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The intention of this Newsletter is to provide an overview on § 10 AStG (Aussen-

steuergesetz, German International Transaction Tax Act).

In particular, it shall be elaborated whether § 10 AStG applies to German owned com-
panies located in Hong Kong what might lead to the consequence that the Controlled
Foreign Corporation (CFC) rules (Hinzurechnungsbesteuerung) as laid down in § 10
ASTG apply to the parent company located in Germany with regards to profits gener-
ated by the CFC.

1. Legal consideration
1.1 Elements of § 8 Clause 1 AStG

According to § 8 Clause 1 AStG the CFC rules apply only if the following elements are

met cumulatively:

e The German shareholder has dominant influence on the foreign company;

AND

e The foreign company is established in a low tax jurisdiction;

AND

e The foreign company generates passive income only.

Dominant influence of the German shareholder is assumed if the shareholder holds

more than 50 % of the foreign company’s shares.

With a corporate income tax rate of 16.5 % Hong Kong is classified as a low tax juris-
diction under the AStG. From the German point of view, currently all jurisdictions

with a corporate income tax rate of less than 25 % are regarded as low tax jurisdictions.
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In the course of Germany’s corporate income tax reform in 2008 the corporate income

tax has been reduced to 15 %. However, the definition of low jurisdiction remains at

25%.

As outlined above, Hong Kong already meets the first two elements of the CFC rules.
In order to avoid the appliance of the rules the generating of passive income has to be

avoided.
1.2 Active income
§ 8 Clause 1 No. 1 to 9 AStG declares the following as active income:

1. Income derived from agriculture and forestry

(§ 8 Clause 1 No. 1 AStG),

2. Income derived from industrial services, energy production, mining
of mineral resources

(§ 8 Clause 1 No. 2 AStG)

3. Income derived from banking and insurance business

(§ 8 Clause 1 No. 3 AStG)

4. Income derived from trading

(§ 8 Clause 1 No. 4 AStG)

5. Income derived from services

(§ 8 Clause 1 No. 5 AStG)
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6. Income derived from rental and lease

(§ 8 Clause 1 No. 6 AStG)

7. Income derived from borrowing/lending of capital

(§ 8 Clause 1 No. 7 AStG)

8. Income derived from distribution of capital gains

(§ 8 Clause 1 No. 8 AStG)

9. Income derived from selling shares in a company, from the com-
pany’s liquidation or from the decrease of the company’s capital (§ 8

Clause 1 No. 9 AStG)

As mentioned above, the CFC rules do not apply if the subsidiary (HK Ltd.) generates
such active income in Hong Kong.

With regards to income derived from the distribution of capital gains the so called
“part-income system” (Teileinkiinfteverfahren) will apply in the case the shareholder is
a natural person and the shares belong to business assets. If the shares are attributable
to the private property of the shareholder, the dividend is subject to personal income
tax at 100%. If the shareholder is a juristic person such income will be received almost

tax freel.

The income discussed below is considered as active income of a foreign subsidiary in
Hong Kong (see short summary in Appendix 1, examples for passive income

please see Appendix 2).

! 5% disallowance of deduction of taxable income (§ 8 b Subsec. 5 KStG).
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1.2.1 Income derived from trading (§ 8 Clause 1 No. 4 AStG)

Income derived from trading is generally considered as active income. However, in two
cases trading income is considered passive income. Income derived from trading is
then considered as passive income if the foreign company (HK Ltd.) complies with the

following conditions?

e The HK Ltd. is regarded as a so called sales company (§ 8 Clause 1 No. 4
lit.. a AStG) (the foreign company which is owned by an unlimited taxable
person (Clause 7) or according to § 1 Clause 2 owned by a person related to
such unlimited taxable person, being taxable with its income as required by
the AStG, provides to the foreign company the authority to dispose over

the traded goods)”

OR

e The HK Ltd. is regarded as a purchasing company (§ 8 Clause 1 No. 4 lit. b
AStG) (the foreign company provides to an unlimited taxable person or re-
lated person as defined above the authority to dispose over the traded

goods).

As mentioned above, in the case these conditions are met, in general active income de-

rived from trading activities would be exceptionally classified as passive income.

However, even if these conditions are met, the AStG assumes active income if the tax-

able person provides the evidence, that

e The foreign company (HK Ltd.) maintains an office structure which is suf-

ficiently supporting such trading business

2 See below own contribution
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AND

e The preparation, the conclusion of contracts, and the actual execution of
the business is executed without “detrimental” involvement of the taxable

person or an related person according to § 1 Clause 2 AStG,

AND

e The foreign company participates in general commercial transactions.

In general, the first element of maintaining active income could be accomplished by an

adequate office structure such as office space, equipment, employees etc.

However, to realise active income it is very important that the company participates in

general commercial transactions without involvement of the taxable person.

A person is involved in the trading activities of the foreign company if he executes
actions, which can be regarded as part of the preparation or execution of the busi-

ness activities or the conclusion of contracts of the foreign subsidiary.

That applies even if the activities of the person are remunerated in accordance with
the arm’s length principle.

If single unimportant transactions within the scope of active trading are carried out
by the taxable person, or a related person, the consideration of passive income
maybe omitted. However, Section 1 AStG should be taken into consideration in
such event. A person participates in the trading activities of the foreign company, if
he, for example, carries out distribution, coordinates services of agents and or takes

over financial projects or takes over corresponding risks of trading3 )

® German Federal Ministry of Finances (BMF-Schreiben) 2 December 1994, - IV C 7 - S 1340 - 20/94 -.
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1.2.2 Income derived from services (§ 8 Clause 1 No. 5 AStG)

According to § 8 Clause 1 No. 5 AStG income from services is generally regarded as

active income. This income would however be classified as passive income if the for-

elgn company

e Uses for the services the assistance of an unlimited taxable person, which
according to § 7 AStG, holds shares in the company, or the assistance of a
person being related to such taxable person (§ 1 Clause 2 AStG), being tax-
able under German law (§ 8 Clause 1 No. 5 lit a AStG), thus the foreign

company purchases services

OR

e Provides services to such a taxable person or a related person, unless such
person provides the evidence that the foreign company has an established
business for the provision of such services, participates in general commer-
cial transactions and does not use the assistance of an unlimited taxable per-
son or a related person (§ 8 Clause 1 No. 5 lit b AStG) when providing the

service; thus the foreign subsidiary provides services.

In the case the person can provide the evidence mentioned in alternative 2 above, con-

trary to § 8 Clause 1 No. 5 lit b AStG, the income is deemed as active income.
1.2.3 Participation in general commercial transactions

1.2.3.1 Opinion of the German Federal Fiscal Court (“BFH”)

According to the BFH “participation in general commercial transactions” can be de-

fined as follows:
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BFH decision (I R 85/83) 9 July 1986:

Participation in general commercial transactions requires that the corresponding
activities are carried out for remuneration on the free market and that such activi-

ties are offered to third parties in a transparent way.

It has to be distinguished between the terms participation in “commercial transac-
tions” and participation in “general transactions”. The main focus of the definition

lies on the participation in “general” transactions.

It is already regarded as participation in “commercial transactions” if a taxable per-
son participates in the exchange of goods and services with the intent to generate
profit out of such participation. Making the participation in “commercial transac-
tions” a condition shall exclude businesses having in fact the intention to generate
profit, however, without participating in the exchange of goods and services. For

such excluded businesses the CFC rules shall apply.

For participation in “general transactions”, however, it is required that the activity
of the taxable person is apparently available to third parties (the fact that the activ-
ity might be offered to a limited clientele only is thereby still regarded as participa-
tion in “general transactions”). Therefore, the decisive criteria is whether third par-
ties are able to recognise the intent of the taxable person to conduct trade. How-
ever, it is not necessary that the taxable person provides its commercial activities
for several interested parties, or accepts offers of such interested parties. In order
to fulfil the condition it might already be enough to have business relations with

one single business partner.
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With decision (I R 68/81) 29 August 1984 the BFH confirmed that participation in “gen-
eral transactions” is not to assume if services are provided only within the same com-

pany and such fact is based on the company’s business policy.

The BFH referred to § 1 of the executive order on municipal tax (Gewerbesteuer-
Durchfiihrungsverordnung). This executive order refers to participation in “general
transactions” as well when defining the term “business establishment” for municipal
tax purpose. Therefore, due to the fact that the law makers use the same term in the
AStG without providing any definition, - in the absence of other indications- it has to
be assumed that the term is to understand alike as it was interpreted by the courts in

connection with the executive order on municipal tax:

Participation in “general transactions” is assumed, if the business establishment is at-
ranged for a fluctuation in clientele. Such fluctuation in clientele is already assumed if
the entrepreneur limits his offers to a certain clientele without committing to selective

persons.

If, in contrast to the above, the foreigh company would provide its services only to its
related company under the jurisdiction of Germany, it would not participate in “general

transactions’.

1.2.3.2 Opinion of the German Federal Ministry of Finances (BMF)

According to the BMI’s opinion as laid down in its ordinance on governing principles
on the appliance of the AStG dated 14 Mai 2004 (117 B 4 - § 1340 - 11-04) (Schreiben be-
treffend Grundsdtze zur Anwendung des AufSenstenergesetzes) participation in “general transac-

tions” has to be assumed if the company provides its services to an undefined clientele

to a not only insignificant extent. In order to fulfil this condition it is sufficient if the
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Company provides either sale or purchase to an undefined number of persons but re-
ceives or supplies the goods exclusively from or to a related company.

Participation in “commercial transactions” is also assumed, if due to the special charac-
ter of the goods the in general undefined clientele is limited to a small amount of cus-
tomers. It is furthermore still regarded as participation in “commercial transactions’ if
the clientele of the foreign company is limited, however such limitation is not intended

by the foreign company.
2. Consequences of the applying of German CFC-Rules

If the German CFC-rules apply the passive income generated by the foreign controlled
company is deemed to be a profit distribution and is subject to personal income or
corporate income tax of the shareholder(s) in Germany. The part-income-system (natu-
ral person as shareholder) and tax exemption (company as shareholder) are expressly
excluded. The same income is subject to tax in Hong Kong as well, but the German

revenue office grants a tax credit in the amount of paid tax.

The deemed profit distribution is considered to be accrued at the end of the fiscal year

regardless when the generated profit is really distributed.

The last consequence is that the income of the foreign controlled company is deter-
mined by applying the German tax provisions which could be in some cases more re-

strictive than in Hong Kong.

© Lorenz & Partners 2009 Page: 10 of 13
Tel.: +66 (0) 2-287 1882  e-mail: info@lorenz.co.th

NO080_EN_HK_Controlled_Foreign_Company_Rules. HKG_LTD_05_09.doc



Newsletter No. 80 (EN)

Appendix 1

Income from trading, § 8 Sec. 1 No. 4 AStG

Income derived from trading is generally considered as active income, § 8 Sec. 1 no. 4 AStG, unless
(exception) the foreign company is regarded as

= selling company (No. 4 lit. a)) or

= purchasing company (No. 4 lit. b))

In this case the income is passive, unless (exception from the exception) the person provides the evi-

dence, that

e The foreign company (HK Ltd.) maintains an office structure which is sufficiently sup-

porting such trading business and

e The preparation, the conclusion of contracts, and the actual execution of the business is

executed without “detrimental” involvement of the taxable person or an related person

according to § 1 Clause 2 AStG and

e The foreign company participates in general commercial transactions.
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Income from trading, § 8 Sec. 1 No. 4 AStG

According to § 8 Clause 1 No. 5 AStG income from services is generally regarded as active income.

This income would however be classified as passive income if the foreign company

e Uses for the services the assistance of an unlimited taxable person, which according to §
7 AStG, holds shares in the company, or the assistance of a person being related to such
taxable person (§ 1 Clause 2 AStG), being taxable under German law (§ 8 Clause 1 No.
5 lit a AStG), thus the foreign company purchases services

OR

e Provides services to such a taxable person or a related person, unless such person pro-
vides the evidence that the foreign company has an established business for the provision
of such services, participates in general commercial transactions and does not use the as-
sistance of an unlimited taxable person or a related person (§ 8 Clause 1 No. 5 lit b

AStG) when providing the service; thus the foreign subsidiary provides services.
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Appendix 2
Examples for generally passive income:

*  Income derived from banking and insurance business, when the company is not carrying on
in businesslike manner or when it is carrying on in businesslike manner, but the foreign
company predominantly concludes contracts with unlimited liable persons and related per-

sons.
*  Income derived from rental and lease of land

*  Borrowing/lending of capital, when the capital was took up on the domestic capital market

or received from a related person.

Although Lorenz & Partners Co., Ltd. always pays greatest attention on updating the information provided in
this newsletter we cannot take responsibility for the topicality, completeness or quality of the information pro-
vided. None of the information contained in this newsletter is meant to replace a personal consultation. Li-
ability claims regarding damage caused by the use or disuse of any information provided, including any kind
of information which is incomplete or incorrect, will therefore be rejected, if not generated deliberately or
grossly negligent.
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