LEGAL UPDATE

Taxing partnerships like corporations under the modernized German
Corporate Income Tax Act — a new taxation model neutral to legal form

Dr. Adalbert Rédding

With effect for fiscal years starting 2022 onwards,
the German legislator has created the possibility
for partnerships to be treated like corporations for
tax purposes.

Like most jurisdictions, the German tax system distin-
guishes between partnerships that are taxed transpar-
ently, i.e. the income derived through the partnership
is taxed on the level of the partners, whereas corpora-
tions qualify as non-transparent entities, subject to tax
themselves. Taxation on the level of the shareholders
of a corporation only takes place when profits are dis-
tributed. As such it classifies as an accumulating sys-
tem leading to economic double taxation in case of dis-
tribution.

Although the overall tax burden of corporations and
their shareholders on the one hand and partnerships
on the other hand largely converged in the past, differ-
ences, both systematically and with regard to the tax-
ation procedure, still lead to considerable deviations in
the tax burden and bureaucracy in many cases. The
option for an accumulation already present in Sec. 34a
German Income Tax Act (Einkommensteuergesetz,
“EStG”) is not considered as being able to a reach full
alignment.

In order to further align the two systems, and to provide
for more flexibility in the field of business taxation, on
25 June 2021, the German legislator has created a
new option for certain commercial partnerships to be
subjected to the corporate income tax by introducing a
new Sec. 1a of the German Corporate Income Tax Act
(Kérperschaftsteuergesetz, “KStG”).

This newsletter provides a brief overview of the scope
and requirements as well as the — in our view — most
relevant tax aspects of the new provision.

On 10 November 2021 the Federal Ministry of Finance
(Bundesministerium der Finanzen, “BMF”) has pub-
lished a circular laying down administrative guidelines

for the exercise of the new option, the content of which
is also considered.

Scope

The new option is available to commercial partner-
ships such as limited partnerships, general part-
nerships, and professional partnership companies
(Partnerschaftsgesellschaft) as well as compara-
ble foreign companies (hereinafter “the opting
partnership”).

The option to be taxed as corporation is exercised by
means of an irrevocable application submitted by the
opting partnership to the competent tax office. If the
partnership agreement provides that a majority deci-
sion of the partners is required for a change in legal
form, a three-fourths majority is required for a success-
ful application. The option may also be exercised if the
partnership is engaged only in asset management ac-
tivities, which generally would not be considered as a
commercial activity for German tax purposes. The op-
tion is also available for partnerships which neither
have their seat nor their management in Germany and
for partnerships which do not generate any domestic
income in Germany.

Excluded from the option are investment funds as de-
fined by the German Investment Tax Act as well as
partnerships with management abroad which, after ex-
ercising the option, are not subject to a tax liability com-
parable to German unlimited corporate income tax lia-
bility in the state in which their management is located.
Sole proprietorships and purely internal partnerships,
i.e. those not acting publicly, are also excluded.

The opting partnership has to verify each year that it
still fulfils the personal requirements outlined above. A
retroactive exercise of the option is not provided for.
The application has to be made until the 30" of Novem-
ber of the current fiscal year, in order to become effec-
tive for the following fiscal year.




LEGAL UPDATE

Legal nature

The exercise of the option is deemed to be a
change in legal form within the meaning of Sec. 1
(3) No. 3 of the German Reorganization Tax Act
(Umwandlungssteuergesetz, “UmwStG”). From a
civil law perspective, however, no actual change in
legal form takes place.

As a consequence of the deemed change in legal form,
a taxable transaction is assumed for income tax pur-
poses. Any existing hidden reserves would be taxable
as current profit in the financial year preceding the fi-
nancial year in which the option becomes effective for
the first time. However, on application, a regular tax
neutral transfer of the opting entity’s assets as known
from the UmwStG, i.e. maintaining the current book
values, is possible; subject to the precondition that no
functionally essential business assets remain in the
ownership of the partners. Retained assets are
deemed to be withdrawn unless they belong to other
business assets at the beginning of the business year
of the opted partnership. In the case of foreign compa-
nies, the valuation and recognition of assets in the re-
quired closing balance sheet for tax purposes is based
on the provisions of German tax law. This may, how-
ever, lead to some practical issues, e.g. a precise as-
sessment of a potentially given goodwill.

It should be noted however, that if the option is excer-
cised in a tax neutral manner, the seven-year vesting
period of Sec. 22 UmwStG would be triggered. As such
any hidden reserves would be taxed retroactively at an
amount declining over the seven-year vesting period
starting at the date of the transition if any shares of the
opting partnership are sold within this period.

Tax consequences

After a successfully exercised option, the opting
partnership will be taxed like a corporation and
their partners as its shareholders respectively.
This causes a number of tax consequences to be
considered, some, but by no means all, outlined in
the following.

Firstly, the opting partnership would no longer, by its
default system, work like an immediately distributing
entity (“personengesellschaftliches Entnahmesystem”)
but accumulates its profits subject to (federal) corpo-
rate income tax at a flat rate of 15% plus solidarity sur-
charge (5,5% on the corporate income tax to be paid;

effectively 15,825%) and local trade tax (14% at aver-
age in 2020).

Yet, it should be stressed that the opting partnership
remains a partnership for accounting purposes. Pecu-
liarities in the structure of a partnerships’ accounts
(partners equity and debt accounts (Kapitalkonto 1, I,
Verrechnungskonto etc.)) remain. Their structure is
crucial for the determation and allocation of equity and
debts with various consequences not only for tax pur-
poses.

The provisions in the partnership agreement of the
opting partnership providing for the partners accounts
and desgined to fit with the partnerships purposes
should therefore be reviewed when excercising the op-
tion. This becomes in particular relevant when it comes
to profit distrubitions. Depending on each partners in-
terest in the partnership, the current account balances
and conditions of the partnership agreement, a ficitions
profit distribution might be triggered. By that, one of the
benefits of a non-transparent corporation, being that
shareholders are taxed only when profits are actually
distributed (“kérperschaftsteuerliches Ausschiittung-
ssystem”), might be jeopardized. For all practical pur-
poses, it should therefore be ensured that the partner-
ship agreement of the relevant partnership requires a
separate resolution by the partners on any withdrawal
of profits. In that context it should be noted that another
act modernizing the law of the partnerships from a civil
and commercial law perspective, applicable from 2024
onwards, provides for important changes as well (e.g.
the new Sec. 122 German Commercial Code (Han-
delsgesetzbuch) provides for a default distribution of
any profits if the parnership agreement should not pro-
vide otherwise).

In case, the opting partnership has utitlized the reten-
tion taxation pursuant to Section 34a EStG in the past,
the respective amounts are subject to subsequent tax-
ation as a result of exercising the option. The option for
a postponement and payment in regular instalments
for a maximum period of ten years without interest is
available.

Secondly, as regards aspects of EU tax law, the opting
partnership would not qualitfy as company within the
meaning of Art. 2 of the EU parent subisidiary directive
(2011/96/EU). As a consequence, neither the option
for an exemption from capital gains withholding tax for
non-German but EU resident parent companies nor for
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interest and royaltiy payments between EU resident af-
filiated companies (Sec. 43b, 50g EStG) apply (cf.
BMF circular, mn. 52).

Thirdly, with regard to international tax aspects, the
opting partnership would qualifty as company within
the meaing of Art. 3 para. 1 lit. b) of the OECD model
tax treaty (2017), i.e. it would be treated as a body cor-
porate for tax purposes. This might ease difficulties in
connection with the allocation of profits to permanent
establishments of non-German resident parent compa-
nies to a German partnership. However, another con-
sequence is that the recently, especially due to the EU
Court of Justices rulings in the cases Deister-Holding
AG (C-504/16) and Juhler-Holding A/S (C-613/16),
amended German anti-treaty-shopping provision in
Sec. 50d (3) EStG becomes applicable (cf. BMF circu-
lar mn. 54).

Further anti-tax avoidance rules might be triggered as
well. For example the recently amended exit tax provi-
sion of Sec. 6 Foreign Tax Act (AuBensteuergesetz).
For family-owned businesses structured as partner-
ships and with family members situated across the
world, excercising the option might unintentionally trig-
ger the exit taxation.

Lastly, with regard to fiscal unities (ertragsteuerliche
Organschaften) an opting partnership is an eligible fis-
cal unity parent company, but no eligible fiscal unity
subsidiary (cf. BMF circular, mn. 55 f.). Hence, for a
profit and loss transfer agreement, its conclusion being
a precondition of the German fiscal unity, the opting
partnership is only suitable as the receiving entity. For
already existing fiscal unities, the exercise of the op-
tions does not trigger adverse tax consequences.

Other practical consequences

As the exercise of the option is only valid for tax
purposes, the opting partnership keeps its benefits
from a civil law perspective, especially its flexibil-

ity.

First and foremost, partnerships, in general, have
fewer disclosure and reporting obligations than corpo-
rations. The reason for that, like in many jurisdictions,
being their unlimited liability for civil law purposes to-
wards third-parties compared to companies with only

limited liability. Market participants have a genuine in-
terest in publicly available information when dealing
with companies limited in liability.

Further practical advantages are, for example, reduced
required participation rights of shareholders from a cor-
porate and potentially labour law perspectiv.

A switch-back to a transparent entity is, in general,
possible each year. It should be considered that a tax-
ation of hidden reserves and other adverse tax conse-
quences might be triggered.

Conclusion

The practical relevance of the new provisions remains
to be seen. Given that the provision is very recent,
there is currently very little practical experience. The
new BMF circular has added some clarity to the pro-
cess and questions that have been raised in practice
so far. In any event, the new taxation model is a very
complex system. It requires an in-depth tax analysis
before a decision on the exercise of the option is taken.



http://curia.europa.eu/juris/document/document.jsf?text=&docid=198073&pageIndex=0&doclang=de&mode=lst&dir=&occ=first&part=1&cid=1080150
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Note

This overview is solely intended for general information purposes and may not replace legal advice on individual cases. Please contact the respective person in
charge with GORG or respectively the author Dr. Adalbert Rodding on +49 221 33660624 or by email to ARoedding@GOERG.de. For further information about
the author visit our website www.goerg.com.
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