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SUBJECT

GERMANY RULES ON S CORP TREATY
BENEFITS
Germany’s highest tax court has held that the 5% withholding tax rate
available under the 2006 United States – Germany Income Tax Treaty
(the “Treaty”) will apply to dividends issued by German corporations to
United States S corporations. This decision may have a significant
impact on a number of structures involving hybrid entities under the
Treaty.

INTRODUCTION
On June 26, 2013, the Bundesfinanzhof, the highest tax court in Germany (“BFH”),
reversed a lower tax court’s decision and held that a United States S corporation
was entitled to the 5% dividend withholding tax rate under Article 10(2)(a) of the
Treaty (BFH Judgment of June 26, 2013, IR 48/12) as far as the income of the
United States S corporation is taxed in the United States at the level of its United
States resident shareholders. During 2012, lower-tier tax court in Cologne,
Germany, had held that a United States S corporation was not entitled to the 5%
dividend withholding tax rate but rather the individual withholding tax rate of 15%
applied.
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In reversing that decision, the BFH concluded that a United States S corporation is
the beneficial owner of dividends paid by a German GmbH because from a German
perspective, the S corporation, rather than its shareholders, is considered the
recipient of the dividend payments. As such, the BFH held, that the United States
S corporation is a deemed tax resident of the United States pursuant to Art. 1(7)
of the Treaty.
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Background
In general, under domestic German law, dividend payments from a German GmbH
to a shareholder are subject to a withholding tax of 26.375%. In certain
circumstances however, that rate may be reduced under the Treaty. Pursuant to
Art. 10(2)(a) of the Treaty, dividends paid by a German subsidiary to its United
States shareholder are subject to a 5% withholding rate if the corporate
shareholder directly owns at least 10% of the voting stock of the dividend-paying
company. Until recently, however, the issue of whether an S corporation that
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receives a dividend payment from a German corporation was entitled to the privileged 5% withholding rate or the general 15%
withholding rate under the Treaty had been unresolved. The lower court in Cologne held that an S corporation is not a resident of
the United States under Art. 4(1) because it is a transparent entity and not subject to United States federal income tax. The lower
court also concluded that the S corporation cannot claim residency under Art. 1(7), because Art. 1(7) does not stipulate the
residency of transparent entities but instead stipulates those cases in which income and profits enjoy advantages of the Treaty.

The BFH Decision
On appeal, the BFH reversed the lower tax court. The BFH confirmed that the general residency rules under Art. 4(1) do not apply
but then gave three arguments as to why a United States S corporation should be considered a tax resident under Art. 1(7) of the
Treaty (i.e., rules relating to hybrid entities):
First, the BFH emphasized that the meaning of Art. 1(7) is not limited to determining the beneficial ownership of income or profits.
Second, in contrast to the lower court, the BFH clarified that tax residency is not a prerequisite for the application of Art. 1(7).
Third, the BFH explained that the United States person to whom the profits or income is being attributed under United States
domestic law (i.e., the S corporation’s shareholders) does not have to be identical with the person (i.e., the S corporation) who is
considered a resident of a State who derived such income for purposes of Art. 1(7). The BFH states that an item of income shall be
considered derived by “a” resident to the extent that such item is treated as income or profits of “a” resident of such State.
Nothing in the language of Art. 1(7) indicates that the person to whom the income is attributed must be identical to the person who
is subject to taxation on such income items in the State of residence.
The BFH goes on to determine, by reference to Art. 10(2)(b), that the beneficial owner of the dividends is the S corporation.
Irrespective of its flow-through character for United States income tax purposes, the S corporation is a corporate entity from a
German tax perspective and the recipient of the dividends. The BFH held that the beneficial owner must be determined in
accordance with the laws of the source State, here Germany (referencing a prior BFH decision under the 1989/1991 Treaty).
The BFH decision is not only significant for entities classified as United States S corporations but should also be applicable to a
United States limited liability company if it is also treated as a corporation from a German tax perspective.
Notably, this decision may provide some guidance on the interpretation of other United States income tax treaties, as the concept
of whether the lower withholding rate of 5% should apply to dividends received by United States S corporations is being debated in
a number of countries. For example, Canada and Israel have held that a United States S corporation receiving a local dividend is
entitled to the 5% withholding rate, while France and Switzerland and others apply the 15% withholding rate.
Consideration should be given to the filing of a claim for refunds on the over-withheld German tax. Such claims must generally be
filed within four years after the end of the year payment was made.

HOW BDO CAN HELP
BDO USA, LLP, through its U.S./German Tax Desk has extensive experience in United States/Germany cross-border structuring
(inbound and outbound). BDO USA, LLP, and the foreign member firms of the BDO network can assist you in all international tax
matters.

The Tax Practice at BDO is among the largest tax advisory practices in the United States. With 40 offices and more than 400 independent alliance firm locations in the
United States, BDO has the bench strength and coverage to serve you.
BDO is the brand name for BDO USA, LLP, a U.S. professional services firm providing assurance, tax, financial advisory and consulting services to a wide range of publicly
traded and privately held companies. For more than 100 years, BDO has provided quality service through the active involvement of experienced and committed
professionals. The firm serves clients through 49 offices and over 400 independent alliance firm locations nationwide. As an independent Member Firm of BDO International
Limited, BDO serves multinational clients through a global network of 1,204 offices in 138 countries.
BDO USA, LLP, a Delaware limited liability partnership, is the U.S. member of BDO International Limited, a UK company limited by guarantee, and forms part of the
international BDO network of independent member firms. BDO is the brand name for the BDO network and for each of the BDO Member Firms. For more information, please
visit www.bdo.com.
To ensure compliance with Treasury Department regulations, we wish to inform you that any tax advice that may be contained in this communication (including any
attachments) is not intended or written to be used, and cannot be used, for the purpose of (i) avoiding tax-related penalties under the Internal Revenue Code or applicable
state or local tax law provisions or (ii) promoting, marketing or recommending to another party any tax-related matters addressed herein.
Material discussed in this tax alert is meant to provide general information and should not be acted on without professional advice tailored to your firm's individual needs.
© 2013 BDO USA, LLP. All rights reserved. www.bdo.com

