
make the loan a related-party loan.

The July 15, 2004 letter memorandum included no detailed
definition of the term “back-to-back financing,” and referred
only to the general comment that a back-to-back financing
situation would be found if: (i) a lender makes a loan, and

(i) the shareholder or any other related party maintains a (not
only short-term) deposit or other receivable, which can be
accessed by the lender. Further to the July 15, 2004 memoran-
dum, the burden of proof for the nonexistence of a “back-to-
back” arrangement falls on the taxpayer.

Definition of Back-to-back Arrangements in the July 22, 2005
Memorandum

Following the publication of the July 15, 2004 letter memoran-
dum, a discussion arose concerning the circumstances under
which the lender should be treated as “having access” to a depo-
sit made or a receivable owned by a related party. In particular,
the question was raised whether “factual access” or even the
mere maintenance of a deposit by the shareholder would suffice
to assume a back-to-back arrangement. In the July 22, 2005
memorandum, German tax authorities now take the position that
a back-to-back arrangement (and thus a related party loan)
should be assumed only if the lender has legally secured access
to a deposit or receivable. The letter ruling declares explicitly
that the related-party loan rules should, in this respect, only
apply in the following cases:

® The lender has an “in rem” security right on a deposit
(or other debt instrument) owned by the shareholder of the
borrower or a party related to the shareholder.

As an example, the letter memorandum describes the follo-
wing situation:

* Bank 1 grants a loan to a German GmbH. The GmbH sha-
reholder maintains a deposit in an interest-bearing account
with Bank 2. To secure the loan from Bank 1, the share-

holder pledges the deposit maintained at Bank 2 to Bank 1.
The pledge constitutes an “in rem” security right, and re-
sults in a detrimental recourse of the lender, which qualifies
the loan as a related-party loan.

* Similarly, an “in rem” security is also given if the lender
obtains a guarantee from the shareholder/related party, and
according to the lender’s general terms and conditions on
business transactions (4llgemeine Geschdtsbedingungen),
the guarantee triggers a pledge on any deposits or receiva-
bles owned by the guarantor to the benefit of the lender.

® The shareholder/related party guarantees the loan and agrees
with the lender on restricted access to a deposit or receivable.

Concerning this second category, the letter memorandum
describes the following situation:

¢ Bank 1 grants a loan to a German GmbH. The GmbH
shareholder maintains a deposit on an interest bearing
account with Bank 2. To secure the loan from Bank 1, the
shareholder guarantees the loan, and agrees with Bank 1
that he will not access the deposit at Bank 2 until all
payments have been made on the loan (principal, interest,
penalties, etc.). Because the deposit is accessible to the
lender in the event of default, it results in a detrimental
recourse of the lender, which qualifies the loan as a related-
party loan.

® The shareholder/related party guarantees the loan and execu-
tes an agreement which subjects the shareholder/related party
to the possibility of immediate execution (Unterwerfung unter
die sofortige Zwangsvollstreckung) with respect to all the
assets of the shareholder / related party to the benefit of the
lender.

+ In this third category, the example provided by the letter
ruling describes the following situation: Bank 1 grants a
loan to a German GmbH. The GmbH shareholder maintains
a deposit on an interest-bearing account with Bank 2.

To secure the loan from Bank 1, the shareholder guarantees
the loan and consents to immediate execution with respect

to all its assets in favor of Bank 1. Since the lender has now,
in the event of default, the ability to access immediately the
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assets of the related party (including the deposit), the cons-
ent to immediate execution results in a detrimental recourse
of the lender, which qualifies the loan as a related-party
loan.

Generally, one could say that the outlined positions reflect the
intention of the German tax authorities to treat only those third-
party loans (with recourse) as related-party loans, where the
lender is, because of his direct access to other liquid invest-
ments in the group only a “placeholder” for a related-party loan
from an economic perspective. One could debate whether this is
indeed the case with the second and third category examples
(restricted account, and consent to immediate execution). These
measures may strengthen the position of the lender, but would
not provide secure access to the funds in the event of a financial
crisis of the borrower. This is, however, a moot discussion, since
the entire decision of the German tax authorities to restrict the
definition of detrimental, related-party, recourse debt to back-

to-back financing arrangements does not seem to be explicitly
supported by the statute, and is thus of a discretionary nature.

According to the memorandum, the taxpayer has the burden of
proof for the lack of a detrimental back-to-back financing
arrangement. Such proof can be rendered through an appro-
priate confirmation letter, which includes a list of all granted
securities, provided by the lender. In any situation in which a
third-party lender obtains recourse to a related party, it would be
advisable for German taxpayers to include in the loan documen-
tation a corresponding obligation of the lender to provide such
confirmation letter.

For additional information with respect to this special issue of
the German Tax Developments & Insights please contact your
established EY adviser, or if you do not have an EY contact, one
of the individuals listed on the last page of this newsletter in an
office near to where you do business in Germany.
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