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Introduction

Dear Reader!

Why is “Doing Business in Germany” interesting enough that you should spend your
valuable time in reading this Guide? The answer is simple, but convincing: The Federal
Republic of Germany is the largest European economy and the third largest economy

in the world in real terms, placed behind the United States and Japan. Furthermore,
according to the World Trade Organization, Germany is currently the world’s top exporter,
ahead of the United States and China. Its major trading partners include France, the
United States, the United Kingdom, Italy and the Netherlands.

In addition, Germany ranks among the world’s largest and most technologically advanced
producers of iron, steel, cement, chemicals, machinery, motor vehicles, machine tools
and electronics, as well as a world leader in the shipping business. Major car manufac-
turers like BMW, DaimlerChrysler (Mercedes), Opel, Porsche and Volkswagen AG
(including Audi) are German. Germany is also proud of its huge multinational corpor-
ations like BASF, E.ON and Deutsche Telekom and its large presence in the banking world,
led by Deutsche Bank and Allianz. Besides these “big tickets”, Germany is home to a big
number and variety of medium-sized businesses which form the heart of the German
economy.

This Guide is intended to serve as an introduction to the legal and tax regime applicable
while doing business in Germany. The basic principles outlined in this Guide give an idea
of how many alternatives there are to efficiently structure a company with business seat
in Germany. As an interdisciplinary law firm we have the legal and tax experts for all
challenges connected with setting up business in Germany.

Please contact us, if you have any questions or comments. It will be our pleasure
1o assist you.

Yours sincerely,

Dr. Stefan Kraus
Managing Partner
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Chapter 1

Legal Forms of
Doing Business in Germany

by Thomas Weidlich, LL.M.; Dr. Angelika Yates
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erman law offers a broad variety of legal forms for con-

ducting a business. All business vehicles are subject to
registration requirements with the Commercial Register (Handels-
register) at the local District Court (Amtsgericht) of the place of
operation of the business. The Commercial Register contains all
basic information about the business and its owners. The Commer-
cial Register is in the public domain and accessible to anybody,
including creditors and public authorities.

Foreign individuals might start a business as a sole trader (Ein-
zelkaufinann) or as a foreign entity via a German branch (Zweig-
niederlassung).

If the investor wants to set up an independent German business
vehicle legally separated from its domestic business abroad, he
has the choice between several types of partnerships (Personen-
gesellschaften) as well as corporations (Kapitalgesellschaften).
In the following chapters the different German business vehicles
are briefly introduced to give an overview of their main features
and to identify which vehicle might fit the individual needs
of a potential investor.

Sole Tradership

For individuals, the sole trader (Einzelkaufmann) is the easiest
way to start a business. The sole trader merely has to register his
business with the Commercial Register. Furthermore, a notifica-
tion to the local Trade Office (Gewerbeamt) is required. Unless
a specially regulated business is carried out, there are no further
requirements for starting the business. In some industries special
approvals and permissions are mandatory.

The trader is also sole proprietor of all business assets and is also per-
sonally liable for all liabilities and debts deriving from the business.
The profit resulting from the business is subject to German indivi-
dual income tax.

A sole trader is subject to special provisions of the German Com-
mercial Code (Handelsgesetzbuch, HGB) with regard to inter
alia the conduct of the business, legal representation of the busi-
ness, bookkeeping obligations, drawing up of financial statements
and notification requirements.

Branch

Foreign companies not wishing to set up a new business vehicle
or not yet sure about the sustainability of their engagement and
commitment in Germany can simply carry on business in Germa-
ny directly and register as a branch (Zweigniederlassung) with the
Commercial Register and with the local Trade Office of the muni-
cipality where the branch office is to be located.

Whereas the Trade Office only requests basic information about
the branch name, its owner, representatives and type of business,
the application for registration with the Commercial Register must
also include details of the relevant foreign company, such as its le-
gal form, place of incorporation, principal place of business, share
capital and the names of its officers and directors. The application
must be accompanied by certified copies of the certificate of in-
corporation and articles of association of the foreign corporation
and must be signed by the directors of the foreign company who
must also deposit a signature specimen with the Commercial Re-
gister. A notary public must certify the signatures of the directors.
The registration procedure can be very time-consuming (especially
where translations of the relevant documents are required).

A branch has no separate legal entity status and, therefore, is re-
garded as an integral part of the foreign company. It has to be kept
in mind that a branch creates not only jurisdiction for the foreign
company in Germany, but also a permanent establishment (Be-
triebsstitte) for tax purposes. The foreign company owns all as-
sets and incurs all liabilities and debts deriving from the branch’s
operations. Consequently, the foreign company is also the contrac-
tual partner for customers and business partners of the German
branch.

The choice between doing business in Germany through a branch
or through a separate German legal entity is mostly tax-driven.
Apart from tax considerations, a branch is the suitable business
vehicle, if the business conducted in Germany will most likely
have no substantial size and/or a long-term commitment in Ger-
many is not wanted or is still uncertain. If a sustainable medium
to long-term investment is sought, the investor should normal-
ly set up an independent German business vehicle.
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Corporations

The German law provides for three major forms of corporations
(Kapitalgesellschaften): The GmbH (Gesellschaft mit beschrankter
Haftung — limited liability corporation), the AG (Aktiengesell-
schaft — stock corporation) and the rarely used KGaA (Komman-
ditgesellschaft auf Aktien — partnership limited by shares). Since
October 2004, the investor can also use an European Company,
Societas Europaea (SE), as a business vehicle in Germany.

GmbH

The GmbH (Gesellschaft mit beschrankter Haftung — limited lia-
bility corporation) is the corporate entity most commonly used by
foreign investors in Germany. The structure of a GmbH is rela-
tively straightforward and flexible. It is designed for closely held
businesses (no [PO possible) with a clear and stable shareholder
structure looking for full liability protection of its shareholders.

Advantages of a GmbH
The primary advantages of a GmbH compared with the other
forms of corporations are as follows:

* The formation of a GmbH is quite simple;

 The articles of association (Gesellschaftsvertrag) of a GmbH
can be easily adapted to the requirements of the shareholders;
The GmbH is not subject to as many legislative regulations as
an AG or the SE;

e The shareholders of a GmbH may issue binding instruc-
tons or directions to the Managing Directors and can thereby

exercise direct influence on the GmbH’s management.

Incorporation and Registration

A GmbH is formed by the founding shareholder(s) executing
a deed of formation and articles of association before a German
notary public. A GmbH must have at least one shareholder (but is
not restricted to a maximum number). Foreign individuals, part-
nerships or corporations may become shareholders of a GmbH.
A representative of the founding shareholder(s) acting under po-
wer of attorney (which also must be certified by a notary public)
may execute the deed of formation and the articles of association.

Immediately after notarization of the deed of formation and arti-
cles of association, but prior to filing the application for registrati-
on with the Commercial Register, the company must open a bank
account. Cash contributions to the share capital must be deposited
in said account prior to filing of the application for registration. In
addition to other registration documents, the Commercial Register
may request that bank statements be submitted to ensure that the
cash contributions were in fact deposited into the company’s bank
account. The Managing Director(s) must certify to the Commercial
Register that said cash contribution is still at the company’s dispo-
sal, as of the date of filing of the application.

The application for the registration of a GmbH needs to be signed by
all Managing Directors in person before a notary public, who must
certify their signatures and instruct them about their duties as ma-
naging directors vis-a-vis the Commercial Register. The certifying
notary may be a foreign notary, in which case, however, the notary’s
certificate must then be legalized by an apostille under the Hague
Convention (if the country is a member of this convention), un-
less this requirement has been waived pursuant to a bilateral treaty.

Liability prior to Registration/Shelf Company

Upon notarization of the deed of formation and the articles of
association the company exists as a so-called “Company in For-
mation” (Vorgesellschaft) and may commence business. However,
only once the company has been registered with the Commercial
Register does it become a separate legal entity.

Rights and liabilities arising from pre-registration activities are le-
gally the rights and liabilities of the Company in Formation, but
only to the extent that the Managing Director (s) are acting within
the authority vested in them by the articles of association or by
shareholders’ resolutions. The Managing Director (s) remain joint-
ly and severally liable together with the Company in Formation to
creditors for liabilities incurred prior to registration of the GmbH
with the Commercial Register. Upon registration of the GmbH, all
rights and obligations acquired or incurred by the Managing Direc-
tors prior to registration are assigned by law to the GmbH and the
personal liability of the Managing Directors expires at that time.
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Although a GmbH may commence business prior to registration,
its net assets, as of the date of registration, cannot be less than the
amount of its registered share capital. Should this be the case (for
example, as a result of losses incurred prior to the registration of
the GmbH), the shareholders will be liable for the difference bet-
ween the amount of the registered share capital and the net assets,
as of the date of registration.

In order to avoid such liability without having to delay commence-
ment of business until registration, investors frequently use a shelf
company offered by commercial providers. However, due to a jud-
gement of the German Federal High Court (Bundesgerichtshof) the
commencement of the shelf company’s business is treated in the
same way as a new incorporation of the GmbH. Therefore, the abo-
ve-mentioned issues regarding the pre-registration liability of the
shareholders and the Managing Directors also apply. Consequent-
ly, the Managing Director(s) when filing the changes of the articles
of association of the shelf company after its acquisition must dis-
close to the Commercial Register that it is actually the start of busi-
ness of a shelf company. They also have to confirm explicitly that
the registered share capital is still at the disposal of the company.

Limited Liability of Shareholders

Once registered in the Commercial Register, only the compa-
ny itself is liable for its debts with its assets, including the share
capital. The liability of the shareholders is limited to their capital
contribution. Courts will look behind the company’s separate le-
gal entity and thereby pierce the “corporate veil” i.e., the limited
liability status, only on very rare occasions. The mere fact that a
shareholder is permanently and comprehensively controlling
the GmbH will not result in the piercing of the corporate veil.
A controlling shareholder will only be liable for a loss suffered
by the GmbH if he or she acts contrary to the best interests of
the GmbH and to the detriment of its creditors and does not re-
spect the integrity and independence of the GmbH. In particular,
a shareholder forfeits the protection of the limited liability shield
if the shareholder intentionally abuses his controlling position
to the disadvantage of the GmbH or its creditors.

Articles of Association

Depending on the degree of flexibility desired by the sharehol-
ders, the articles of association may be formulated in short form
setting out only mandatory provisions regarding purpose, name,
registered office, duration, registered share capital, initial contri-
butions of each shareholder, representation and management of the
corporation. The articles of association may, on the other hand,
constitute a comprehensive document including detailed provisi-
ons on shareholders’ rights and obligations, classes of shares and
restrictions on the transfer of shares.

A GmbH may be formed for any lawful purpose which has to be
stated in the articles of association. No doctrine of ultra vires exists
under German law. A GmbH may therefore enter into binding ob-
ligations with third parties, which may not necessarily relate to
its corporate purpose (in which case, however, the Managing
Director(s) may be liable for damages caused by such obligations
to the GmbH).

A GmbH may also use any name including fictional names provi-
ded that no risk exists of confusing the name with any other corpo-
ration within the same local area and that the name is not mislea-
ding. It should be noted, however, that registration officials remain
cautious in the use of the words “International” and “Germany” in
a corporation’s name if no substantial international business actu-
ally exists or if the corporation only conducts local business rather
than business throughout Germany.

German corporation law is federal law; from a legal perspective no
changes therefore arise if the corporation is registered in a particu-
lar German state. Tax advantages may, however, arise if a GmbH
is registered in a particular city because trade tax rates are deter-
mined by municipalities and consequently vary from location to
location.

While a GmbH may only have one registered office, it may main-
tain any number of branches or offices throughout Germany. In
case a branch (Zweigniederlassung) is set up, the branch has to be
registered with the Commercial Register. The main registered office
shall be the place where the GmbH operates its business or where
its management is located. The registered office must be within
Germany. If the GmbH should be actually operated and managed
from abroad, there is, at least theoretically, the risk, that the GmbH
could lose its status as a German legal entity. Consequences would
be compulsory deletion of the GmbH from the Commercial Register
triggering negative tax implications due to the liquidation taxation
(taxation of all hidden reserves). Germany still maintains its “seat
theory” which in fact prohibits relocating a German corporation’s
management to a foreign country despite the recent rulings of the
European Court of Justice strengthening the freedom of move-
ment of companies within the European Community.

Share Capital

The minimum share capital of a GmbH is € 25,000, divided into
shares (Geschiftsanteile) that can have different nominal amounts.
The minimum nominal value of the share of each shareholder must
be at least € 100 and must be divisible by 50. Initially, each share-
holder may only subscribe for one share. Additional shares may be
acquired through a capital increase or if a share is acquired from
another shareholder.
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The GmbH is not required to issue share certificates or to maintain
a share register, book or ledger, or to keep other formal records
of share ownership. The ownership of the shares is documented
only in the incorporation deed and any later transfers will be do-
cumented in notarial transfer deeds. Upon each transfer of shares
the Managing Directors must submit up-dated shareholders’ lists
to the Commercial Register. However, such shareholders’ lists are
merely informational and do not provide any evidence of owner-
ship of the shares.

Contribution and Maintenance of Capital

Contributions to share capital may be made in cash or in kind.
For contributions in kind, the articles of association must set
forth the specific form of the contribution as well as the amount
of the corresponding share capital. The shareholders must pro-
vide a report on the valuation of the contribution in kind and,
if the contribution in kind is a business to be transferred to the
GmbH, the financial results of the business for the previous
two years. The contribution in kind must ultimately be worth at
least as much as the corresponding share capital. The sharehol-
der must pay the difference in cash if this should not be the case.

In the case of a cash contribution, 50 per cent or € 12,500, of the
share capital must be paid up in cash at the time of filing for regis-
tration of the GmbH, whichever is greater. If the GmbH only has
one shareholder, security must be provided (in the form of, for ex-
ample, a bank guarantee) for any unpaid capital. If the contribution
occurs in kind, said contribution must be submitted in full.

The legislation governing the GmbH contains several provisions
designed to ensure that the share capital of a GmbH is fully paid up
and maintained. A GmbH is, in particular, not authorized to make any
payments to shareholders, which would reduce the net assets of the
corporation below the stated amount of its registered share capital.
If payments are made to the shareholders violating the capital
maintenance rules, the respective shareholders are obliged to re-
pay the received contributions and the managing directors of the
company, being responsible for the unlawful contributions, can be
held liable for any damages sustained by the company.

Transfer of Shares

The transfer of a share in a GmbH requires a notarized transfer
deed. The prior consent of the company is required if only part of
a share (for example, € 20,000 of a € 50,000 share) is to be trans-
ferred. The articles of association may (and in the case of a GmbH
with more than one shareholder will almost certainly) provide that
other requirements must also be met (for example, consent of the
other shareholders, pre-emption rights).

It is not yet decided, whether a foreign reorganization of the share-
holder (like a merger) triggers the transfer of shares in a German
GmbH automatically (i.e. by way of universal succession) or
whether the German statutory formalities for the transaction have
to be satisfied also in case of a foreign transaction.

Since there are no binding court rulings available and the law
does not provide sufficient guidance, it is recommended, be-
fore implementing a foreign re-organization that has an impact
on the shareholder structure of a GmbH, to have the GmbH
shares transferred by way of a notarized transfer deed prior to
the implementation of the reorganization abroad.

Managing Directors

A GmbH is managed and legally represented by its Managing
Director(s) (Geschiftsfiihrer). A GmbH must have at least one Ma-
naging Director and can have as many as wanted. A Managing Di-
rector does not need to be a shareholder or a German resident (re-
garding the immigration procedures of a non-EU resident, please
refer to chapter “Visiting, Living and Working in Germany”). Only
an individual (and not a corporate entity) may, however, be appoin-
ted as Managing Director.

Absent any restrictions, each appointed Managing Director may
act for and bind the GmbH vis-a-vis third parties. Any restrictions
on the authority of the Managing Director(s) to bind the GmbH
which are set forth in the articles of association, in a sharehol-
ders’ resolution or in the service contract of the Managing Director
(in particular any requirement to obtain the prior approval of the
shareholders for certain transactions) do not affect the Managing
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Director’s ability to bind the GmbH. The breach by the Managing
Director of any of the aforementioned may, however, give rise to a
claim for damages by the GmbH against the Managing Director.

If one Managing Director is appointed, he/she is the sole represen-
tative of the GmbH. If more than one Managing Director is appoin-
ted, generally, they represent the company jointly. The shareholders
may, however, grant one or several Managing Directors the right
to either: (i) represent the GmbH individually; or, (ii) represent the
GmbH jointly with one or more other Managing Directors or Aut-
horized Officer (Prokurist), a representative of the company with
a general power of attorney. The power of representation of each
Managing Director is registered with the Commercial Register and
is binding in relation to third parties.

The Managing Directors must manage the company’s business
with the due care of a prudent business person. Additional spe-
cific obligations may be imposed by the articles of association or
the service contract or in shareholders’ resolutions. Further, the
shareholders — acting by a bare majority — can give binding in-
structions to the Managing Directors which they have to obey un-
conditionally unless the instructions are unlawful.

Managing Directors who are in breach of their duties are jointly
and severally liable to the company for any damages sustained. In
particular, Managing Director(s):

* May not disclose trade secrets of the GmbH;

» Must file for bankruptcy if the GmbH is over-indebted;

* Must call a Shareholders’ Meeting if more than half of the share
capital is lost;

* Must ensure that the GmbH keeps proper records.

Supervisory Board

A GmbH may voluntarily establish a supervisory board con-
sisting of “non-executive” members. However, if a GmbH has
more than 500 employees the installation of a supervisory board
is mandatory and 1/3 of its members must be employees’ repre-
sentatives. If the number of employees of the company exceeds
2000, half of the members of the supervisory board must be
employees’ representatives. In case of the voluntary establish-
ment of a Supervisory Board, the functions of the Supervisory
Board may be stipulated in the articles of association.

The basic function of the supervisory board is to supervise
the management of the company and it may also be assigned the
right of appointment and removal of the managing directors,
adoption of the annual financial statements and calling of
shareholders’ meetings.

Shareholders
The shareholders’ of a GmbH are subject to various rights and
duties. The most important of which are as follows:

* Voting rights;

* The right to participate in the profits of the company;
* Rights to any surplus upon liquidation;

* The right to obtain information.

The shareholders exercise their powers by passing resolutions in
general meeting (or by circular resolution). A shareholder will ge-
nerally have one vote per € 50.00 of share capital. The articles
of association may, however, provide otherwise. Sharehoders’
resolutions require a simple or bare majority (i.e., more than
50 per cent of the votes cast) unless mandatory law or the
articles of association require a greater majority or the consent
of certain shareholders. For example:

Amendments to the articles of association require a special majo-
rity (75 per cent of the votes cast). This majority requirement may
only be increased and not decreased by the articles of association.
German law requires the consent of certain shareholders, or inde-
ed all of them, when the obligations of some or all of the share-
holders are to be increased such that said action is only possible
with the consent of all affected shareholders. This would include
the obligation to provide funds to the GmbH. The consent of the
affected shareholders, plus a 75 per cent majority of all votes cast
is required in this case. The articles of association, however, may
provide otherwise. All shareholders of a GmbH must be treated
equally. As ruled by the courts, the principle of equal treatment
provides that no shareholder may arbitrarily be subjected to une-
qual treatment by the company or by any other shareholder without
his/her consent. An example of unequal treatment would be a reso-
lution providing that only certain, rather than all, shareholders may
subscribe to an increase of the registered share capital.

The shareholders have a claim to the profits stated in the annual
financial statements of the company in proportion to their share-
holding, unless the articles of association provide otherwise.
Shareholders have the right to inspect the books and records of
the GmbH and to be informed by the Managing Director of the
GmbH’s affairs. This right may be restricted by a shareholders’
resolution passed by simple majority under certain circumstances,
in particular if a shareholder uses information for improper pur-
poses. Each shareholder owes a duty of loyalty to the company as
well as to the other shareholders. This does not mean, however,
that the shareholder should place the interests of the GmbH above
his/her own in each case, but it does place some limits on the extent
to which the shareholder may pursue his/her own interests to the
detriment of the company.
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Ongoing Accounting Obligations and Disclosure Requirements

A GmbH must keep accounting records and prepare annual fi-
nancial statements in accordance with the provisions of the Ger-
man Commercial Code (HGB) which lay down detailed require-
ments as to the form and content of the annual financial statements.
Furthermore, medium-sized and large corporations must have their
annual financial statements audited. The (audited) annual financial
statements must be filed with the commercial register within twel-
ve months of the end of each financial year.

However, German corporations are not obliged to lodge annual re-
turns with the commercial register. Only actual changes relating to
the registered information (e. g. registered office, articles of asso-
ciation, registered shares capital, etc.) must be notified.

Pending Reform of the GmbH Law

The German Ministry of Justice is proposing a quite substanti-
al overhaul of the Limited Liability Companies Act (GmbH Act).
The first draft of suggested amendments to the GmbH Act was
released on May 29, 2006 and pursues the objective to simplify
the incorporation and regulation of the GmbH in order to enhan-
ce its competitiveness within Europe. One of the major changes
envisaged is the reduction of the minimum share capital from
€ 25,000 to € 10,000. Another significant suggestion is that, in the
future, a purchaser of shares in a GmbH may rely on the share-
holders’ list filed with the commercial register, thus acquiring
title in the shares in good faith from the person(s) stated therein.
Furthermore, if the proposed changes are implemented, the ma-
nagement and place of business of a GmbH may be permanently
expatriated to another EU member state. The amendments to the
GmbH Act shall come into effect by the end of 2007.

AG

The stock corporation AG (Aktiengesellschaft) is the corporate
form adopted by many of Germany’s largest corporations and
the vast majority of the listed companies. It is also used by
some of the major publicly held US corporations for their Ger-
man subsidiaries, for example Opel AG (German subsidiary of
General Motors), Ford AG (German subsidiary of Ford) and
Esso AG (German subsidiary of Exxon).

Advantages of an AG

The AG is the German legal form which is comparable to public
companies in Anglo-Saxon jurisdictions. The principal advantage
of an AG is that, unlike a GmbH, the shares of an AG may be
transferred with relative ease and that the AG can be listed on a
stock exchange. Capital may therefore be raised from the public.
However, some closely held businesses have also adopted this cor-
porate form due to the arguably higher market reputation of an AG
and the fact that the management is not bound by shareholders’
directions.

An AG is subject to extensive legislative regulations. Because
most of these regulations constitute mandatory law, little flexibili-
ty exists to adapt the articles of association to specific shareholder
requirements. Certain standards with regard to the articles of asso-
ciation of listed AGs have also developed in practice, which should
be adopted if an AG subsequently considers becoming listed on a
stock exchange.

Another important feature of an AG is the independence of the
Management Board with regard to managing the AG. In particular,
the members of the Management Board are appointed by the Su-
pervisory Board (which is mandatory for an AG) rather than by
the sharcholders. In addition, and in contrast to a GmbH, neither
the shareholders nor the Supervisory Board may issue binding
directions to the Management Board. Furthermore, the members of
the Management Board can only be dismissed during the term of
their office for good cause. As a result, neither the shareholders
nor the Supervisory Board have direct influence on the
management of the AG.

Incorporation and Registration

An AG may be established by one or several shareholders. The
formation procedure of an AG is similar to that of a GmbH. In
particular, it requires notarization of the articles of association and
subscription for the initial shares by its founding shareholder(s).
The founding shareholder(s) then must appoint the first Supervi-
sory Board and the first auditor of the company. Such appoint-
ments must be notarized. The first Supervisory Board appoints
the first Management Board. The founding shareholder(s) must
prepare a written formation report which must state all relevant
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details concerning the establishment of the AG. The Management
Board and Supervisory Board will scrutinise the foundation pro-
cedure and under particular circumstances (e.g. where members
of the Management Board or the Supervisory Board are taking up
shares or where shares are issued against contributions in kind)
the formation report must be audited by an independent auditor.
The formation of the AG must be registered with the Commer-
cial Register. The application for registration must be signed be-
fore a notary public by all founding shareholders, as well as by
the initial members of the Management Board and the Supervisory
Board. Upon registration the AG exists as a separate legal enti-
ty. Persons acting for and on behalf of the AG prior to registrati-
on will be personally liable for any debts incurred.

Limited Liability of Shareholders

As is the case with the GmbH, upon registration with the Com-
mercial Register, only the AG will be liable for its debts with its
own assets, including its share capital whereas the liability of its
shareholders is limited to their respective capital contribution. Ar-
guably, the principles developed by the courts with respect to pier-
cing the corporate veil would also apply to the AG. However, since
the shareholders do not have the same power of influence on the
management of the company such cases rarely happen in practice.

Articles of Association

The minimum contents of the articles of association are prescri-
bed by the German Stock Corporation Act (Aktiengesetz, AktG)
which regulates the AG and include:

» Company’s name and registered seat;

* Object of the company;

* Amount and division of the company’s share capital;

» Type of shares (bearer shares or registered shares);

* Number of the members of the Management Board or the

rules for determining such number.

The articles of association may regulate other issues but may only
deviate from the provisions of the AktG where this is expressly per-
mitted. Since only few and limited deviations are permissible, there
is very little flexibility in drafting the articles of association of an AG.

Share Capital

An AG must have a minimum share capital of € 50,000. Shares
may be issued either with a par value (Nennbetragsaktien) of at least
€ 1.00 per share or multiples thereof or without a par value (Stiick-
aktien). A shareholder may hold more than one share. German law
further distinguishes between bearer shares (i.e., shares where the
name of the owner is not registered in the share register of the AG
— bearer shares are the vast majority) and registered shares (i.e.,
where the name of the owner has been registered in the AG’s share
register — registered shares are rather rare). The articles of associ-

ation must specify the type of shares that may be issued. Bearer
shares may not be issued unless they are fully paid in.

The transferability of bearer shares may not be restricted, whereas
the articles of association may provide that registered shares may
only be transferred with the consent of the Management Board.

Furthermore, shares may be issued as ordinary shares or as preferred
shares (similar to but not identical with “preference shares” in
many common law jurisdictions); the latter may be issued with
or without voting rights.

The holders of preferred shares are entitled to preferred divi-
dends, usually calculated as a fixed percentage of the nominal
value of the preferred shares (a mere link to the annual profits earned
by the AG shall not be allowed). Shares with multiple voting
rights are not permitted.

Contribution and Maintenance of Capital

Contributions to share capital may be made in cash or, if permit-
ted by the articles of association, also in kind. As with a GmbH, the
value of a non-cash contribution must be at least equal to the share
capital to which it relates. Certain procedures must be followed in
order to safeguard this principle (i.e., formation report of the foun-
ding shareholders, audit of the formation report by an auditor, exa-
mination by the courts). Contributions in kind must be fully made
upon incorporation. However, if the contribution in kind consists
in the transfer of a particular asset, such transfer must be made
within five years after registration of the AG with the Commercial
Register.

If shares are issued for cash, at least 25 per cent of the par value of
each share (plus the full amount of any premium) must be paid up
prior to filing for registration of the AG with the Commercial Regi-
ster. If the AG only has one shareholder, security must be provided
for the outstanding payments. Demands for outstanding payments
are issued by the Management Board.

As with a GmbH, the legislation governing an AG is designed
to ensure that share capital is paid up and maintained. The rules
applying to an AG are in fact even stricter in this respect.
Contributions may, in particular, not be repaid to shareholders,
irrespective of whether this would reduce the net assets of the
AG below its registered share capital.

Transfer of Shares

Shares in an AG are transferable with relative ease. Unlike the
transfer of shares in a GmbH, a transfer of shares in an AG does
not require the execution of a notarized transfer deed. Restric-
tions on the transfer of registered shares (but not on the transfer
of bearer shares) may be imposed by the articles of association.
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Notification Requirements

Any direct or indirect shareholding in an unlisted AG exceeding
25 per cent of the registered share capital must be notified by the
relevant shareholder to the AG in writing. The same notification
requirement applies again if the shareholding exceeds 50 per cent
of the registered share capital or the voting rights. Without proper
notification, the shareholder rights pertaining to such shares are
suspended. If the shareholding falls below these threshold values,
the same notification requirements apply.

In the case of a listed AG, the shareholders must notify any
direct or indirect shareholding exceeding (or falling below) 5,
10, 25, 50 or 75 per cent of the voting rights to the AG and the
authority supervising listed entities (Bundesanstalt fiir Finanz-
dienstleistungsaufsicht, BaFin).

Management Board

The Management Board bears the sole responsibility for ma-
naging the AG. In contrast to a GmbH, neither the shareholders
nor the Supervisory Board Members may issue binding directions
to the Management Board regarding the management of the AG.
Stock Corporations with more than € 3 million in capital must have
a Management Board of at least two persons, unless the articles of
association provide otherwise. Only individuals may be appointed
to the Management Board.

An AG with more than 2,000 employees must have a Chief Per-
sonnel Director (Arbeitsdirektor) as a member of the Management
Board holding responsibility for employment and social affairs.

Members of the Management Board are appointed by the Super-
visory Board. Shareholders may not direct the Supervisory Board
as to whom should be appointed as member of the Management
Board. Shareholders’ agreements on the composition of the Ma-
nagement Board are therefore not enforceable. In practice, howe-
ver, informal consultations usually occur between the Supervisory
Board and the majority shareholder(s) regarding the appointment
of the members of the Management Board and usually the Super-
visory Board will only appoint members who are acceptable to
majority shareholder(s). Members of the Management Board are
appointed for a maximum term of five years (which can be rene-
wed, however, for additional periods of up to five years). Once
such an appointment is made, however, it can only be revoked for
good cause by a resolution of the Supervisory Board.

The manner in which the members of the Management Board may
legally represent the AG must be expressly set forth in the articles
of association (individually, jointly, etc.). The powers of the Mem-
bers of the Management Board may be limited by the articles of

association or by the Supervisory Board by stipulating that certain
acts require the consent of the Supervisory Board or the sharehol-
ders in general meeting. Such limitations do not, however, affect
the validity of the actions of the Management Board vis-a vis third
parties.

The members of the Management Board must apply the due care
of a prudent and conscientious manager in managing the company.
If they breach their duties, the members of the Management Board
are jointly and severally liable for any damages sustained by the
company. The liability of the members of the Management Board
imposed under the AktG is quite strict. In particular, the burden of
proof lies with the members of the Management Board who must
proof that they complied with their duties. However, the so called
“business judgement rule” applies which means that the members
of the Management Board are not liable where they could reaso-
nably assume (based on an appropriate level of information) that
they were acting in the best interests of the company. This con-
cept was developed by the courts and is now written in statute.

Supervisory Board

An AG must have a Supervisory Board. If the AG has over 500
(but less than 2,000) employees or if the AG has less than 500
employees but was registered in the Commercial Register prior to
August 10, 1994 and is not family-owned, 1/3 of the members of
the Supervisory Board must be employees’ representatives. If the
AG has more than 2,000 employees, half of the members of the
Supervisory Board must be employees’ representatives.

The function of the Supervisory Board is to supervise and advise
the Management Board. If there are no employees’ representatives
on the Supervisory Board, all members of the Supervisory Board
are appointed by a simple majority vote of the shareholders, unless
the articles of association provide that a particular shareholder may
appoint one or more members of the Supervisory Board. If the AG
has more than 2,000 employees (with 50 % of the members of the
Supervisory Board being employees’ representatives), the Chair-
man of the Supervisory Board who is elected by the members of the
Supervisory Board, has a casting vote in the event of a tie. The voting
procedure set forth in the relevant legislation is designed in such a
way that the Chairman may not be elected against the wishes of the
shareholders’ representatives on the Supervisory Board.

This procedure, together with the Chairman’s casting vote, ensures
that the ultimate decisions of the Supervisory Board rest with the
shareholders’ representatives. Members of the Supervisory Board
are appointed for a maximum term of five years.
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Members of the Supervisory Board may be dismissed:

* By a court ruling, for good cause, upon the initiative of the
other members of the Supervisory Board;

* By a 75 per cent majority of votes in a General Meeting
(only applies to shareholders’ representatives);

By the appointing shareholder, if a specific right to appoint
existed in the articles of association (only applies to the

representative of the appointing shareholder).

The main functions of the Supervisory Board are as follows:

 Appointment and dismissal of the members of the
Management Board;

Supervision of the Management Board, involving the
examination of both legal and commercial aspects of
Management Board actions;

Representation of the AG in its dealings with the
Management Board;

Representation of the AG (together with the Management
Board) in litigation relating to the validity of shareholders’
resolutions;

Consent to major business decisions of the Management Board
if required by the articles of association or by the Supervisory
Board (e.g. by internal rules of the Management Board issued
by the Supervisory Board or by individual resolutions on a

case by case basis);
Retaining of the statutory auditor, review and approval of the

annual financial statements.

The members of the Supervisory Board must apply the same due
care as the members of the Management Board and in case of a
breach of their duties may also be liable for any damages
sustained by the company. In particular, the members of the Su-
pervisory Board must not disclose any confidential information
regarding the company and its affairs.

Shareholders

The shareholders of the AG exercise their powers by passing
shareholders’ resolutions in general meeting. Generally, an AG
holds a general meeting within the first eight months after the end
of every financial year to conduct routine business. During such
annual general meeting the annual financial statements of the pre-
vious financial year will be laid before the shareholders and the
shareholders will pass resolutions relating to dividend payments
and the exoneration of the members of the Management Board and
the Supervisory Board with respect to their actions in the previous
financial year.

The Management Board is entitled (and in certain cases obliged to)
convene general meetings, although the Supervisory Board may
also call general meetings in certain circumstances. Furthermore,
shareholders holding at least five per cent of the registered share
capital may require the convocation of a shareholders’ meeting.
The articles of association may, in addition, grant the power to
call general meetings to other persons, for example, to majority
shareholders. The calling of a general meeting of an AG is subject
to quite onerous notice requirements.

Shareholders’ resolutions require a simple majority (more than 50
per cent of the votes cast) unless mandatory law or the articles
of association require a greater majority. For example, a 75 per
cent majority of the votes cast is required for any amendments to
the articles of association, increases or decreases in share capital,
control agreements with other companies (i.e., agreements where-
by a corporation submits itself to the control of another or agrees
to transfer its profits), the transfer of all assets and the change of
corporate form. Furthermore, the AktG requires the consent of
certain shareholders whenever their rights are affected by certain
measures of the company.

As mentioned before, the shareholders decide on the distribution
of profits in general meeting. Profit distributions in kind (Sachaus-
schiittungen) are allowed as far as explicitly permitted in the arti-
cles of association. The shareholders are, however, bound by the
annual financial statements prepared by the Management Board
and approved by the Supervisory Board; such decisions may the-
refore not deviate from the profits stated in said financial state-
ments.

In making their decisions, shareholders of an AG have a duty of
loyalty to the company, but not to the other shareholders. Similar to
a GmbH, the shareholders of an AG must be treated equally

under equal circumstances.

Ongoing Accounting Obligations and Disclosure Requirements

An AG must keep accounting records and prepare annual finan-
cial statements in accordance with the provisions of the German
Commercial Code which lay down detailed requirements as to the
form and content of the annual financial statements. Furthermore,
medium-sized and large corporations must have their annual finan-
cial statements audited. The (audited) annual financial statements
must be filed with the commercial register within twelve month of
each financial year.

However, German corporations are not obliged to lodge annual re-
turns with the Commercial Register. Only actual changes relating
to the registered information (e. g. registered office, articles of as-
sociation, registered shares capital etc) must be notified.
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KGaA

The partnership limited by shares KGaA (Kommanditgesellschaft
auf Aktien) is a form of a corporation that is not used very often in
Germany. The KGaA is a hybrid structure that combines structures
of a limited partnership and an AG. This Partnership must have at
least one general partner, who is personally liable for all debts and
liabilities of the KGaA. Corporations with limited liability can act
as the general partner of a KGaA and thereby achieve a full liabi-
lity shield when forming e.g. a GmbH & Co. KGaA (similar to the
very popular partnership structure GmbH & Co KG). Apart from
the general partner, there can be an unlimited number of capital
investors (Kommanditaktionére or limited shareholders) who hold
shares in the KGaA. The capital investors similar as shareholders
of an AG are protected from any personal liability, if they have
properly paid in their subscribed capital contribution. A general
partner can be a capital investor at the same time.

Although legally treated like an AG and, therefore, a corporation
with separate legal entity status, the internal management of a KGaA
is more comparable to that of a KG (i.e. a limited partnership). The
provisions governing the KG in particular also apply to the relation-
ship between the general partner(s) and the limited shareholders and
to the representation of the KGaA vis-a-vis third parties. This means
that, the KGaA is managed and legally represented by the general
partner(s), who are personally liable for all debts and liabilities of
the KGaA. The capital investors have more or less the same legal
rights and obligations as shareholders in an AG.

The shares are freely transferable and a public listing is possible.
Due to this extraordinary hybrid structure and the lack of preci-
se legal provisions regarding its internal management, a potential
investor willing to choose the KGaA as a investment vehicle will
most likely face some difficulties (but also certain advantages)
when compared to the traditionally used forms of corporations.
Furthermore, due to the limited number of corporations in the form
of a KGaA only very limited court rulings dealing with the KGaA
exist, leaving legal uncertainties.

A KGaA can either be set up by new incorporation or by trans-
forming existing entities into a KGaA. Whereas incorporation re-
quires at least five founders (but only for incorporation purposes),
an existing entity with only one shareholder or owner can be trans-
formed into a KGaA, owned by only one person (being the sole
general partner and the sole capital investor at the same time). This
peculiarity is the result of an omission of the legislature, which
overlooked to change the respective provision of the Stock Cor-
porations Act for the KGaA when allowing the sole shareholder
incorporation of the AG. Therefore, the transformation might be
the more appealing way to set up a KGaA structure.

A KGaA has the same ongoing accounting and disclosure obli-
gations as an AG. Any investor contemplating the legal form of a
KGaA for its investment should be aware that this rarely used form
will not only trigger additional incorporation costs but also higher
costs for tax compliance. Therefore, the KGaA might only be con-
sidered as the appropriate vehicle to carry on business, if

 Capital investors shall be attracted via public offerings,
but the control rights of shareholders in an AG shall be
avoided

» The KGaA is the appropriate form to achieve a
preferred tax treatment (e.g. acquisition scenario)
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European Company

Since December 2004, the European Company, also called Soci-
etas Europaea or “SE”, can be used as a legal entity when setting
up business in Germany. The provisions that govern the SE in Ger-
many are based on an EU Regulation that has been implemented
by German national law. Even though the provisions of the EU
Regulation directly and primarily apply to the SE in each of the
EU member states, the EU Regulation left some room for the EU
member states to adopt supplemental legislation. Accordingly, the-
re are different legal models of the SE in the respective European
jurisdictions, and for foreign investors planning to invest in Europe
via a SE, it will make a difference in which member state the SE is
incorporated.

The features of a German SE are very similar to those of an AG.
Like any SE, also the German SE must have a link to at least
two member states of the EU. Therefore, a mere German busi-
ness operation cannot be conducted through a SE.

Formation and Registration
The German SE can only be formed by one of the following
four ways:

* Merger of two or more existing stock corporations (inclu-
ding existing SE) based in different EU member states into a
newly formed SE;

» By at least two existing corporations (including existing SE)
based in different EU member states setting up a holding SE;

» By at least two existing corporations (including existing SE)
based in different EU member states forming a subsidiary SE;
or

 Transforming an existing stock corporation based in a EU
member state into a SE (the existing stock corporation must
have a subsidiary in a different EU member state for at least
two years).

Upon formation the SE must be registered with the relevant
Commercial Register.

Minimum Share Capital

The SE must have a minimum share capital of € 120,000. Unlike
other German corporations, the SE is entitled to relocate not only its
principal place of management, but also its registered office to ano-
ther EU member state. The leaves a degree of flexibility for future de-
velopments and could be one of the main reasons for choosing a SE.

Management

The major difference with respect to the internal structure of
a German SE and an AG is that the German SE may choose to
have a one-tier board system (Administration Board) instead of the
otherwise mandatory two-tier board system of an AG (Manage-
ment Board and Supervisory Board). As a result, the German SE
may opt to have only one administrative body that is responsible
for the management of the company. The German legislation pro-
vides that the (one-tier) Administration Board may appoint certain
persons who will be responsible for the day to day business and
the management of the SE including its legal representation. Such
persons may or may not be members of the Administration Board.
This means that the Administration Board of a German SA may
consist of executive and non-executive members, which is very
similar to the one-tier board system in Anglo-Saxon jurisdictions.

With respect to a participation of employees’ representatives on
the Supervisory Board or Administration Board the EU Regulation
does not stipulate specific requirements but rather provides for a
complex negotiation model. In a nutshell, a negotiation committee
consisting of employees’ representatives and representatives of the
company’s Management Board or Administration Board must ne-
gotiate in good faith in order to reach a decision on whether or not
employees’ representatives will be included in the administration
of the SE. In case no agreement can be reached, the provisions that
apply to the AG will also apply to the German SE.

Whether the German SE will become a popular choice of legal
form for foreign investment remains to be seen. The fact that the
German SE is based on the very complex and comprehensively
regulated AG and that it can only be set up in one of the prescribed
four ways and if certain prerequisites are met, will most likely limit
the use of this new model.

Nevertheless, leading German insurer, Allianz AG, was the first
large corporation in Germany to incorporate a “German SE” by
merging with its Italian affiliate Riunione Adriatica di Sicurita
(RAS) S.p.A. in September 2005.

Using European Corporations for Business in Germany

Due to some recent court rulings of the European Court of Ju-
stice (and subsequent rulings of the German Federal High Court) it
is also possible for foreign corporations incorporated in a member
state of the EU to relocate their principal place of management,
immediately after their incorporation, to Germany provided that
the respective EU jurisdiction allows and respects the expatriation
of the corporation.

For instance, a UK company with limited liability duly incorpo-
rated and registered in England with a pure German management
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located in Germany will be recognised as a corporation in Germa-
ny and is allowed to carry on its business from and in Germany
without facing any restrictions. With respect to companies incor-
porated in the State of Delaware in the USA, which relocate to
Germany, the same principles apply (based on a German American
bilateral agreement).

Whether a foreign (shelf) company is a feasible alternative to
a German corporation to set up business in Germany depends
on various aspects that should be carefully considered. Apart from
the question of the acceptance by German customers and the
reputation in the market, the tax and accounting implications
must be assessed especially closely.

Partnerships

Partnerships (Personengesellschaften) are available as

 General partnership: oHG (offene Handelsgesellschaft) and
* Limited partnership: KG (Kommanditgesellschaft).

The only major difference between the two forms is the liability of
its partners. While all partners of an oHG face unlimited liability
for the partnership’s debts and liabilities, a KG consists of at least
one general partner with unlimited personal liability and one or
more limited partners which are only liable with their subscribed
and registered partnership contribution. A partnership has a quasi-
legal entity status, i.e. can enter into contractual relationships, own
assets and incur liabilities in its own name and on its own behalf.

The major reasons for investors to use a partnership instead of a
corporate structure are:

 The greater flexibility in tailoring the internal affairs to the
individual needs of the partners;

» Fewer publication requirements (the partnership agreement
need not be filed with the Commercial Register);

* Easier way to dissolve a partnership and distribute its capital
to the partners

* Direct management by the (general) partners;

* An advantageous gift and inheritance tax treatment, useful for
a family owned business facing a generation shift within the
family.

Against this background, partnership structures are common-
ly used for smaller and family owned businesses.

Formation and Registration

To set up a partnership, at least two partners are required. Pos-
sible partners (general as well as limited partners) of a German
partnership can be individuals, German or foreign corporations or
other partnerships.
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The formation of a partnership requires the execution of a partner-
ship agreement. While it is possible to have an oral partnership ag-
reement (as opposed to a corporation, notarization is not required),
it is more common and preferable for it to be in writing. The part-
nership must then be registered with the relevant Commercial
Register. To achieve the liability protection for the limited part-
ners, the amount of the subscribed partnership contribution must
be properly registered with the Commercial Register to become
legally effective. If the KG commences its business activities prior
to its registration, all partners including the limited partners are,
in principle, fully liable for any obligations arising from such pre-
registration dealings. The liability of the limited partners will only
become limited upon the registration of the KG and the subscribed
partnership contribution with the Commercial Register.

Transfer of Partnership Interest

The transfer of any partnership interest (as limited or gene-
ral partner) requires an agreement (written or oral) between the
transferor and the transferee together with the consent of all other
partners unless the partnership agreement provides otherwise. The
partnership agreement may also impose certain restrictions rela-
ting to the transfer of a partnership interest. The change of partners
must be registered with the Commercial Register.

Management

The partners may, in principle, freely agree upon their rights
and obligations in the partnership agreement. However, limited
partners are excluded by law from managing the partnership; it is
only possible to grant limited power of attorney to limited partners
(i.e. for certain types of transactions). The management responsi-
bility is undertaken by all general partners of a partnership (oHG
and KG). It is possible to restrict some general partners from ma-
naging the partnership. If the general partner is a corporation, the
management of such corporation manages and legally represents
the partnership.

The limited partners have certain information rights. In particular,
they are entitled to request a written copy of the financial state-
ments of the KG, as well as to inspect the records and accounts
of the KG, in order to verify that the financial statements are cor-
rect. The partners determine the affairs of the partnership through
partnership resolutions. Partnership resolutions must generally
be passed unanimously. Although the partnership agreement may
modify this principle, certain decisions relating to the fundamen-
tals of the partnership exist which by law require the unanimous
resolution of all partners. Majority decisions are therefore not al-
ways possible, as with a GmbH or AG. The position of partners
who acquire only a minority interest in a partnership is, therefore,
slightly stronger than it would be in a GmbH or AG.

GmbH & Co. KG

One very popular way of achieving the advantages of a partner-
ship structure (e.g. because of its advantageous tax treatment in
some regards), but nonetheless shielding the partners from an
unlimited personal liability risk as in a corporation, is to appoint
a corporation (generally a GmbH) as the sole general partner of
the KG, thereby forming a so-called GmbH & Co KG. Usually,
the limited partner(s) also holds all shares in the GmbH which
acts as the general partner. The result of this structure is that the
limited partner(s) are not only holding all interest in the KG di-
rectly and indirectly via the GmbH but are also controlling the
partnership via their shareholding of the GmbH, even though
they are excluded from managing the KG directly.

Ongoing Accounting Obligations and Disclosure Requirements

A KG must keep accounting records and prepare annual finan-
cial statements in accordance with the provisions of the German
Commercial Code (HGB) which lay down detailed requirements as
to the form and content of the annual financial statements. Unless
at least one general partner is a natural person, a medium-sized or
large KG must have its annual financial statements audited. Subject
to the same exception (one general partner being a natural person),
the (audited) annual financial statements must be filed with the
Commercial Register within twelve month of the end of each finan-
cial year. Furthermore, any actual changes relating to the registered
information (e.g. registered office, registered partnership contribu-
tion etc) must be notified to the Commercial Register.

Thomas Weidlich, LL.M.
thomas.weidlich@luther-lawfirm.com

Dr. Angelika Yates
angelika.yates@luther-lawfirm.com
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Aktiengesellschaft
(AG)

Gesellschaft mit beschrinkter Haftung
(GmbH)

Incorporation and Registration Costs
Duration of Incorporation and Registration
Minimum Number of Shareholders

Formal Requirements of Incorporation

Minimum Share Capital

Capital Contribution (Cash)

Maintenance of Capital

Management

Directors’ Liability

Shareholders’ Liability

Transfer of Shares

Costs of Share Transfer

Expatriation
Accounting

Taxation

Approx. € 1,000 to € 1,500
2 to 8 weeks
One

Notarised deed of incorporation and regis-
tration with commercial register.

€ 50,000

25 per cent of the registered share capital
(minimum € 12,500) plus full amount of
any premium.

Strict rules. In particular, no distribution of
company’s assets to shareholders (except for
dividend payments out of distributable pro-
fits). Prohibition on financial assistance for
acquisition of its own shares and principles
on equity replacing shareholder loans apply.

Management board and compulsory
supervisory board with participation of
employees: if more than 500 employees
1/3; if more than 2,000 employees 1/2 of
the members of the supervisory board must
be employees’ representatives.

The directors are liable in relation to the
company in case of a breach of their mana-
ging duties.

Limited to capital contribution.

Execution of a transfer agreement.
No notarization required.

No notary fees incur.

Results in the dissolution of the company.

National and international accounting
standards.

Taxable in Germany (corporation tax and
trade tax).

Approx. € 600 to € 1,000
2 to 6 weeks
One

Notarised deed of incorporation and regis-
tration with commercial register.

€ 25,000

25 per cent of the registered share capital
(minimum € 12,500).

No payments to shareholders which would
reduce the company’s net assets below its
registered share capital. Principles on equi-
ty replacing shareholder loans apply.

Minimum of 1 managing director. Super-
visory board only required if more than 500
employees. Participation of employees:

if more than 500 employees 1/3; if more
than 2,000 employees — of the members of
the supervisory board must be employees’
representatives.

The directors are liable in relation to the
company in case of a breach of their mana-
ging duties.

Limited to capital contribution; with the
exception of actions of the shareholders
justifying the application of the “piercing
the corporate veil” doctrine.

Notarized transfer deed required.

Fees of the notary public are generally
based on the purchase price.

Results in the dissolution of the company.

National and international accounting
standards.

Taxable in Germany (corporation tax and
trade tax).
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GmbH & Co. KG

Societas Europaea
(SE)

Incorporation and Registration Costs
Duration of Incorporation and Registration
Minimum Number of Shareholders

Formal Requirements of Incorporation

Minimum Share Capital

Capital Contribution (Cash)

Maintenance of Capital

Management

Directors’ Liability

Shareholders’ Liability

Transfer of Shares

Costs of Share Transfer

Expatriation

Accounting

Taxation

Approx. € 1,000 to € 1,500
2 to 8 weeks
Two

Execution of partnership agreement and
registration with commercial register.

No minimum partnership contribution
required.

No minimum payment requirements for the
KG.

None. (However the limited partners
become unlimited liable for the liabilities of
the partnership in case their contribution is
paid back).

GmbH as general partner manages the
partnership.

The general partner is liable in relation to
the company in case of the breach of his
managing duties.

Unlimited liability of the general partner;
liability of the limited partners is limited to
their contribution.

Transfer of the interest in the KG requires
the consent of all partners. Notarization
required if both the KG-interest and the
shares in the GmbH are transferred.

Transfer of partnership interest does not
incur notary fees.

Does not result in the dissolution of the
company.

National accounting standards.

Partnership is only subject to trade tax. The
partners are taxed on the distributed profits.

Depends on type of incorporation.
(See above)
One

Notarised deed of incorporation and regis-
tration with commercial register.

€ 120,000

25 per cent of the registered share capital
(minimum € 12,500) plus full amount of
any premium.

Strict rules. In particular, no distribution of
company’s assets to shareholders (except
for dividend payments out of distributable
profits). Prohibition on financial assi-
stance of acquisition of its own shares and
principles on equity replacing shareholder

loans apply.

Depending on outcome of negotiation
procedure.

See AG

See AG

See AG

See AG

Relocation of the business and the
registered office is possible.

See AG

See AG
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he German tax system is rather complex and has under-

gone several major reforms in the last years. Additional
tax reforms have already been enacted in 2006 under the new Ger-
man government, or are currently in the legislation process. The
following information on German taxes relates to applicable law
as of June 2006.

With effect as of the tax year 2001, the formerly applicable im-
putation/corporate tax credit system (Anrechnungsverfahren) was
replaced by the so-called half-income system (Halbeinkiinftever-
fahren) in respect of dividends received from corporations and
capital gains derived from the sale of shares in corporations. The
transition from the imputation system to the half-income system
is subject to lengthy and complicated transition rules that will
generally continue to apply until the tax year 2019 to corpora-
tions with retained profits created under the imputation system.

Another major German tax reform introduced significant changes
with effect as of the tax year 2004 such as a restriction concerning
the utilization of loss carry forwards, the tightening of the thin
capitalization rules and the taxation of 5 per cent of capital gains
realized from the sale of shares, and of German dividends received
by a corporate shareholder.

A tax reform is currently proposed in connection with the intro-
duction of the European Corporation, concerning in particular the
uniform treatment of German and European cross-border mergers
and other reorganizations.

Milestones for a comprehensive reform of enterprise taxes with
effect from the tax year 2008 have been agreed between the coa-
lition parties, proposing a decrease of the current standard total
tax rate of German corporations from 38 % to below 30 %. To fi-
nance such decrease in tax rate, various possibilities are being
discussed to increase the tax base, such as a restriction of in-
terest deduction, an increase of the taxable portion of dividends
or an increase of the minimum taxation. This proposal is still in
a very early stage and no reliable statement can be made as to
whether and in what form it will in fact become law.

Corporations

General

German corporations (i.e., AG, GmbH and KGaA) and foreign
corporations that are tax residents in Germany are subject to Ger-
man corporate income tax (Korperschaftssteuer, CIT), plus a soli-
darity surcharge on their worldwide income (unlimited tax liabi-
lity). A corporation is a tax resident in Germany if it has its legal
seat in Germany or if it is effectively managed and controlled in
Germany. The place of effective management and control is defi-
ned as the place where the board of directors (or equivalent) meets
to determine strategic policy issues.

Corporations not tax resident in Germany are subject to CIT plus
solidarity surcharge with their German source income (limited
tax liability). Corporations are also subject to Trade Tax on Income
(Gewerbesteuer, TTI — cf. below).

Tax Rates

Under the half-income system, CIT is generally levied at a rate
of 25 per cent. For the tax year 2003 the CIT rate was increased to
26.5 per cent to finance the damages resulting from the flood cata-
strophe incurred in the eastern part of Germany in summer 2002.
Additionally, a solidarity surcharge introduced after the German
reunification to meet the financial needs of the East German states
is levied at a rate of 5.5 per cent of the actual CIT burden. Neither
CIT nor the solidarity surcharge is tax deductible.
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Partnerships

Both general and limited partnerships (OHG and KG) are treated
as transparent for German CIT and IIT purposes. Income derived
by a partnership is allocated to its partners, and each partner is
subject to CIT or IIT (plus solidarity surcharge) on the partner’s
proportion of income at the partner’s individual tax rate, regard-
less of whether the income is retained in the partnership or with-
drawn by the partners. Withdrawals of income by the partners
are therefore tax neutral. Whether the partners are subject to CIT
or IIT on their proportion of income will depend on whether the
partner is a corporation or an individual. The German tax system
does not provide for a “check the box” option for partnerships
to be taxed as a corporation. Partnerships engaged in commer-
cial activities are also subject to TTI (cf. below).

Permanent Establishments (Branches)

General

Non-resident corporations or individuals who derive income
from a permanent establishment located in Germany are subject to
limited CIT or IIT liability with such income. Under most of the
German tax treaties with other countries a permanent establish-
ment is defined as a fixed place of business from which business
activities, in excess of mere auxiliary activities such as storage of
goods or procuring of information, are carried out. A permanent es-
tablishment is also created by a dependent agent or a representative
of a dependent status who has the authority to conclude contracts
in the name and on behalf of the foreign principal.

Tax Rates

Income derived from a German permanent establishment by a
foreign corporation is subject to CIT at a rate of 25 per cent plus soli-
darity surcharge. Progressive IIT rates (plus solidarity surcharge) ap-
ply to foreign individuals. Furthermore, the income is subjectto TTL.

Individuals

Please refer to the Chapter “Visiting, Living and Working in
Germany” for further information on individual income tax (IIT).

Trade Tax on Income

General

Any income derived from business activities carried out in Ger-
many is subject to TTI irrespective of the form in which the busi-
ness is carried out (e.g. sole proprietorship, partnership or corpora-
tion). TTI is a municipal tax, the assessment rate of which is set by
the municipalities. TTI qualifies as a deductible expense for CIT
purposes and is also deductible from its own basis. Partnerships
are not treated as transparent for TTI purposes and are therefore
themselves subject to TTI on their trade income.

Tax Rates

Because the assessment rate for TTI is determined by the mu-
nicipalities, tax rates vary from municipality to municipality and
therefore depend on where the business is located. Effective TTI
rates (taking into consideration the deductibility of TTI from its
own basis) generally range from 15 per cent to 20 per cent. As of
the tax year 2004 a minimum TTI rate of 9 per cent was introduced
to close down municipal TTI havens.

Individuals conducting a business as sole traders or through a part-
nership are granted a partial tax credit for TTI on their personal in-
come tax liability to compensate for the higher income tax rates paid
by an individual on business income compared with the CIT rate.

Losses

CIT and IIT losses may be offset against income in the same year
or may be carried back to the previous tax year up to an amount of
€ 511,500. CIT and IIT losses can be carried forward without limi-
tation as to time or amount; however, restrictions on the utilization
of the loss carry forwards in any given year were introduced with
effect as of the tax year 2004. Loss carry forwards may fully offset
income in an amount of up to € 1 million. For income in excess of
this amount, the utilisation of loss carry forwards is limited to 60
per cent, i.e., the remaining 40 per cent of the income in excess of
€ 1 million is subject to tax, even if additional loss carry forwards
are available.

TTI losses may not be carried back, but may be carried forward
under the same conditions as CIT and IIT losses. Further re-
strictions on the use of losses apply under certain conditions if
more than 50 per cent of the shares in a loss-making corporati-
on are transferred or if the corporation is merged.
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Taxable Income

CIT Purposes

The basis for determining the taxable income for CIT purposes
is the income shown in the commercial profit and loss statement to
which certain adjustments will be made. The principal differences
result from non-deductible items such as CIT and solidarity
surcharge, hidden dividend distributions, 30 per cent of entertain-
ment expenses and 50 per cent of the compensation paid to mem-
bers of a supervisory board, and from the different tax treatment
of self-created intangible assets, provisions for contingent losses,
liabilities and provisions for long-term obligations exceeding one
year, pension and anniversary provisions, provisions for mainte-
nance and write-downs in value.

Except for capital gains derived from the sale of shares in corpora-
tions, the German CIT system does not distinguish between regular
trade income and income derived from the sale of assets. German
source capital gains are calculated as the difference between the
current book value of an asset and the proceeds received, and are in
principle subject to CIT at the regular rate. The taxation of capital
gains from the sale of certain fixed assets (i.e., land and buildings)
can be deferred under certain conditions by deducting them from
the acquisition cost or cost of production of new replacement as-
sets (roll-over relief) or by setting-up a tax-free reserve.

Capital gains derived from the sale of shares in a German or foreign
corporation are generally tax exempt, irrespective of the amount of
shareholding or the period for which the shares were held prior to
the sale. However, corresponding to the treatment of dividends, 5
per cent of the tax-exempt capital gain will be treated as non-ded-
uctible expense and will thus in effect be subject to tax.

The tax exemption does not apply to the extent that tax effective
write-downs in value on the shares have been claimed in earlier
years and have not been recaptured in the meantime. The exemp-
tion does also not apply if the shares in the corporation have been
issued in exchange for the contribution of business assets at a va-
lue below fair market value under the German Transformation Tax
Act within a period of seven years prior to the sale of the shares.
Losses incurred in connection with the sale of shares in corpora-
tions are non-deductible. Write-downs in value on the shares are
not accepted for tax purposes.

Dividends received from a German or foreign corporation are ge-
nerally exempt from CIT. However, corresponding to the treatment
of capital gains, 5 per cent of the tax-exempt dividend will be trea-
ted as non-deductible expense and will thus in effect be subject to
CIT. Actual expenses incurred in connection with the shareholding
in a corporation are fully tax deductible.

Income derived from permanent establishments located in treaty
countries is exempt from CIT under most German tax treaties.
Tax credits are available for income derived from permanent
establishments in non-treaty countries.

1T Purposes
Please refer to the Chapter “Visiting, Living and Working
in Germany” for further information.

TTI Purposes

The assessment basis for TTI is calculated by making various
adjustments to the income subject to CIT. The most important ex-
amples thereof are the increase of the CIT basis by adding back 50
per cent of interest on so-called long-term debts (i.e., debts incurred
in connection with the formation or extension of the business or for
a period in excess of one year), by adding back the dividends from
German or foreign corporations for which certain holding and acti-
vity requirements are not fulfilled, and the decrease of the CIT basis
by deducting the profit shares from German or foreign partnerships.
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Withholding Taxes

Dividends

Dividends distributed by a German corporation are subject to
withholding tax (WHT) at a rate of 20 per cent (plus 5.5 per cent
solidarity surcharge). Where distributions are made to EU corporate
shareholders the WHT is, upon application, reduced to zero if the
EU entity directly has held at least 25 per cent (or, depending on the
applicable double tax treaty, 10 per cent) of the share capital of the
German corporation for an uninterrupted period of at least 12 months
at the time of the dividend distribution. For distributions to foreign
non-EU shareholders, the double tax treaties with the respective
countries provide for WHT reductions to 5 per cent, 10 per cent or
15 per cent if certain holding requirements are fulfilled.

Interest

WHT of 25 per cent (plus 5.5 per cent solidarity surcharge)
is levied on interest from profit participating loans and from si-
lent participations. Interest payments made on fixed interest
bearing loans, on bonds and on other interest bearing securities
are subject to WHT at 30 per cent (plus 5.5 per cent solidari-
ty surcharge) if made by banks or financial institutions, with
some exceptions. Interest payments made by a German corpo-
ration on a fixed interest-bearing loan from its German or fo-
reign shareholder are not generally subject to WHT.

Royalties

Royalties, e.g. for the use of patents, know-how and other in-
tellectual property rights, are only subject to WHT if paid to a
non-resident. The WHT rate amounts to 20 per cent (plus 5.5 per
cent solidarity surcharge), however, reductions of, or exemptions
from, WHT are available under most German double tax treaties.

Wage Tax
Employers are responsible for withholding wage tax (plus so-
lidarity surcharge) from wages and salaries paid to employees.

Tax Consolidation

Tax consolidation is available for CIT and TTI purposes un-
der the “Organschaft” (tax group) concept. Organschaft exists
where one or more German corporations are financially integrated
into the business of a German parent corporation or partnership
or a German branch of a foreign enterprise and have concluded
a profit and loss absorption agreement with the parent so that the
profits and losses generated by the integrated companies will be
allocated to and aggregated with the profits or losses of the pa-
rent for tax purposes. The formerly applicable additional require-
ments of economic and organizational integration were abolis-
hed for CIT purposes with effect from the tax year 2001 and for
TTI purposes with effect from the tax year 2002.

Administration

Filing of Tax Returns

The tax year in Germany is the calendar year. While compa-
nies may have business years deviating from the calendar year, the
change of the business year from the calendar year to a different
period requires the prior approval of the Tax Authorities. CIT and
TTI returns must be filed annually. The general filing deadline is
five months after the end of the tax year under assessment, i.c.,
May 31, 2007 for business years ending in the year 2006. An auto-
matic extension of four months is granted for tax returns prepared by
a tax advisor. Further extensions may be granted upon application.

Payment of Taxes

Quarterly CIT and TTI prepayments have to be made which
will be assessed by the tax authorities based on the taxable
income of the prior year or, for newly established businesses,
based on a forecast of the taxpayer.

Tax Field Audits

All substantial business operations are subject to full scale,
on-site tax field audits on a more or less continuous basis. An-
nual taxes will normally be assessed subject to review, based on
the tax returns filed by the taxpayer, and final assessments will
only be issued after a tax field audit has been carried out. Since
January 1, 2002, the tax authorities may, in the course of a tax
field audit, request access to the EDP system of the taxpayer;
i.e., to not only ask for print-outs of EDP documents, but also
to use their own review tools on the EDP system.
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Anti-Avoidance Rules

General

The German tax system operates under the principle of “sub-
stance over form” and places particular emphasis on the economic
background and intention of transactions and structures. The General
Tax Code contains provisions according to which tax laws may not
be avoided by the abuse of legal structures with agreements, even if
legally invalid, being taken into account for tax purposes to the extent
the parties in fact observe the economic effects of such agreements.
The Income Tax Act (Einkommensteuergesetz, EStG) furthermore
contains an express provision against treaty shopping.

CFC Legislation

Germany has extensive CFC legislation under which income
created by passive foreign subsidiaries in low tax countries can be
attributed to the German shareholder and subjected to German tax.

Transfer Pricing

Inter-company pricing between affiliated companies must be on
an arm’s length basis to be accepted for tax purposes. The German
Ministry of Finance (Bundesfinanzministerium) has issued a “De-
cree Concerning the Principles Applying to the Income Allocation
Between Internationally Affiliated Enterprises” which defines in
detail how arm’s length prices are to be determined. Inter-company
pricing is especially vigorously pursued by the German tax autho-
rities where multinational groups are involved. Charges for goods
and services to a German enterprise by a foreign affiliate (and vice
versa) that are not on an arm’s length basis will be adjusted accor-
dingly and increase the basis for German CIT and TTIL.

In addition there are documentation requirements for transfer pri-
ces with affiliated companies, ie.e, the taxpayer is obliged to record
the types and contents of its cross-border transactions with rela-
ted parties, and to provide information on the economic and legal
background of inter-company transactions to the extent relevant
for the determination of arm’s length transfer prices. If such docu-
mentation cannot be provided the tax authorities can make income
adjustment based on estimates, and penalties can be imposed.
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Thin Capitalization Rules

The German thin capitalization rules provided for in Sec. 8a of
the Corporate Income Tax Act (Korperschaftssteuergesetz, KStG)
formerly only applied to loans granted to a German corporation
by foreign shareholders directly or indirectly holding more than
25 per cent of the share capital of the German corporation, or by
foreign related parties. Following the so-called Lankhorst-Hohorst
decision dated December 12, 2002 in which the European Court
of Justice ruled that the provision violated EU law, the thin capi-
talization rules were significantly changed with effect for the tax
year 2004.

The thin capitalization rules were extended to apply to all loans
granted to a corporation subject to unlimited or limited German
tax liability by a German or foreign shareholders owning directly
or indirectly at least 25 per cent of the share capital of the borro-
wing corporation, by persons related to such shareholders or by
third parties who can take recourse to a shareholder or to a person
related to a shareholder.

The thin capitalization rules apply accordingly if a loan is granted
to a partnership in which a corporation holds an interest of at least
25 per cent. In this case, for tax purposes the loan is deemed to
be granted to the corporation. The thin capitalization rules do not
apply if the annual interest payments do not exceed a threshold of
€ 250,000.

Guidelines on the application of the new thin capitalization rules
was published by the German Ministry of Finance on July 15,2004
and on July 22, 2005 (the “Guidelines”). According to Sec. 8a
KStG, interest payments made by a corporation to its shareholder
directly or indirectly holding more than 25 per cent of the sha-
re capital, or a party related to such shareholder, will be recha-
racterized as hidden dividend distributions and added back to the
corporation’s taxable income, both for CIT and TTI purposes, if
and to the extent that the loan granted by the shareholder/related
party exceeds certain debt to equity ratios (safe haven), unless the
corporation can prove that it would have received the loan at the
same terms and conditions from an unrelated third party (such as
from a bank). Hidden dividend distributions are subject to WHT as
described above for regular dividends.

No safe haven is available for other than fixed interest bearing
loans (e.g., profit participating loans), i.e., interest payments
on loans from shareholders/related parties, where the remune-
ration is calculated other than as a fixed percentage of the loan
generally qualify as hidden dividend distributions.

German thin capitalization rules generally also apply to loans
granted by third parties who can take recourse to the shareholder
or a person related to the shareholder. However, according to the

Guidelines, this is not the case if the borrowing company can prove
that the collateralization of such loan does not qualify as back-to-
back financing. The requirements of back-to-back financing in the-
se terms are fulfilled if the lender has a legally enforceable claim
for recourse on a not only short term interest bearing deposit or
other receivable of the shareholder or a person related to the share-
holder. The application of the thin capitalization rules on third
party loans can thus be avoided by excluding any interest bearing
long term deposits and receivables from the security package. The
absence of back-to-back financing has to be evidenced by the bor-
rowing corporation. The evidence can be furnished by a certificate
of the financing third party, confirming that it has received no other
securities than those listed in the certificate.

For fixed interest bearing loans, the debt to equity ratio is 1.5 to 1,
both for operating companies and for qualified holding companies.
The former more beneficial debt to equity ratio of 3 to 1 for hol-
ding companies was reduced with effect from the tax year 2004.
The equity relevant for the calculation of the safe haven is the
proportionate capital of the shareholder (paid in share capital plus
capital reserves plus profits carried forward plus current profits mi-
nus losses carried forward minus current losses plus 50 per cent
of special reserves with an equity portion) as shown in the com-
mercial balance sheet of the corporation at the end of the previous
financial year. The capitalized value of investments in other cor-
porations has to be deducted if the investing corporation does not
qualify as a holding company in terms of the thin capitalization
provisions. A holding company is a company whose principal ac-
tivity consists of holding and financing shares in at least two (not
necessarily German) corporations.

Apart from the changes introduced to comply with EU law, the
tax reform also introduced a new thin capitalization scenario in
Sec. 8a para 6 KStG to deny tax benefits resulting from the finan-
cing of internal reorganizations. If a loan is granted for the purpose
of financing the acquisition of shares in a corporation and both the
seller and the lender are shareholders, related parties or secured
third parties, the interest deduction is denied altogether, regardless
of the debt to equity ratio. The threshold of € 250,000 is not appli-
cable in this scenario. In the absence of grandfather provisions, the
new scenario also applies to loans granted for group reorganiza-
tions completed prior to the introduction of the new rule.

This new scenario is not commented on in the Guidelines. The
German Ministry of Finance is currently working on a separate
guideline on the application of Sec. 8a KStG, a draft of which was
circulated in December 2005. According to the draft in its current
form, it is intended to exclude secured third party loans from the
regulation, if it can be evidenced that they do not qualify as back-
to-back financing. It is, however, currently not clear whether this
view will be maintained in the final version and when the guideline
will officially be published.
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Other Taxes

Value Added Tax

Value Added Tax (VAT) is currently levied on the supply of
goods and services in Germany at a rate of 16%. A reduced rate
of 7% applies to a number of goods and services such as the deli-
very of books and certain food items and taxi services within city
limits. The general VAT rate will be increased from 16 % to 19%
with effect from January 1, 2007. The reduced VAT rate of 7 % will
remain unchanged.

Any entrepreneur supplying goods or services in Germany is lia-
ble for VAT, regardless of legal form and nationality. The German
VAT system is designed so that the VAT is ultimately borne by the
end-customer. VAT charged to an entrepreneur for goods supplied
or services rendered by another entrepreneur may, therefore, be
claimed as input VAT, with some restrictions.

The entrepreneur has to file quarterly or, if VAT due in the
previous year exceeded 6,136, monthly preliminary VAT returns,
as well as annual VAT returns.

Real Estate Transfer Tax

Real Estate Transfer Tax (Grunderwerbssteuer, RETT) is levied
on the sale and transfer of real estate located in Germany and on
certain other transactions deemed to be a transfer of real estate, such
as the transfer of at least 95 per cent of the shares in a company ow-
ning real estate or the complete or almost complete change of the
partners in a partnership owning real estate. A complete or almost
complete change of partners occurs if, within a period of 5 years, at
least 95 per cent of the partnership interest is transferred to one or
several new partners. The tax rate amounts to 3.5 per cent. The basis
for RETT is the consideration paid for the real estate or, in certain
situations, a special assessed tax value of the real estate.

Inheritance and Gift Tax

Inheritance and Gift Tax is levied on the transfer of property
by gift or by inheritance. Where neither the donor/decedent nor
the beneficiary is a German resident, taxation is limited to pro-
perty located in Germany. The tax rates vary from 7 per cent to
50 per cent, depending on the degree of family relation and on
the value of the property inherited or gifted. Tax allowances
are available for spouses and children, and for the transfer of
business assets and shares in domestic corporations.

Dr. Eberhard Kalbfleisch
eberhard.kalbfleisch@luther-lawfirm.com
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he catch-all term “Mergers and Acquisitions” (M&A)

covers all kinds of corporate consolidations including
the acquisition of a business or a company in whole or in part,
management buy-outs, management buy-ins, joint ventures and
all transactions relating to such acquisitions, such as pre-sales
and post-completion restructurings. In the light of the recent de-
cision of the European Court of Justice (Europdischer Gerichts-
hof, EuGH) of December 13, 2005 (“SEVIC”) and the European
Merger Directive issued on December 15, 2005, the term also
covers cross-border mergers that are implemented on the basis
of the German Law regulating the Transformation of Companies
(Umwandlungsgesetz, UmwG) and a corresponding foreign law.

In the following, the typical procedure and features of Md&A
transactions, particularly withrespect to cross-border transactions,
will be outlined.

The Typical Procedure in M&A Transactions

Although every M&A transaction is unique, there is a typi-
cal pattern to all such deals. However, if the target business is
sold by controlled auction, such as the case of a privatization,
the procedure may slightly differ.

Pre-Sale Reorganization

Ideally, the seller can sell its business “as is” and the potential
purchaser is interested in exactly that business. But as a rule the
seller wants a pre-sale reorganization in order to construct the busi-
ness to be sold at its discretion (e.g. by transferring assets which
are to be retained to another group company or by transferring as-
sets to be sold to a newly incorporated subsidiary in preparation for
selling the shares in this company). On the other hand, the potenti-
al purchaser might also request a specific business structure, often
in order to make a tax-optimized acquisition.

First Talks /Letter of Intent

The first contact between the seller and the purchaser is fre-
quently organized by an M&A advisor, such as an investment
bank. In this first phase, the M&A advisor normally prepares an
information memorandum to inform the potential purchaser about
key data of the target business (size, locations, number of emplo-
yees, sales markets, etc.).

If the parties decide to pursue the transaction further, they usually
agree on a letter of intent (Lol) or memorandum of understanding
(MoU). Primarily, this Lol/MoU confirms the intent of the parties
to carry out the contemplated transaction, states the outcome of
previous negotiations and defines the further course of the trans-
action procedure. As the purchaser incurs considerable costs and
expenses during the subsequent phases, in particular in connec-
tion with the due diligence review of the target business, it is in
the purchaser’s interests to agree on an exclusivity period during
which the seller is not allowed to otherwise sell or negotiate the
sale of the target business.
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Although the Lol/MoU could be legally binding, the parties
normally agree that it shall be a non-binding document. Howe-
ver, experience shows that even if the Lol/MoU is intended to
be non-binding, it is very difficult to depart from the terms set
forth in the Lol/MoU in subsequent negotiations.

Due Diligence

The Lol/MuO is usually followed by a due diligence review.
A due diligence review is a review of the target’s legal, economic,
financial, tax, personnel and other affairs, such as environmental,
cultural, technological, that is carried out by the purchaser and its
advisors. The potential purchaser normally sends a list of questions
in advance, which are answered during the due diligence process.
The results of the due diligence review are summarized in a due
diligence report.

The purpose of a due diligence exercise is not only to enable the
purchaser to examine the target business to decide whether or not
it meets its expectations, but also to obtain a sound basis for subse-
quent negotiations, in particular with respect to the determination
of the purchase price as well as representations and warranties.
Thus, the due diligence is an essential precursor to contractual
protection and helps to identify the level and areas of protection
needed.

The seller of interests in a German partnership or shares in a GmbH
generally has extensive information about the target business that
it can provide to the purchaser. Even if the seller does not have
such information, the management of the target company may al-
low a purchaser to pursue a due diligence if the other shareholders
have approved such a review. The seller of shares in a German
AG, on the other hand, usually does not have extensive informati-
on about the company’s business, and the management board may
only provide such information to a potential purchaser if the con-
templated transaction is in the best interests of the company and
the purchaser has signed a confidentiality agreement. Moreover, if
the target AG is listed, information restrictions may also be stipu-
lated by provisions relating to the capital market.

Negotiation Phase

If the due diligence has not revealed any deal breakers, it is
followed by the negotiation of the specific terms and conditions of
the transaction and the preparation of the contractual documents.
Unless the bargaining position of the seller is much stronger than
that of the purchaser (as is generally the case in controlled auc-
tions), the drafting is normally done by the purchaser.

Signing and Closing

The Anglo-Saxon concept pursuant to which the signing of the
sale and purchase agreement and the closing or consummation of
the transactions traditionally take place at two different points in
time is being adopted in Germany to an increasing extent, in par-
ticular in connection with large, complex transactions that require
several rounds of approval, including board approval or merger
clearance (for details regarding merger clearance, please see the
chapter on anti-trust law). In these cases, the sale and purchase
agreement is signed when the parties have agreed on all terms and
conditions, while closing occurs at a later point in time, usually af-
ter all approvals or other conditions precedent have been obtained
or fulfilled.

Post-Closing Integration/Post-Closing Restructuring

The success of an acquisition is especially dependent on the
successful integration of the acquired business into the existing
operations of the purchaser. Such integration is normally less com-
plex in a share deal than in an asset deal, since in the latter case
every individual asset and liability sold must be transferred and
integrated. Moreover, in an asset deal there will be other post-com-
pletion matters to attend to, such as administrative matters such as
insurance, payroll, VAT and pensions.

With respect to representations and warranties, each purchaser
is advised to set up a process to monitor any potential warranty
claims that arise so that the deadlines are not missed. If the seller
grants certain guarantees as to the amount of equity of the target
company as of the closing date (in a share deal) or the amounts
of accounts receivable (in an asset deal), a closing balance sheet
or other financial statements must be prepared after the acqui-
sition. Sometimes, the purchaser also decides on post-sales re-
structuring. This is often performed for tax purposes.
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Special Features of a Cross-Border M&A Transaction

Choice of Law

In cross-border transactions, it is essential for the parties to
choose the law that will govern the contracts. There may be dis-
agreement because both the seller and the purchaser wish the go-
verning law to be the law of their home country, particularly if
the parties come from different legal systems (e.g., civil-law sy-
stem versus the common-law system). In this context, however,
the parties have to keep in mind that under German law the legal
transfer of assets/participations comprises two separate legal acts:
an agreement under the law of obligations (= sale and purchase ag-
reement) in which the parties agree on the commitment to transfer
the relevant assets/participations, and a further agreement in rem
(= transfer agreement) for the change in ownership of the assets/
participations sold. However, both agreements are normally incor-
porated into one document.

According to German international law the parties are only free to
decide on the law governing the sale and purchase agreement, and
have no choice regarding the law applicable to the transfer since
the transfer of assets/participations is mandatorily governed by the
law of the country in which the assets are located or — with respect
to participations being sold — in which the company is based.

Sources of Law

In Germany, there are no laws relating specifically to the acqui-
sition of businesses by asset deal. The existing legal provisions on
the sale of individual rights and assets do not cover the specifics of
the sale of a business as a collectivity of rights and assets. There-
fore, the parties ordinarily agree on their own set of rules.

Although international standards for M&A contracts that have
evolved in the Anglo-Saxon world in particular are increasingly
being adopted in Germany, a contract governed by German law is
still much “shorter” than a contract subject to common law. Since
German law has codified many general and abstract rules which
take effect unless otherwise stipulated by the parties, there is no
need to describe and define every single detail, as is the case in
common law contracts, but it is sufficient to make reference to
codified legal definitions and codified legal consequences.

Choice of Language for the Negotiations and Documents
Besides the choice of law, the choice of language is an impor-
tant issue — even from a psychological perspective. Clearly, if the
parties do not ordinarily communicate in the same language, each
party will try to ensure that the negotiations are conducted and
contracts drafted in their own language. The choice of law and
the choice of language are usually interconnected: if the parties
wish to regulate their legal relationship in one particular language,
there is likely to be some logic to adopting the law of the juris-

diction where that language is spoken, and vice versa. So, even
though English has become the common language in international
transactions, a German seller does not have to agree on using the
English language. Under certain circumstances it could be advan-
tageous for the foreign investor to waive the usage of the English
language for the negotiations and the documents and to accept the
German language instead, as this could be seen as a positive signal
to the German contractual partner that the foreign investor is not
interested in an unfriendly takeover of the German business but is
willing to cooperate (particularly if the target is a family-owned
business).

Interdisciplinary Questions during M&A Transactions

There is typically a whole array of economic, legal, technical
and social issues to address during M&A transactions. Thus, it is
advisable for each party to select an interdisciplinary team of ad-
visors for all phases of the transaction in order to ensure that all
relevant issues will be considered. From the seller’s point of view,
the involvement of an interdisciplinary team is already important
during the planning phase if the seller is looking to restructure the
business up for sale and to address all relevant issues and disclose
potential risks relating to the business sold in order to be prepared
for the negotiation phase.

Deal Structure of Asset Deals

While the decision on the sale or acquisition of a business is fre-
quently driven by many different objectives (external growth,
changes in the field of business, financial issues, etc.), the actual
deal structure is often shaped by the financing of the transaction
and tax issues.

When a business is sold in an asset deal (in whole or in part), the
purchaser acquires individual assets that in aggregate make up
the business sold. This kind of deal structure is often used if the
purchaser is not interested in acquiring the whole business or if cer-
tain risks have been identified which the purchaser does not want
to take on. To a certain extent, an asset deal enables the purchaser
to do “cherry picking”.

The following aspects should be highlighted with respect to asset
deals:

Sale and Transfer of Individual Assets
With respect to the sale and transfer of individual assets and
liabilities, the parties especially have to consider the following:

* Sale and transfer agreement: As a number of individual assets
and (possibly) liabilities are sold and transferred, the sale and
transfer agreement must specifically describe and define the as
sets and liabilities being sold. A general description such as
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“all fixed assets and inventory relating to the business” is not
sufficient. However, this requirement can be met by attaching
computer printouts of the assets and liabilities sold, which are
often available from the electronic accounting system of the tar
get business.

Transfer of accounts payable/contracts: The transfer ofaccounts
payable and contracts requires the consent of the respective
creditors and contracting parties. This consent may be, and
usually is, obtained after the execution of the sale and transfer
agreement. In this case, the purchaser has to insist on specific
provisions in the event that such consent is not granted (e.g.,
reduction of the purchase price, right of withdrawal, etc.).

Transfer of licences and permits: As a rule, public licence and
permits relating to the operation of the business (betriebsbe-
zogene, sachliche Genehmigungen) may be transferred. On the
other hand licences and permits relating to a specific person
(personenbezogene Genehmigungen) cannot be transferred
from the seller to the purchaser, as a rule; the purchaser has
to apply for a new licence in order to continue the acquired
business.

Further approval requirements: Besides the above consent
requirements, there might be — depending on the assets sold —
further requirements of approval from third parties (e.g., in
the case of a chattel mortgage or if the assets constitute almost
the entire property of the seller).

Requirements as to the form of the contracts: The sale and
transfer agreement only needs a specific form if assets are sold
whose sale and transfer mandatorily require execution in a
specific form (e.g., the sale and transfer of real property require
a notarial deed). Otherwise, for purposes of proof the written
form is advisable.

Transfer of Employment

The employment relationships of all employees belonging to the

business being sold are transferred automatically to the purchaser
pursuant to sec. 613a of the German Civil Code (Biirgerliches Ge-
setzbuch, BGB). The purchaser assumes all rights and obligations
resulting from the employment relationships existing at the time
of transfer. However, as employees are free to choose their emplo-
yer, they have the right to object to their employment relationships
being transferred. To enable the employees to exercise this right,
the seller or the purchaser must notify the employees of the trans-
fer of the business prior to such transfer. The effect of an objection
by an employee is that his or her employment relationship is not
transferred to the purchaser and remains with the seller.

Unless the latter has another position for the employee raising the
objection, it may terminate the employment relationship for com-
pelling business reasons. The purchaser is not entitled to terminate
employment merely on the grounds of the business transfer. Termi-
nation of employment for other reasons, e.g., because of reorgani-
zation measures following the transfer of the business, is, however,
still possible.

Employees’ rights and obligations which are governed by the
terms of a collective agreement or by a works agreement form the
basis of the employment relationship between the purchaser and
the employees and may not be modified to the detriment of the
employees for one year from the date of transfer. This does not ap-
ply, however, if and to the extent that the purchaser has collective
agreements or other works agreements covering the same subject
matter, in which case these agreements replace those relating to the
transferred business even if they are less favourable.

For further details please refer to the section Industrial Relations
and Labour Legislation.

Liability of the Purchaser

In principle, the purchaser assumes only the liabilities express-
ly assigned to it pursuant to the sale and transfer agreement.
An exception applies, however, with regard to the following
liabilities governed by mandatory German law:

* Tax law: If the purchaser continues the business operations, it
is jointly and severally liable for tax debts which have their sole
basis and origin in the acquired business and which arose in the
year preceding the transfer of the business. This concerns
corporate income tax and VAT in particular.

Commercial law: If the purchaser continues the acquired
business under the former company name, then it assumes joint
and several liabilities for all debts of the seller originating from
the seller’s business operations unless it is stated in the
Commercial Register that such liabilities have not been
transferred to the purchaser.

Employment law: The purchaser is jointly and severally liable
for obligations relating to transferred employees that fall due on
or up to one year after transfer of the business.




Liability of the Purchaser | Deal Structure of Share Deals | Joint Ventures | Cross-Border Mergers

40| 41

Deal Structure of Share Deals

In a share deal, the purchaser acquires the shares in a company that
owns a business. As a share deal does not affect the ownership of
the company’s assets, the purchaser acquires the company with all
its assets, receivables, liabilities, obligations (even those it does
not know about) and generally public licences and permits. The
possibility for the purchaser to continue the business “as is” may
be the decisive argument for carrying out a share deal.

The following aspects should be highlighted with respect to share
deals:

 Transfer of interests/shares. Since the interests in German
partnerships (OHG, KG, GmbH & Co. KG) are not freely
transferable, such transfer always requires the approval of all
other partners, unless the partnership agreement provides other-
wise. In comparison, shares in a German corporation (GmbH,
AG, KGaA) are freely transferable unless otherwise stipulated
in the company’s by-laws. The by-laws of family-owned
GmbHs in particular often stipulate certain transfer restrictions
(e.g., approval by the company or by the sharcholders’
meeting). The by-laws of an AG may only stipulate such
restrictions withrespectto the transfer ofregistered shares, while
such consent requirements are not allowed for bearer shares.

Requirements as to the form of the contracts: The sale and
transfer of interests in a partnership and of shares in an AG do
not need to be executed in a specific form; simple written form
of the relevant contracts is sufficient. If an AG has issued share
certificates, the shares may be transferred by endorsement (and
delivery of the share certificate) or by simple transfer of the
right, with title to the share certificate following by law. In
contrast, contracts for the sale and transfer of shares in a GmbH
must be drawn up in notarized form.

Joint Ventures

A joint venture is a commercial arrangement between at least two
economically and legally independent partners. The establishment
of a joint venture may be prompted by the scale of a project such
as the joint financing of an expensive project or the need for special
expertise (e.g., technical, marketing or cultural expertise). In par-
ticular, when a foreign investor intends to invest in a country with
quite different cultural and/or political conditions, a joint venture
is often used as the first move into the new market.

A joint venture can be established either by creating a new compa-
ny or taking on shares in the joint venture company or by agreeing
to collaborate on a contractual basis. In the first two cases, the par-

ties become joint shareholders of the joint venture company. Thus,
the company’s by-laws (Gesellschaftsvertrige, Satzungen) consti-
tute the basis for the rights and duties of the parties as sharehol-
ders. However, since by-laws of corporations have to be published
in the Commercial Register under German law, the shareholders
generally also enter into a separate shareholders’ agreement (Kon-
sortialvertrag) in order to regulate those rights and duties that shall
be kept confidential. Such shareholders’ agreements often set out
detailed rules on the management of the company and its business
(e.g., appointment of the members of management and other cor-
porate bodies, determination of management transactions requiring
the prior approval of the shareholders), exercise of voting rights,
financing, call options, put options, etc.

When the parties agree to collaborate on a contractual basis, the
cooperation agreement commonly sets forth similar provisions to
that of the shareholders’ agreement, e.g., the scope and financing
of the joint venture, the rights and duties of the participants, the
sharing of returns and related costs, the duration of the legal rela-
tionship, etc.

Cross-Border Mergers

Based on the recent development regarding the permissibility of
mergers between a German and a foreign company, cross-border
transactions within the European Community that are executed on
the basis of specific laws regulating the merger of companies will
become more important in the future. Particularly from a German
point of view, lengthy restructurings are no longer necessary in
order to merge the business of a foreign investor into a German
company, or vice versa.

The European Merger Directive must be implemented into law
by the end of 2007 at the latest. In Germany it is intended to im-
plement the respective Act at the beginning of 2007. However, a
certain legal basis for cross-border mergers with the EUR will not
be given until all EU-countries will have implemented the natio-
nal acts on cross-border mergers. Until then, there will continue
to be a lack of detailed definitions of the legal requirements for
such cross-border mergers so that it is advisable to involve the
respective German authorities at an early stage on the restructu-
ring process to achieve the required registrations.
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wo sets of anti-trust regulations are applicable in Germa-

ny. First, the GWB, which covers restrictions of compe-
tition that have an effect within Germany. Second, Article 81 to
Article 86 of the Treaty of Rome (“EC Treaty”) and the Regulati-
ons based on it (especially the Merger Regulation, see below). The
European legislation is directly applicable in Germany; it catches
anticompetitive practices that restrict trade within the European
Union.

The purpose of the GWB is to protect freedom of competition. It
aims to achieve this by prohibiting anti-competitive behavior and
by safeguarding competitive market structures. EC anti-trust law
has as its objective not only the freedom of competition, but also
the integration of the internal European market. This leads some-
times to different results in practice depending on whether the EC
Treaty or the GWB provisions are applicable and which authority
or court applies them.

Unlike other jurisdictions, German law does not treat offences
against anti-trust regulations as criminal acts. Another difference
that can be of relevance to a foreigner seeking recourse to German
anti-trust law: While a person suffering financial loss from an an-
ticompetitive conduct can claim damages to compensate for this
loss, he may not be awarded “treble damages”, a remedy highly
relevant e.g. in the USA.

German Anti-Trust Law

General

The GWB applies to all restraints of competition that have an
effect within the area of the Federal Republic of Germany, even if
such restraints have their origin outside Germany. The provisions
of the GWB may therefore apply extraterritorially to the behavior
of a company that is based or acts outside of Germany if such
behavior significantly affects competition in the German market.
The GWB has consequently been applied by the Federal Cartel
Office (Bundeskartellamt, FCO) to agreements between foreign
manufacturers on terms and conditions for exports to Germany or
on agreements between foreign manufacturers regarding prices for
goods exported to Germany.

Horizontal Restraints

Restrictions between parties that operate on the same level of
the market are commonly referred to as horizontal restraints (e.g.
two manufacturers of specific filters enter into a specialization
agreement, a foreign investor forms a “strategic alliance” with a
German competitor or concludes a “cooperation agreement”). All
agreements between competitors, decisions by associations of
competing companies and concerted practices aiming at or cau-
sing the prevention, restriction or distortion of competition are, in
principle, prohibited. The prerequisite of “competing companies”
is fulfilled if companies are factual or potential competitors in the
relevant market. Companies are deemed ,,potential competitors™ if,
from a business point of view, they are in a position to penetrate the
market of the other. The prohibited agreements or practices must
furthermore have a significant effect on competition.

Since May 1, 2004, horizontal restraints which have an effect both
on the German market and on trade between the EU member states
may not be treated more strictly or more benignly by the GWB
than by the EC Treaty. This is an effect of the supremacy of Euro-
pean Law as introduced by EC Regulation 1/2003. While this Re-
gulation is applicable only to cases which have an effect on other
member states German law was amended accordingly, in order to
harmonize the rules for domestic cases to a high degree with the
European scheme. This means that since July 1, 2005 (when the
7th Amendment to the GWB entered into force) both European and
German law provide for statutory exemption of restrictive prac-
tices if they fulfill certain conditions: The restrictive agreement
must contribute to the improvement of production or distribution
of goods or promotion of technical or economic progress, while
allowing consumers of fair share of the resulting benefit; further-
more, the restrictions must be indispensable and they must not eli-
minate competition.

Vertical Restraints

The supremacy of EC law over German law also applies to ver-
tical restraints. While for merely domestic cases the GWB could
provide for a different set of rules, the German parliament has
decided that the European scheme shall apply to those domestic
cases, too. This means that all vertical restraints are null and void
unless they benefit from an exemption. The GWB now provides
for the same statutory exemption as does EC law. In addition, the
European block exemption regulation for vertical restraints has
been integrated into German law. Therefore, all vertical restraints,
except for minimum resale price maintenance, are exempted from
the general prohibition if the market share of the enterprises invol-
ved is below 30 per cent. Under these circumstances, maximum
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resale price maintenance, non-mandatory recommendations within
a distribution system and most favored clauses are admissible. Ver-
tical price fixing clauses are no longer prohibited per se.

Dominant Companies

Companies that have a dominant position in the relevant market
may neither abuse this position nor discriminate or hinder other
undertakings in an unfair manner. The abuse of a dominant po-
sition is prohibited. Market dominance is assessed by evaluating
the supply and the demand side of a market: all products or ser-
vices can be allocated to a certain relevant market if such products
or services are, in the view of the other party, interchangeable in
terms of feature, purpose of use and price, and are therefore suited
to meet a certain demand.

A company dominates a market when it has no competitors, is not
subject to substantial competition or enjoys a paramount market
position. In order to determine whether or not a company has a
paramount market position, all relevant factors must be taken into
account: market share, financial strength, access to supplies or
markets, links with other companies, ability to shift its supply or
demand to other goods or commercial services, legal or factual
barriers to market entry for potential competitors, actual or poten-
tial competition by other companies, the ability of the market par-
ticipants to resort to other companies. An enterprise with a market
share of one third is presumed dominant, but this presumption is
rebuttable.

There are two basic forms of abuse. The first type deals in parti-
cular with the relationship between the dominant company and its
competitors. An abuse exists if the dominant company — without
having any objective justification — impairs the ability of other
companies to act on the market in a competitive manner. This rule
applies, for example, to some rebate systems. The second type of
abuse is the so-called exploitation. Exploitation is deemed to exist
if, for example, the dominant company requests a price or asks for
business conditions different from those that would be likely if
effective competition existed.

A dominant company is prohibited from, be it directly be it in-
directly, hindering another company in an unfair manner in con-
ducting business activities that are usually accessible to similar
companies. Furthermore, the dominant company must not discri-
minate against another company (i.e. treat differently from similar
companies) unless there is an objective justification for the diffe-
rent treatment. The determination of unfair hindrance, as well as
unjustified discrimination, requires balancing the interests of the
companies affected. When undertaking the balancing test, neither
interests of third parties nor interests which lie outside the scope of
the protection of competition (e.g. environmental issues) may be
taken into account.

Companies with a Strong Market Position

A peculiarity of the German law is the application of the pro-
hibition of discrimination and unfair hindrance to companies with
a strong market position, rather than only to dominant companies.
A strong market position will be assumed if small and medium-
sized companies are depending on the strong company. Therefore,
under German law the rules of discrimination and unfair hindrance
may apply below the level of market dominance. This particularity
of German law has persisted for unilateral behavior of a strong
company, despite the general supremacy of the European law. This
means that in a cross-border case such a behavior may be permit-
ted by EC law but prohibited by German law. Typical examples
for such a unilateral behavior are the refusal to deal and predatory
pricing.

Merger Control

The acquisition of all or a substantial part of a company’s assets
or shares, a public takeover, the creation of a joint venture — these
are typical transactions that qualify for merger control. As a rule, a
transaction has to be notified to the FCO if, first, there is a combi-
nation between companies and, second, certain turnover thresholds
are exceeded. If a notification is required the merger is suspended
until clearance by the FCO. Any transaction consummated without
obtaining this clearance is invalid and subject to a fine.

A planned transaction must be notified to the FCO if the annual
worldwide turnover of all companies involved exceeds € 500 milli-
on and if the total turnover in Germany of at least one participating
company exceeded € 25 million in the business year preceding the
merger. For the purpose of calculating the relevant turnover, all
affiliated companies controlled by or controlling one of the partici-
pating companies must be added, too.

The FCO is the sole German authority competent to investigate
mergers. It has to prohibit mergers that might create or strengthen a
dominant market position, unless the participating companies can
demonstrate that the joining of their forces would in effect promote
competition and that this promotion would outweigh the disadvan-
tages of their dominant market position. As the GWB also applies
to foreign transactions that might restrict competition within Ger-
many, mergers of foreign companies may also fall within the scope
of German merger control.

The FCO is obligated to decide within one month after receipt of
the complete notification whether it will initiate an examination
of the concentration. If the FCO decides, the second phase of the
concentration review should be completed within four months af-
ter receipt of the complete notification. If the FCO does not decide
within the given time limit of one month to initiate the second pha-
se of its investigation the merger is deemed approved.
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European Anti-Trust Law

European Anti-Trust Law (especially Articles 81 and 82 EC Treaty
and the Merger Regulation) is directly applicable in Germany. It
applies to anticompetitive practices that restrict trade within the
European Union.

Cartel Prohibition

Article 81 EC Treaty prohibits all agreements between under-
takings, decisions by associations of undertakings and concerted
practices that may affect trade between EU Member States and
restrict competition within the Common Market. Any agreement
infringing this prohibition is, in principle, null and void.

Until May 1, 2004, the European Commission had the exclusive
right to grant exemptions from the EU cartel prohibition on an in-
dividual or a general basis. Regulation 1/2003 has changed this
system. The general exemption clause of Article 81 EC Treaty is
now deemed to be self-executing; a formal clearance or any other
administrative act by an authority is no longer necessary. Thus, all
restrictive agreements are exempted from the cartel prohibition if
they contribute to the improvement of production or distribution of
goods or the promotion of technical or economic progress, while
allowing consumers a fair share of the resulting benefit; they have
to be indispensable and must not eliminate competition.

Furthermore, the block exemptions remain in force after
May 1, 2004. Those agreements that fall within their scope are,
as a rule, permitted. Horizontal block exemptions cover e.g. spe-
cialization and research and development agreements. For vertical
restraints, there are several block exemptions. One covers the most
frequent restrictions in vertical relationships (e.g. in distribution
and in franchising contracts), another covers the distribution of
motor vehicles, and a third one covers technology transfer agree-
ments. There are also block exemptions for the transport and the
insurance sector. The European Commission has issued horizontal
and vertical guidelines in addition to the respective block exemp-
tions mentioned above. In practice, it will in most cases be difficult
to claim that an agreement that is not covered by a block exemp-
tion will fall under the general exemption clause of Article 81 EC
Treaty.

Dominant Companies

Article 82 EC Treaty prohibits any abuse of a dominant posi-
tion within the Common Market or in a substantial part thereof
affecting trade between member states. Similar to the provisions
of the GWB on dominant firms, first, the relevant market has to be
identified, and, second, it has to be determined whether a company
is actually dominant. In both instances the tests applied under Eu-
ropean law are, by and large, the same as under the GWB. Typical
cases of abuse are: imposition of unfair purchase or selling prices

or unfair trading conditions, hindrance of another company in an
unfair manner in business activities, esp. the refusal to provide a
competitor access to one’s own infrastructure (so-called essential
facilities), and tying arrangements. In December 2005 the Europe-
an Commission issued a discussion paper with respect to the appli-
cation of Art. 82 EC Treaty, which emphasizes a more economic
approach in the assessment of potentially abusive behaviour. It is
not yet decided whether this discussion paper will lead to further
guidelines by the European Commission.

Merger Control

The European Merger Control Regulation dates back to 1989
and has been amended as of May 1, 2004. The acquisition of con-
trol of one company over another (“concentration’”) must be noti-
fied if certain turnover thresholds are exceeded. A notification to
the European Commission is required if:

* (i) the combined aggregate worldwide turnover of the
companies involved exceeds 5 billion and (ii) the aggregate
Community-wide turnover of each of at least two of the
companies exceeds 250 million, or

(1) the combined aggregate turnover exceeds 2.5 billion on a
worldwide basis, (ii) the combined aggregate turnover of all
companies concerned furthermore exceeds 100 million in each
of at least three Member States and (iii) the aggregate turnover

of each of at least two of the companies concerned exceeds
25 million in the aforementioned three Member States, (iv)
the aggregate Community-wide turnover of each of at least
two of the companies concerned exceeds 100 million.

Even if a concentration fulfills these criteria, the Regulation will
not apply if each of the companies concerned achieves more than
two-thirds of its aggregate Community-wide turnover in one and
the same Member State.

If a concentration would significantly impede effective competiti-
on in the Common Market or in a substantial part thereof, the Eu-
ropean Commission will prohibit it. This will be true in particular
if the concentration creates or strengthens a dominant position. Si-
milar to the GWB, the Merger Regulation provides for a procedure
in two phases: within 25 working days after receipt of the complete
notification the European Commission has to decide whether it in-
tends to initiate a closer investigation. It must, as a rule, pass a final
decision within 90 working days after the procedure has begun.
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he goal of unfair competition law is to protect free com-

petition for the benefit of participants in trade or busi-
ness. Protection of free competition is basically set forth by the
Act Against Unfair Practices (Gesetz gegen den unlauteren Wett-
bewerb, UWG).

In comparison to other European unfair competition laws, the
German Act Against Unfair Practices is quite restrictive. The law
itself mainly provides general legal guidelines so that case law
has had to fill in the gaps that the law left unaddressed. Conse-
quently, the courts have categorized unfair trade practices into
various types, in particular into unfair influence on customers and
unfair restraint of competitors. To some extent, these categories
have been implemented into the latest version of the UWG, which
entered into force on July 8, 2004.

In 2004, the UWG was thoroughly revised aiming at the moder-
nization of German law against unfair practices, in particular
deregulating the market, and bringing it into line with develop-
ments under EU law. The revised UWG aims to protect competi-
tors, consumers, and other market participants against unfair acts
in competition, as well as the interests of the general public in
undistorted competition (Sec. 1). In particular, the new Act pro-
vides a list of definitions of important terms (Sec. 2) and lists of
conduct regarded to be unfair to complement the general clauses
(Sec. 4 and 5).

The most important changes were the implementation of a legally
relevant threshold in Sec. 3 UWG, the explicit examples of unfair
practices in Secs. 4 and 5 UWG, the implementation of rules re-
lating to direct marketing activities (Sec. 7) and (one of the most
controversial discussed provisions) a provision that will allow
skimming off excessive profits generated by actions deemed unfair
by the UWG if numerous customers have been object of the unfair
actions on purpose (Sec. 10 UWG). Furthermore, restrictions with
regard to clearance and special sales have been deleted.

Act Against Unfair Practices

Sec. 3 UWG as general clause provides that, as a rule, unfair acts
of competition are prohibited. Sec. 4 to 7 UWG contain lists of
explicit examples of acts typically regarded to be unfair. However,
the unfair practices listed in Sec. 4 to 7 UWG are not conclusive.
It has to be decided on a case-by-case basis whether a commercial
activity must be considered as an unfair practice. In particular, the
provisions regarding deceptive advertisement are of importance
in this regard, as they set forth that customers may not be misled
by creating wrong perceptions with respect to the products, their
quality, availability and origin as well as the reason and kind of
the sale etc.

A person or entity who, in the course of conducting trade or busi-
ness, acts contrary to the Act with competitive intent is subject not
only to an action to cease and desist from such activity, but also to
damages claims.
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Unfair Influence on Customers

Competitors must, as a rule, advertise their products and ser-
vices on the market without influencing a customer’s independent
judgment and free choice. Advertising statements regarding the
quality, origin, price, and quantity of products and services must
be true and correct and may not be misleading. The use of terms
such as “the best” or “the largest” is forbidden if a material ad-
vantage as compared to all competitors cannot be proven. The use
of indications of origin that cannot, in fact, be attributed to the
products or services in question is likewise prohibited. Misleading
product information may also be caused by the use of an allegedly
“independent” third party opinion for advertising purposes if such
party was not in fact acting independently from the advertising
party. Misrepresentations of price can also arise where low-price
products are offered for sale, either in insufficient quantity or not
in fact at the low price listed in the advertisement.

Unfair influence on a customer is also possible if he or she is
put under “psychological coercion” by a seller that infringes the
customer’s freedom to reach purchase decisions. A customer may
be forced in such cases to purchase a product which he or she might
otherwise not have been interested in as a result of an aggressive
sales approach. This may occur, for example, if a customer has
to enter a shop in order to receive a gift or if unordered goods
are delivered. There are also strict regulations on certain aspects
of sweepstakes or competitions in connection with products and
services. These must be designed in a way that allows entries of
non-customers without any discrimination, as long as they are not
necessarily by nature connected to the sold product or service.

Sec. 7 UWG basically prohibits advertising via automated calling
systems, e-mail and facsimile aimed at consumers who have not
agreed to receive such advertisements. An exception applies to
direct marketing via e-mail in already established customer rela-
tionships if the customer is given the option to decline any such
advertisements at any time. Advertisement via e-mail in which the
sender on whose behalf the communication is made is concealed or
disguised, or in which no valid address to be contacted to request
the termination of such communication is given, is prohibited. The
Act has also increased the protection of advertising recipients by
way of prohibiting any advertising that “obviously” is not desired
by the recipient as well as all marketing by telephone calls in re-
spect of private persons, who have not explicitly agreed in advan-
ce. Furthermore, all other customers must not be contacted if not
at least an alleged assent can be assumed. With these regulations
Germany has implemented a strict “Opt-In” procedure that severe-
ly limits the options of telephone-, faximile- and e-mail-marketing
compared to other markets.

Unfair Restraint of Competitors

An unfair restraint of competitors can occur through destructive
competition. Even if such unfair restraint results from the superior
performance of a competitor, however, such activity may still be
held to constitute an unfair practice if its intent is to obstruct or
eliminate competitors or causes essential risks to free competition.
The undercutting of prices may violate “good ethics”, for example,
if the seller acts with unfair intent. Free competition may further-
more be jeopardized by distributing free products on the market to
a large extent. The reproduction of work products as well as the
exploitation of a competitor’s reputation may also be considered
illegal under certain conditions.

With regard to comparative advertising, the Act provides that com-
parative advertising is allowed in principle under certain conditions
as set forth in Sec. 6 UWG. Comparative advertising is basically
permitted, for example, to make references to the quality of other
goods and to name an obvious competitor. Having been restrictive
in the past, German courts have nowadays adopted a more liberal
approach towards comparative advertising.

Violation of Law

The interest of the general public may be affected by a violation
of law. A violation of law other than those dealing directly with un-
fair practices may also be considered as an infringement of “good
ethics” if the violation results from a competitive action and has an
impact on competition. A violation of contract may furthermore be
relevant under unfair competition rules, in particular with regard to
distribution systems.
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Other Specific Unfair Competition Regulations

In summer 2001, the Price Discounts Act (Rabattgesetz) and the
Complementary Extras Regulation (Zugabeverordnung) that had
restricted certain commercial promotion activities were abrogated.
Consequently, the sellers’ possibilities to offer rebates or to an-
nounce complementary extras have increased. However, the Act
against Unfair Practices also sets standards with regard to such
promotional activities.

Furthermore, the violation of laws aimed at protecting an impor-
tant public interest may also constitute an unfair practice. In par-
ticular, laws related to public health, such as the Drug Law, the
Drug Advertisement Act as well as some provisions of the Food
and Daily Needs Act must be considered.

Dr. Kay Oelschligel
kay.oelschlaegel@luther-lawfirm.com

Dr. Wulff-Axel Schmidt
wulff-axel.schmidt@luther-lawfirm.com




Chapter 6

Data Protection and Privacy

by Dr. Stefanie Hellmich, LL.M.



Collection, Processing and Use of Personal Data | Transfer of Data outside EEA | Notification Requirements | Sanctions

50 51

n Germany, the collection, processing and use of personally

identifiable data (“personal data”) is subject to the German
Federal Data Protection Act (Bundesdatenschutzgesetz, BDSG)
which is complemented by several specific acts regulating the pro-
tection of personal data in particularly sensitive areas, such as the
telecommunications and media sector, the healthcare sector or the
criminal prosecution sector. Insofar, the Teleservices Data Protec-
tion Act (Teledienstedatenschutzgesetz, TDDSG) and the Telecom-
munications Act (Telekommunikationsgesetz, TKG) for example
contain specific legal requirements for the electronic processing
of personal data.

Collection, Processing and Use of Personal Data

Basically, any collection, processing or use of personal data is
lawful, provided that a statutory legal basis is available or the
affected data subject has given his explicit consent. Such, perso-
nal data may be collected for contractual purposes for which the
data have been provided or if the collecting party has a justified
interest in collecting, processing and using such data and the af-
fected data subject does not have an overriding legitimate interest
in preventing such use. The collection, processing or use of special
categories of personal data (such as data on racial origin or health)
for a party’s own business purposes is only lawful without the data
subject’s consent, if it is necessary in order to safeguard vital in-
terests of the data subject or of a third party and if the data subject
is physically or legally incapable of giving his consent; the data in
question have manifestly been placed in the public domain by the
data subject; it is necessary for the establishment, exercise or de-
fence of legal claims and there are no grounds for believing that the
data subject has an overriding legitimate interest in excluding the
collection, processing or use, or if it is necessary for conducting
scientific research and the scientific interest in carrying out the re-
search project substantially outweighs the data subject’s interest in
precluding collection and the purpose of the research could not be
achieved by other means without unreasonable effort or at all. As
far as no statutory provision for the collection, processing or use of
personal data is applicable, the explicit consent of the affected data
subject is required. For obtaining a valid consent the data subject
has to be informed extensively about each purpose for which its
data will be collected, processed or used, i.e. for which purpose it
will give its consent.

Transfer of Data outside EEA

The transfer of personal data towards entities located outside the
European Economic Area is permitted only if the data subject does
not have a legitimate interest in excluding such transfer. A legiti-
mate interest to exclude a transfer is recognized especially if an
adequate level of data protection is not guaranteed by the recipient.
The adequacy of the afforded level of protection is to be assessed
in the light of all circumstances of a data transfer.

In certain cases, however, a data transfer is permitted, irrespective
of an adequate level of data protection. That is primarily the case
if the consent of the data subject has been given or if the transfer is
necessary for the performance of a contract. In addition, important
public interests or the establishment, exercise or defence of legal
claims or the protection of a vital interest of the data subject may
justify a transfer, regardless of the level of protection afforded by
the recipient to which the data is transferred. In addition, the su-
pervisory authorities may authorize a transfer of personal data if
an adequate standard of protection is ascertained by contractual
means or by means of binding corporate rules.

Notification Requirements

Also, in principle the responsible state authority has to be notified of
data processing activities in the private sector. However, such notifi-
cation is principally not required if the controller has appointed a data
protection officer. Only if the data processing activities bear a consi-
derable risk of exposure, i.e. if personal data are stored for the purpo-
se of transferring them or for the purpose of an anonymous transfer on
a commercial basis, such activities necessarily have to be notified.

Sanctions

Offences against the data protection regulations may be punished
with a fine of up to € 250,000 or imprisonment of up to two years.
The affected data subjects may file a complaint with the super-
visory authority. Individuals may also base a claim for damages
if they can prove an actual damage by an unlawful processing of
their personal data. Practically, the ability of competitors to file an
injunction based on the illegal collection, processing or use of per-
sonal data in connection with a violation of unfair competition law
rules has become increasingly important. In particular, concerning
unsolicited communication the unfair competition law rules provi-
de additional restrictions for the use of personal data.
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erman law offers a variety of possibilities and legal ve-

hicles to a foreign manufacturer or service provider who
wishes to distribute its products in Germany. The manufacturer
may establish an own distribution company, which gives it the ma-
ximum influence on the behaviour of “its ” distributor, e.g. pricing,
selection criteria, service levels, sales personnel etc. in the foreign
market. On the other hand, this entails not only considerable ex-
penses, but also requires extensive organization and control. Ano-
ther option is the sale of goods through independent traders in
the meaning of a mere buyer/seller relationship (importers, who-
lesaler, retailers) — here, the manufacturer has no fixed costs so
that there should be no risks or problems with the profitability of
the distribution, but this means the loss of almost any influence on
the handling of the distribution and the positioning of the brand.
This lack of an effective coordination may damage the value of a
brand and impair the manufacturer's business. The manufacturer
must therefore balance control and influence on the distribution of
its products, against participation in distribution costs and eco-
nomic risks, when deciding which distribution channel ideally fits
its purposes.

In order to avoid both extremes, in particular small to medium-
sized manufacturing companies tend to engage independent sales
intermediaries which are still subject to a certain degree of con-
trol. This relationship may be established as an exclusive one.
Eventually, the distribution structure that meets best the objectives
of a foreign company that wants to successfully enter the German
market may not lose tax issues out of sight.

Overview

The most important types of distribution intermediaries in
Germany are commercial agents (Handelsvertreter) and distribu-
tors (Handler). The use of franchisees and commission agents is
also quite common. In general foreign suppliers are not subject
to specific regulations with regard to their distribution channel.
However, if they choose to not rely on a direct distribution but on
the afore-mentioned independent sales intermediaries, a variety of
mandatory rules have to be considered. German law provides
regulations for commercial agents and commissionaires in
Sec. 84 — 92c¢ respectively Sec. 383 — 403 of the German Com-
mercial Code (Handelsgesetzbuch, HGB). Besides, the law on
commercial agents has been addressed and harmonized in the
European Member States based on an EU Directive. Furthermore,
there are special regulations for commercial agents who act as
insurance agents in Secs. 43 — 47 of the Act on Insurance Contracts
(Versicherungsvertragsgesetz, VVG). In spite of the practical
importance, Germany and almost all other European countries still
lack codification of distributor and franchising law.

The main difference between commercial agents and distributors
is that commercial agents are only intermediates in transactions
between the manufacturer and its customers concluded in the
manufacturer’s name and for its account, whereas a distributor
purchases the contracting partner’s products in a long-term busi-
ness relationship and resells them in its own name and for its own
account. As a result of this, the commercial agent’s remuneration
consists of either a commission or a fixed amount (or a combina-
tion thereof), while the distributor’s remuneration consists usually
of the profit it achieves resulting from the difference between the
purchase and the sales price, i.e. typically the discounts and rebates
granted to it by the manufacturer compared to the list price. Mo-
reover, the fiduciary duties of a principal vis-a-vis its commercial
agent are stronger compared to a distributor relationship, since the
principal has more influence concerning the behaviour of the com-
mercial agent in the market and the commercial agent therefore is
supposed to be more dependant on protection.

The franchisee distinguishes from a commercial agent by selling
goods or offering services in its own name and for its own account
like a distributor. In contrast to a distributor, the franchisee is far
more integrated into the organizational and advertising system
provided by the franchisor, since it is entitled — but also obliged
— to use brand, selling and production techniques developed by
the franchisor and is typically subjected to a closely-knit contract
system. The commission agent sells goods in its own name but for
the account of the principal. Commissionaire agreements are not
very widespread but are used where the intermediary has a strong
position in a narrow market, e.g. in the financing sector, stock ex-
changes etc. They sometimes are used in order to optimize the tax
burdens of intra-group supply chain management.

As a very rough guideline, one could say that a commercial agent
provides for the highest degree of control by the principal, follo-
wed by the commissionaire and the franchisee. The least degree
of control is provided by a distributor arrangement, however de-
pending on whether exclusive or non-exclusive distribution is
concerned. This situation is reflected by the allocation of business
risks (e.g. the keeping and financing of inventories, after-sales ob-
ligations, obtaining of permits for the relevant products etc.) and
— consequently — the profit margins typically to be granted to the
intermediaries for the different distribution channels.
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Conclusion of Contract

As a general rule, agency agreements do not require written
form and can therefore also be concluded orally or even tacitly.
However, the German Commercial Code (HGB) provides for two
exceptions thereto. Firstly, a delcredere agreement, under which
the commercial agent guarantees the fulfilment of the customer’s
obligations resulting from a transaction, must be concluded in wri-
ting according to Sec. 86 b HGB. Secondly, a post-contractual non-
competition undertaking is only binding when in written form, cf.
Sec. 90 a HGB.

Contractual Obligations of the Commercial Agent

The main obligation of the commercial agent is to seek to arran-
ge the conclusion of transactions for the principal on an ongoing
basis. Not only is it the undertaking of the commercial agent to
maintain and increase the business with existing customers, but
also to acquire new customers for the products of the principal
and to regularly give reports thereon. The extent and limits of a
commercial agent’s activities largely depend on the contractual ag-
reement.

In the absence of an explicit contractual agreement that provides
else, German courts tend to accept an implied undertaking of the
commercial agent not to represent competing manufacturers duri-
ng the term of the agency agreement. However, this does not com-
prise a post-contractual restriction of competition which requires
not only an explicit agreement thereon in written form, but is also
restricted to a maximum duration of two years, starting on the date
the contract was terminated. Moreover, to be valid such post-con-
tractual non-competition undertaking needs to vest the commercial
agent with a claim for a reasonable compensation during the period
in which competition is restricted.

As a general principle, the commercial agent is obliged to obey
the instructions of its principal. This applies to all respects of the
distribution and allows the principal to e.g. fix the resale prices or
any other terms to be agreed with the customers. Restrictions on
this principle arise, as a general rule of thumb, if the parties have
chosen the contractual vehicle of agency to circumvent the rules of
cartel law. Further care has to be taken that the commercial agent’s
independence is not impermissibly impaired. Otherwise the com-
mercial agent may be regarded as an employee of the principal, so
that special labour law regulations will apply.

As an option, delcredere agreements and commitments to collect
costumer receivables can be agreed. In particular, the conclusion
of collection agreements often makes sense in cross-border agen-
cy agreements. The resident commercial agent residing within the

relevant market is generally better positioned in this regard than
the principal residing abroad, who is not necessarily familiar with
local law and customs like payment habits. Besides, further duties,
which are not provided by the German Commercial Code, can be
agreed to some extent.

Contractual Obligations of the Principal

The German Commercial Code determines numerous obliga-
tions of the principal concerning the relationship with a commer-
cial agent. The main obligation is to remunerate the commercial
agent for the successful arrangement or conclusion of transactions.
Remuneration may consist of either a commission, being a suc-
cess fee, a fixed remuneration or a combination thereof (a so-called
guaranteed commission). Unless explicitly agreed otherwise, the
commission is only to be paid if a contract with the customers is
eventually concluded and if the customer under the relevant con-
tract pays the purchase price. If the commercial agent is granted
a guaranteed contractual territory (“Bezirksvertretung”), the com-
mission is due irrespective of whether the contract with the custo-
mer was actually concluded or arranged by the agent or not. It is in
the principal’s interest to avoid this by way of relevant provisions
in an agency contract. In case of a fixed commission, the commer-
cial agent is promised a minimum commission irrespective of its
business results. Since the principal here incurs costs, irrespective
of whether the commercial agent is successful or not, it is more
common to agree on a commission which depends on concrete
business results. A guaranteed or fixed commission however may
be suitable for the period during which business relations are being
built up in new sales territories.

Special problems may arise regarding commissions which are ba-
sed on sales that have been arranged during the effectiveness of
the agency agreement but put into execution only after the ending
of said agreement (so called overhang commissions) or when the
transaction concluded or arranged by the agent consists of a long-
term framework agreement with the customer, which survives the
duration of the agency agreement.

Alongside the obligation to remunerate the commercial agent for
its activities, the principal is committed to give necessary informa-
tion to its commercial agent. Besides, the importance of fiduciary
duties may not be underestimated. The principal has to support
the fulfilment of the commercial agent’s obligations and has to re-
frain from doing anything that might conflict with the commercial
agent’s interests, to the extent reasonable.

Tax problems regarding the commission have to be considered
when an affiliated company of the principal performs the distri-
bution. In that case, the “arm’s length” doctrine requires special
tailoring of the relevant conditions.
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Ending the Contractual Relationship

A contractual relationship concluded for a specific period ends
upon expiry of the period. An agreement of indefinite duration
usually ends by termination under observation of a statutory no-
tice period based on the length of time the agreement existed. The
period ranges from one month in the first year to a maximum of
six months from the fifth year onwards. It may be extended by con-
tractual agreement, but not shortened. If the periods of notice are
extended, they may not be longer for the commercial agent than for
the principal. A cancellation agreement to which no notice period
applies is also possible.

The contractual relationship may also be terminated for good cause
at any time, without observing a notice period. In the latter case,
it is crucial that the terminating party cannot reasonably be ex-
pected to continue the contractual relationship until the end of the
afore-mentioned period. Typical examples include the commercial
agent representing a competing company or the principal repeated-
ly breaching its obligation to pay commission. If the contractual
relationship is terminated validly for good cause by the principal,
because of a breach of contract of the agent, however, the commer-
cial agent usually loses its claim to compensation (cf. below).

Compensation Claims

The commercial agent is entitled to compensation after the
termination of the contractual relationship for those recurrent
new customers acquired by it during the term of the contract,
Sec. 89b HGB. This applies as well to those recurrent customers,
with which the agent has significantly increased an existing custo-
mer relationship. The purpose of this provision is to remunerate
the commercial agent for the customer base acquired by it, for the
benefit of the principal and to the extent it is of lasting value to the
latter. The claim to compensation cannot be waived by the agent or
otherwise be contractually derogated and is only excluded in limi-
ted circumstances, in particular if the commercial agent terminated
the agreement itself, other than for good cause, or if the principal
terminated it for good cause within the responsibility of the agent.

The commercial agent receives as compensation such commis-
sions he would have earned from future transactions with those
recurrent customers that have been acquired, intensified or reac-
tivated by it. The calculation of the compensation is often very
difficult. Furthermore, it has to be considered that there are special
circumstances, which may reduce the claim in good faith — here;
in particular, the “bandwagon effect of the brand” is relevant. The
claim is, however, limited and may not exceed the average annual
commission based on the last five years of the commercial agent’s
activities. In practice, this cap usually determines the amount of
the compensation claim to be paid.

Choice of the Governing Law

If the commercial agent and the principal reside in different
countries it is advisable to agree on the law governing the agree-
ment and the choice of forum in advance. Otherwise usually the na-
tional law of the commercial agent’s seat or headquarters applies.

Certain limits are, however, imposed on the choice of the appli-
cable law. As most other national laws do, German law provides
for a number of regulations which apply to contracts irrespective
of the law chosen. This principle has been emphasized by a recent
ruling of the European Court of Justice and restricts the effects
of a choice of non EU-laws. In particular, the protection of the
agent concerning the commercial agent’s claim to remuneration,
the claim to compensation as well as the minimum notice periods
for termination have to be considered, since these have been har-
monised throughout the EU.

A different approach is possible according to Sec. 92¢c HGB, how-
ever, if the commercial agent performs its activities solely outside
the territory of the European Union or the European Economic
Area. In the latter case, Sec. 92c HGB thus allows to derogate also
mandatory regulations of the German Commercial Code, e.g. the
compensation claims, shorter notice periods etc.
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Distribution Agreement

The distribution contract is defined as a framework agreement
under which the distributor is obliged to sell goods of the manuf-
acturer in its own name and for its own account, thereby being
integrated into the sales organization of the manufacturer. Again,
such agreement can be concluded informally, i.e. orally or tacit-
ly. Compared to a commercial agent the distributor is usually less
restrained by instructions of the principal but, on the other hand,
he generally takes over more obligations like maintaining a ware-
house, a stock of spare parts or providing after-sales services.

Alongside the obligation to remuneration, which is typically gran-
ted by way of a dealer’s margin/dealer’s discount, the contractual
obligations of the principal are comparable to those of the principal
of a commercial agent if the distributor is equivalently integrated
into the sales organization of the principal.

A territorial protection or exclusivity clause is often included in
distribution agreements, providing that only the distributor may
sell the manufacturer’s products in the contractual territory. Since
such clauses prevent a manufacturer from appointing other distri-
butors in a certain territory or from concluding transactions direct-
ly and therefore may impair competition, they require exempti-
on, regularly under European competition law. Even if the parties
agree on an exclusivity clause, it is not unusual for a manufacturer
to reserve the right to supply certain major customers with whom
business relations already existed before concluding the distribu-
tion agreement.

Distribution systems between non-competing companies are widely
covered by the EU-Block Exemption Regulation for Vertical Res-
traints (Vertikal-Gruppenfreistellungsverordnung), which applies
to products and services in all industries except for motor vehicle
distribution and technology transfer, which are governed by own
special Block Exemption Regulations. If the share of the supplier
(for exclusive purchase agreements: of the buyer) in the relevant
market does not exceed 30 per cent, most of the vertical restraints
of competition are exempted by law from the general prohibition
of restraints of trade. Some particularly restrictive clauses, howe-
ver, are “blacklisted” and do not benefit from said exemption (e.g.
minimum or fixed resale price maintenance, granting of excessive
territorial protection and certain other restraints of inter-brand or
intra-brand competition). Non-competition clauses, which also in-
clude exclusive purchasing agreements, may not exceed five years
duration. Agreements that are not covered by the Block Exemption
(e.g. because the market share threshold is exceeded) but are as
well not “blacklisted” may be applied for an individual exemption
or a comfort letter.

German competition law, which applies as well to cases that are
purely domestic, has been harmonised with the European scheme
recently. As a result, German competition law is less restrictive
than in the past and the parties have more freedom in forming their
distribution contracts, e.g. on recommended retail prices or most
preferred customer clauses.

Ending the Contractual Relationship

A distribution agreement concluded for a specific period ends
upon expiry of the specified period. An agreement not limited by
time can be ended by termination for good cause at any time, without
observing a notice period. Resulting from the lack of codification
of the law of distributorship, problems arise concerning the questi-
on which notice period applies when there is no good cause for the
termination. German courts have a tendency to decide that the pe-
riod of notice for a distributor contract needs to be longer than the
one for an agency contract, because the distributor is often forced
to undertake relatively high investments, which would be devalued
by the possibility of a short notice period. Therefore, a minimum
notice period for termination of one year is considered reasonable
in most cases (exclusive distributorship). Longer periods may be
required depending on the industry and the duration of the con-
tractual relationship. Two years may be required, for example, for
the distribution of motor vehicles based on the relevant EU Block
Exemption Regulation.

Claim to Compensation/Obligation to Repurchase
Delivered Products

With the ending of a distribution agreement the particularly im-
portant issue is whether, as with commercial agents, a distributor
can claim compensation for those recurrent customers it acquired
during the term of the agreement. German courts have generally
held this to be the case if the status of the distributor is equivalent to
the relationship between a commercial agent and its principal. The-
reby, no claim for compensation exists if the contractual relation-
ship does not exceed a mere seller-vendor relationship. In practice,
the decisive question here is whether the distributor is contractually
obliged to disclose his customer base to the principal.

The principles for the calculation of the compensation are in most
parts comparable with those applicable to a commercial agency ag-
reement. However, there is a difference concerning the calculation
basis. The claim to compensation of a commercial agent is based
on its commission. The dealer’s margin, by contrast, contains also
remuneration for activities which are usually not taken over by
a commercial agent, e.g. after-sales, financing of inventories etc.
This part of the dealer’s margin does not have to be compensated
for, i.e. the dealer’s margin has to be reduced to the level of an
agent’s commission for the purpose of calculating the compensa-
tion claim.
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For the calculation of the compensation the problem of the “band-
wagon effect of the brand” is even more acute than in an agency
agreement. The success of a product in the market does not solely
depend on the dealer’s selling skills and efforts but also on the
customer’s general experience with products of the relevant brand
and on centrally controlled advertising campaigns of the princi-
pal. This may result in a mitigation of the compensation claims.
In any case, if the distributor was committed to keep a minimum
of products in stock during the term of the contract the principal is
obliged to repurchase the remaining goods in stock after the end
of the contract.

Choice of Law

Similar questions apply here as already pointed out with regard
to the commercial agent. There are, however, further uncertainties
since the law of distributorship is not codified in Germany.

Franchise Agreements

Franchising is a contractual method for marketing and distributing
goods and services of a company through a dedicated or restricted
network of distributors. Ideally, it is a contractual relationship bet-
ween a principal with a proven business system and an ambitious
“independent” distributor willing to follow its system. It is most
successful where homogenous goods or services can be offered in
large quantities under a joint brand that penetrates the consumer
consciousness. The franchisee constitutes an independent entity
even if it appears to be part of the franchisor and the same legal
principles are applicable as with commission agents and distribu-
tors. Because of this, it is the prevailing opinion that under Ger-
man law a franchisee may claim compensation similar to that of a
commercial agent or a distributor after the end of the contractual
relationship — German courts, however, have not finally decided
this question yet.

The aforementioned Block Exemption Regulation for vertical
relationships also governs franchise agreements in terms of cartel

law. There remain, however, a number of issues of concern under
this new regulation including exclusivity and non-competition
clauses.

Volker Steimle
volker.steimle@luther-lawfirm.com
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wo national employer organizations exist, the Confedera-

tion of German Employers (Bundesvereinigung der Deut-
schen Arbeitgeberverbdnde, BDA), which is concerned with social
policies and the Federation of German Industry (Bundesverband
der Deutschen Industrie, BDI), which deals with economic and
commercial affairs.

The German Trade Union Federation (Deutscher Gewerkschaffts-
bund, DGB) is the major union federation with 8 member unions
covering workers in all major industries. The biggest single union
is ver.di with over 2.4 million members. Ver.di is a combination
of five formerly independent unions, mainly representing white-
collar employees.

Labour relations operate within a legal framework covered, for
the most part, by the German Civil Code and several employee
protection laws. Collective bargaining is carried out on a national
or industry-wide level, as well as on a regional or local level. Said
agreements apply only to those employers and employees who are
members of the respective employer organization respectively tra-
de union unless the agreement is declared to be generally binding
by the Federal Department for Labor and Social Affairs. Some 456
collective bargaining agreements of a total of 64,300 are currently
declared to be generally binding. The climate of labor relations in
Germany is generally calm and stable, with a high degree of coo-
peration existing between management and trade unions.

Works Councils and Co-Determination

Works councils (Betriebsrite, i.e., committees of employee re-
presentatives) must be formed in all companies with five or more
employees, if the employees request so. Members are elected for
four years and need not be union members. The rights of the works
council, as set forth in the Works Constitution Act (Betriebsver-
fassungsgesetz), range from information rights to co-determinati-
on rights in organizational, social and economic matters. In social
matters, the employer is obligated to negotiate rules with the works
council on the allocation of working hours, vacation schedules,
grievances and matters of safety and welfare. The works council
must be informed prior to the dismissal of any employee. The em-
ployer and the works council must, under certain circumstances,
negotiate a reconciliation of interests (Interessenausgleich) and a
social compensation plan (Sozialplan) in the case of mass redun-
dancies or major restructuring, in order to compensate employees
for the actual and financial disadvantages suffered as a result of the
restructuring.

Co-determination was originally introduced in the iron, steel and
coal industries in 1951 and provides for representation of workers
on the supervisory board of certain corporations. The most impor-
tant co-determination laws are the Act on One-Third-Participati-
on (Drittelbeteiligungsgesetz) and the Co-determination Act 1976
(Mitbestimmungsgesetz).

The Act on One-Third-Participation, which replaced the former
Works Constitution Act 1952 as of July 1, 2004, provides that all
GmbHs and AGs with more than 500 employees, as well as all
AGs, irrespective of their work force, if registered in the Com-
mercial Register prior to August 10, 1994 and not family-owned
must allow employees to elect one third of the members on the
supervisory board.

The Co-determination Act 1976 requires that all companies with
more than 2,000 employees must give employees equal repre-
sentation with shareholders on the supervisory board. Employee
representatives must include at least one management employee
representative. The chairman (usually a representative of the share-
holders) has the casting vote in the event of a tie.
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Deemed Employees

According to the rulings of the Federal Labour Court, a per-
son who is personally dependent on an employer is regarded as an
employee. Such personal dependence is deemed to exist, either in
view of the integration of the employee into the employer’s opera-
tions or because the person is bound by employer’s directions as to
time, place and kind of services performed. In case of deemed em-
ployees the (actual) employer additionally faces substantial risks
with respect to tax (wage withholding and VAT) and social security
contributions.

Employment Contracts

No requirement exists for employment contracts to be in writing
to be valid. The Law of Proof of Substantial Conditions Applicable
to the Employment Relationship (so-called Nachweisgesetz) pro-
vides, however, that an employer must provide in writing the es-
sential provisions of an employment relationship within one month
after concluding an employment agreement. This document must
include the name and address of the parties, the date of commence-
ment, a job description including the place of work, the salary in-
cluding any additional payment, the working hours, the vacation
claim, notice periods and a reference to the applicable collective
bargaining agreements and shop agreements.

The parties may agree on a probationary period for the employ-
ment agreement (which usually ranges from three to six months),
pursuant to which the employment agreement may be terminated
without reason at short notice, which must be at least two weeks.

In order to prevent an employer from circumventing employment
protection provisions, fixed-term contracts are only permitted if an
objective reason for the limitation of an employment term exists,
or in case of new hires, where the term of an employment contract
does not exceed a maximum period of two years, or is extended
within said two year period up to three times. In case of a newly
established business within its first four years, the term for new
hires is up to four years.

Wages, Salaries and Bonuses

Law in Germany prescribes no minimum wage. Minimum wa-
ges are, however, often fixed by collective bargaining agreements
in different industries. Equal pay legislation exists on a federal le-
vel providing equal pay for men and women. Although not a legal
requirement, a thirteenth month salary/bonus is quite often paid at
Christmas (or split between Christmas and vacation time).

Working Hours

The general legal maximum is 48 hours per week (based on
a six-day working week), which can be extended up to 60 hours
provided, however, within six months or 24 weeks the average will
not exceed 8 hours per day. Based on a five-day working week the
normal daily working time could be up to 9.6 hours (= 48:5). Trade
unions are lobbying for a 35-hour week and collective bargaining
agreements often provide for a shorter weekly working time (e.g.
38.5-hour week). Over-time is strongly opposed by unions.

Holidays and Vacation

All German states recognize the following public holidays:
New Year’s Day (January 1), Good Friday, Easter Monday, May
Day (May 1), Ascension Day, Whit Monday, German Unity Day
(October 3), Christmas Day (December 25), Boxing Day (Decem-
ber 26). Certain religious holidays exist in addition thereto which
differ from state to state.

The minimum legal vacation is 20 working days annually (based
on a five-day working-week) after completing six months of em-
ployment. Collective bargaining agreements as well as individual
employment contracts usually increase the number of vacation days
(often up to 30 days or more per year) while state laws provide for
leave for special purposes (i.e., educational leave). An employee is
entitled to receive vacation pay equal to his or her current salary
during vacation. Several collective bargaining agreements, as well
as business practice, provide for an extra vacation bonus.

Statutory Sick Pay

An employee is entitled to sick pay in case sickness stops the
employee from performing his or her duties. Sick pay amounts to
100 per cent of normal salary and is received until recovery, but
not beyond a period of six weeks (for the particular disease) be-
yond which time the employee, if eligible, receives benefits from
the state health insurance plan.



Works Councils and Co-Determination

60 | 61

Dismissal

The employer’s right to issue a notice of termination may be re-
stricted by individual contracts, collective bargaining agreements
or by statute such as the Employment Protection Act 1969 (Kiindi-
gungsschutzgesetz, KSchG).

The statutory period of notice for termination for an employee du-
ring the first two years of employment with the same firm or plant
is four weeks to the fifteenth or the end of a calendar month. If
an employee has worked two or more years in the same firm or
plant, the period of notice to be observed by the employers is one
month to the end of a calendar month. The longer the employment
relationship lasts, the longer is the period of notice required (up to
a maximum of seven months, if the employment lasts for 20 years
or more). The statutory notice requirements apply to the extent that
no specific contractual notice period exists, or said period is inva-
lid, due to the fact that it does not meet the statutory minimum.
Any notice of termination must be given in writing, which requires
an original signature. The same applies to the conclusion of settle-
ment agreements. A notice of termination sent by fax is therefore
insufficient.

The employment relationship can be terminated for cause, without
notice, by either party for an important reason, which makes it un-
acceptable for the other party to continue the employment relation-
ship until the expiry of the ordinary notice period. Termination for
an important reason is only possible within the first two weeks of
obtaining knowledge thereof.

The Employment Protection Act further provides that giving notice
without an important reason to an employee who has worked in the
same company for more than six months is only legally effective
to the extent it is socially justified. The Employment Protection
Act only applies, however, if the plant or shop regularly employs
more than ten (before January 1, 2004: five) individuals, based on
full-time positions. Employees who were covered by the Employ-
ment Protection Act before January 1, 2004 are not affected by the
raising of the threshold. For new hires, however, the Employment
Protection Act only applies if the threshold of ten employees is
exceeded. Part-time positions are only counted proportionally (up
to 20 hours per week = 0.5; up to 30 hours per week = 0.75).

Social justification within the meaning of the Employment Protec-
tion Act is limited to three principal areas.

Firstly, the termination of employment may be due to the personal
circumstances of the employee such as a series of short-term ill-
nesses or a long-term illness.

Secondly, the behaviour of the employee may constitute social ju-
stification for termination, i.e. being absent from work without ex-
cuse, despite repeated warnings or refusal to work. Prior to issuing
a notice of termination in such cases, the employer has to give a
warning to the employee with regard to his or her shortcomings.

Thirdly, a dismissal may be socially justified if based on opera-
tional reasons. In particular, this can be based on changes in the
employer’s business organization resulting in redundancy of the
relevant job due, for example, to a plant closing or reduction of the
work force due to a shortage of orders. However, the employer has
to apply the so called “social factor method” considering the social
data (age, seniority, maintenance obligation, severe disability) in
order to principally select those employees for dismissal first, who
are the “least disadvantaged” by the redundancy. The employee
has the right to challenge said notice and to file a cause of action
for re-employment with the competent labour court within a three-
week period after receiving the notice. There is no statutory obliga-
tion of the employer to provide for a severance payment.

The termination of an employment relationship under the Emplo-
yment Protection Act is usually complicated and often results in
paying off the employee through a settlement agreement. As a ge-
neral and rough rule, an average severance payment amounts to
50 per cent of the monthly gross salary for each year of service.

Additional employment protection exists for works council mem-
bers, disabled employees, pregnant employees and employees on
educational leave; said employees may not be terminated except
for cause. Any termination, however, requires the prior consent of
the competent authorities.
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Maternity Rights

Any notice of termination issued during pregnancy and up to
four months after the birth of a child is null and void to the ex-
tent that the employer was informed of the pregnancy within two
weeks after issuing the termination letter. If continued employment
is harmful to the health of the prospective mother or unborn baby
as well as during the last six weeks of pregnancy and for eight
weeks after a birth the mother must not work. Additionally preg-
nant employees may not work overtime, nights, on Sundays, or on
public holidays.

Childcare Leave

Childcare leave is available for either parent or alternatively for
both working part-time and may be taken for up to three years after
a child is born. A parent taking childcare leave may not be dis-
missed from employment during this period, but must give notice
to the employer three months before the end of the leave regarding
his/her intention whether or not to return to work. Parents may
alternate childcare leave up to three times during the three-year
period.

Requirement to Employ the Disabled

Companies with more than 20 employees must have a work-
force consisting of at least 5 per cent of individuals who are at
least 50 per cent disabled. Employers who do not meet these hiring
requirements are subject to a monthly charge up to € 260.00 per
disabled employee not hired. Companies with more than five dis-
abled employees may elect a disabled employees’ representative.
Disabled workers are entitled to five additional days of leave annu-
ally and enjoy special protection against dismissal.

Right of Reduction

In addition, employees who have been employed for more than
six months are entitled to a reduction of their working time and
weekly allocation, provided, however, the request does not con-
tradict with legitimate operational interest of the employer (e.g.
no suitable substitute employee available). However, in order to
avoid an automatic change of the working time and allocation the
employer has to reject employer’s request in writing at the latest
one month before the changes should become effective.

Transfer of Undertaking

Pursuant to the EU Directive on the transfer of undertakings and
respective national regulation the transfer of a business or parts of
it results in the legal transfer of the transferring party’s employment
relationships to the acquiring party. The same applies if — after a
share acquisition — the new owner decides to move (change owner-
ship) a business from one subsidiary to another. There is the risk
that the potential closedown of an operation after a share purchase
may actually be deemed in law to be a transfer of undertaking.

The transfer of undertaking (change of ownership of assets) results
in the legal transfer of the existing employment agreements inclu-
ding all mutual rights and obligations. In case of pension, that de-
pends on the national laws implementing the directive. For exam-
ple German Law (sec. 613 a Civil Code) provides also for the legal
transfer of pensions rights/expectancies of active employees, whe-
reas the rights of pensioners remain with the transferring party.

According to German Law the further proceeding therefore depen-
ds on whether employees consent or object the transfer of their
employments. Since a termination of employment is null and void
if it is based on a transfer of undertaking the employees must be
informed in writing about the indented transfer, the (planned) date
of the transfer, the legal, economic and social consequences of the
transfer for the employees as well as about any measures planned
with respect to the employees. With this respect the employee is
entitled to object the transfer, its reason and its consequences for
the employees and their representatives within one month, after
having obtained full written information of the transfer. If the em-
ployee objects to the transfer of employment, the employer may
provide for ordinary notice (redundancy) based on the fact that the
current position is transferred. With respect to such and other ter-
minations the Employment Protection Act applies to all operations
with more than ten (formerly five) regular employees.

In collective labour law there is a distinction to be made depending
on the company is to be transferred in its entirety or in parts. If
the entire company is to be transferred, the company identity is
maintained and the old regulations remain valid. If the company
identity is not maintained, however, the company agreements are
transformed into individual rights together with a one-year barrier
to change. New company agreements are, however, possible. The
members of the works council lose their function when the compa-
ny (division) is transferred but retain lasting protection against dis-
missal. However, for a transitional period of six months the former
works council remains competent and responsible for starting new
elections in order to create a works council in the transferred part.
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Social Security

Germany has a compulsory social security system that covers five
principle areas: health and nursing care insurance, old-age bene-
fits, unemployment benefits and workers’ compensation. Contri-
butions to the social security system are generally shared equally
between the employer and employee. The employer withholds the
employee’s share of the contribution from the employee’s salary
and pays this, together with its own contribution, to the Federal
Insurance Agency.

Health Insurance

Benefits from public health insurance include the payment of
medical and hospital expenses and compensation for loss of salary.
Contributions to the public health insurance system are only paya-
ble up to certain salary levels, which are usually increased annual-
ly. As of January 1, 2006, only employees with a gross salary not
exceeding € 47,250 annually or € 3,937.50 monthly (“Insurance
Threshold”; Versicherungspflichtgrenze) are obligated by law to
make contributions to the public health insurance system. No com-
pulsory health insurance exists beyond these salary thresholds;
employees exceeding said thresholds might therefore opt to main-
tain a private health insurance, to continue the participation in the
public health insurance system or to have no health insurance at all
(which is rare). Employees, who have not been subject to compul-
sory health insurance in 2002 and who have had a private health
insurance as of December 2002, are entitled to keep their private
health insurance, as long as their gross annual salary amounts to
at least € 42,750; otherwise they become subject to compulsory
health insurance.

The exact rate of compulsory health insurance depends on the in-
dividual insurance company but usually amounts to approximately
13.4 per cent of gross salary, capped by the ,,Income Threshold*
(Beitragsbemessungsgrenze) amounting to currently € 42,750 an-
nually or € 3,562.50 monthly (see above). If the employee is not
subject to compulsory health insurance, the employer must contri-
bute up to € 238.69 per month (50 per cent of the official average
premium) to the employee’s private health insurance.

Employers, who employ up to 20 employees may claim a refund
for compensation paid to employees for sick or maternity leave, up
to 80 per cent, from the competent health insurance.
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Nursing Care Insurance

Contributions to the nursing care insurance plan amount to
1.7 per cent of gross salary capped again at the income threshold
of € 42,750 annually or € 3,562.50 monthly. If the employee is
not subject to compulsory health insurance, the employer must
contribute up to € 30.28 per month (50 per cent of the official ave-
rage premium) to the employee’s private nursing care insurance.

Old-Age Benefits

Old-age contributions are currently levied at a rate of 19.5 per
cent of gross salary capped at € 63,000 annually or € 5,250 month-
ly (western part of Germany) and € 52,800 annually or € 4,400
monthly (eastern part of Germany).

Unemployment Benefits

Unemployment insurance contributions amount to 6.5 per cent
of gross salary capped as well at € 63,000 annually or € 5,250
monthly (respectively € 52,800 annually/€ 4,400 monthly in the
Eastern part of Germany).

Workers’ Compensation

The workers’ compensation system is administered by associa-
tions (Berufsgenossenschaften) set up by all branches of trade and
industry. Contributions to the workers’ compensation system are
made solely by the employer. The contribution amount is fixed by
the various trade industry associations under consideration of the
risk of a work accident occurring in the particular branch, the re-
cord of work accidents during the previous business year, and the
total annual pay of all employees affected.

Insignificant Employment

The government introduced legislation on “Insignificant Em-
ployment” (positions with a salary of € 400.00 or less) as of April
1, 2003 pursuant to which employers must pay with effect as of
July 1, 2006 a 30 per cent lump-sum charge on income of € 400.00
or less, which is tax-free for the employee. The 30 per cent is divi-
ded into 15 per cent for the statutory pension system, 13 per cent
for health insurance and 2 per cent for a lump-sum tax (including
church tax and solidarity tax). The employee, however, is not actu-
ally entitled to either health insurance or statutory pension benefits.
With regard to statutory pension benefits, an employee may opt
for membership in which case the employee must contribute the
difference between the 15 per cent payment made by the employer
and the statutory pension insurance contribution payable (currently
19.5 per cent) to the statutory pension system. The employee does
not have this option with regard to health insurance. In order to
promote so-called “household employment”, the lump-sum charge
only amounts to a total of 12 per cent for employment in private
households and is divided into 5 per cent each for the statutory
pension insurance scheme and health insurance and 2 per cent for
the lump-sum tax stated above. The above stated option with re-
gard to statutory pension benefits also applies. To certain extend
(max. € 2,400.00 p.a.) expenses for “household employment” can
also be deducted from the tax liability.

A progressive regime for income between € 400.01 and € 800.00
is introduced in order to remove the so-called low wage threshold
and the sharp increase in social insurance contributions, which it
caused. The employee’s contribution varies here from 4 per cent
through 21 per cent while the employer’s share remains unchanged
(i.e. currently approx. 21 per cent). The income tax is determined
on an individual basis. Several “insignificant employment” jobs
are generally added together. In order to facilitate the payment pro-
cedure, the contributions are all paid to a common collection point
at the Federal Miners’ Insurance (Bundesknappschaft) in Cottbus.
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Anti Discrimination Act

Germany is obliged to transform four European Directives,
which regulate protection against discrimination. These regula-
tions concern several areas of the German legislation. The main
focus is in the area of employment law and civil law, the latter
means relationships between private persons, especially purchase,
service, insurance and rental agreements. The Anti Discrimination
Act (Allgemeines Gleichbehandlungsgesetz, AGG) has come into
force as of August 18, 2006.

The main focus of the Anti Discrimination Act is the protection of
discrimination for employed as well as self-employed personnel.
The Anti Discrimination Act provides in section 1, that no discri-
mination must take place with regard to race and ethic, sex, religion
or world view, disability, age and sexual identity. With respect to
discrimination in view of the mentioned criteria, it has furthermore
to be distinguished between direct and indirect discrimination.

Employees affected by discrimination are entitled to raise a claim
at the competent position (e. g. employer, supervisor or workers’
representatives). Within this claim the employee has to explain and
accredit that and how he has been discriminated. The claim results
in compensation of any material and immaterial damages resulting
out of the discrimination.

Any rights due to the Anti Discrimination Act are individual claims
of the employees, which can also be claimed in front of the com-
petent labor court. With that respect the employee must raise any
claim within three months after becoming aware of the discrimina-
tion. The labor court then has to evaluate, whether the claim of the
employee is convincing, with the result that the employer in a se-
cond step has to justify the measures as accused by the employee.

Discrimination, however, shall be justified under certain circum-
stances such as for reason based on professional requirements,
for reasons based on religion or world view, for reasons based on
age and in order to balance already existing disadvantages. With
respect to professional requirements discrimination shall be justi-
fied, if the criteria represent an essential and decisive professional
requirement and the purpose is therefore as well legitimate as the
requirement appropriate.

Regarding discrimination due to age such shall be justified if ap-
propriate and justified by legitimate purposes as expressively set
forth in section 10 of the Anti Discrimination Act, such as taking
into consideration the age with respect to any social election in
case of business related terminations.

With respect to churches and religious communities, these shall
further on be entitled to select their employees by taking into con-
sideration their religion or world view, as far as such is justified
with respect to the right of self-determination of these institutions.
Finally, discrimination shall also be justified if resulting into the
balancing of already existing disadvantages, e.g. preference of el-
derly or disabled persons in case of engagements.

The Anti Discrimination Act further provides for co-determination
rights of so-called Anti Discrimination Organizations, which shall
represent the interests of discriminated persons. Such Anti Discri-
mination Organizations must at least provide for 75 members. Fur-
thermore, Germany also has to provide for an Anti Discrimination
Authority pursuant to the EU-Regulation. Such Anti Discrimina-
tion Authority will be established with the Federal Ministry for
Family, Seniors, Women and Youth. The Anti Discrimination Aut-
hority shall provide for support of discriminate persons by infor-
mation, consultation, mediation, evaluation and recommendation
with regard to abolishment and prevention of the discrimination
and enforcements of the individual rights.

Hans-Christian Ackermann
hans-christian.ackermann@luther-lawfirm.com

Martina Buhr
martina.buhr@luther-lawfirm.com
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foreign citizen who plans to visit or take up residence

and employment in Germany must comply with certain
immigration rules and regulations. Such rules and regulations as
well as other relevant aspects, such as social security rights and
taxation, are discussed in this chapter.

Visitors to Germany

Visa Requirements

All foreigners entering Germany generally require a visa, which
grants a limited residence permit. Exempted from the duty to ob-
tain a visa are citizens of certain countries (source: www.auswaer-
tigesamt.de), which include EU Member States and various other
countries, such as the USA, Canada and Japan, provided that their
stay in Germany does not exceed three months and provided the
foreign citizen is in possession of recognized travel documentati-
on. Recognized travel documentation includes a national passport,
a child’s travel certificate similar to a passport, an official identity
card, which permits entrance without a visa based on a bilateral
treaty, or other similar travel document. The foreign citizen must
furthermore not intend to take up gainful employment in Germany.
In this respect, special regulations apply to citizens of EU Member
States.

Permitted Activities

Business visitors to Germany may carry out all functions except
these defined as gainful employment. Gainful employment under
the applicable provisions of the Residence Act includes gainful ac-
tivities (i.e., work for which remuneration has been agreed upon),
work which requires a work permit or work which requires permis-
sion to practice a profession.

Functions such as attending meetings, signing contracts, installing,
removing and supervising a booth at trade fair or similar services
are therefore not considered as employment provided that the vi-
sitor is employed by a corporation located in a foreign country
and that the visitor’s residence remains in said country. Such func-
tions must not, however, continue in Germany for more than three
months.

Foreign employees who merely install industrial equipment or ma-
chines from foreign companies in Germany or who supervise such
installations (or provide advice as consultants) are also not consi-
dered to be gainfully employed in Germany.

Application Procedure

Under German law (sec. 71 para. 2 of the Residence Act), the
missions of the Federal Republic of Germany, i.e. its embassies
and consulates-general, are responsible for issuing visas. In prin-
ciple, the Federal Foreign Office is not involved in decisions on
individual visa applications, nor does it have any knowledge of the
status of individual applications being processed by the missions.
Visas are issued by the mission responsible for the area where the
applicant has his/her ordinary residence or domicile.

Visa application forms can be obtained from the competent mission
free of charge (in the local language). The visa application must
be submitted together with all necessary documents in person at
the German mission responsible for the place of residence of the
applicant. In order to avoid time-consuming requests for additio-
nal information or documentation, it is recommendable to contact
the respective mission in advance of the intended travel to inquire
about any special local requirements pertaining to visa formalities.

As a rule, missions require between two and ten working days to
decide on an application for a short stay visa. An application for a
visa which entitles the holder to a longer stay or to take up gainful
employment may take several months to process.
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Requirements for the Issue of Short Stay (Schengen)
Visas

Under the Convention Applying the Schengen Agreement, these
visas also entitle the holder to visits to Austria, Belgium, Denmark,
Finland, France, Greece, Iceland, Italy, Luxembourg, the Nether-
lands, Norway, Portugal, Spain and Sweden (see Schengen Agree-
ment).

In issuing visitors’ visas, missions are bound by the relevant pro-
visions of Community law and German aliens law (the Residence
Act and its implementing ordinances). The Residence Act does not
grant the right to the entitlement of a visitor’s or tourist visa. A
visa may be granted provided the applicant’s presence does not
prejudice or endanger the interests of the Federal Republic of Ger-
many. The applicant must prove that he/she has adequate funds
for the intended stay and may not claim any public funds in this
connection. Should the applicant be unable to finance the journey
and stay from his/her own funds, a host resident in Germany may
pledge to cover all costs associated with the trip, including the cost
of any medical treatment. Under Sec. 66 et seq. of the Residence
Act, such a pledge is normally to be made to the aliens’ authority
in the host’s place of residence in Germany.

Following a European Council decision of December 22, 2003, as
of June 1, 2004 visa holders are as a rule required having travel
health insurance with a minimum coverage of € 30,000 that is va-
lid for the entire Schengen area. If possible this insurance should
be taken out in the applicant’s own country, but it can also be
purchased by the host. Moreover, missions must be satisfied of the
applicant’s willingness and ability to return to his/her own country.
These difficult and responsible discretionary decisions are always
taken in the light of the individual applicant and his/her personal
circumstances. The mission bases its decision on its special know-
ledge of the country and person in question, taking into account
also the applicant’s own interests, any relevant humanitarian and
political concerns and the security interests of Germany and the
Schengen partners. Every application must therefore be considered
on its individual merits.

If the applicant does not fulfill the above-mentioned criteria, the
visa application must be refused. If such consideration reveals the
applicant’s true purpose in coming to Germany is different from
the one stated, the application must likewise be refused.

Pursuant to sec. 77 para. 2 of the Residence Act and to interna-
tional practice, no reason need to be given for refusing neither a
visa application nor any information provided on legal remedies.
Pursuant to sec. 83 of the Residence Act, the applicant may not
appeal a refusal of his/her application for a tourist visa.

Requirements for the Issue of Visas for Extended Stays

As a rule, all foreigners require visas for stays of more than three
months or stays leading to the holder taking up gainful employ-
ment. Not subject to this visa requirement are citizens of the EU,
the EEC countries and of Australia, Canada, Israel, Japan, New
Zealand, the Republic of Korea, Switzerland and the United States
of America, who may obtain any residence permit that may be re-
quired after entering Germany. Citizens of all other countries who
intend to come to Germany for such a stay must apply for visas
at the competent mission before arriving in the country. Visa ap-
plications must be approved by the relevant aliens’ authority in
Germany, i.e. the aliens’ authority in the place where the applicant
intends to take up residence. Visa application forms for a long-term
stay (longer than three months) can be obtained from the relevant
mission free of charge.

The approval procedure usually takes up to three months, in some
cases longer, since the aliens authority will normally consult with
other authorities (e.g. the Federal Employment Agency). In cases
where visa applications must be approved by the relevant aliens’
authority, missions may only issue visas once they have obtained
this approval. The aliens’ authorities are also the competent autho-
rities with regard to measures and decisions pertaining to residence
law for foreigners who already reside in Germany. Aliens authori-
ties are not subordinate agencies of the Federal Foreign Office, and
the Federal Foreign Office cannot influence their decisions. They
are in fact accountable to and operate under the supervision of the
respective interior ministries and senators of the Federal States.
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Working in Germany

Access to the German Labor Market

Foreign nationals other than European Union (EU), European
Economic Area (EEA) and Swiss nationals may as a rule only re-
side in Germany for the purpose of taking up gainful employment
if they have the requisite residence permit, which allows gainful
employment as well. They must not work without it. Australian,
Canadian, Israeli, Japanese, South Korean, New Zealand and US
citizens may acquire this residence permit from the competent fo-
reigners’ authority after their arrival in Germany. They may not ho-
wever commence gainful employment until they have the permit.
Nationals of all other states must apply for a work visa from their
local German mission prior to entering Germany.

Access to the labour market for non-EU, non-EEA and non-Swiss
nationals is strictly regulated by statutory instrument as a result of
the 1973 ban on recruitment and the current high unemployment
levels. Access is in principle limited to certain professional groups
and requires the prior approval of the employment authorities.

Notwithstanding their countries’ accession to the EU on May 1,
2004, nationals of the Czech Republic, Estonia, Hungary, Latvia,
Lithuania, Poland, Slovakia and Slovenia continue to require work
permits in Germany because of the transitional rules relating to
freedom of movement. They should apply for an EU work permit
from their local German employment office.

Social Security

The German social security system generally applies to all em-
ployees in Germany on a mandatory basis. However, based on
national social security provisions or on an applicable social secu-
rity treaty concluded between Germany and an individual’s home
country, it may be possible to obtain an exemption from German
social security contributions for a limited period of time.

Secondment

An employee sent to Germany by his foreign employer does ge-
nerally not fall within the scope of the German social security sy-
stem provided that the employee remains employed by the foreign
employer, the foreign employer continues to pay the employee’s
salary (and bear it tax wise) during the secondment period and the
period of employment in Germany is limited in time. The period
of limitation differs depending on the country. A secondment is
possible for a maximum period of 12 months with the possibility
of an extension up to a maximum period of another 12 months
in EU Member States. For countries, which entered into a social
security treaty with Germany, the maximum secondment period

varies between 12 and 60 months. However, even if there is not
such social security treaty secondments up to 60 month have been
accepted. In order to prove that the foreign employee is exempted
from social security as a result of a secondment, the employee or
his or her employer must obtain an exemption certificate (Entsen-
dungsbescheinigung) from the relevant authorities stating that the
employee is subject to compulsory social security coverage in the
employee’s respective country.

Fixed Term Employment

With regard to foreign employees, who were not seconded to Ger-
many but who directly work in Germany within the scope of an
existing contractual relationship with an employer in a foreign
country, the situation is as follows:

In the case of an EU Member State employee, the employee and
his or her foreign employer may apply to the responsible foreign
authorities for exemption from German social security. The exemp-
tion may be granted if the employee is subject to the social security
laws in his or her native country. A release from the German social
security system is possible to the extent that the limitation of the
employment does not exceed five years (an extension might be pos-
sible). The same generally applies to employees who are citizens of
a non-EU country, which entered into a social security treaty with
Germany (such as Japan and the USA). If such an exemption does
not exist, the employee may later claim repayment of pension con-
tributions paid into the German social security system.

For those countries without a social security treaty with Germa-
ny, the foreign employee only has the right to claim repayment of
pension contributions paid by the time he or she leaves Germa-
ny unless they already have sufficient old age expectancies etc. A
general exemption from the German social security system is not
possible.
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Income Tax

General

Individuals who are German residents by virtue of a permanent
home or customary place of abode in Germany are subject to Ger-
man income tax plus solidarity surcharge and possibly church tax
on their worldwide income (unlimited tax liability) without refe-
rence to nationality. A permanent home will generally exist if an
individual has accommodation in Germany at his or her exclusive
disposal, this does not require ownership. A customary place of
abode is given if an individual is present in Germany for a conti-
nuous period exceeding six months, whereby once the six month
period has been exceeded, residence is assumed retroactively from
the first day of presence in Germany.

If an individual is not a resident of Germany, then only German
source income is potentially subject to German taxation (limited
tax liability). If an individual qualifies as a tax resident of more
than one country, a relevant tax treaty concluded between Germa-
ny and the other country of residence may apply to ascertain the
country of residence for treaty purposes.

In all cases a tax treaty may apply to restrict Germany’s right to tax
worldwide income under its national laws. A non-German national
who moves his/her home to Germany will usually become liable
to unlimited German tax liability — subject to the provisions of an
applicable tax treaty.

Taxable Income

There are seven categories of taxable income:

¢ Income from agriculture and forestry

¢ Income from trading

¢ Income form professional and other independent
Personal services

¢ Income from employment

* Income from investment

* Rental and royalty income

* Other income

Taxable income is calculated on a calendar year basis and is gross
income less deductions and allowances. Various deductions and
allowances are permitted, such as personal allowances, income
related expense deductions, special expense deductions and extra-
ordinary allowances.

Under the half-income system, only 50 per cent of dividends dis-
tributed to a German individual shareholder by a corporation are
subject to individual income tax at the shareholder level. In ex-
change, expenses incurred in connection with the shareholding are
only 50 per cent deductible for individual shareholders. The same
applies to taxable capital gains derived from the sale of shares in
a corporation.

Tax Rates

For a German tax resident, progressive income tax rates in a
range from 15 per cent to 42 per cent apply in 2006 (plus 5.5 per
cent solidarity surcharge and possibly church tax on the income
tax liability). Church tax amounts to 8 per cent or 9 per cent of the
income tax, and is capped at between 3 per cent and 4 per cent of
the taxable income, depending on the Federal State of residence
of the taxpayer. With effect from the tax year 2007, a so-called tax
for rich individuals (Reichensteuer) will be introduced by the in-
creasing maximum income tax rate 3% to 45% for taxable income
in excess of KEUR 250 per year (KEUR 500 for married couples
filing joint income tax returns), and various deductions and allo-
wances will be reduced or abolished.

Income from Employment

If an individual is a German resident, then all employment in-
come — whether relating to activities carried out in Germany or ab-
road — is in principle subject to German income taxation. However,
if Germany has concluded a tax treaty with the country in which
employment activities are physically carried out, then, based on
the provisions of that treaty, Germany may exempt the portion of
employment income relating to activities carried out abroad from
German income taxation. This exemption from German income
taxation will usually only apply if certain conditions are fulfilled.
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A so-called split-payroll concept is often implemented to take ad-
vantage of this German tax exemption. Germany will take any tax-
exempt income into account in calculating the applicable German
income tax rate.

If an individual is not a German resident for tax purposes, then
limited taxation will apply to tax employment income in relati-
on to employment activities carried out or utilized in Germany.
Again, a relevant tax treaty may restrict Germany’s right to tax
this income.

Incentives and fringe benefits received by an employee as a result
of employment in Germany are generally taxable in the same way
as income from employment and subject to wage taxation at sour-
ce. This applies in particular to the private use of company car, to
which special provisions apply with regard to the calculation of
the benefit in kind. Further, stock options granted to an employee
in relation to employment activities carried out in Germany during
the German residence or possibly after German residence has ex-
pired are treated as taxable employment income, however, in most
cases the income first becomes taxable on exercise rather than on
grant of the options.

Tax Returns

As a general rule, a German resident individual must file an
annual income tax return declaring worldwide income. Married
couples may file a joint return or opt for separate filing. Income tax
returns must be filed by May 31 following the end of the calendar
year in question, whereby an automatic filing extension to Septem-
ber 30 applies if the income tax return is prepared by a tax consul-
tant. Additional extensions will usually be granted on application.

Driver’s Licence

EU citizens as well as non-EU citizens who do not have a perma-
nent residence in Germany may use their national driver’s licence
in Germany. EU citizens as well as citizens of countries of the
European economic area (EEA = 25 EU member states + 3 EFTA
states Iceland, Liechtenstein, Norway) who have a permanent re-
sidence in Germany may use their foreign driver’s licence until
the end of its period of validity. Non-EU or EEA citizens having
a permanent residence in Germany may use their national driver’s
licence within Germany for a period of six months commencing
from the date when entering Germany. After six months, every dri-
ver who has not obtained a German driver’s licence will be deemed
to be driving without a licence. Every foreign driver, who suspects
that he or she will remain in Germany for more than six months,
should therefore apply in time to get his or her foreign or internati-
onal driver’s licence recognized and transferred.

Application Procedure

The holder of a foreign or international driver’s licence must
generally first obtain an official translation and classification of
the licence. This usually results in costs of between € 30.00 and
€ 80.00. This may be done at the German Automobile Association
known as the ADAC (Allgemeiner Deutscher Automobil-Club), the
German equivalent of the AAA in the USA. If the foreign driver still
has not transferred the licence after three years residence in Ger-
many, not only will he or she be considered to be driving without a
licence, but he or she will also have to undergo the usual written and
practical examinations in order to obtain a German driver’s licence.

Transfer and Recognition of Foreign Driver's Licences

German law regarding recognition of foreign licences is com-
plicated and depends principally on the origin of the driver’s
licence. A number of countries (e.g. EU member states, Canada,
Japan and various States of the USA) enjoy reciprocity, with the
result that holders of driver’s licences from said countries are not
subject to written and/or practical examinations in order to transfer
the licence. Exact details and an updated list of countries, which
enjoy reciprocity with regard to German driver’s licences, can be
obtained from the local Driver’s Licence Office (Fiihrerschein-
stelle) or from the missions of the Federal Republic of Germany.
Even if a particular country enjoys full or partial reciprocity and
exemption from written or practical examinations, a fee of appro-
ximately € 40.00 must still be paid in order to transcribe the driver’s
original licence into a German driver’s licence.

Hans-Christian Ackermann
hans-christian.ackermann@luther-lawfirm.com
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Litigation

The Court System

Courts in Germany are divided into “ordinary courts” (ordent-
liche Gerichtsbarkeit) and special courts (Fachgerichte). Ordinary
courts exercise jurisdiction over all matters not allocated to the
special courts (administrative, tax, labour or social courts), i.e. ci-
vil and criminal law. The different branches have been established
to guarantee a versed judgment even if very specific matters of law
are involved. In total, the court system guarantees comprehensive
legal recourse for a party feeling violated in its rights.

Not being part of these regular branches, the Federal Constitutional
Court (Bundesverfassungsgericht) is competent for constitutional
issues. Besides deciding constitutional disputes, the court reviews
laws and cases submitted to it by the regular courts, local or federal
parliaments and even individuals. Any person feeling injured by
a legal measure which can not (or no further) be reviewed by the
regular courts can file a constitutional complaint with the court for
the review of the measure.

Civil Jurisdiction

The branch of jurisdiction which might be of most importance
for an investor is the civil section of the ordinary courts. Within
the ordinary courts, the different hierarchy levels from low to high
are: local courts (Amtsgerichte), regional courts (Landgerichte),
higher regional courts (Oberlandesgerichte), and the Federal Court
of Justice (Bundesgerichtshof).

In local courts, any civil case is tried in front of a sole judge, whe-
reas in regional courts the case shall be tried in front of a cham-
ber of three judges if highly specific branches of law (e.g. com-
munications law, copyright law, etc.) are involved and the case is
complex and difficult. However, in practice the sole judge is the
standard. Higher regional courts and the Federal Court of Justice
always decide as a panel of three respectively five judges. In order
to ensure that any case is tried in front of a competent judge, panels
specialized in specific areas of law (e.g. anti-trust law, corporate
law) have been established by many courts. Although the courts
are divided into state courts at the lower levels and federal courts at
the top, all courts apply the same law. Unlike in the Unites States,
there are no parallel tiers of state and federal courts.

Local courts have jurisdiction over claims worth less than
EUR 5,000, whereas claims with a value of more than EUR 5,000
are tried at regional courts. There are some exceptions to that rule
(e.g. divorces, family relations) which cannot be discussed exten-
sively within this brief overview. At the request of the claimant,
business related disputes under the jurisdiction of regional courts
can be delegated to a chamber specialized in commercial matters
and consisting of one judge and two expert laymen.
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Jurisdiction and Appeal

First instance judgments can be appealed (Berufung) on issues
of fact and law if the claim is worth more than EUR 600.00 or
if the appeal is explicitly allowed in the judgment. Appeals are
brought before the next higher court in the hierarchy. Judgments of
the appellate court can be appealed for a second time at the Federal
Court of Justice. Such an appeal (Revision) is only permissible if
it is granted in the contested judgment and based on alleged errors
of law.

Civil Procedure

The German Constitution (Grundgesetz) guarantees all natu-
ral and juridical persons the right of due process. Due process in-
cludes, inter alia, the right to be present at the trial, to a fair and
public trial, to be heard in court and to unprejudiced and neutral
judges.

The basic rule of German civil procedural law is the principle of
party disposition. Whether a lawsuit is raised, and which type, is
at the disposition of the claimant. The claimant may withdraw his
complaint entirely, the parties can settle the claim or the defendant
acknowledge the claim partially or entirely. A further consequence
of the principle of disposition is that the parties are responsible
for stating full particulars of claim and defense and to supply their
cause with sufficient evidence. In order to do so, the parties can
not rely on a discovery procedure, which is unknown to German
procedural law. If the defendant fails to defend itself against the
claim or to appear at the oral hearing, the court can render a default
judgment. If a lawsuit becomes obsolete after it has been initiated,
e.g. due to the defendant fulfilling its obligation, the claimant can
make a declaration of obsolescence, and the case will be termina-
ted by an order of the court for the costs.

Summary Proceedings for Order to Pay Debts

Taken into account that many disputes related to duty of pay-
ment are quite uncomplicated from a legal point of view, there is
a need for an efficient, fast, and convenient procedure to recover
overdue outstanding debts. German law does provide such an in-
strument by allowing creditors to file a motion for a court order
to pay. The motion is granted without reviewing the merits of the
claim. The plaintiff just has to allege that a certain amount of mo-
ney is due for payment. If the debtor identified in the court order
does not contest the claim within two weeks upon service of the
order, the creditor can enforce the order. If the debtor objects, the
claimant has to decide whether or not to pursue his interests in a
regular civil trial.

Provisional Measures

To secure the legal and factual position of a party before or
during a lawsuit, German procedural law offers the possibility to
obtain interlocutory injunctions (Einstweilige Verfiigungen) or at-
tachment orders (Arrest) against the other party. As a general rule,
interlocutory injunctions may not pre-empt a final decision by the
courts. Thus, it is only under very exceptional circumstances that
an interim payment order would be granted. To secure claims for
money, an order of attachment into the assets of the defendant can
be obtained. If the provisional measure is later on held by a court
to have been unjustified, compensation for damages must be paid.

Independent Proceedings for the Taking of Evidence

Irrespective of whether a claim is already pending, German
procedural law gives the possibility of independent proceedings
for the taking of evidence (Selbstéindiges Beweisverfahren). As a
prerequisite, it must be feared that evidence will be lost or deteri-
orate until the court officially decides to take evidence. If no law-
suit is pending, such proceedings are also permissible if the party
initiating the proceedings has an interest to have determined the
condition of a person or thing, the causes for damages and injury or
the necessary efforts to remedy damages. Thus, such proceedings
are common in cases concerning construction disputes or damage
claims for personal injury, or where goods damaged are perishable.
The evidence taken in such proceedings can later be introduced
into the lawsuit.

Duration of Proceedings

It is difficult to give an estimate for the duration of civil trials
in Germany, as the duration of a trial very much depends on the
court with which the case is filed and its caseload. For an average
claim filed with a regional court, a civil trial may be finished and a
judgment enforced six to eight months after the filing.

Costs of a Lawsuit

The costs of a lawsuit are constituted by the court fees and the
extrajudicial costs such as the attorneys’ fees, which both have fi-
nally to be paid by the party losing the case. The court fees are
calculated pursuant to the Court Fees Act (Gerichtskostengesetz,
GKG) and depend on the value of the claim/the amount in dispute,
which corresponds to a statutory defined base fee. To start the pro-
ceedings, the claimant has to pay the court fees in advance.
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The attorneys’ fees are regulated by the Federal Attorneys Fees Act
(Rechtsanwaltsvergiitungsgesetz, RVG). While fee arrangements
between attorney and client are increasingly concluded, in litiga-
tion matters it is not permitted to agree on fees lower than those
statutory prescribed. Those fees are calculated pursuant to the va-
lue in dispute and finally depend on the status of the proceedings:
raising the lawsuit, arguing the case during the oral hearing and
settling the case each incurs a statutory defined base fee. Although
it is possible to agree on higher fees or hourly rates, German law
prohibits contingency fees. Furthermore, a party winning the case
will only reimbursed with the statutory attorneys fees, even if it has
agreed on higher rates.

Arbitration

Differences Compared to Proceedings at Court

For numerous reasons, arbitration proceedings often fit the
parties’ interests better than a civil lawsuit, especially in disputes
arising out of business relationships. In contrast to court procee-
dings, an arbitration is of private nature and confidential. There is
no appeal against the award (except on certain points of law, see
infra), which usually effects a faster solution to the parties dispute.
Within the strict limits of certain mandatory rules, the procedure is
widely at the parties’ disposition and can be crafted according to
their needs. The parties can select their own arbitrators and appoint
expert laymen to the tribunal, which can further the effective and
fast resolution of the dispute.

Legal Framework

The German law on arbitration is to be found in the tenth sec-
tion of the German Code of Civil Procedure (Zivilprozessordnung,
ZPO). After having been thoroughly modernized in 1998, the cur-
rent law on arbitration is based on the UNCITRAL Model Law on
International Commercial Arbitration and among the most modern
in the world. Any claim with a monetary value can be submitted
to arbitration, and no difference is made between national and in-
ternational arbitration. Arbitration tribunals have the competence
to issue temporary injunctions, although these need to be declared
enforceable by the competent courts. The competence for all court
measures and actions relating to an arbitral award is vested with
the higher regional courts. German law does not offer the possi-
bility of an appeal against an arbitral award. In accordance with
international standards, however, it is possible to have the award
reviewed for certain procedural errors or the violation of manda-
tory norms of German law. For the enforcement of foreign arbitral
awards, the law refers to the New York Convention on the Reco-
gnition and Enforcement of Arbitral Awards of 1958.

Institutional Arbitration

Germany has two major arbitral institutions offering full ser-
vices. The German Institution for Arbitration (Deutsche Institu-
tion fiir Schiedsgerichtsbarkeit, DIS) is a registered association,
with approx. 550 members from Germany and abroad, with the
aim of promoting national and international arbitration. The DIS
offers an administrated arbitral procedure under the DIS Rules,
currently from 1998. The German Maritime Arbitration Associa-
tion (GMAA) is active in the field of international maritime and
transport law. It does not offer an administered procedure, but has
specialized rules of arbitration and a list of expert arbitrators.

Mediation

Whereas a judgment or an arbitral award is a legal solution impo-
sed by a judge or arbitrator, mediation tries to assist the parties to
find their own consensual dissolution of a conflict. Mediation can
offer certain advantages in contrast to a lawsuit, especially where
long-standing business relationships are affected. As mediation
is no legal proceeding in the strict sense, the parties are free to
enter the mediation process at any time. To date, mediation has not
gained a relevant status as a means to settle business disputes.

Dr. Dirk Kleveman
dirk.kleveman@luther-lawfirm.com
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nvestors seeking to put their money to work in Germany are

confronted by a wide array of rules and approval require-
ments from different areas of public law, particularly provisions
relating to trade regulations, planning permission, building regu-
lations, and environmental laws. While the latter (environmental
laws) shall be dealt with separately (see chapter “Environmental
Law”), the trade regulations and the public law regulations shall
be described below:

Trade Regulations

General

The admissibility of a business is governed first and foremost
by the provisions of the Trade Code (Gewerbeordnung, GewO)
and special legal regulations such as those set forth in the laws per-
taining to foreigners, skilled trades and other lines of business. The
trade law provisions are designed to ensure quality and thus, in the
first instance, to protect consumers. Trade law also serves the pur-
poses of public safety law and thus also protects the general public
against potential dangers arising from such businesses. Trade law
underlines the principle of freedom of trade, which also includes
foreign business people, but only to the extent where exceptions or
restrictions are not set forth in the Trade Code. Restrictions on the
freedom of trade can be manifested in notification duties and duties
to obtain permits.

Notification Duties

Any business is subject to a notification duty under the Trade
Code. This duty requires that the commencement of a business (in-
cluding a branch office or a “permanent establishment”), the relo-
cation of the business, the change of business purpose or extension
of its purpose to include additional or other activities, as well as
the abandonment of a business be notified to the public authori-
ty responsible for the specific location (e.g. the local authority or
county). This notification is required to allow the authority to mo-
nitor the conduct of the business. Apart from the general notifica-
tion duty of the Trade Code, other special legal notification duties
based on other laws also exist such as, for example, under laws
applicable to restaurants, skilled trades, and (fire)arms.

Duties to Obtain Permits

A permit must be obtained for special lines of business such
as security firms, real estate agencies, commercial developers,
and other businesses requiring special supervision. The permit is
granted to the business person and therefore constitutes a personal
licence. To the extent a permit is not granted to a person, but for an
installation, said permit is referred to as an installation licence. De-
pending on the purpose of the permit, a number of duties are attached
to obtaining a permit for the operation of an installation. A permit
must therefore be obtained for the construction and operation of
installations whose nature or operation potentially constitutes a se-
rious threat to the environment or endanger, substantially prejudice
or cause material nuisance to the general public or a neighbourhood.

Under this provision, for example, a permit is required for the
construction and operation of immobile waste disposal facilities
for the storage or treatment of waste (for further details see the
Federal Emission Control Act and in the Ninth Federal Emission
Control Ordinance, as stated below in the chapter “Environmental
Law”). As opposed to the notification duty, a business requiring a
permit may not be conducted until the permit has first been gran-
ted. A permit is furthermore not granted until the public authority
has examined the matter. The permit does not, however, release the
business from the notification duty under the Trade Code.

A special permit procedure exists where planning permission is
mandatory for installations that have a particular impact on sur-
rounding areas, nature and the countryside. Nuclear plants, alte-
rations to constructions on the banks of waterways and lakes, and
installations with especially high rates of emissions, such as land-
fills, may, for example, require planning permission. During the
permit procedure, the investor’s interests are weighed against the
interests of those affected by the project, and these interests are
reconciled by issuing collateral provisions and requirements that
must be met to obtain approval. During the planning permission
procedure, legal relationships are established not only between the
investor and the authority, but also with all parties affected by the
project.



Regulatory Matters

Other Approval or Notification Requirements

In addition to the personal and installation licences, a number of
other notification and approval duties are required by various acts
of legislation including the Medical Product Act, the Pharmaceuti-
cals Act, and laws relating to food, drugs and labour regulation.

Planning Law and Building Regulations

General

A building permit is required for the construction, alteration,
demolition or change in use of a building, unless its size is smaller
than that of a detached family house. The admissibility and thus
the approval of a building project is governed by the provisions
of planning law and building regulation law. Planning law is codi-
fied in the Federal Regional Planning Act (Raumordnungsgesetz,
ROG) and the Federal Building Code (Baugesetzbuch, BauGB)
and regulates the use of land in one entire area (i.¢., it sets out roads
and building plots etc.). Planning law therefore determines whether
a building project fits into its surroundings. If this prerequisite is
met, the project may be approved from a planning law perspective.
The permit itself is governed by the provisions of building regula-
tion law. Building regulation law is codified in the state building
regulations (Landesbauordnungen) of each German federal state
(Lander) and sets forth requirements for both design and construc-
tion. A permit is granted if the project is admissible under planning
law and is not opposed by any provisions of building regulation
law or by any other public law provisions that must be considered
by the Building Supervisory Authority.

Planning Law

The authority and responsibility of the federal states to establish
regional plans which then may be further detailed by local plans is
regulated by the Federal Regional Planning Act. All requirements
as to safeguarding of public health, development of infrastructure
for traffic and other economic needs, promotion and reinforcement
of economic activities, etc. have to be taken into account and inte-
grated to an utmost, but balanced effect. One important objective
is also the environmental protection already at the source of plan-
ning, not just as regulation and control of current activities. Such
horizontal environmental protection is aimed at by the planning
laws, i.e. limit the use of natural goods (soil, land, water), safe-
guard areas for recreation and ecological compensation, preven-
tion and control of dangerous establishments/installations and in
particular of pollution (hazardous substances for air, climate, soil,
water, noise, waste), and implementing an accident prevention and
crisis management system. A process of integrated spatial planning
provides the instrument for balancing such conflicting objectives
of the effective use of land — and the social and environmental
development of the area. Environmental impact assessments sa-
feguard that the effects of certain public and private projects are
examined and assessed comprehensively and in due time prior to
the administrative decision (approval or disapproval).
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The admissibility of building projects under planning law is go-
verned by the Federal Building Code. Different provisions apply
depending on whether or not a local zoning plan exists for the pro-
perty to be built upon. Local zoning plans prepared by each com-
munity for the land under its jurisdiction contain requirements for
the development of the area concerned. Zoning is generally carried
out in two steps. First a land use plan and a preparatory and rough
local development plan are drawn up. These are then used to draft
the detailed local development plan which sets forth the legally
binding detailed planning for the zoning area.

Within the scope of application of the detailed local development
plan, only those projects are admissible which do not conflict with
the plan’s stipulations and for which the development of public
services is ensured. The development of public services is ensured
when the property is connected to the public road network and
the supply of electricity and water and disposal of wastewater is
ensured. If no detailed local development plan is available, the
admissibility of the building project depends on whether the buil-
ding is to be constructed inside or outside of a developed area.
In undeveloped outlying areas only special projects, for example,
agricultural or forestry projects or projects destined to supply the
public with electricity and water etc., are allowed, while inside of
a developed area most building projects are allowed, but must fit
into the surroundings as defined by other buildings.

If no detailed local development plan is available for a property on
which a building is to be erected and the project is also not admis-
sible under the general provisions of the Federal Building Act for
areas without a detailed local development plan, an investor has
the option of drafting itself a new plan for the specific building pro-
ject in consultation with the municipality by preparing a so-called
project-related development plan. The investor then concludes an
agreement with the community in which the investor undertakes
to implement the project and to carry out and to bear the cost of
public services development. Once said agreement has been con-
cluded, the community can initiate the local development planning
procedure based upon the investor’s application and adopt the pro-
ject-related development plan in the form of a bylaw. This plan
constitutes binding planning law for the specific project and has
the same effect as a regular detailed local development plan. The
building permit for the specific project can be granted on this basis.
An investor does not, however, have a right to extend the project-
related development plan for other purposes or to a greater area.
The investor and community must much rather mutually contract
with regard thereto.

Building Regulations

In that the primary objective of a State’s building regulation laws
is to prevent hazards, the regulations place special emphasis on the
safety of buildings to ensure that the inhabitants or visitors of such
buildings do not suffer injury from construction defects. The buil-
ding regulations also define requirements for social standards and
environmental protection. Building regulation law also pursues ar-
chitectural objectives, for instance by placing a ban on buildings
that detract from their surroundings or are an eyesore in and of
them. In the event a significant contravention of the Federal Buil-
ding Code and the building regulations occurs, the building autho-
rity can stop the construction, order the demolition of the building
or prohibit its use.

According to an approach to reduce the regulatory burden, an
amendment to several building regulations (e.g. 1995 in North
Rhine-Westphalia) has waived the necessity of prior building
permit before starting the construction in certain areas of (well
defined) local zoning plans and more simple apartment buildings
of restricted volume. In these cases — after having checked all
requirements of the applicable building regulations, and after
having notified the building authority accordingly, submitting all
necessary technical plans etc. — the construction activity may just
be started. In such instance, the building authority may request to
initiate the normal building permit procedure within one month
after notification, obviously only in cases of non-observance of
legal requirements or of particular complexity of the project. In all
other cases the building authority must restrict its interference to
later deviations or conflicts with building regulations.

Provisions in the building regulations stipulate when it is necessa-
ry to obtain a building permit and what conditions need to be met
in order for the permit to be granted. A further building permit is
not necessary if a building permit has already been granted under
other provisions. For example, some projects need formal planning
permission, such as waste dumps or nuclear plants.
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erman law provides different legal concepts under which

the manufacturer, the seller, the importer, the supplier of
components or other persons involved in the supply chain may be
liable for their products. These particularly are:

 Secs. 433/ 631 et seq. of the German Civil Code (Biirger-
liches Gesetzbuch, BGB)

e Law of torts, Sec. 823 et seq. BGB (so-called Produzenten-
haftung)

* Product Liability Act (Produkthaftungsgesetz, ProdHaftG)

Statutory Warranty

Overview

The delivery of a product which is free from defects is part of the
seller’s obligation of due performance, Sec. 433 BGB. The seller is
liable for those defects, the sold product shows at the moment of
passing of the risk. In such case, German sales law provides for a
system of claims that are contingent of each other, Sec. 437 BGB:

 First of all, the buyer has to give the seller a second opportu-
nity for due performance. The buyer may, therefore, claim, at
his option, rectification of the defect or the supply of another
product free of defects. So the buyer is not allowed to directly
rectify the defects on the seller’s costs. All ancillary costs
related to the rectification (e.g. costs of transport, dismant-
ling, re-fitting etc.) have to be borne by the seller as well

» Only if the seller does not satisty the buyer’s afore-said claims
within a reasonable time-limit set by the buyer, further rights
or claims of the buyer arise. In this case the buyer can either
withdraw from the contract (Riicktritt) or reduce the purchase
price (Minderung);

* Also claims for damages (Schadensersatz) or compensation
for useless expenses (Ersatz vergeblicher Aufwendungen) are
possible. These claims require, however, not only a defect of
the delivered product but also a responsibility of the seller for
said defect or for the seller’s disability to remedy the
deficiencies.

The sold goods are defective in the sense of German sales law
if they do not correspond to the conditions agreed upon between
the parties in the contract. So the starting point in this regard is
not an objective view whether the goods are acceptable according
to technical standards, “usual standards” etc. but the (individual)
agreement between the parties (Beschaffenheitsvereinbarung).
For example, irrespective of technical performance a blue car is
defective in case the parties have agreed upon the delivery of a
red one. This explains the special emphasis that should be laid
on the proper establishment of a detailed description of the sold/
purchased goods and their requisite features, preferably by way of
a detailed specification sheet (Lasten-/Pflichtenheft). Only as far
as the parties have not agreed upon the conditions of the goods,
it is decisive whether they are not suited for the presumed use,
or not suited for the usual use and do not possess the quality that
is standard for products of the same kind and that the buyer
may expect (which is also the fact, if the product diverges from
public statements of the seller, the manufacturer or his agents,
particularly in sales promotions or in designations about special
characteristics of the product, unless the seller did not know
and did not need to know these statements).

In addition, a defect of the products exists if an agreed assembly
is carried out improperly by the seller or installation instructions
are insufficient.
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Claims for Damages

The seller is liable for both wilful action and negligence,
Sec. 276 BGB, and for the faults of his vicarious agents, Sec. 278
BGB. In case the seller has given guarantees for certain features of
the products, the seller is liable regardless of fault.

The amount of compensation is not restricted in any way, e.g. to
the defective product itself, but can also be claimed for damages
to other goods or rights of the buyer. So the buyer’s claim may
e.g. contain costs for the purchase of a substitute product, loss of
profit or damages the buyer himself has to pay to third parties. Also
immaterial damage, e.g. compensation for pain suffered (Schmer-
zensgeld), can be claimed, Sec. 253 BGB. If the seller is in delay
with the remedy of the deficiencies, the buyer can claim damages
for the loss he suffers during the delayed performance (Verzugs-
schaden), Sec. 286 BGB.

Instead of claiming damages the buyer can demand compensation
for useless expenses he has incurred relying fairly upon the receipt
of the benefit, Sec. 284 BGB.

Exclusion of Claims

Buyer’s claims for defects are excluded in case he knows or
should have known (i.e. gross negligence) the defects at the time
the contract was concluded.

Obligations of the Buyer

In case of sales between merchants, i.e. B2B-contracts (Han-
delskauf), all warranty claims cease to exist if the buyer does not
comply with his duty to examine the products immediately after
delivery and, in case of defects, give notice of them without un-
due delay, Sec. 377 of the German Commercial Code (Handelsge-
setzbuch, HGB). This obligation to inspect all incoming products
immediately after delivery (even if by random examination) of-
ten results in the loss of substantial claims, since the requirements
imposed by German courts for inspections that are in compliance
with the German Commercial Code are difficult to meet in the re-
ality of modern supplier systems. To avoid such loss it is therefore
crucial to install proper quality assurance agreements, delegating
the responsibility for such inspections from the buyer to the seller.

Warranty Period

The statutory warranty period for movable products is two
years starting with delivery. A five years warranty period applies,
however, when the delivered (and defective) goods have been used
for a building and caused a defect of said building.

Possibility of Deviating Contractual Regulations

Implied warranties for defects can be excluded (by way of indi-
vidual agreement) or limited unless the seller has given a guarantee
for certain features of the sold products, Sec. 444 BGB. Further
restrictions apply to limitations of warranty in general terms and
conditions. For example, it is not possible to exclude or limit the
liability for gross negligence or for damage to life or health of hu-
man beings.

The statutory warranty period can be shortened as well as extended
by way of agreement, Sec. 202 BGB; as part of general terms and
conditions it can only be shortened to one year minimum warranty
period for the sale of new goods.

Special provisions for consumer goods purchase (Verbrauchsgiiterkauf)

Special provisions apply to a “consumer goods purchase”, i.e.
the purchase of a product by a consumer from a merchant for pri-
vate use, €.g.

* deviations from the statutory warranty provisions to the
disadvantage of the buyer cannot be validly agreed in
advance, Sec. 475 subsec. 1 BGB;

if a defect appears within six months from passing of the risk,
it is assumed that the product has already been defective at
the moment of passing of the risk, Sec. 476 BGB;

even by individual agreement the warranty period cannot be
limited to less than two years for new goods, respectively one
year for used goods, Sec. 475 subsec. 2 BGB;

the seller may take recourse against his supplier for all costs
incurred with respect to the fulfilment of the seller’s obligati-
ons vis-a-vis the consumer under the same legal regime as it
is available to the consumer. This may take five years from
delivery of the defective product or two years from fulfilling
the consumer’s claims, whichever is earlier.

Law on Works Contracts

In case the seller has manufactured the products individually
for the buyer the agreement between the parties is not a sales but a
works contract, for which German law provides special provisions.
However, in case the entrepreneur is obliged to manufacture and
deliver movable goods, the law on sales agreements is applicable
though, Sec. 651 BGB. Therefore, most of the supply agreements
in a B2B-relationship are governed by sales law. The differences
between the law on sales and the law on works contracts have been
levelled in 2002 so that the liability of the supplier in a works con-
tract is very similar to that in a sales contract.
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Liability under the Law of Torts

In case a manufacturer brings a defective product into the market,
he may not only be liable under contractual liability but also under
the statutory law of torts (deliktische Haftung). The statutory liabi-
lity under the law of torts for defective products, which may apply
in addition to contractual obligations between the parties involved,
is governed particularly in Sec. 823 subsec. 1 BGB (Produzenten-
haftung).

Overview

The product liability under Sec. 823 subsec. 1 BGB requires
that the defective product has caused an infringement of so-called
“absolute rights”, e.g. life, health, property etc. — a mere financial
loss without the infringement of said rights is not sufficient.

The product liability is based on the general obligation to avoid
hazards to the public (allgemeine Verkehrssicherungspflicht). For
manufacturers this means that they have to take all measures that
are necessary to prevent that their products may harm the life and
health or property of their customers or of third parties. Here, the
principle of commensurability applies: the bigger the possible dan-
ger is, the higher are the manufacturer’s duties to maintain safety.

Manufacturer’s Obligations in order to Maintain Safety
German jurisprudence has structured the resulting obligations
as follows:

« Construction, sourcing and manufacturing of the products have
to comply with state of the art of science and technology. The
same applies to the instruction of the user of the products;

» The manufacturer has to organize its business in a way that the
afore-said sources of faults are eliminated to the extent
possible. If so, he is not liable when a defect arises from a
unique fault, e.g. an employee’s malpractice or malfunction
of a machine (so-called “Ausreifier”).

» The manufacturer has to issue proper warnings about possible
risks aligned with the product and its use;

After bringing the product into the market, the manufacturer
has to observe whether the product shows risks the manufac-
turer was not aware of before. This also comprises risks which
result from accessories to the product, even in case they have
been manufactured by a third party. Ifthe manufacturer becomes
aware of such risks, he is obliged to issue warnings or even start
a recall-campaign in case the products endanger life and health
of human beings.

Persons liable

It has to be taken into regard that the liability under the law of
torts may not only apply to the industrial manufacturer but e.g. also
to the distributor of products (in respect of specific distributor’s
duties as the duty of inspection, instruction or advice). An en-
trepreneur who brings a product into the market under his own
brand that has been manufactured by a third party for him may
also be liable hereunder (so-called quasi manufacturer). If there is
more than one manufacturer in the afore-mentioned sense who has
contributed to the damage, they all are liable as joint and several
debtors (Gesamtschuldner).

Extent of the Manufacturer’s Liability

The manufacturer has to compensate the injured party for all
financial losses resulting from the infringement of the “absolute
right”. This may also comprise loss of profit and compensation for
pain and suffering (Schmerzensgeld).

In principle, the buyer’s interest in the defective product itself is
not covered hereby. The latter is only part of the contractual war-
ranty for defects. This restricts the practical use of this legal con-
cept for the purpose of taking recourse in the supply chain. This
situation may, however, be treated differently if the defectiveness
of the product is restricted to a single part of it which affects other
parts of the entire product (so-called weiterfressender Mangel).
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Statute of Limitation

What makes up the special importance of this legal concept is
the fact that the statute of limitation is substantially longer than the
one under contractual liability. In principle, claims for compensati-
on based on Sec. 823 BGB become time-barred within three years
from the end of the year in which the claim came into existence
and the claimant became aware of the damage and the person re-
sponsible therefor, Secs. 195, 199 subsec. 1 BGB.

Law of Torts

The second subsection of Sec. 823 BGB covers a further area of
product liability. Here, the liability is linked to the non-compliance
of the manufacturer with the requirements of special protective
laws. There exist special regulations e.g. in connection with the
production of food, pharmaceuticals (Arzneimittelgesetz, AMG)
and many others.

Product Liability Act

Overview

The Product Liability Act (Produkthaftungsgesetz, ProdHG)
provides for strict liability, i.e. product liability regardless of the
manufacturer’s fault for the damages caused by his products. Si-
milar to Sec. 823 subsec. 1 BGB, a liability according to the Prod-
HG requires that the defective product has caused damage to life,
health of human beings or to property other than the hazardous
product itself. Damage to other objects is only covered in case they
are intended for private use, Sec. 1 ProdHG, and the damage ex-
ceeds a deductible of € 500.00, cf. Sec. 11 ProdHG. This is the
reason why claims under the ProdHG are of no avail to take re-
course for defective products in the supply chain. The liability for
personal injuries is limited to a maximum amount of € 85 million,
Sec. 10 ProdHG. The liability according to the ProdHG cannot be
waived in advance, Sec. 14 ProdHG. Since 2004 the liability under
the ProdHG extends also to damages for pain and sufferings.

Products in terms of the ProdHG are all kinds of movable objects,
even if they are part of another object. Under the ProdHG a pro-
duct is considered to be defective in case it does not provide that
level of safety that the general public, particularly with regard to
the relevant purpose of use, may expect at the time of bringing the
product into the market. As consequence of the afore-said, there
is no liability according to the ProdHG if formerly unknown risks
become known because of new insights after bringing the product
into the market: an obligation to observe whether the products
show risks the manufacturer was not aware of before, does only
result from Sec. 823 subsec. 1 BGB.

Persons Liable
According to Sec. 4 ProdHG the liability according to Sec. 1
ProdHG falls upon

» manufacturer of the end-product;
suppliers (who manufacture parts for the end-products or raw

materials);

the so called “quasi-manufacturer”;
* the importer;
the distributor (if no other liability can be construed).

If there is more than one person liable according to the afore-said,
they all are liable as joint and several debtors (Gesamtschuldner).
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Statute of Limitation

Claims for compensation based on the ProdHG become time-
barred within three years from the moment when the claimant be-
came aware or could have become aware of the damage, defect and
the person responsible for the damage, Sec. 12 ProdHG. Claims
based on Sec. 1 ProdHG expire 10 years after the moment of brin-
ging the product into the market at the latest.

Burden of Proof

Product liability claims often are particularly dependent on
whether difficult technical issues can be proven in court. German
procedural law does not provide for a discovery procedure. The
outcome of a law suit, therefore, often depends on the question
which of the parties bears the burden of proof. Generally, the clai-
mant has to prove all requirements of its claim, e.g. for contractual
warranty as well as for claims under the law of torts or the Product
Liability Act, the defectiveness of the product or its inherent ha-
zards at the moment of passing of the risk. As the injured person
typically is not able to see behind the curtain of the manufacturing
process, the burden of proof is shifted to some extent: in princi-
ple, the injured person only has to prove that its damage has been
caused by a defect of the product. From then on it is presumed that
the manufacturer is responsible because of not complying with the
afore-mentioned obligations. Under the law of torts it is, therefore,
up to the manufacturer to prove that the suffered loss has other re-
asons and is not attributable to him. Furthermore, in case of a con-
sumer product purchase it is assumed that the product has already
been defective at the moment of passing of the risk if a defect
appears within six months from passing of the risk (see above).

Amount of Claims for Damages

Other than e.g. in the United States of America, German law
does not provide for punitive damages — only the concrete and
proven loss has to be compensated. Even though the amounts of
compensation for pain and suffering awarded by German courts
have increased during the recent years, they cannot be compared
to those awards known from the USA.

Criminal Law Implications

Whether a manufacturer of hazardous products is obliged to
recall its products — as opposed to a mere warning of the users
— depends on whether the hazardous products only endanger other
property or whether they endanger life or health of human beings.
If the latter is the case an obligation of the relevant manufacturer
or even distributor exists. According to the landmark “Erdal Le-
derspray” decision of the German Federal High Court (Bundes-
gerichtshof, BGH) the manufacturer/distributor will not only be
liable for payment of damages to injured persons but is also subject
to criminal prosecution if he does not comply with this statutory
obligation to recall the products. In this case, all board-members
of a manufacturing company have been verdicted under criminal
law — including imprisonment — for not properly addressing health
risks emanating from the company’s products when these risks be-
came known after bringing the products into the market.

Product Safety Act

Based on the EU-directive 2001/95/EC, special regulations ap-
ply for consumer products and work equipment according to the
Product Safety Act (Gerite- und Produktsicherheitsgesetz, GPSG)
since 2004. The Product Safety Act confers additional powers on
the regulatory authorities such as ordering the recall of unsafe pro-
ducts from the market. Furthermore, it establishes a duty to notify
the national authorities when a product carries serious risks to con-
sumers. Besides, it strengthens existing obligations of manufactu-
rers and distributors such as to carry out sample testing of marke-
ted products, maintain a proper screening of customer complaints
and recall products to protect consumer health. What is more, it
entitles and encourages the relevant national authorities throug-
hout the EU to actively exchange all information obtained from
manufacturers with each other and with the public using modern
information technology.
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he empty coffers of the public sector in Germany are in-

creasingly forcing federal, state and local authorities to
partly or fully sell their amenities and business operations, finance
investment projects using private capital (“public private partner-
ship”) or to transfer their functions of state wholly or partially
to the private sector under other cooperation models. In terms of
investment activities, it is the local municipalities in particular
which are facing the challenge of clearing the investment back-
log to the tune of several hundred billion euros over the next five
years. This is unlikely to be possible without the involvement of
the private sector.

The legal framework and general conditions for the involvement of
private investors are in place in many areas in Germany. Key mar-
kets such as the electricity and gas, telecommunications and water
markets have been deregulated. Other traditionally public services,
e.g. health services, local public transportation and sewage works,
are being sold or run more efficiently with the support of private
companies and investors. Public buildings and works, e.g. schools,
town halls, correctional facilities, roads, tunnels, etc., are increa-
singly being renewed, built, financed and operated as long-term
public private partnership projects (PPPs) involving the private
sector, private expertise and private capital.

This situation offers immense business opportunities for private
investors.

The public enterprises up for sale frequently operate inefficiently
compared with private sector companies. Yet private investors can
unleash considerable profit potential, especially with enterprises
whose potential the public sector was unable to realize for legal
and/or political reasons, by taking optimization and restructuring
measures, improving management structures, tapping new busi-
ness areas and markets which were off bounds to the public sector
under public law and other synergy effects. Public authorities are
also often under considerable financial and political (once privati-
zation proceedings have been initiated) pressure to sell.

Foreign investors in particular often overestimate the resistance
of the local populace to privatization and underestimate the legal
and practical means of reducing personnel expenses. Performance-
based compensation, the conclusion of collective wage agreements
applicable only to the company in question, reasonable periods du-
ring which notice of termination may not be given and withdrawal
from the public collective bargaining system (“BAT”) are legal-
ly possible and increasingly (politically) acceptable, a situation
which employees are having to accept more and more. Numerous
privatizations in Germany have been a great success for both the
public sector and the private investor. The ,,wave of privatization
and ,,privatization friendliness* is set to grow in many areas in the
future.

The Term “Privatization” and Forms of Privatization

The term “Privatization” is not used uniformly, nor is it defined by
law. A distinction can be made between the following privatization
forms:

Formal Privatization

The reorganization of a public service or a public organization
or legal form (e.g. public-law institution (Anstalt des 6ffentlichen
Rechts), municipal enterprise operated by an administrative agen-
cy (Regiebetrieb), owner-operated municipal enterprise (Eigen-
betrieb), etc.) into a company with a private legal form (e.g. Ge-
sellschaft mit beschriankter Haftung (limited liability company),
Aktiengesellschaft (stock corporation), etc. is known as formal
privatization.

Example:

Reorganization of Deutsche Bundesbahn (federal railways), a spe-
cial asset of the federal government, into Deutsche Bahn Aktienge-
sellschaft (a stock corporation)
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Following formal privatization, the public authority remains the
sole owner/shareholder of the company reorganized into a private
legal form.

The most important reasons for formal privatization are:

» The expectation that the enterprise can be run more efficiently
in a private legal form, e.g. as a result of the decrease in
political influence;

 The creation of the possibility of (subsequent) investment in
the company by private investors, as public-law organizations

and legal forms do not permit investment.

Regular Privatization

The partial or full sale of a public enterprise by way of an asset
deal or the (partial) privatization of a private company wholly ow-
ned by a public authority in an asset or share deal will be referred
to as regular privatization or, simply, privatization.

Example:
Sale of 49.9 per cent of the shares in Stadtwerke Bielefeld GmbH
to a private energy company by the City of Bielefeld

Contracting Out
Contracting out means subcontracting functions of state while
retaining the responsibility for such services.

Example:

Transfer of the function of state of sewage disposal to Stadtent-
wisserung Dresden GmbH by the City of Dresden that remains
responsible for performance of the service

Contracting out and regular privatization can be conducted simul-
taneously.

Example:
49.9 per cent investment by a private strategic partner in Stadtent-
wasserung Dresden GmbH

Public Private Partnership
The term “public private partnership” (“PPP”) is also not used
uniformly, nor is it defined by law.

A PPP can be defined as a special form of privatization whose aim
is to share the risks and rewards of a project between the public
sector and the private investor. The public authority no longer uses
public assets to provide essential services; these are instead pro-
vided by private companies on a partnership basis. Following the
principle, “less government, more private enterprise,” the efficien-
cy and customer/citizen friendliness of the service can be increased
and the burden on the public budget reduced.

Example:

Renovation, financing and long-term operation of the administra-
tive building of the District of Unna by a project company (GmbH)
held by a private construction company (90 per cent) and the
District of Unna (10 per cent).
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Market Assessment

The key public companies undergoing privatization include in par-
ticular:

Public Utilities

Up until the end of the 1990s, there was a true wave of privati-
zation among public utilities. A whole host of German and foreign
investors clamored to invest in public utilities, which generally
provided electricity, gas, district heating (sometimes including
electricity generation) and in some cases water.

It remains commonplace for private investors to hold minority
interests (up to 49.9 per cent of shares), although the legal arran-
gements in the investment agreements generally treat the private
investor as if it held 50 per cent of the shares. In many cases, the
public seller was also granted a put option enabling it to sell further
shares within a specific period at a price calculated in accordance
with an agreed formula. Only a few individual investments in pu-
blic utilities have been up for sale in Germany in the past one or
two years. The market is largely consolidated.

Local Public Transportation

The German local public transportation market is currently ope-
ning up as a result of public transportation companies being priva-
tized rather than local public transportation services being put out
for tender. Both public and private transportation service providers
from Germany and abroad are standing in the starting blocks. For
the owner, strategic partnerships of this kind offer a way of miti-
gating the increasing market risks. For the organization responsi-
ble for the service, the separation of supply and demand creates
an organizational structure in line with competition law, enabling
transportation services to be put out to tender in the future without
discrimination and without conflicts of interest under EU law.

However, local municipalities can still preserve much of their
influence by retaining the majority of voting and/or veto rights.
Their objective is to fix the municipal subsidies payable in long-
term agreements and thereby limit the financial risks. This requires
negotiation of an employment package that includes employees’
acquired rights in order to make the sale of shares possible in the
first place.

For international investors in particular, municipal transportation
companies make interesting acquisition targets due to their long-
term operating licences. Further municipalities are expected to
decide on a sale, and the consolidation process in Germany will
accelerate. Experts estimate that between five and ten large opera-
tor companies will remain in the medium term.

Hospitals

The German hospital market has been undergoing fundamen-
tal change for some two years. The introduction of flat fees per
case (DRG, Diagnosis Related Groups), budget capping and the
limitation of funds from the states in particular lead to incalculable
financial risks for municipal hospital operators. Moreover, after an
action brought by a private hospital operator, the European Court
of Justice is now having to examine whether the common practi-
ce among public hospitals of having their accumulated operating
losses funded by tax revenues from their supporting public autho-
rity represents aid that is not compatible with Art. 86 et seq. of the
EU Treaty.

Against this background and to safeguard both the future and com-
petitiveness of their hospitals while avoiding future financing obli-
gations, an increasing number of municipal hospital operators are
deciding to sell their hospitals. As a result of this wave of privati-
zation, which is likely to intensify in the future, the hospital market
has been trans-formed into a buyer’s market in which buyers are
increasingly able to influence the terms of the transaction. Thus, for
example, investors often want to acquire a majority shareholding in
a hospital company or buy the hospital outright to ensure that they
can exercise significant influence over the running of the hospital.
Following privatization, municipalities only hold a ,,golden share,"
i.e. a nominal interest in the hospital company, if at all. This gives
them certain rights of codetermination under corporate law.

Large private hospital operators with activities nationwide or me-
dium-sized private hospital operators with regional activities have
been the main parties interested to date in the privatization of Ger-
man hospitals. Surprisingly, foreign investors have yet to invest
in German hospitals. One alternative to the full or partial sale of
a hospital to a private operator is to establish a municipal hospital
group. In this case, several municipalities and sometimes also a
private hospital operator invest in a holding company that is the
sole shareholder of several hospital companies and provides cen-
tral services for these companies.

Another way out of the financial crisis plaguing hospitals in Ger-
many comes from the United Kingdom in the form a PPP model
to secure the long-term viability. The UK hospitals in Hull and
Gloucester are just two examples. The renovation or reconstruc-
tion of these hospitals was planned, financed and conducted by a
private firm and implemented via an operator company. The objec-
tives of improved patient care, lessening the taxpayer’s burden and
transferring certain risks to the private sector were achieved under
this PPP model. The project structure of a PPP model of this kind
relieves the burden on public hospital operators and yet secures
healthcare as the overriding objective in the long term. “One-stop”
healthcare continues to be provided to patients.
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Hospital privatization in whatever form offers the opportunity to
pool expertise and exploit synergies, thus considerably improving
efficiency in the hospital sector.

Example:

Sale of 95 per cent of the shares in Universitdtsklinikum Giessen
und Marburg GmbH to a private hospital operator by the State of
Hesse.

Sewage Disposal

Current ecological, economic and political conditions call for
a strategic realignment of municipal sewage companies. In par-
ticular, the public sector is struggling with the high backlog of
investments required in the sewerage system and sewage works.
The private sector has made few inroads into the sewage dispo-
sal market in Germany to date. The first significant privatizations
in the area of sewage disposal, e.g. Berliner Wasserbetriebe, Ab-
wasserversorgungsbetriebe in Bremerhaven or Hansewasser, have
only recently gone ahead. The reason why public sewage dispo-
sal companies have jumped on the privatization bandwagon rela-
tively late in comparison to other utilities and why privatization
is only now starting to take off is this area’s special links to the
public sector. In Germany, sewage disposal is defined by law as
a ,function of state incumbent on municipalities. This means
that municipalities are unable to fully shed sewage disposal ser-
vices, unlike energy supply, for example. Although this does not
prevent the privatization of municipal sewage disposal facilities,
it must be taken into consideration in the legal structure of a pri-
vatization of this kind. In this case, contracting out and regular
privatization must be combined. If it has not already done so, the
municipality whose sewage disposal is carried out by an owner-
operated municipal enterprise or a municipal enterprise operated
by an administrative agency, founds a private-law company, e.g.
a limited liability company (GmbH). Protected by an agreement
with the municipality, this private-law company then provides se-
wage disposal services for the municipality, while the municipali-
ty retains responsibility for this function of state.

A private investor can then take a stake in the private-law company.
This “gradual” privatization requires the various interests of all par-
ties involved to be covered by a complex agreement characterized
by a combination of an asset deal (transfer of the assets required to
conduct sewage disposal services to the private-law company and
sometimes provision of the necessary specialist personnel from the
owner-operated municipal enterprise to the private-law company)
and a share deal (sale of an interest in the private-law company to
a private investor as a strategic partner of the municipality) as well
compliance with the regulations governing the charges for such
services. In Germany, sewage disposal by multi-utility groups is
still in its infancy. It is water supply rather than sewage disposal
that is currently the focus of attention. Global groups operating in
the area of sewage disposal, especially from France, are attemp-
ting to gain a further foothold in Germany. The German sewage
disposal market remains to be carved up and thus offers numerous
opportunities to private investors to get their share of the cake.

Example:

Transfer of the function of state of sewage disposal to Stadtent-
wisserung Dresden GmbH by the City of Dresden, which remains
responsible for the provision of these services, followed by a 49.9
per cent investment by a private strategic partner in Stadtentwés-
serung Dresden GmbH.

PPP Projects

In contrast to the United States and the United Kingdom, where
PPP (or PFI ,,public private finance®) projects have been highly
successful for many years, the first genuine PPP projects were only
launched in Germany at the beginning of the new millennium. The
pioneer projects focused on investments in roads, such as the War-
now tunnel in Rostock-Warnemiinde, which was opened in 2003 as
Germany’s first privately financed road construction project. PPP
models are now primarily being realized in building construction.
Projects range from schools and office buildings, to correctional
facilities that are in urgent need of investment given the constraints
faced by the public budget. Since these are frequently high-volume
investment projects, the services to be provided are generally put
out to tender across Europe. Yet it is mainly German companies
that have vied to partner with the public sector to date. The German
federation supports PPP projects by installing task forces at state
government level, e.g. in North Rhine-Westphalia, to oversee the
financial support of pilot projects.

Example:
Renovation and operation of Unna district hall



Market Assessment

90 | 91

Municipal Housing

Only a comparatively small number of housing companies have
been privatized to date. It may be assumed that more large portfo-
lios will be put on the market in the coming years. There has only
been little real experience of the privatization of public housing
companies since the sale of Deutschbau in 1997. However, a gro-
wing interest on the part of German (e.g. Viterra (E.On Group),
IVG, etc.) and foreign investors — in particular financial investors
— in former welfare housing in Germany has since become evident.
A number of investors (investor groups) have now appeared on the
market that, up until a few years ago, had not been concerned with
the acquisition of housing portfolios.

These investor groups have recognized that considerable value-ad-
ded potential can be exploited by increasing efficiency. Optimizing
maintenance and modernization through economies of scale achie-
ved by consolidating existing portfolios is leading to a significant
reduction in costs and an increase in value. Investors are also bene-
fiting from the margin that can be generated through the individual
sale of residential units to tenants.

This trend is being driven by the low interest rates which provide
an attractive return on capital employed for the acquirer as a result
of low borrowing costs with a corresponding debt/equity ratio and
also allow tenants to buy their apartments at favorable conditions.

A number of standards for mitigating the social impact have evol-
ved in recent years in connection with the privatization of public
housing companies. These standards comprise specific arrange-
ments that must be included in the purchase agreement with the
acquirer to cushion the social impact of the change in ownership,
e.g. clauses to protect tenants, employees, the housing company as
a going concern and the interests of minority shareholders. Howe-
ver, the enforcement of such standards conflicts with the anticipa-
ted proceeds from the transaction.

Other Areas

The general budget constraints of the public sector are also for-
cing federal, state and local authorities to examine all other areas
in which services are performed for citizens to determine whether
they can be transferred to private-law companies. Even functions
of state involving force (e.g. prisons) may be outsourced to private
companies.

These other areas cover a wide spectrum of economic activities
from cemetery maintenance, waste disposal, housing of the men-
tally ill, detention of convicted criminals, certification and audit
firms, to the privatization of casinos. Without going into the speci-
fic features of each area, the following applies:

* The public authority must always ensure that privatization is
more economical than the previous form of providing the
service. The bidder must be ableto demonstrate that this is the
case when preparing its determination of a purchase price for
a company or the price of a service to be provided for the public
authority at a later date;

Due to the requirement to identify the most economical form of
privatization, a competitive bidding process is almost always
carried out. The regulations governing such processes are
generally fairly identical,

The closer the subject of privatization is to the core functions

of state, the more likely the investor will find itself subject to
the de facto and/or legal control of the public authority, even
after the privatization, due to laws, directives, etc. (which are
often only enacted in connection with the privatization). Such
control may relate to both the supervision of casinos by law
andinspectionsbythehealthauthoritiestoensurethatpatientsare
properly cared for. If there is any scope for contractual arrange-
ments, public-law agreements may be an appropriate comple-
ment to private law agreements. In this manner, the private
investor can exercise a certain degree of influence over subse-
quent actions by the authorities in relation to the investment.

A detailed due diligence review remains the safest way for the in-
vestor to gain a clear understanding of the legal, tax and economic
conditions of the investment and the associated risks. The investor
has a right to insist on adherence to private sector standards even if
a business has previously been publicly run.
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Regular Privatization (Tender Procedure)

The sale of shares in a company by the public sector is only subject
to procurement law if construction, service or supply agreements
subject to compulsory tendering are concluded in connection with
the sale of the shares.

Regular privatization is subject to the stringent and extremely
formal rules of procurement law, which tends to be an overall
hindrance to smooth privatization. This opens up a range of oppor-
tunities for investors to have the procedure and decision reviewed
by the responsible public procurement tribunals or by the courts.
However, observance of the provisions of procurement law is not
only important for the public sector. Frequently, dealing with this
complex area is also relatively difficult for the private bidder. It
may therefore be worthwhile for a private investor to consult a
recognized expert in procurement law.

Regular Privatization (Discretionary Sale)

If procurement law is not applicable, privatization is carried out
by way of a discretionary sale, i.e. the procedure can be organized
at the discretion of the public seller. However, budgetary law pro-
visions require that the “best value” (not necessarily the highest
purchase price) be attained for the asset sold. Generally a fair and
transparent bidding process is conducted by an investment bank.
The intention to sell is announced publicly. Interest parties have
the opportunity to submit an indicative offer on the basis of an in-
formation memorandum. The best (normally some 4 to 6) bidders
in this phase are then allowed to conduct a due diligence review
and, on the basis of an agreement drafted by the seller, to make a
so-called binding offer, which is not actually legally binding. By
this time, the number of bidders may have been reduced, and nego-
tiations are held until one or more bidders make a legally binding
offer. Often this ,.final offer may not be subject to approval by an
executive body of the bidder, although it is subject to acceptance
on the part of the seller and approval by the seller’s supervisory
authority.

Privatization Agreements

Privatization is a special form of a company sale, as is reflected
in the related agreements. The agreements that are normally nego-
tiated are the following:

Purchase Agreement

An integral component of the purchase agreement are the warran-
ties provided by the municipality. The statutory warranty laws are
normally contracted out in their entirety and replaced by a self-
contained contractual warranty system. For the municipality, it is
important to limit the cases of liability as far as possible and to cap
the amount of liability. Ideally, this will be a mere fraction of the
purchase price. Quite apart from the purely economic considerati-
on that the municipality has no interest in subsequently ,,repaying*
the purchase price due to warranties, unlimited liability on the part
of the municipality is also problematic in terms of public law, since
municipalities cannot assume unlimited liability under the muni-
cipal charters of the federal states. In order to identify potential
liability risks to the municipalities at an early stage and to provide
contractual cover for such risks, a detailed due diligence review by
experienced lawyers and tax advisors is highly recommended prior
to privatization.

Redrafting of the Articles

As part of (partial) privatization of a municipal company, it will
also be necessary to redraft the articles, since private partners will
also demand that they be granted appropriate shareholder rights.

Numerous federal states require that the municipality has appro-
priate influence, in particular over the supervisory board or a re-
levant supervisory body. This influence should also be ensured,
for example, by means of appropriate provisions in the articles of
incorporation. The influence of the municipality should ordinarily
be determined according to the amount of the investment in the
capital stock and/or according to the voting rights. The appropri-
ateness is determined according to the purpose and amount of the
investment. A controlling influence is not required, such that a mi-
nority interest on the part of the public authority is also permitted
provided that appropriate influence is otherwise ensured. It is not
clearly regulated how the public authority can ensure its influence
if a supervisory board or other supervisory body does not exist. In
practice, however, this question hardly ever arises because munici-
palities mostly call for the creation of a supervisory board even if
this is not legally required so as to create a means of influence by
establishing transactions requiring approval. In the case of a facul-
tative, i.e. voluntarily established supervisory board, it is legally
possible if required — at least with a German limited liability com-
pany — to individually define the rights of the supervisory board
and thus to place considerable restrictions on it.
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Syndicate Agreement

In the syndicate agreement, the municipality and the private-
sector partner set out in particular the main business objectives and
the future strategy of the company through which these objectives
are to be attained. At this point, the private-sector partner is called
on to put forward ideas and suggestions on how to secure and un-
derpin the long-term success of the company. Since the ,,best part-
ner* cannot just be identified on the basis of the bid price and stra-
tegy also pays a decisive role, this gives the private-sector partner
the opportunity to make its mark and set itself apart from the com-
petition. In this context, the private-sector partner may be asked
to agree to contractual obligations to invest in specific company
projects. However, the municipality must ensure that these obliga-
tions are actually enforceable with penalties for failure to comply
and are not merely declarations of intent. Special rights for the
partners may also be stipulated in the syndicate agreement to sup-
plement the provisions of the company’s articles of incorporation,
e.g. rights to appoint members to the management or supervisory
board or rights to veto key shareholder resolutions. An important
aspect, and decisive for the political success of the privatization,
is the labor law framework, in particular protection against dis-
missal, vocational training support and continuing education. It is
recommended that the long-term commitment of the private-sector
partner to the joint venture be secured by means of suitable provi-
sions, e.g. restriction on sale for a specific period. The private-sec-
tor partner may also be interested in acquiring additional shares in
the joint venture at a later date, in particular to become the majority
shareholder. In this case, the syndicate agreement may provide for
a put option, whereby the private-sector partner offers to purchase
additional shares from the municipality at a specific purchase price
or at a purchase price to be determined on the sale date and which
the municipality may accept by an agreed date.

The content of all agreements must be coordinated and take ac-
count of the individual features of the specific case as well as do
justice to the interests of each partner. The above information can
only provide a rough overview of the typical content of agreements
without going into detail. The extremely complex contractual fra-
mework of any privatization is always unique.

Privatization Expertise

As discussed above, the privatization of public-sector enterprises
has become an independent transaction market with relatively ri-
gid ground rules, even though each case is unique.

Foreign investors looking to acquire a formerly publicly run enter-
prise or to manage a company as a joint venture with public aut-
horities in Germany would be well advised to seek professional
expertise for this investment from the outset. Professional experti-
se means a multidisciplinary team of lawyers, tax advisors and, if
required, a corporate finance firm well versed in the rules typical
of a competitive bidding process. These advisors should also have
the proven competence in the relevant industry sector that is indis-
pensable to the success of the acquisition.

In many cases, the procedural rules are affected by European com-
petition law. The special features of German budgetary law and the
political implications of the pro-cedures must also be taken into
account in the selection of an advisor. It is therefore advisable to
work with law firms in Germany. Personal references are critical in
the selection of advisors in order to demonstrate to the public aut-
horities from the outset that they are dealing with proven and reli-
able contact partners — a success factor not to be underestimated.
The authors have reported on just some of their own projects in this
chapter. They belong to a group of some 25 lawyers specializing in
public-sector transactions in various areas.

Dr. Hans-Georg Hahn
hans-georg.hahn@luther-lawfirm.com

Thomas Kéhler
thomas.koehler@luther-lawfirm.com
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Benefits Available to Investors

Investments in Germany are promoted by many regional, federal
and European Union schemes. In 2004 approximately Euro 17 bil-
lion were accounted for in German state budgets — for example tax
holidays or state guarantees. Other material benefits for investors
— for example a municipality transfers a piece of real estate to an
investor and agrees a consideration below market value — are not
officially accounted for, yet are not uncommon forms of state aid.

In Germany there is neither a central government body responsible
for controlling the legality of public grants nor are there coherent
rules. Rather, various different legal regimes with different objec-
tives apply. By large one may say that German law sets forth the
conditions under which the state may grant subsidies at all, pro-
vides for certain rules of procedure and the consequences of a mi-
suse of public grants, while European law establishes a system of
control: Those subsidies (and this includes any kinds of benefits!)
which have not been approved of by the European Commission are
considered illegal and the beneficiary has to return these (including
interest) to the member state.

Typical Questions

Apart from the question under which conditions and up to which
amount an investor may claim subsidies there are usually two sce-
narios in which state aid law becomes an issue. First, it has to be
questioned whether a recipient of subsidies can be sure that he may
keep the aid. This becomes equally relevant when setting up own
operations and when investing in an already existing company.
When acquiring a company the investor — in the course of its due
diligence investigations — has to determine whether or not the tar-
get company will be able to retain public moneys it obtained in the
past. Second, can a company use state aid law as a weapon against
its competitors? For example: Will it be possible to challenge sub-
sidies granted to the beneficiary? Can one avoid that state owned
or financed companies enter into competition with private com-
panies? It should also be mentioned that EC state aid rules may
also help in tax claims. For example, if a competitor is exempted
from a tax burden this might prove to be prohibited state aid which
might render illegal not only the legal basis for the exemption but
perhaps also of the imposition of that tax.

National Authorities and European Commission

Both national authorities and the European Commission are invol-
ved when state aid is to be granted. Furthermore, both sets of rules
are to be applied: The European state aid law and the national laws.
Under German law the investor usually only has to safeguard that
he uses the subsidies in the way as agreed when they were granted
to him. Under EU law the investor has to ascertain moreover that
the state aid rules are complied with by the member state. Other-
wise the investor faces drastic economic consequences: First of all,
he has to return any payments or any other benefits received. Con-
tracts that violate the prohibition of state aid are void. Companies
may be also confronted with recovery claims after having acquired
an undertaking which received unlawful aid. Finally companies
may consider to sue for damages or recovery of aid granted to their
competitors.



Public Subsidies and State Aid Control

General Rule: State Aid is Prohibited

General Rule: State Aid is Prohibited

The EU competition policy aims at promoting the common market
and establishing a system of undistorted competition where every
undertaking shall be able to operate on an equal basis. The state
aid rules intend to avoid discrimination and unfair subsidy races
among member states. While the objectives of state aid control
are straight forward and simple the detailed rules are not. State aid
regulations, block exemptions, guidelines, communications, noti-
ces, frameworks etc. cover more than a thousand pages. And the
body of case law both by national courts and the European Court
of Justice grows day by day.

The fundamental rule is contained in Article 87 (1) EC Treaty:
the general prohibition of state aid. The concept of state aid is
very broad and applies to measures which satisfy the following
criteria:

e There must be an economic advantage that the undertaking
concerned would not have had under normal market economy
conditions: examples of potential state aid include investment
grants, state guarantees, tax relief, loans at reduced rates of
interest, the provision of goods and services on preferential
terms and capital injections.

The advantage has to be granted by a member state or through

state resources: this comprises advantages which are granted
directly by the state and advantages granted by a public or
private body designated or established by the state.

The advantage has to favour certain undertakings or the
production of certain goods which means that general measures
which apply without distinction to all companies are not
regarded as state aid.

The advantage must distort competition and affect inter-state
trade. The Commission takes the view that small amounts of
aid, i.e. aid not exceeding a ceiling of 100 000 Euro over any
period of three years do not affect trade between member states
and do not distort competition (de minimis aid).

Exception: Aid Compatible with the Common Market
is Permitted

State intervention is sometimes seen necessary, for example to ensure
social and regional cohesion or to improve public services. Therefore,
although in principle incompatible with the common market, the EC
Treaty contains a list of circumstances in which aid may be granted.

There are three kinds of aid where the Commission has no discre-
tion and must approve the notified aid: This includes aid having a
social character, aid granted in the event of natural disasters and
aid granted to certain areas of Germany affected by the former
division of the country. For other kinds of aid the Commission
has broad discretion to assess whether to permit it or not. These
include inter alia aid for developing disadvantaged regions, aid
promoting research and development and aid promoting culture
and heritage conservation.

Existing Aid vs. New Aid

The EC Treaty distinguishes between existing and new aid. For the
beneficiary the difference between existing and new aid is crucial:
Commission decisions on existing aid can only have effect in the
future; thus a beneficiary does not have to return what he recei-
ved in the past. Rather he has some time to adopt his position to
meet the future requirements. A new aid on the other hand which
is declared incompatible with the Common market means that the
beneficiary’s past position is in danger.

A recent example of an existing aid scheme which has been con-
sidered incompatible with the EC state aid rules by the Commis-
sion is the preferential tax regime for Luxembourg Holdings. The
scheme is granted under a Luxembourg law from 1929. The Com-
mission decided that the preferential tax regime violates state aid
rules and required the scheme to be repealed by the end of 2006,
while its effects for the existing holdings must be definitively eli-
minated only by the end of 2010.

In practice, however, the focus is on new aid. For this the EC Tre-
aty provides an ex ante control through a notification procedure.
In principle any plans to grant new aid must be notified by the
member state to the Commission prior to the implementation. The
notification obligation, however, does not apply to aid which falls
under one of the block exemptions. To date block exemptions exist
for training aid, de-minimis-aid, SME aid and employment aid.

In a first step of this procedure, the Commission will examine
whether an aid notified by a member state is compatible with the
EC Treaty. Where the Commission does not take a decision within
two months after receipt of the notification, the member state as a
rule may put into effect the aid.
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Where, after the preliminary examination, the Commission finds
that the notified measure raises doubts as to its compatibility with the
common market, it will initiate formal investigation proceedings.
The formal investigation procedure is concluded by issuing either a:

* positive decision, stating that the notified measure does not
constitute state aid or is compatible with the common market;

 a conditional decision, i.e. attaching to a positive decision
certain conditions;

* or a negative decision, stating that the notified measure is not
compatible with the common market.

Prohibition to Implement a Measure

Any new aid which a member state puts into effect before the
Commission’s approval is unlawful. The Commission may, until it
has taken a decision, require the member state provisionally reco-
vers an aid. In the event that the Commission finds that the aid is
incompatible with the common market, and if the aid has already
been paid the Commission will decide that the member state shall
recover the aid from the beneficiary with interest. Interest shall be
payable from the date on which the unlawful aid was at the dispo-
sal of the beneficiary.

For the beneficiary of state aid it is crucial to ascertain that the
aid it received has been properly notified to and approved by the
Commission since even the principle of German law, that
legitimate expectations are protected, will usually not serve
as a means to prevent recovery.

Judicial Review

The prohibition to put aid into effect without the prior approval of
the Commission has direct effect, i.e. that undertakings can rely on
this provision when contesting e.g. a Commission decision. There
are a lot of constellations where beneficiaries of state aid, their
competitors or the Commission and the member states may ask
for a judicial review of a decision. However, a lot of legal issues
are open. Court actions can be pursued in front of the European
and the national Courts. Procedures in front of the national courts
are especially interesting for competitors since the national courts
are responsible for the protection of rights and the enforcement of
duties. However, the Commission keeps the exclusive power to
decide on the compatibility of aid with the common market.

Protecting the Beneficiary

In general, the beneficiary of an aid can attack a negative deci-
sion of the Commission which deprives it of an expected aid. The
beneficiary can seek the annulment of the Commission’s decision in
front of the Court of first instance. In the event that the Commission
does not act in the formal investigation proceedings the beneficia-
ry could bring an action for failure to act in front of the European
Courts. The beneficiary can also bring an action before a national
court against recovery procedures conducted by that member state.

Attacking the Aid

When the Commission issues a positive decision declaring the
aid compatible with the common market, competitors could seek
the annulment of this decision. However, it should be noted that in
order to bring an action for annulment in front of the Court of First
Instance just being a competitor is not sufficient. Rather the com-
petitor has to show that it is directly and individually concerned,
which can be very difficult to demonstrate. In addition or in the al-
ternative it might be possible to prevent the German administration
from granting the aid. However, there is very little case law on this
point yet.

If an aid is unlawful but not recovered by the German administra-
tion a competitor may seek recourse to the German courts with the
aim that they force the administration to recover the aid from the
beneficiary. The application of the law is not straightforward in re-
covery cases. Finally, actions for damages — both against the public
authority which has failed to notify the aid to the Commission and
the beneficiary — are conceivable, however so far only in theory.

Dr. Helmut Janssen, LL.M.
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erman public procurement law contains comprehensive

regulations governing the legal relationship between pu-
blic authorities and private entrepreneurs with respect to provi-
ding works, goods and services. The intent of public procurement
law is to achieve a balance between economically reasonable
procurement by public authorities on the one hand and the legal
protection of private entrepreneurs on the other.

Introduction

Pursuant to the federal, state and local public budget laws and the
German Act Against Restraints of Competition (Gesetz gegen Wett-
bewerbsbeschrankungen, GWB), all public procurement contracts
must generally be put out to tender. The Ordinance on Awards of
Public Orders (Vergabeverordnung, VgV) and three other bylaws
(“VOB/A” for works, “VOL/A” for deliveries and services and
“VOF” for special services like services from architects, auditors
or consultants) constitute the legal framework of the award of pu-
blic contracts in addition to the GWB. Since the federal, state and
local budget laws, to the extent they apply to public procurement,
are somewhat vague and do not provide legal protection for the
tenderer, public procurement law underwent a significant change
upon amendment of the GWB in 1998. The legislator thereby in-
corporated most of the European Directives on the coordination
of the procedures for the award of public contracts into the GWB.
The incomplete implementation of the European Directives unfor-
tunately makes it necessary to carefully check both the national
regulations and the European Directives.

In 2004 the EU procurement regime was updated with two new Di-
rectives, one for contracts awarded by public-sector bodies (Direc-
tive 2004/18/EC) and another one for contracts awarded by utilities
(Directive 2004/17/EC) to replace the current Works, Supply and
Services Directive. The directives introduce important new obliga-

tions for purchasers, for example on drafting award criteria, disclo-
sing selection criteria and electronic tendering, and explicit rules to
areas not currently mentioned in the directives, such as framework
agreements and electronic auctions. Also, the directives offer new
opportunities for more flexible purchasing including, through the
new “competitive dialogue” procedure, dynamic purchasing sy-
stems and use of central purchasing bodies. Member states were
given till January 31, 2006 to implement the directives.

The national legislator has implemented only a small part of the
directives, especially the new award procedure “competitive dialo-
gue” in the so called “OPP-Beschleunigungsgesetz” in September
2005. As a consequence according to EU jurisdiction some of the
directive rules are direct applicable after exceeding the time limit
of implementation.
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Thresholds

Chapter IV of the GWB regulates the award of public contracts
that exceed certain thresholds as fixed by public ordinances. These
are € 5 million for works and € 200,000 for goods and services. A
threshold of € 400,000 is set forth in the utilities sector. Contracts
on goods and services concluded by the Ministries of the Federal
Government are also included within the scope of the GWB to the
extent they exceed € 130,000.

Public Contracts

A public contract is defined as a contract for pecuniary interest con-
cluded between a supplier and a contracting authority, the subject
matter of which is supplies, works or services. Contracts relating
to public works concessions are also governed by the same rules as
those contracts for a direct pecuniary interest, while no legislation
has yet been passed with regard to service concessions.

Contracting Authority
Contracting authorities set forth in the GWB are:

e The Federal Government, State, regional and local autho-
rities, as well as special funds of each, respectively;
Other legal entities under public or private law which were

established for the specific purpose of meeting the general
interest, which do not have an industrial or commercial
character, and which are for the most part financed or
controlled by public authorities;

Associations of public authorities governed by public law; and
Natural or legal entities under private law which operate in
the fields of drinking water, energy, transportation or telecom
munications if such activities are exercised on the basis of
special or exclusive rights granted by a public authority.

General Principles

If a contract is concluded by a contracting authority and if said
contract exceeds the applicable threshold, the authority must fol-
low the general principles on award procedures set forth in the
GWB. These provide for transparency, economic efficiency, the
tenderer’s right to compliance with the rules, and equal treatment
of all bids submitted. Equal treatment especially requires that local
tenderers may not be accorded preference over non-local tenderers
(principle of non-discrimination).

One of the most significant general principles concerning the de-
cision on awarding a public contract is the principle that the most
economically advantageous bid shall be accepted. This can consti-
tute either the lowest price or, if so published in the prior informa-
tion notice, various other criteria relevant to the contract such as
quality, period for completion or delivery date, other running costs,
profitability, after-sale service, technical merit, etc.
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Types of Procedures

Public supply, works and service contracts are awarded through
one of three different types of procedures, namely: (i) an open pro-
cedure, (ii) a restricted procedure, (iii) a negotiated procedure and
(iv) a “competitive dialogue” procedure. The open procedure has
priority over the restricted procedure, the negotiated procedure and
the “competitive dialogue” procedure.

Acting stricter than provided by the underlying EU directives, the
restricted procedure generally ranks above a negotiated procedu-
re. Only those contracting authorities which operate in the fields
of drinking water, energy, transportation or telecommunications
may freely choose from among the four procedures provided by
the GWB.

Open Procedure

Open procedures are those procedures in which an unlimited
number of undertakings are invited to submit a tender by public
announcement. The rules on the time limit for the receipt of ten-
ders are strict. The tenders may not be negotiated after their sub-
mission.

Restricted Procedure

Restricted procedures involve a public invitation to participate
followed by a limited number of undertakings then being invited
to submit a tender from among selected candidates. For the rest,
the restricted procedures follow the same rules as the open proce-
dures.

Negotiated Procedure

Negotiated procedures involve a public invitation to participate
followed by a limited number of undertakings then being invited to
submit a tender from among selected candidates. For the rest, the
negotiated procedures are not regulated. Nevertheless the contrac-
ting authorities are obliged to follow the general principles as the
“principle of competition,” the “principle of transparency” and the
“principle of non-discrimination” as laid down in Sec. 97 GWB.

Competitive Dialogue Procedure

The new “competitive dialogue” is an attractive alternative to
the negotiated procedure for certain particularly complex projects
with the objective of providing for a flexible procedure which pre-
serves not only competition between economic operators but also
the need for the contracting authorities to discuss all aspects of the
contract with each candidate.

Individual Rights of the Tenderer and Legal Protection

One of the great achievements of the comprehensive 1998 amend-
ment of the German law on public procurement was to establish
basic legal rules to protect the individual rights of tenderers. This
amendment was promulgated to harmonize German public procu-
rement law with standards established in European law. The GWB
provides that undertakings have a right to bring a claim to ensu-
re that the provisions concerning award procedures are complied
with by the contracting entity.

Structure of the Jurisdiction

Public procurement awards are subject to the review of Public Pro-
curement Tribunals upon the application of a tenderer. These tri-
bunals, which have been established both by the Federal Govern-
ment as well as by State authorities, may also institute preliminary
remedies if certain of the applicant’s rights are jeopardized during
the award procedure. Decisions of a Public Procurement Tribunal
can be sent to the Court of Appeal which has jurisdiction over the
relevant Public Procurement Tribunal.
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Legal Remedies to get the Award

While the EU directives on public procurement do not prescribe
any structure for legal remedies, the German public procurement
law has developed an effective and detailed system of legal reme-
dies in favor for applicants as also for tenderer.

Condition for each legal remedy is the previous complaint of the
applicant or the tenderer. This complaint has to be filed to the con-
tracting authority instantly after noticing the mistake in the tender
documents or the misconduct of the contracting authority. “Instant-
ly” means normally “within three days”. However if the applicant
or tenderer needs legal advice in order to recognize the fault, the
limit may be extended up to 14 days. If the applicant/tenderer fails
to comply with this obligation to immediately file a formal com-
plaint, he will be barred from filing a later complaint in respect to
this alleged infringement.

The contracting authority has to inform the unsuccessful tenderers
about the outcome of the selection 14 days before giving the award
to the tenderer with the best offer. The unsuccessful tenderers have
to be informed about the name of the successful tenderer and the
reasons why their tenders have not been selected. If the contracting
authority does not inform the tenderers completely as prescribed or
gives the award before the end of the 14 days period, any contract
with the preferred tenderer would be void. The German jurispru-
dence has extended this provision in favor of the tenderers to state
that any public contract concluded without any public procurement
procedure is generally regarded as void.

The unsuccessful tenderer has to file his claim at latest within the
period of the prior notice. Otherwise the contracting authority
could terminate the procurement procedure by giving the award
to the selected tenderer. This contract concluded after the 14-days-
period could not be revoked by any later court decision. However,
if the claim has been filed to the competent court the contracting
authority may (with limited exceptions) not finalize the contract
with its preferred bidder during court proceedings. Any legal trans-
action contrary to this prohibition is void.

Legal Remedies to Receive Compensation

If the contracting authority has accepted the tender and concluded
the contract with the tenderer before the competitor has filed his
or her complaint before the Public Procurement Tribunal, and this
complaint was served on to the contracting authority, neither said
tribunal nor the Court of Appeal can revoke the contract.

A tenderer may subsequently demand compensation in a second
proceeding before a civil court for the costs of preparing its tender
or of its participation to the extent the contracting entity violates a
provision intended to protect undertakings, provided the applicant
would have had a realistic chance of being awarded the contract. In
case the tenderer can submit evidence that his tender was the most
economically advantageous one and that the contracting authority
would have been obligated to conclude a contract with him, the
tenderer can demand compensation for the profit he would have
earned upon acceptance of the tender.
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Current Developments

Legislation

The German Government has decided to implement the EU di-
rectives in the “old” complex system of GWB, VgV and the exi-
sting three bylaws (VOB/A, VOL/A and VOF) as soon as possible
in 2006. An all-embracing reform with the objective to reduce the
complexity of the German public procurement law by unifying the
provisions of the existing three bylaws to one single body of regu-
lations has been postponed for the time being.

Privatization

The growing trend of privatization of public functions by sel-
ling public enterprises (esp. public transport companies and public
utilities) or subcontracting public services to private companies
(recently esp. planning, establishing and running public buildings
for a long period) is reflected in numerous law suits of discrimi-
nated tenderers. The court decisions have changed deeply the pre-
vious patterns of privatization. According the EU directives and
also the GWB, the topics of a “public contract” are the delivery
of works, goods and services. The law does not refer to the sale of
public enterprises. However, in case the public enterprises deliver
works, goods or services to any contracting authority the deal can
be governed by the public procurement law. In the leading case
the contracting authority established an enterprise, award this
enterprise with the municipal waste disposal and sold all shares
of this enterprise to a private company directly afterwards. The
Public Procurement Tribunal examined the case from an economic
perspective and decided that the sale of the shares of this public
enterprise had to be regarded as an award of a public contract.

For exception of the so called ,,in-house privilege* the Directive
coordinating procedures for the award of public supply contracts
and also the GWB are not applicable provided that the local autho-
rity exercises over the institution concerned (and to which it wishes
to award a contract) a degree of control similar to that it exercises
over its own departments and, at the same time, that institution
carries out the essential part of its activities with the controlling
local authority or authorities (ECJ, Case C-107/98 — Teckal). The

participation however, even as a minority, of a private undertaking
in the capital of a company in which the contacting public authori-
ty is also a participant excludes in any event the possibility of such
afore-mentioned public control over the institution (ECJ, Case C-
26/03 — Stadt Halle). It can be regarded as a rule that the sale of
public enterprises is governed by the strict procurement laws when
the deal is intended to avoid a regular public procurement proce-
dure. As described above, unsuccessful or companies simply not
properly informed by the public institution can claim that such a
privatization is void and has to be done again. Furthermore, the
privatization (esp. of public transport companies) could be regar-
ded as an unlawful subsidy if the contracting authority has disre-
garded the public procurement laws. This is also important for the
successful bidder as he could be forced to pay back the economic
advantage of the transaction.
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s a result of the new Basel Il capital standards issued by

the Basel Committee for Banking Supervision, the Ger-
man banking sector has dramatically increased the prerequisites
for corporate access to traditional loan financing, in particular
with a view to small and mid-size enterprises (“SMEs” or “Mittel-
stand”). Funding costs have risen, since banks seek higher returns
on a risk-adjusted basis. Thus, it has become essential for corpo-
rations doing business in Germany to have access to alternative
ways of financing. One option is to directly tap the capital markets
through an asset-backed securities structure. Doing so basically
uses the company’s cash flow to back the financing. Receivables
or other assets are sold to an offshore special purpose vehicle
(“SPV”), which in turn issues debt securities in the capital mar-
kets. The sold assets back the payments of principal and interest
to the investors (asset-backed securities). The investment risk with
respect to the issued securities is thereby separated from the ove-
rall risk of the relevant company, usually resulting in highly rated
debt securities and thus, cheaper funding compared to conventio-
nal loan financing.

Current Market Situation

While the German securitisation market is, measured against the
size of the overall economy, still comparatively small, the futu-
re outlook is for continual growth. Meanwhile, most of the major
German banks provide for the securitisation of asset pools of their
corporate customers by way of so called conduit structures (Asset-
Backed Commercial Paper Programmes or ABCP-Programmes).
The Purpose of these programmes is to combine assets of mul-
tiple corporations on the back of which high volumes of highly
rated money market instruments (asset-backed commercial papers
or ABCP) are issued to allow for cheaper funding. Despite some
major uncertainties and challenges, the German asset backed com-
mercial paper market continued to grow in 2005, further demons-
trating the importance of this product as a vital source of funding.
In 2005 the volume of the German ABCP market increased to
EUR 66 billion from EUR 49 billion in 2004. While the German
ABCP market in principle has the potential to become Europe’s
largest in light of approximately 30,000 SMEs which could use
asset-backed securities and asset-backed commercial papers as
an alternative way of financing, the majority of such SMEs still
struggles with the complexities of certain legal, tax and accounting
issues, which are, together with ways to address them, presented
below.

Legal, Accounting and Tax Issues
While Germany is still lacking a specific law on securitisation un-

like many other European countries, there are, of course, numerous
legal, tax and accounting issues influencing securitisation.
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Insolvency Risk

One of the major issues is the lack of a clear true sale definition
in German insolvency law. Such definition is essential to clearly
distinguish between a legal true sale of assets and a secured loan
transaction, the latter being subject to substantial administrator
fees in a possible insolvency. Also, the insolvency administrator
and not the purchasing SPV would be entitled to collect the assets.
Both factors lead to a higher risk for investors, having a negative
impact on the rating and, accordingly, the costs of securitisation
transactions.

In the past, German courts, when dealing with transfer of recei-
vables in factoring transactions, applied certain tests to determine
whether or not a true sale of assets was achieved. The decisive test
is the so called obligor default risk test or safe cash test, basically
checking whether or not the risk of an obligor’s default is fully
transferred to and remains with the purchaser of assets, i.e., the
seller of the receivables is not under an obligation to make good
any losses.

Typical elements jeopardising an insolvency proof true sale are
buyback obligations, guarantees for defaulted assets and purchase
price or servicing fee adjustments depending on the amount of
defaults.Thus, it is in any event necessary to closely scrutinise a
transaction to make sure that it will receive a high rating and, as
the case may be, will pass the obligor default risk test applied by
German courts.

Assignment Restrictions

Receivables sold in a securitisation transaction may be subject
to contractually agreed assignment restrictions, prohibiting the as-
signment of a claim by a creditor to a third party. Such assignment
restrictions are common in the German market and recognised un-
der German contract law. However, notwithstanding any contrac-
tual assignment restriction, sec. 354a of the German Commercial
Code (Handelsgesetzbuch, HGB) provides that a claim may be
validly assigned if the claim arises from a commercial transaction
between merchants. This advantage comes at a cost: the debtor
stays entitled to discharge its obligation by payment to the seller,
thereby exposing the purchasing SPV to the credit risk of the seller.
Thus, a transaction that heavily relies on sec. 354a HGB will pro-
bably not be able to qualify for the highest rating categories, re-
sulting in increased costs of funding. To avoid this outcome, it is
advisable to update the underlying contractual documentation and
expressively provide for creditor’s right to transfer the relevant
claims, e.g. by way of its standard business terms.

Set-Off Risks
When the seller of receivables becomes insolvent there is al-
ways a set-off risk, since debtors will usually try to set-off against

claims of the seller that have already been sold and assigned to
the SPV. In general, under sec. 387 of the German Civil Code
(Burgerliches Gesetzbuch, BGB), two persons may set-off claims
against each other provided that the claims are of the same nature.
In addition such set-off may also be exercised vis-a-vis an assi-
gnee. In such a case, a debtor will be entitled to set-off against
claims already sold and assigned to the SPV under sec. 406 BGB,
except where either (i) the debtor was aware of the assignment
at the time when the debtor acquired the counter claim vis-a-vis
the seller or (ii) the counter claim became due (a) after the debtor
was aware of the assignment of the seller’s claim and (b) after the
seller’s claim became due. In addition sec. 404 BGB provides that
the debtor may raise all defenses that it possessed at the time when
the claim was assigned against the assignee, i.e. the SPV. Also, the
SPV must recognise payments by the debtor to the seller under sec.
407 BGB until the debtor becomes aware of the assignment, usu-
ally by the SPV’s notification. While in general such set-off rights
may be validly excluded by agreement, such clause may be invalid
if contained in the standard business terms.

Data Protection

Data protection and privacy regulations in Germany restrict the
exchange and transfer of personal data and data subject to specific
duties of confidentiality and secrecy within the scope of securiti-
sation transactions. Specific restrictions and requirements exist for
the public sector and for branches such as the telecommunications
and Internet, life and health insurance, and banking. Depending on
the particular circumstances of each transaction, data protection
and privacy regulations may require that the consent of the debtors
be obtained or require the implementation of a trustee structure.
Furthermore, the transfer of personal data to countries not belon-
ging to the European Economic Area is subject to additional re-
quirements. In relation to the German banking secrecy, in 2004
the Frankfurt Court of Appeal (Oberlandesgericht, OLG) ruled in
a preliminary injunction that the assignment of consumer loan re-
ceivables violates the banking secrecy and is therefore void. The
rating agencies’ view, however, coincided with that of the lawyers
and some decisions of regional courts (Landgerichte) indicated that
the decision of OLG Frankfurt will not become prevailing case law
in Germany. German data protection laws are discussed in more
detail in the chapter about data protection.

Real Estate

Where real estate is involved as collateral for the securitised
receivables, the current legal requirements for transfers of com-
monly used registered mortgages (Buchgrundschulden) have been
another obstacle for the German securitisation market, since said
mortgages had to be re-registered individually at the relevant lo-
cal land register to achieve a proper transfer. This process is not
only time consuming but also subject to certain fees. In September
2005, however, a refinance register has been introduced. It allows
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for registration of receivables and mortgages, which are, by such
registration subject to segregation in the insolvency of the seller.
To enable the purchaser of the assets to enforce the mortgages, still
a re-registration is required with the land register and it is unclear
whether the purchaser or the seller’s insolvency estate is liable for
the costs thereof.

Lease Receivables

Also, the securitisation of lease receivables arising from resi-
dential or commercial real estate lease contracts is subject to cer-
tain legal obstacles under German law, in particular sec. 110 of
the German Insolvency Act (Insolvenzordnung, InsO), pursuant to
which the assignment of receivables owed by tenants will become
void following the landlord’s insolvency.

Receivables from finance leasing, however, may be securitised if
the underlying goods are transferred to the purchaser of the lease
receivables as well. If such transfer is omitted, the consequences
will be as set out above.

Trade Tax Exemption for SPV

Under the Small Businesses Promotion Act (Kleinunternehmer-
forderungsgesetz), SPVs that are purchasing loan receivables from
banks and fund the purchase price from the issuance of debt se-
curities or taking of loans are exempted from trade tax. Currently
there is no similar exemption with respect to SPVs involved in the
securitisation of other asset classes, such as trade receivables. Ac-
cordingly, all purchasing SPV that form part of ABCP Programmes
are located in offshore jurisdictions, to avoid taxation.

Value Added Tax

In Germany the servicing of the securitised receivables usually
stays with the seller for the benefit of the purchasing SPV. Until
2004, however, it was unclear whether such servicing is subject
to value added tax. To avoid taxation, various structural elements
have been used. This issue has then been resolved by a letter of
the German Ministry of Finance in June 2004 confirming that the
servicing will not be subject to value added tax where it stays with
the seller.

Under sec. 13 ¢ German VAT Act (Umsatzsteuergesetz, UStQG),
there is a risk that the SPV will become secondarily liable for VAT
owed and not paid by the originator with respect to the sold recei-
vables. Said risk could be minimised subject to certain prerequi-
sites, laid out in detail in a letter of the German Ministry of Finance
of May 2004.

Off-Balance Sheet Accounting

The accounting treatment under German GAAP (HGB) is go-
verned by a paper that had been issued by the German Institute
of Accountants (IDW) in 2002 and has been amended in 2003

(HFA 8). The paper provides that a true sale for accounting pur-
poses and an off-balance sheet treatment may only be achieved
if not only the legal title to the relevant assets is transferred from
the seller to the purchaser but also the entire credit risk. The paper
in particular deals with credit enhancements and purchase price
discounts. Basically, the credit enhancements and discounts should
not materially exceed the market discount rate and the historical
default ratio. Although the said paper neither constitutes a binding
professional rule for accountants nor is determinative for legal pur-
poses, its conclusions are by now generally applied for accounting
purposes under HGB.

Under the International Financial Reporting Standards (IFRS),
which became compulsory for stock exchange listed companies
in 2006, yet no similar guideline exists but a draft IDW letter is
due for publication and industry comments in the course of 2006.
Currently, the prevailing view among German accountants is, that
under the respective IFRS rules IAS 27, SIC 12 and IAS 39 dere-
cognition of securitised assets has to be determined by assessing
whether the seller of the assets or the investor has the rights to
receive the cash-flows arising from these assets rather than rely-
ing on the legal transfer of the assets. Since in most securitisation
structures not all but a material portion of the rights to receive
the cash-flows are transferred, a detailed analysis of the sellers’ so
called “continuing involvement” is required to determine whether
or not the structure is off-balance. For tax purposes, however, the
HGB accounting rules but not the IFRS are decisive.

Outlook

The German deal pipeline still is robust and dominated by credit-
insured transactions originated by SMEs. The abolishment of state
guarantees (Gewdhrtridgerhaftung) with respect to state owned
banks (Landesbanken), which acted as liquidity providers to vari-
ous Conduit Programmes, did not affect the ABCP market as ex-
pected, since programme sponsors were able to even compensate
rating deteriorations of liquidity providers by innovative enhance-
ment techniques. Moreover, the German KfW Banking Group, ow-
ned by the federal government (80 %) and the states (20 %), heavily
promotes the True-Sale-Initiative (TSI), a platform for true sale se-
curitisation and standardisation, involving all of the major German
banks. The TSI is currently aimed at creating a secondary market
for the financing of SMEs. It is anticipated that this will change in
the future and will expand to include other asset types.
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nvironmental law in Germany is not regulated by a single

act. It much rather encompasses regulations and provisi-
ons in a large number of different laws which serve to protect the
environment.

Environmental protection is one of the major goals that public aut-
horities in Germany must follow. The term ,, environmental protec-
tion includes all measures that safeguard the environment against
harmful influences. Environmental protection encompasses nature
protection, countryside conservation, water pollution control,
emission control, radiation protection, waste prevention and dispo-
sal, control of chemical substances, soil protection and in principle
(although not yet regulated by law) climate protection.

Different levels of environmental protection legislation exist inclu-
ding European Law, Federal Law and State Law. As legal basis
Article 20a of the German Constitution (Grundgesetz, GG) lists
environmental protection as a general state goal. Even though
state goals only set forth objective obligations and do not grant
directly enforceable rights to individuals, state goals nonetheless
serve to focus the respective obligations of public authorities.

The following laws can be designated as the key national laws in
the area of environmental protection: the Federal Emission Con-
trol Act (Bundesimmissionsschutzgesetz, BImSchG), the Federal
Nature Protection Act (Bundesnaturschutzgesetz, BNatSchG), the
Recycling Economy and Waste Act (Kreislaufwirtschafts- und
Abfallgesetz, KrW-/AbfG), the Water Resources Act (Wasser-
haushaltsgesetz, WHG), the Federal Soil Protection Act (Bundes-
bodenschutzgesetz, BBodSchG), the Federal Forest Law (Bun-
deswaldgesetz), the Plant Protection Act (Pflanzenschutzgesetz,
PfISchG), the Federal Building Act (Baugesetzbuch, BauGB),
the Gene Technology Act (Gentechnikgesetz, GenTG) and the
Atomic Energy Law (Atomgesetz, AtG). Also worthy of mention
are the Environmental Information Act (Umweltinformationsge-
setz, UIG), which grants every individual free access to certain
environmental information from a government agency, and the
Environmental Impact Assessment Act (Gesetz tiber die Umwelt-
vertrdglichkeitspriifung, UVPG), which serves to monitor the en-
vironmental impact of certain industrial facilities at an early stage
and in a comprehensive manner.

Nature Protection and Countryside

Conservation Law

Of particular importance for site-related protection of the envi-
ronment is the framework legislation promulgated at federal level
in the form of the Federal Nature Protection Act (Bundesnatur-
schutzgesetz, BNatSchG). The objective of this Act is to protect,
care for and develop the natural environment and the landscape in
built-up and non-built-up areas in such a way that the efficiency of
the natural household, the usefulness of natural assets, the world
of flora and fauna and the diversity, uniqueness and beauty of the
natural environment and the landscape are sustainably preserved
as man’s natural foundation of existence and as a prerequisite for
human recreation. Nature is thus not protected for its own sake but
rather as a resource for human beings. The Act thus contains pro-
visions on landscape planning protection, care and development
measures in general and for certain categories requiring particular
protection, species conservation, recreation in the natural environ-
ment and landscape and the involvement of citizens’ action groups.
The framework Act requires expansion by the nature conservation
legislation of the individual German Federal State.

Environmental protection measures must be balanced against one
another and against the requirements of the general public with
respect to nature and countryside. In order to achieve this goal,
the law establishes a set of principles that clarify its intent and
offer a more precise definition of the law’s scope. These principles
serve as guidelines for planning but are also relevant for individual
measures. The principles should at the same time not be followed
systematically, but are much rather to be followed to the extent re-
quired, possible, and appropriate for application in each individual
case after considering all prerequisites. The authorities must not
only observe the goals of environmental protection but must also
support said activity. The law also provides for general protection,
conservation and development measures which apply to everyone.
According thereto, the individual responsible for an encroachment
on nature and the countryside is obligated to refrain from causing
avoidable injuries as well as to provide compensation for unavo-
idable derogations insofar as is necessary to achieve the goals of
nature protection and countryside conservation.
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Encroachments in this sense are defined as changes to the appea-
rance or use of land that could have a significant or sustainable
negative effect on the efficiency of the balance of nature or on
the countryside. The obligation to refrain or to compensate only
exists for encroachments if other legal provisions require official
authorization or similar permission for the encroachment. An en-
croachment may be prohibited if derogations are unavoidable or
cannot be compensated to the extent required and nature protection
concerns outweigh all other demands on nature and the country-
side. With the exception of such passive protective measures that
address changes to a current condition, the Federal Nature Pro-
tection Act also includes active measures by protecting specific
sections of nature and the countryside that are deemed particularly
worthy of preservation. Such measures could include, for example,
the declaration of an area as a nature protection area, a national
park or a countryside cultivation area. Such a declaration must be
set forth in the form of an ordinance, a law or a decree (depending
on state law) with legally binding effect. Any investments impac-
ting on nature and countryside must observe the provisions of the
Federal Nature Protection Act and the implementing provisions of
the German States thereto. Little room for negotiation exists to the
extent these laws are triggered by an investment.

The Federal Nature Conservation Act is complemented by the Fe-
deral Forestry Act (Bundeswaldgesetz) which also contains envi-
ronmental law provisions as they relate to forests.

The legal basis of nature protection law can also be found in EU
Community law which focuses on species protection but is deve-
loping more and more into a comprehensive biotope protection
law. In particular the Directive 79/409/EWG on the conservation
of natural habitats as well as of animals and plants in the wild
(Fauna-Flora-Habitat Directive) provides for the establishment of
a community-wide integrated biotope system for which purpose
Member States are to set-aside land as specially protected areas. To
the extent a project raises concerns that a protected area could suf-
fer significant damage, Germany, as a Member State, must check
compliance with the conservation targets established for said area.
The Directive is of vital importance for investments in outlying
areas not yet included in a zoning or another type of plan to the
extent a project impacts upon protected areas.

Federal Soil Protection Act

The Federal Soil Protection Act (Bundesbodenschutzgesetz,
BBodSchG) is of vital importance to real estate investments. The
purpose of this Act is to protect or restore the functions of the soil
on a permanent sustainable basis. These actions include prevention
of harmful soil changes, rehabilitation of the soil, of contamina-
ted sites and of waters contaminated by such sites and precautions
against negative soil impacts.

To achieve this goal, detrimental changes in the soil, disruptions
of its natural functions and of its function as an archive of natural
and cultural history are to be prevented as far as possible. The soil
and residual pollution must be decontaminated and cleaned-up,
and measures implemented to prevent harmful effects on soil. The
law has three objectives: damage prevention, decontamination and
precautionary measures. The law applies to all detrimental changes
to soil and to residual pollution to the extent that no standards are
expressly designated which establish independent rules regarding
the effects on soil. The Soil Protection Act furthermore prevails
over contradicting State law.

The term “detrimental changes to the soil” is the principal codi-
fied criterion for the obligation to prevent damage. Changes that
harm the soil impair the function of the soil and are sufficient to
pose a threat to, have considerable disadvantages for or signifi-
cant detrimental effects on individuals or the general public. An
initial suspicion of danger is therefore sufficient. The danger need
not actually have arisen, however, the possible disadvantages and
harmful effects must be significant. Another key term contained in
the Soil Protection Act is that of “residual pollution”. This term ap-
plies to all facilities which have been shut down as well as to other
property on which hazardous materials and substances have been
treated, stored or deposited as well as to land on which shut-down
facilities exist and other property on which substances harmful to
the environment have been handled (with the exception of plants
pursuant to the Atomic Energy Law) if such installations had a
detrimental effect on the soil or resulted in other dangers for in-
dividuals or for the general public. The law also includes the term
“suspected site” that refers to land upon which harmful changes to
the soil are suspected.

Obligations to Prevent Contamination

On the basis of the aforementioned key legal terms, every indi-
vidual whose actions impact upon soil is obligated to avoid harmful
changes thereto. This obligation begins with human behaviour that
can be identified as having harmful effects. The obligation applies
to everyone whose actions are likely to exceed the minimum limit
of risk. The landowner and the person with actual control over the
property are furthermore obligated to implement measures to pre-
vent harmful changes to the soil on said property. This obligation
is not connected to human behaviour, but rather to the condition of
the property.
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Obligations to Decontaminate

If a harmful change in the soil or residual pollution has already
occurred, the polluter (and its successor), the landowner as well
as the person with actual control over the property have the joint
and several responsibility to decontaminate the soil and to clean
up the pollution as well as any groundwater contamination caused
by the detrimental change in the soil or residual pollution. Such
decontamination and clean-up must occur such that no lasting ha-
zard, significant disadvantage or considerable nuisance remains
for individuals or for the general public. With regard to the term
decontamination, measures are to be applied:

* To eliminate or reduce pollutants (decontamination measures)

» To prevent or reduce the spread of contaminants in the long
term (safety measures) and

* To eliminate or reduce harmful changes in the physical,
chemical or biological properties of the soil.

Addressees of the Obligation to Decontaminate

Pursuant to the Federal Soil Protection Act, those individuals
required to decontaminate the soil include not only the polluter, the
landowner and the individual who actually controls the property as
has traditionally been the case in conformity with principles of po-
lice and regulatory law. The following individuals and/or entities
might now also be obligated to take remedial action:

 The polluter’s successor;

* The former owner of the property who has given up his or her
ownership of the property or assigned same to a third party and
who has knowledge (or lacks knowledge due to negligence) of
the environmental pollution;

An individual who for reasons of commercial law represents
a legal entity/company that owns property where evidence of a
harmful change to the soil or residual pollution exists to the
extent said entity/company is not capable of undertaking clean-
up measures for financial reasons.

These regulations present a significant expansion of the definition
of persons required to undertake decontamination measures. Due
to the fact that former owners can also be obligated to decontami-
nate, a type of “perpetual liability” result. Even though this liabi-
lity can be excluded if the former owner purchased the property
in good faith under the assumption that no harmful changes in the
soil or residual pollution existed, such good faith depends on the
circumstances in each individual case.

The Federal Soil Protection Act additionally includes a number of
supplementary obligations and measures. An example thereof is
the performance of cleanup checks or the preparation of a cleanup
schedule by the party in charge of decontamination.

A recent court decision of the European Court of Justice has signi-
ficantly influenced the interpretation of the Federal Soil Protection
Act. According to the Court contaminated soil is regarded as waste
and has to be decontaminated regardless if the soil is excavated
or not. In former decisions of German courts soil was regarded as
waste only after excavation and the strict rules of the Waste Act ob-
liging the owner to decontaminate applied only to movable assets.
Since the court decision has to be observed by German courts this
could have a great economical impact on the obligation to renovate
and decontaminate soil polluted areas.
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Emission Control Law

Emission control is primarily addressed in the Federal Emission
Control Law (Bundesimmissionsschutzgesetz, BImSchG) and by
its affiliated implementation ordinances and numerous administra-
tive provisions - in particular the Technical Instructions on Air Pol-
lIution Control (TA Luft) and the Technical Instructions on Noise
Protection (TA Larm). The Law is the central piece of legislation
for technical environmental protection and the technical safety of
installations. Its purpose is to protect people, animals, plants, the
soil, water, the atmosphere as well as other physical assets from
harmful environmental impacts - in particular air pollution and
noise pollution. To a large extent, the expression “harmful effects
on the environment” is synonymous with that of “harmful changes
in the soil” within the meaning of the Federal Soil Protection Act
and covers emissions which, depending on type, extent or durati-
on, are likely to cause significant disadvantages or a considerable
nuisance to the general public or a neighbourhood. Neighbourhood
in the sense of the Emission Control Law has a wide meaning and
covers everybody who could be impaired by the harmful effects.

The full scope of the law applies as soon as an installation gene-
rates emissions in the form of air pollution, noise, heat, vibrations
and similar emissions described by the law. The law thus applies
in cases involving emissions caused by an installation. This should
not be confused with emissions caused by the conduct of an opera-
tor of an installation, which conduct is addressed by the police and
regulatory laws of the respective Federal States.

Obligations of Operators of an Installation

With regard to the obligations of an installation’s operators, a
distinction must be made between those installations requiring a
permit and those installations not requiring a permit.

To the extent installations requiring a permit (“installation
licence”) are involved, protection is extended to cover hazards
and considerable disadvantages and nuisances caused in other
manners as well as the prevention of harmful effects on the
environment. Facilities within the meaning of the law include:

 permanent establishments and other stationary installations

» machines, devices and other movable technical equipment and

* property on which substances are stored or deposited or work
is performed which could cause emissions (with the exception
of public transportation routes).

Installations requiring a permit include operational facilities that
are extremely likely to cause harmful effects to the environment or
to cause considerable disadvantages or nuisances or to be a hazard
to the general public or a neighbourhood as a result of their in-
tended purpose of operation. Examples include production plants,
energy facilities, and recycling machinery. Installations of this type
are to be designed and operated so that no harmful effects to the
environment or other hazards, significant disadvantages and con-
siderable nuisances to the general public and a neighbourhood can
result, so that harmful effects to the environment are prevented,
and also so that waste is avoided to the extent possible. The in-
stallations furthermore must be erected, operated and shut down
so that no hazards, considerable disadvantages, etc. to the gene-
ral public and a neighbourhood can result even after the installa-
tions cease operation or the installation property is no longer used.
Where the prerequisites are given, there is a legal obligation to
grant the licence.

The Federal Emission Control Law also contains regulations on the
procedure to be followed for granting a permit. These regulations
are supplemented by special provisions or subsequent orders which
address the revocation of a permit as well as the prohibition of, or
closing down of an installation. Orders may in particular be passed
retroactively after a permit has already been granted for the purpose
of fulfilling obligations arising under the law. Governmental author-
ities are in fact obligated to issue such orders to the extent it is sub-
sequently revealed that the general public or a neighbourhood is not
sufficiently protected against harmful effects to the environment or
other hazards. The authorities may even prohibit the operation of
a facility under certain conditions, such as when the operator fails
to satisfy a plausible, retroactive order regarding the purpose or the
installation’s operation. The authorities can also order an installa-
tion that was constructed, operated or significantly altered without
the required authorization to be shut down or torn down. An instal-
lation can also be shut or torn down due to a lack of authorization
where the authorities had previously revoked such authorization.
The reasons for revocation comport with the general reasons for
revocation as defined in the Administrative Procedures Act.
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The obligations of operators of those installations not requiring
a permit are regulated in detail by the Federal Emission Control
Law. Said law provides that an operator is obligated to erect and
operate the installation so that harmful effects to the environment
are prevented, so that unavoidable harmful effects to the environ-
ment are kept to a minimum, and so that waste produced during the
operation of the facility can be disposed of in an orderly manner.
A number of legal provisions furthermore exist taking the form of
legal ordinances which set forth in greater detail the requirements
for installations not requiring a permit as well as the obligations of
the operators thereof.

The competent authorities may issue orders in individual cases to
insure that obligations of operators are fulfilled and that legal ordi-
nances are followed. Should an operator fail to obey such a valid,
official order, the authorities may prohibit further operation of the
installation in full or in part until the order is satisfied. Operators
are obligated through this sanction to meet Emission Control Law
requirements. The authorities are furthermore required to prohibit
the construction or the operation of an installation in full or in part
if the harmful effects to the environment caused by the facility
endanger the lives of, or are hazardous to, the health of people or
valuable assets for as long as the general public or a neighbour-
hood cannot be offered sufficient alternate protection. The stated
provisions also protect neighbours. This means that a neighbour
affected by installation emissions can invoke this regulation be-
fore the authorities and demand intervention based on a violation
of provisions within the context of the Federal Emission Control
Law. The passing of regulatory orders falls under the discretion of
the authorities, however, such that a neighbour only has a claim
to obtain a decision free of discretionary errors. The situation is
completely different in cases of neglect where the authorities are
in fact obligated to intervene when factual requirements exist; a
neighbour therefore always has to claim for official intervention
in such a case.

Consequences of an Order or of a Prohibitive Order

Orders issued by a federal authority become effective upon no-
tification of the operator. An order issued by a competent authority
always relates to a specific installation; the order thus transfers and
applies to the new operator in case an installation is subsequently
sold. If an operator does not meet the obligations imposed, the go-
vernment agency may employ “administrative coercion” against
the operator, i.e., it is able to execute the order by means of coer-
cion (in particular by imposing penalty payments) in accordance
with the enforcement laws of the respective Federal States. An
operator may make use of the standard remedies available under
administrative law such as appeal or an action for rescission to
contest agency orders.

Recycling Economy and Waste Act

The legislative intent behind the Recycling Economy and Waste
Act (Kreislaufwirtschafts- und Abfallgesetz, KrW-/AbfG) is not
only the disposal of waste in an environmentally compatible man-
ner but also the promotion of a so-called recycling economy. This
term primarily covers waste prevention, in particular through the
internal recycling of substances at installations, product design
which generates little waste and consumer behaviour oriented
towards products that generate less waste and fewer pollutants.
Recycling economy and waste law is codified in the Recycling
Economy and Waste Act, which is heavily influenced by European
Community law and has implemented numerous EU Directives.
Provisions relevant to waste law are also included in innumerable
other laws, for example in the Federal Mining Law, the Law on the
Transportation of Hazardous Goods, the Atomic Energy Law, as
well as in the Water Resources Act, which laws regulate specific
waste problems within the scope of their application such that they
do not fall under the Recycling Economy and Waste Act.
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Obligations of the Responsible Persons

According to the recycling economy principles contained in the
Act, residues are to be avoided in particular through a reduction in
quantity and degree of harmfulness, while recycled material is eit-
her to be reused or applied to generate energy. Material recycling
covers the substitution of raw materials by materials recovered
from waste or by the use of the material properties of waste for
primary or secondary purposes, excluding direct energy recovery.
The law distinguishes between four different categories of waste,
all of which have various requirements as to the manner in which
the waste should be recycled or disposed of. Those who produce or
are in possession of waste are required to recycle the waste as far
as is technically possible and economically feasible. This priority
of recycling over disposal is nullified if disposal offers the most
environmentally compatible solution. Particular attention should
be paid in such cases to the following:

* The expected emissions

» The goal of using natural resources sparingly

* The amount of energy used or generated

* The increase in the amount of harmful substances in

recyclable waste or products generated by recycling waste

An obligation to dispose of waste exists for those residues that can-
not be recycled. The disposal must permanently exclude such waste
from the recycling economy. Disposal is defined as the provision,
transfer, collection, transportation, treatment, storage and deposit
of waste for disposal. Such disposal must take place to avoid im-
pairment of the common good. Impairment exists in particular if:

 The health of individuals is impaired

* Animals and plants are endangered

» Water and soil are contaminated

* The environment is harmed through air pollution or
through noise

» The concerns of spatial and regional planning, of nature
protection and countryside cultivation as well as of urban
development are not taken into account

* Public safety and order are threatened or disturbed in any
other manner

Waste producers may be required to provide their waste to those enti-
ties legally responsible for waste disposal under respectively applica-
ble State law (i.e., public law waste disposers) if unable to recycle or
otherwise dispose of the said waste either by themselves or through a
third party. In such a case, the owners and possessors of property on
which such waste (which is to be processed) is generated are obligated
to allow storage facilities to be constructed on the property to collect
the residues and to allow public law waste disposers to enter onto the
property to collect waste and monitor separation and recycling.

Water Protection

The guideline legislation in the field of water protection is the Water
Resources Act (Wasserhaushaltsgesetz, WHG). In order to regulate
water quality and water levels, water bodies are considered an inte-
gral part of the water balance and should be managed in such a way
that they serve both the common good and, in harmony with this,
the use to which individuals put them and that no avoidable da-
mage to its ecological functions takes place. Everyone is obliged,
taking account of particular circumstances, to exercise adequate
care when carrying out measures which may have an impact on a
water body so that water pollution or any other negative effect on
the water is prevented; moreover, everyone is obliged to use water
sparingly in line with the needs of the water household as a whole.
Surface waters and groundwater are, as public utilities, subject to
an extraordinary public management and utilisation code which
leaves the allocation of users’ rights at official discretion.

The Water Resources Act establishes the obligation of an instal-
lation’s owner to pay damages regardless of fault if, under certain
conditions, substances are released from the installation into a body
of water resulting in harm to third parties.
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Additional Branches of Environmental Law

Numerous other laws can be designated as environmental protec-
tion laws including spatial and regional planning set forth prin-
cipally in the Spatial Planning Act, atomic energy and radiation
protection provisions in the Atomic Energy Law, gene technology
regulation in the Gene Technology Act, and hazardous materials
law set forth above all in the Toxic Substances Control Act. Some
of these Acts include special regulations for certain areas of en-
vironmental law (such as the Water Resources Act and the Gene
Technology Act) or take environmental protection into account in
addition to their primary legislative intent (such as, for example,
the Spatial Planning Act, which codifies, among others, the need to
protect, conserve and develop nature and the countryside including
water and forests as a principle of spatial planning). The structure
of these Acts is comparable to the laws described in more detail
above and contains special regulations on authorization require-
ments and possible liability. Like the Water Resources Act also
the Gene Technology Act and the Atomic Energy Law establish
the obligation of an installation’s owner to pay damages regardless
of fault.

Apart from the above described public environmental laws, also
parts of private and criminal laws protect individual citizens
against the pollution of the environment.

The legal basis of private environmental laws is in part set forth
in the German Civil Code (Biirgerliches Gesetzbuch, BGB). Of
greater significance, however, is the Environmental Liability Law
(Umwelthaftungsgesetz, UmweltHG) that establishes strict liabi-
lity for polluters. The owner of a facility as defined in the sche-
dules to said law is liable for damages incurred by another party
hereunder if said party suffered damages as a result of the facility’s
impact on the environment either in the form of personal injury or
property damage. Liability is capped at EUR 85 million.

Criminal environmental law is regulated in the Criminal Code
(Strafgesetzbuch, StGB). Respective provisions contain criminal
sanctions for the pollution of or encroachment on water, land
or air.

Stefan Hitter
stefan.hitter @luther-lawfirm.com
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Telecommunications

The German telecommunications market opened to competition on
January 1, 1998. A rapid rush of new entrants to the market during
the first years of open competition with more then 525 licencees
and a total of more than 2,200 registered companies offering tele-
communications services has been followed by a period of conso-
lidation and concentration within the market. Despite the global
difficulties that the telecommunications industry is facing at this
time a vital market of local, national and international carriers and
service providers has been established. Whereas the former mono-
polist Deutsche Telekom AG is still the most prominent player wi-
thin this market, competitors’ shares of all fixed line called minutes
already totaled about 53 per cent by the end of 2005. This chapter
will provide a brief overview of those legal aspects that must be
considered if a telecommunications company intends to enter the
German market.

Legal Framework

The legal framework for telecommunications is mainly set out
in the Telecommunications Act of 2004 (Telekommunikations-
gesetz, TKG). Whereas the German Parliament in 2005 adopted
some crucial changes to the TKG the changes have failed to come
into force until the end of the legislative period in 2005. Thus, the
new German Government will now introduce another law to the
parliament in order to change the TKG. As of April 2006, only
governmental drafts of such new laws have become known to the
public and it may not be foreseen what the outcome of the legis-
lative process will be. Yet, three issues are likely to be part of the
new legislation: First, Deutsche Telekom AG has built a strong
position to ease regulations on it pertaining to the competitors’
free infrastructure access in order to facilitate the remuneration of
investments in new broadband infrastructure. Second, the legisla-
tor announced further improvement of consumer protection rules
against value added services. Finally, national and European re-
gulators both agree that the alleged lack of competition within the
market of mobile telecommunications services will require a regu-
lation of the four incumbent providers, particularly with regard to
their pricing policies.

The Telecommunications market is regulated by an independent
agency, the Federal Network Agency for Electricity, Gas, Telecom-
munications, Post and Railway (Bundesnetzagentur fiir Elektrizi-
tit, Gas, Telekommunikation, Post und Eisenbahnen, Federal Net-
work Agency). Though, the Federal Network Agency is restricted
to the regulation of “specified markets” where remarkable lack of
sustainable competition has been identified. While the European
Commission had issued a recommendation with particular markets
that are likely to be regulated the Federal Network Agency has yet
to complete national transformation of this recommendation as to
the scope of regulated markets. Only upon such transformation,
the Federal Network Agency will have to scrutinize said identified
markets as to their competitive status.

Market Access

Providing of telecommunications services does not require the
granting of a licence. Yet, all operators planning to provide any
kind of electronic communication services for the public must
register their names and services with the Federal Network Agency
immediately after launching these services. Moreover, the use of
the radio spectrum, e.g., for mobile communications services, still
requires an application for the granting of respective frequencies.

It should be noted that all public carriers and providers for the
public are subject to a mandatory financial contribution. The in-
dividual contribution amount will be calculated according to the
operator’s transaction volume and will be raised annually.

Interconnection

The TKG establishes the obligation of the incumbents (i.e.
Deutsche Telekom AG) to interconnect their network with those
of other carriers. Other carriers may be ordered to interconnect or
give access as well if the Federal Network Agency deems this
necessary for the providing of end-to-end services. The Federal
Network Agency nevertheless established basic requirements that
must be met by the requesting carrier before interconnection rights
can be exercised, e.g. only a carrier with a minimum infrastructure
(one switch and at least three transmission lines) will be entitled
to interconnection.
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If the incumbent does not grant interconnection or if the parties
could not agree on the conditions for interconnection, the alterna-
tive carrier can appeal to the Federal Network Agency to issue an
interconnection order.

Once the network of a carrier is interconnected with the network
of Deutsche Telekom AG or any other carrier enjoying significant
market power on its market, the carrier’s customers have the pos-
sibility of accessing the carrier’s network either on a call-by-call
basis by dialing a short prefix (which is granted by the Federal
Network Agency) or by being pre-selected as a default carrier. Yet,
the TKG asks for a nearby feeding of incoming traffic from carri-
ers that are selected by end users. Finally, mobile communications
networks are exempted from the described selection obligation as
long as they are subject to sustainable competition. According to
a decision of the Federal Network Agency, Deutsche Telekom AG
has been required to invoice and collect the fees earned by such
carriers for connections on a call-by-call basis and to remit the
respective fees to the carrier. Such an invoicing and collecting ob-
ligation has now become part of the statutory imposed duties for a
carrier with significant market power.

Pricing

Rates and rate-related areas of standard terms and conditions of
service of all operators with significant market power are subject
to an ex-ante authority’s approval solely when this fee is based on
services that are deemed as being essential for the providing of an
operator’s services. Any other fee might only be subject to an ex-
post control by the Federal Network Agency. This means that even
certain fees of a carrier with significant market power might not be
subject to an ex-ante approval. In terms of criteria for correct fees,
the cost of efficiently providing the service is the most prominent
criteria upon which fees are to be measured. Fees that are not cost-
oriented might be seen as unfair and abusive, whereas the carriers
are free to rebut this presumption.

On the other hand, fees for end-user services as well as access fees
are not purely to be based on the cost of efficient service provision
but they have to take such cost in consideration as one of a bundle
of criteria. Yet, for the regulation of such end-user fees the cost of
providing the service represents the maximum level the prices may
not exceed. On the minimum side, prices may not be calculated as
being dumping prices.

Under the regime of the 1996 TKG a new pricing method called
“element based charging” had been introduced by the Federal
Network Agency with effect as of January 1, 2002. Based on this
method, a carrier must only pay for those parts of the Deutsche
Telekom AG network actually used.

Moreover it should be noted that prices of interconnected carriers
might not necessarily be completely equivalent. This means that
for example non-incumbent local carriers are free to charge the
interconnected incumbent carrier higher prices than the incumben-
ts does regarding its own services. The Federal Network Agency
explicitly acknowledged that different carriers may have different
cost levels and therefore may be forced to charge higher prices in
order to equalize their own costs.

Finally, the Federal Network Agency announced to be willing to
start regulation of pricing within the market of mobile services in
the next future. The Agency is particularly scrutinizing the mono-
poly position that each carrier holds within his own mobile net-
work. While the Agency informed the public about its intention
to implement an ex-ante regulation of pricing for mobile services
such regulations have not yet come into force.

Access to the Local Loop and Other Network Elements
Unbundled access to the local loop is also governed by the

TKG. Pursuant thereto, the incumbent carrier must provide un-

bundled access to the local loop and all other network elements.

Yet, competition for local calls could only develop when the provi-
ding of call-by-call services became available in mid 2003. Since
then providers are free to provide local services either on a pre-
selection or on a call-by-call basis. Though, in order to qualify
for the required access to the Deutsche Telekom AG owned local
subscriber lines on a national basis, the provider has to realize at
least 475 interconnection points (Pol) with the Deutsche Telekom
AG’s national network whereas such a number of Pol is not ne-
cessary if the provider only seeks access in single location areas.
At the end of 2004, service providers were able to provide a total
volume of 15.2 billion minutes which equals 60 per cent of the
entire volume of local calls provided by competitor’s of the former
incumbent while local carriers could add another 10.1 billion or
40 per cent of competitors’ market share. While the incumbent,
Deutsche Telekom AG, still remains the dominant provider of local
calls the competitors’ market share did significantly increase from
18 per cent in 2003 to ca. 33 per cent in 2004. It is worth noticing,
that the Federal Network Agency may order any carrier enjoying
significant market power to give unbundled access to certain net-
work elements. This includes the providing of services to end users
for resale as well as fee collecting and invoicing services towards
end users.
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Customer Protection

Consumer rights regarding telecommunications are now basi-
cally governed by the TKG whereas before July 2004 there had
been partially a respective Customer Protection Ordinance that has
been suspended in the wake of the TKG’s 2004 revision. Accor-
ding to these rules, the customer has the right to demand an invoice
listing each single telephone call. Moreover, the customer may re-
quest that only a single invoice be prepared by his or her local car-
rier even if several carriers were used on a call-by-call basis during
the respective invoice period.

Moreover, any carrier of publicly available networks has to gua-
rantee that users may transfer their respective extensions towards
any other carrier as long as it remains within the same local num
bering area.

Data Protection

Data protection for telecommunication services is mainly go-
verned by the TKG and the general Data Protection Laws. Therein,
the TKG provides that telecommunications operators may store
and process any collected data relating to users by means of their
own use even without explicit consent of such users in advance. It
is the user’s obligation to give notice of his disagreement in order
to stop further storage and processing of data relating to his per-
son. Though, concerning the transfer of any data relating to users
towards third parties, an opt-in process is being installed meaning
such transfer is only allowed upon the user’s consent.

The same opt-in and opt-out regulations apply to traffic data coll-
ected by communications operators. Storage and procession for
own use asks for the user’s opting out, whereas transfer towards
third parties requires the user’s prior consent.

Concerning location data, the TKG requires the user’s prior con-
sent to the storage and processing of such data. Nevertheless, it is
not necessary that such consent has to be asked for prior to every
single use of a communications service. Whereas, the law leaves
it to be sufficient if such consent was declared within the course
of a general or framework agreement between the user and the
communications operator.

Dr. Matthias Orthwein, LL.M.
matthias.orthwein@luther-lawfirm.com
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Health Sciences and Pharma

The health market covers many different areas determined by a
variety of different legal provisions such as health law, including
those of medical law, physician law, statutory health insurance law,
pharmaceutical law and medical devices law as well as hospital
law and the regulations of the federal law on epidemics. Due to the
tight economic situation and the problematic revenue and spending
trend in the statutory health insurance the health market is subject
of substantial and frequent changes in the legal and political envi-
ronment. These changes lead to a liberalization of the co-operation
between physicians, hospitals and the health industry on the one
hand but also restrict the economic possibilities in activities on
the health sector. However, the health sciences industry especially
the pharmaceuticals industry and the field of medical technology
is still of particular interest to investors, as it is even now an espe-
cially lucrative industry, with much future potential. It is also an
especially competitive market, and is likely to keep growing.

The sale of medicinal products and medical devices is regulated
by strict laws that are mainly influenced by European directives
and serve primarily to protect the health of patients and consu-
mers. The law on medicinal products and medical devices sets out
detailed regulations for everything from production to registrati-
on and sale, including the supervision of such sale and the import
and export of the products. The following legal overview therefore
focuses on the marketing of medicinal products and medical
devices in Germany.

Compulsory Authorization of Medicinal Products

In Germany, as in the EU as a whole, ready-prepared medicinal
products must be authorized; these are products that have been ma-
nufactured and packaged for the consumer before being placed on
the market. Magisterial medicinal products do not have to be aut-
horized. A ready-prepared medicinal product may only be placed
on the market in Germany once a pharmaceutical business has ac-
quired a permit to do so. Authorization under the law on medicinal
products is the legal prerequisite for this permit. Exceptions to the
rule include, for example, medicinal products destined for human
clinical trial. Homeopathic pharmaceuticals do not require a com-
pulsory authorization but have to be registered with the respective
federal authority.

Prior to the authorization a medicinal product may only be pro-
vided to patients if they suffer from a serious or life-threatening
disease which cannot be treated with an already authorized medi-
cinal product (compassionate use).

Conditions of Authorization

The pharmaceutical entrepreneur, i.e. the party placing the drug
on the market under its name, has to apply for authorization. This
party must have its seat in a member state of the EU. For medicinal
products for human use, applications have to be filed with the Fe-
deral Institute for Medicinal and Medical Products (Bundesinstitut
fur Arzneimittel und Medizinprodukte — BfArM) respectively the
Paul Ehrlich Institute (PEI) as Federal Agency for Sera and Vacci-
nes. Information in German on the usage, effect, dosage etc. of the
medicinal product has to be submitted with the application. The
results of analytical, pharmacotoxicological tests and clinical trials
must also be presented. Regarding the latter two tests, it is in cer-
tain cases not necessarily carrying out tests of its own, but referring
to available scientific research material instead.

This happens if:

» The effects of the medicinal product have been established
and are apparent from scientific research material (known as
“well established use” procedure)

The medicinal product, in its combination of constituents, is
comparable to a known medicinal product (known as the
“essentially similar” procedure)

The medicinal product is a new combination of known
constituents. In this case, the reference is valid for these

constituents

In cases where a medicinal product is registered by referring to
established information, the interests of the party who originally
registered the drug have to be taken into account. This is com-
monly a large pharmaceutical company carrying out research,
which perceives making reference to the documentation on the
pharmatoxicological tests and clinical trials for one of its products
for the purpose of registering imitations as an infringement of its
proprietary rights. Hence, the law on medicinal products stipulates
a ten-year period of protection for documentation on new medi-
cinal products. This gives the original applicant sufficient time to
reap the financial rewards of its authorization for the medicinal
product concerned before the subsequent applicant may enter the
market with reference on the same documentation. In accordance
with the objective of this law, only documentation on innovative
developments is protected. The ten-year protection period starts
from the time a medicinal product is first registered in a member
state of the EU. It is therefore possible that, when a new medicinal
product is first registered in Germany, the protection period might
have expired because the drug has already been registered in ano-
ther EU member state for more than ten years. The exploitation of
documentation protected under this law may only be made with the
written permission of the party who first registered the drug.
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The authorities have to decide on an application for registration wi-
thin seven months; this period is often extended when the applicant
is given the opportunity to provide missing information or rectify
formal errors in the application. In practice, the authorities gene-
rally take much longer than seven months to reach a decision as
the number of applications exceeds their capacity. This is a disad-
vantage for applicants, as it delays the launch of the medicinal pro-
duct concerned. Suing for damages is unlikely to be successful, as
proving negligent conduct on the part of the authorities is difficult.

Granting Authorization

When a medicinal product is authorized, an authorization
number is assigned to it. Different pharmaceutical forms of the
same medicinal product or different concentrations of a medici-
nal product in the same pharmaceutical form are all issued with
the same authorization number. A medicinal product may only be
placed on the market after receipt of confirmation of its authoriza-
tion. It is possible to appeal against an authorization granted with
restrictions or against the refusal of a registration, and then to take
legal action. The pharmaceutical entrepreneur is liable for a me-
dicinal product he places on the market under civil and criminal
laws, regardless of the product’s authorization.

European Admission Procedures

Besides the admission procedure with the national authorities
of each member state of the European Union there exist two proce-
dures for authorizing medicinal products in Europe, i.e. the mutual
recognition procedure and a centralized admission procedure.

The “mutual recognition” procedure is applicable to the majority
of conventional medicinal products and offers the possibility of
a simplified procedure to apply for a marketing authorization in
different member states if there is already an approval of another
member state. The holder of a marketing authorization issued by
a member state for this purpose has to inform the reference mem-
ber state that an application is to be made in accordance with the
mutual recognition procedure and request the preparation of an
assessment report. The reference member state shall prepare such
assessment report within 90 days of the receipt of the request. In
addition the holder of the initial marketing authorization has to
submit an application to the competent authorities of the additio-
nal member state and has to testify that the dossier is identical to
the one previously accepted or whether there are any additions or
amendments to be made. According to the mutual recognition pro-
cedure the additional member state has to recognize the marketing
authorization within 90 days of receipt of the application and the
assessment report.

Certain biotechnological or innovative medicinal products have to
be assessed by a centralized procedure with the European Agency
for the Evaluation of Medicinal Products (EMEA). Medicinal pro-
ducts that have been approved within such a procedure are issued a
marketing authorization that is valid throughout the EU. Furthermo-
re the EMEA is responsible for applications with regard to the deve-
lopment of medicinal products for rare diseases, so called “orphan”
drugs. These are products for the diagnosis, prevention or treatment
of life-threatening or very serious conditions that are rare and affect
not more than 5 in 10,000 persons in the European Union. To pro-
mote the development of such orphan medicinal products the Euro-
pean Union provides incentives, which are market exclusivity for
ten years, the provision of scientific advice by the EMEA, the access
to the centralized admission procedure and the granting of reduced
fees e.g. regarding the application for marketing authorization.

Renewal of Authorization

Authorization does not automatically confer the right to market
a medicinal product for an unlimited period. By law, the conditions
under which a medicinal product has been put on the market must
be reviewed every five years. The party concerned has to apply to
renew the authorization three to six months before it expires. A
report on whether the assessment criteria for the medicinal product
have changed in the previous five years has to be submitted. Aut-
horization lapses if the holder of the authorization fails to apply for
renewal or forgoes the authorization in writing. In either of these
scenarios, the medicinal product may continue to be sold for a pe-
riod of two years after the lapse in authorization.

Sale of Medicinal Products

Unlike other products, such as groceries, medicinal products
must not be made freely available to consumers in unlimited
amounts. Their sale requires particular competence, and should be
connected with specialist advice. By law, only qualified persons
and establishments may sell medicinal products. The law also spe-
cifies the channels through which different categories of medicinal
products may be sold, and sets out the conditions under which they
may be passed to patients. A medicinal product’s risk category can
make a considerable difference. For example, a medicinal product
can be sold freely, i.e. in a pharmacy or elsewhere, be limited to sale
through pharmacies, be subject to prescription or even be subject to
special permits and supervision under the law on anesthetics.

Since January 1, 2004 it is now possible for a pharmacy to distri-
bute medicinal products via mail order if the competent authority
grants permission. This also applies to the distribution via electro-
nic commerce. However, to ensure the safety of the patients the
mail order distribution is only allowed under strict requirements.
Therefore, the mail-order pharmacy has to prove its quality and
reliability, the customers have to be provided with a qualified phar-
macological and medical advice and the delivery has to be carried
out in a fast and safe way.
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The pharmaceutical entrepreneur, generally a pharmaceutical
company, places the medicinal product on the market under its
name and has full liability for it. Its name must be displayed on
the medicinal product’s packaging, package leaflets or inserts and
information material on the product. Granting another company
co-distribution rights is also possible. If this is done, the holder of
the authorization must inform the authorities that another company
is also making use of the authorization and distributing the medici-
nal product concerned under its name. The co-distributor does not
acquire any rights to the registration, and may only distribute the
product in the form permitted by the authorization.

Import of Medicinal Products

Safety considerations and the unbiased treatment of domestic
and imported medicinal products result in the import of medici-
nal products being possible only under certain conditions. Under
the law on medicinal products, imports from EU member states
are treated as domestic products, while the import of medicinal
products from other countries is subject to additional conditions.
When applying for German authorization for a medicinal product
manufactured abroad, proof that the manufacturer is permitted to
manufacture medicinal products under the laws of its country must
be presented. The permit granting the right to place the medicinal
product on the market in the land of manufacture also has to be
submitted. To import ready-prepared medicinal products from a
non-EU or non-EEA country, an import permit from the relevant
authority has to be produced. In certain exceptional cases conclu-
sively listed in the law, no import restrictions apply. The lack of
restrictions in these cases serves the interests of travel and trade
as well as good diplomatic, bureaucratic and scientific contacts.
Medicinal products freed from import restrictions include those
carried as part of personal travel needs or those required by a phar-
maceutical entrepreneur as samples or for the purposes of analyti-
cal comparison.

Medicinal products ordered by pharmacies in precisely defined cir-
cumstances are also free from import restrictions, on condition that
only small amounts of the products are specially ordered by indi-
viduals from a pharmacy. Doctors ordering medicinal products for
the needs of their practices count among these individuals. Apart
from this, the medicinal products must also be approved for sale in
their land of origin and be passed to the individual in the course of a
pharmacy’s normal business, i.e. the products may only be handed
over on the pharmacy’s premises or delivered by post or courier.
Stockpiling a supply at pharmacies by means of such special orders
is not permitted. In the case of medicinal products from non-EU or
non-EEA countries, a doctor’s prescription is also required.

Medical Devices

Besides Pharmaceuticals the market for Medical Devices shows
a significant growth and especially medical technology innovations
have been significantly accelerating.

Medical Devices are also subject to extensive legal requirements
determined by the Medical Devices Act (Medizinproduktegesetz,
MPGQG) based on various European Directives. According to these
directives medical devices are defined as any instrument, appa-
ratus, appliance, material and pertinent software, or other article
intended for human use in the diagnosis, prevention, monitoring,
treatment and alleviation of diseases or as compensation for an
injury or handicap. The term applies to any device used for the
investigation, replacement or modification of the anatomy. Also
included are physiological processes, including contraception te-
sting, as well as in-vitro diagnostics which may be carried out in
a laboratory or at home. Unlike Pharmaceuticals Medical Devices
are not subject to an official authorization but the manufacturer is
responsible for the conformity of the products with the essential
requirements for medical devices in the applicable classification.

With the exception of some medical devices, such as custom-made
devices or devices intended for clinical investigations or in-vitro-
diagnostics, medical devices may only be placed on the market
or put into service if they bear a CE marking, which establishes
that the manufacturer’s product conforms to all applicable legal
requirements. This has to be proven in a conformity assessment
procedure to ensure the safety the therapeutic or diagnostic benefit,
the clinical or diagnostic evaluation of the medical device and the
monitoring of the medical device and its manufacturer. Medical de-
vices are classified in four risk potential classes. Depending on the
product’s risk level, a conformity assessment procedure has to be
carried out and, if the device has not only a low risk level of a Class
I medical device, a Notified Body must be employed. The Notified
Body’s identification number accompanies the CE marking. Once
a Medical Device has passed the conformity assessment procedure
in a member state of the EU the marketing and commercializing is
allowed throughout the European Economic Area.
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Plant Variety Rights

Plant innovations, in particular new plant varieties, may be pro-
tected in Germany by applying for a Plant Variety Right (Sorten-
schutzrecht, hereinafter referred to as “PVR”). Although a national
legal system of protecting plant innovations through the granting of
PVR exists, it seems advisable to seek protection for plant innova-
tions on a European level. The Council Regulation on Community
Plant Variety Rights (“CPVR?”) established a uniform protection
system for new varieties in the entire territory of the community.

Under the applicable regulation, varieties of all botanical genera
and species, including, inter alia, hybrids between genera or spe-
cies, may form the object of a CPVR.

Entitlement to and Application for a CPVR

The person who bred, or discovered and developed the variety
or his successor in title, shall be entitled to the CPVR. The appli-
cation for a CPVR may be filed at the Community Plant Variety
Office (“CPVO”) by the breeder or his successor or through a re-
presentative. The application must be accompanied by a detailed
description of the supposedly new variety and contain a denomina-
tion.

Examination of the Application — Granting of CPVR

The CPVO will conduct a formal, a substantive and a techni-
cal examination. The last and most important examination mainly
consists of the so-called DUS Test, i.e. the test whether or not the
variety is Distinct, Uniform and Stable. These essential conditions
must be fulfilled by any plant innovation to qualify for a CPVR.

Costs for the Application

A number of individual fees will be charged by the CPVO duri-
ng the process of examining the application for a CPVR. An appli-
cation fee of € 900 applies. Depending on the species, the costs for
the technical examination range from € 1,020 to € 1,200. Upon the
granting of a CPVR an annual fee of now € 200 applies.
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Broadcasting Law

Definition of Broadcasting

From a German law perspective the term “Broadcasting” co-
vers all kind of television and radio services. “Broadcasting” in
general is defined as follows: “Broadcasting is the provision and
transmission for the general public of presentations of all kinds
of speech, sound and picture, using electromagnetic oscillations
without junction lines or along or by means of a conductor.”

This definition includes presentations transmitted in encoded form
or receivable for a special payment, as well as videotext. As a mat-
ter of fact all kinds of providing radio and television services fall
within the meaning of “Broadcasting,” no matter if such transmis-
sion is analogue or digital or is made by terrestrial devices, via
satellite or through cable networks.

Sources of Law

The German Constitution guarantees the freedom of broadca-
sting. Further, the Constitution stipulates that sole responsibili-
ty for broadcasting rests with the Federal States as part of their
“cultural sovereignty.” Thus, the Federal States were entitled and
obliged to create a legal framework that complies with constitu-
tional law. Due to fact that the Constitution contains rudimental
statements concerning broadcasting issues, the jurisdiction of the
German Federal Constitutional Court had to clarify constitutional
demands on the creation of a broadcasting system. Therefore, the
Federal Constitutional Court made a series of decisions, which are
especially known as “broadcasting judgments.”

With the advent of cable and satellite, all Federal States drafted
media laws in the 1980s. These laws specifically regulate the elec-
tronic media outside the conventional public corporations, mainly
by granting commercial radio and television licences and deciding
what programs may be fed into cable networks. For this purpose
media regulatory authorities were created. A national framework
of regulations is laid down in a treaty between all Federal States.
In addition, 15 different media laws and media authorities exist,
almost one in each Federal State.

Dual Broadcasting System

Beginning in the early 80s each Federal State decided for im-
plementing a “dual broadcasting system.” This means, that private
broadcasters were able to provide their services alongside the pu-
blic-broadcasting corporations since then.

The public service broadcaster is an independent and non-commer-
cial organization, financed primarily by audience fees. The typical
public service broadcasting organization provides a region, usually
a Federal State, with public service radio and television (such as
WDR in North Rhine-Westphalia or BR in Bavaria). All regional

corporations joined together to found the ARD (“Arbeitsgemein-
schaften der Rundfunkanstalten Deutschlands™) and contribute to
the first TV channel according to their size. The Second German
Television ZDF (Zweites Deutsches Fernsehen) is based on a tre-
aty of all Federal States (ZDF-Staatsvertrag). Both ARD and ZDF
are active in digital television. ARD and ZDF offer a whole range
of freely accessible digital channels. They are also involved in dif-
ferent projects to test and develop distribution via the Internet.

However, also private competition started to challenge the public
system. Two commercial television channels started operation, one
from Luxembourg (RTL), and the other as part of a cable pilot pro-
ject in Ludwigshafen (Satl). Meanwhile, a huge range of full ser-
vice and special interests channels are licenced and distributed as
analog and digital Free-TV. Mainly those channels are broadcasted
by companies which belong either to the RTL- or the ProSieben-
Sat1-Group. Nevertheless, an increasing amount of independent
broadcasters has started to provide new offers.

As mentioned above, television services in Germany have to com-
ply with the regulations of the treaty between all Federal States
and the particular media laws. In any case in Germany a licence
(concession) from a media authority or a comparable foreign aut-
hority is required for broadcasting television services. Due to the
small capacity of analogue cable networks it is easier to apply for
a satellite licence. With relation to analogue cable distribution a
licence sometimes can only be applied for if the media authority
has put licenses out to tender.

The private service has to observe the existing broadcasting regu-
lations as prescriptions for licensing, financing, advertising, youth
protection, or ownership regulation. Any applicant or licence hol-
der has to comply with several personal and material provisions.
The treaty between the Federal States also contains rules for digital
television. In short, the legal framework makes it easier to apply
for a licence to provide a digital service and further gives more
freedom of decision to network operators concerning the selection
of programs to be distributed.

Nevertheless, due to the ongoing importance of analogue tele-
vision transmission via cable networks such distribution is still
economically essential for private television services. According
to German broadcasting law mainly media law or the responsible
media authority decides whether a channel has to be distributed
in an analogue cable network or not. Since a few years several
media laws started to grant more freedom of decision to cable net-
work operators also concerning analogue distribution. Anyway, a
diligent network management and a consistent network protection
against or with media authorities and network operators remain
essential for a program’s chance to reach its targeted audience. In-
creasingly, the same applies for any digital transmission.
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Ownership Restrictions and Media Concentration

Almost beginning with the implementation of the dual broad-
casting system, a lively discussion concerning the topic of media
concentration had begun. As the Federal Constitutional Court
had ruled, the purpose of concentration control was to safeguard
plurality and diversity by preventing dominant opinion-forming
positions. A private television provider nowadays in general can
broadcast as many services as he intends to. Nevertheless, one
broadcaster cannot control more than a 30 percent share of the ge-
neral television audience. Recently leading German media houses
had to learn, that related markets also have to be considered. In
any case, media authorities are allowed to take measures in order
to protect “variety”.

Financing Public and Private TV

One main distinction between public and private television ser-
vices is the different funding systems. As described above, public
television is mainly financed by a fee that has to be paid by every
owner of a television set. Besides that, public broadcasters are al-
lowed to broadcast advertisements to a certain extent.

By contrast, private services have to finance themselves by com-
mercials, sponsorship or other forms of advertising. Recently,
several television services started to present so-called “Call-In”
shows in order to create revenues by incoming phone calls. Fur-
ther, several teleshopping channels are said to have reached break
even.

Digitalization and Pay-TV

In Germany, analog transmission of television services still
has outstanding importance. Due to the unique variety of Free-
TV services offered in Germany, digital and Pay-TV services had
merely a chance to succeed in business in the past. Nevertheless,
since 1990 Premiere offers a digital Pay-TV platform. As a matter
of fact it can be stated, that currently more and more television
service providers apply for a digital television licence, mainly for
inventing special interest channels. Those programs mostly be-
come part of bundles promoted by Premiere or by cable network
operators as Kabel Deutschland or Unity. Since a few years, ter-
restrial digital video broadcasting (DVB-T) has being implemen-
ted in Germany covering private and public TV as well. Recent
discussions concern the legal framework of IP-TV offers and di-
gital video broadcasting via handhelds (DVB-H).
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Energy

General

For decades competition was by force of law basically excluded
from the German energy markets. The result was that several regio-
nal monopolies emerged. The market participants, mostly vertical-
ly integrated utilities, were acting on three levels: First there was
a small number of companies (in the electricity sector now: RWE,
E.ON, Vattenfall, EnBW) which operated the transmission grids
and most of the power generating plants, second regional suppliers
which supplied energy to both industrial and private consumers,
third local companies usually owned by municipalities which ope-
rated most of the distribution grids and which served local small
and medium businesses and private end customers.

German energy law underwent a first major change when the Ener-
gy Industry Act (Energiewirtschaftsgesetz) was amended in 1998.
The amendments provided for the full liberalization of the elec-
tricity and to a large extent of the gas markets in one single step.
Since legal protection of the regional monopolies ceased to exist,
the period following this reform has been characterized by a signi-
ficant number of foreign investments, mergers and strategic alli-
ances by energy companies of all levels, by acquisitions of German
utilities, and by the creation of an energy exchange.

While the beneficial results of the liberalization were manifest
there had, however, been some disturbance of the markets by
anticompetitive practices. Especially the problem of insufficient
and discriminating third party access (TPA) to the networks had
to be tackled. In addition, the acceleration directives, enacted by
the European Union in 2003 in order to promote the single energy
market, called for regulation of TPA, for unbundling of vertically
integrated utilities, and for the introduction of regulatory authori-
ties. Finally, a new German Energy Industry Act, implementing the
acceleration directives, entered into force on July 13, 2005.

Third Party Access (TPA) and Network Regulation

The Energy Industry Act provides for the opening of the electri-
city and gas grid to competitors. A network operator must offer its
grid for transmission to everyone in a transparent, non-discrimina-
tory manner and according to objective criteria.

Up to the 2005 reform the conditions of access to the grid including
the criteria for determining transmission tariffs (prices for using
the grids) were contained in so-called “Verbandevereinbarungen”
(“Agreements of Associations”). These were private contracts
between different associations of industrial energy consumers,
network operators and the industry (“negotiated TPA”). Since
July 2005, however, the conditions of access to the grid and the me-
thods for determining transmission tariffs are regulated by the new
Energy Industry Act and several Ordinances (“regulated TPA™).
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The conditions and methods which regulate TPA to the electrici-
ty grid follow the former Agreement of Associations in many re-
spects. In the gas sector, however, TPA is about to undergo a radical
change: the new regime calls, for instance, for a genuine entry-exit
system, for the possibility to trade capacity rights without restric-
tions, and for an effective congestion capacity management. Net-
work operators of all levels are obliged to co-operate on a large
scale in order to guarantee the functioning of the system. While
there has been an agreement between the Federal Network Agency
(Bundesnetzagentur) and the gas industry about TPA to the gas net-
work the functioning of the new system needs to be proven (state:
October 2006).

For the time being, network operators must obtain prior approval of
their transmission tariffs. The regulatory authorities, however, are
currently (October 2006) developing an incentive system which is
to supersede the system of prior approval of transmission tariffs.
Networks in a geographically integrated area fulfilling certain con-
ditions as regards their object (so-called “property grids”, serving,
for instance, a certain industrial area) are not subject to regulation
of TPA and transmission tariffs as described above.

Regulatory Authorities

The new Energy Industry Act established regulatory authorities
for the electricity and gas sector on the federal level (Bundesnetz-
agentur, Federal Network Agency) and on the federal state level
(regulatory authorities of the German Lander), the latter being re-
sponsible for smaller grids which do not extend beyond the borders
of a federal state. The regulatory authorities are in charge of enfor-
cing the Energy Industry Act including, for instance, TPA and prior
approval of transmission tariffs.

Unbundling

In order to enhance transparency and to enable the regulatory
authorities to supervise the markets effectively, the new Energy
Industry Act requires electricity and gas network operators to be
independent from their vertically integrated parent companies: the
network has to be operated by a separate legal entity (however not
in separated ownership), and the personnel of the network operator
has to be sufficiently separated from the other entities of the group
in order to avoid conflicts of interest (“legal and management un-
bundling”). These rules do not apply to networks with less than
100.000 customers connected to their grid.

Concessions for Lines

Municipalities are obligated to offer on a contractual and non-
discriminatory basis the use of public property for laying and ope-
rating lines (including remote-control lines to control system and
ancillary units) for the direct supply of energy to end customers
within the municipality. Energy companies must in return pay con-
cession fees for this right of way. The amount of fees per kilowatt-

hour depends on the number of inhabitants of the municipality.
Details, esp. on calculation of concession fees, are regulated in the
Ordinance on Concession Fees.

Terms and Conditions of Energy Supply Contracts

The relationships between energy companies and private end
customers (“household customers”) are regulated by ordinances
which cover in particular the conclusion, content and terminati-
on of energy supply contracts with household customers. They do
not apply to energy supply contracts with other customers (i.e. in-
dustrial consumers). Some provisions are nevertheless sometimes
referred to in those contracts. The details of how to connect end
consumers to the low voltage and low pressure grids and how
the grid connection may be used are regulated by additional ordi-
nances which cover, inter alia, the liability of network operators for
disruptions of supply. The conclusion of contracts is also regulated
by the provisions of the German Civil Code (Biirgerliches Gesetz-
buch, BGB).

Energy from Renewable Resources

The Act regarding the Priority of Energy from Renewable Re-
sources (Erneuerbare-Energien-Gesetz) entered into force on Au-
gust 1, 2004. This Act provides for the obligation of grid opera-
tors to connect facilities which produce electricity from renewable
resources to their grid and to purchase such electricity. The act
guarantees that a certain minimum price is paid to the generator of
electricity from renewable resources by the grid operator depen-
ding on the source of energy fed into the grid.

The Act on Maintaining, Modernizing and Increasing the Com-
bined Use of Heat and Power (CHP) (KWK-Modernisierungs-
gesetz) came into effect on April 1, 2002 and will remain in force
until December 31, 2010. This act is to promote the use of CHP
stations in Germany. It obligates grid operators to connect CHP
facilities to their grid, to purchase the electricity generated by the-
se, and to pay a certain surcharge in addition to the price agreed
between the parties.
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Construction Law

Architects and Engineers — General

Under existing building law, the services of an architect must be
used to realize and implement a building project. In collaboration
with the builder and with other specialists (e.g. structural/construc-
tion engineers, consulting engineers for technical systems, etc.),
the architect develops the idea for the building project and its rea-
lisation.

Scope of Services and Fees

The scope of services depends on the architect’s contract accor-
ding sec. 631 seq. of the German Civil Code (BGB) in conjunction
with the Scale of Architects’ and Engineers’ Fees of September
1976, last amended in 1995 (Honorarordnung fiir Architekten und
Ingenieure, HOAI). The HOAI divides up an architect’s perfor-
mance into descriptions and stages of performance. The HOAI is
not contract law, rather a sort of price regulation. Hence, it does
not govern the terms of architect’s contracts, but lays down certain
pricing rules for agreed contractual terms. That is why the parties
are not required to stipulate in a contract all the various stages for
performance. However, to avoid ambiguities, it is advisable to de-
fine each stipulated element of performance in accordance to the
project requirements. However, the question is whether the HOAI
is also applicable if a foreign architect is involved in a German
construction project or a German architect in a foreign construction
project; this issue is not regulated by law and is highly disputed.

There are some additional rules that apply to fee agreements. Fees
can only be effectively fixed by act of party when the contract is
awarded, after which they cannot be changed even by act of party.
The minimum rates laid down in the HOAI may only be under-
cut in exceptional cases. If contractual fee arrangements are inva-
lid because the requirements are not met, the minimum rates laid
down in the HOAI apply.

Organisation (Phases)

The organisation of the planning stage follows indirectly from
the HOAI, according to which it is divided up into nine basic ser-
vices (phases):

* basic calculations (clarification of requirements, consultation
on scope of entire project);

« initial planning (analysis of basic situation, harmonization of
objectives, etc.);

e draft planning (detailed work on the planning concept, step-
by-step working out of the solution in draftsman’s terms, etc.);

* planning approval (preparation of documents for submission
as required by public law for obtaining approval, etc.);

e works plan (working out in detail the results of phases

3 and 4, etc.);

* preparation of placement of order (calculation and collation
of quantities as the basis for drawing up a description of work,
making use of the contributions of others involved in the
planning, etc.);

* collaborating on the placement of order (collation of documents
on conditions for all types of work, obtaining of quotations, etc.);

* project supervision (supervising the implementation of the
project for compliance with building approval or consent, etc.);

* project supervision and documentation (physical inspection
of project to identify defects, etc.).

Timing

The contract usually does not stipulate a deadline to be obser-
ved by the architect or engineer. This is being considered to be one
of the main obligations of the builder. If, for example, the architect
fails to provide the works plan within a reasonable period of time
and this circumstance leads to the postponement of the contractual
deadline, the principal may successfully sue for damages if it can
prove that the delay was caused by the architect’s actions.

Liabilities and Insurance

The builder assumes liability in relation to third parties: he alone
is responsible to the authorities and other third parties involved. In
relations inter se, the liabilities are divided up among those invol-
ved the planning, who in turn are responsible to the builder under
their contracts for work and services. The architect, however, bears
chief responsibility for the planning and project supervision.

The German Civil Code provides for 5 year liability on the part of
the architect/engineer for hidden or apparent defects. The 5 year
period commences on the day of acceptance of the services of the
architect, i.e. usually after the conclusion of the project supervision
and documentation stage. In the event of liability for willful def-
ault, the liability is subject a 10 year limitation period.

Mistakes made at the planning or project supervision stage are in
most cases covered by the architect’s liability insurance. As a rule,
every architect has such a policy, as otherwise he is not authorized
to submit building particulars and plans.

Termination

The contract usually includes special clauses which entitle both
parties to terminate the contract. In the absence of a contractual
provision, both parties are entitled to terminate the contract with
cause, if the other party breaks contractual obligations and/or en-
dangers the success of the project.

The architectural or engineering contract may be terminated at any
time by the principal without cause. In this case, the principal has
to pay damages to the architect. Contracts drafted by the architect
normally provide for a lump sum of 60 % of the fees relating to
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the uncompleted services to be paid of the architect. As the Federal
Appeal Court decided at the beginning of 1996 that these contrac-
tual clauses are not valid, the architect is now forced to explain
and to prove the actual damage caused by the termination of the
contract.

Intellectual Property Rights

The Copyright Act (Urhebergesetz, UrhG) protects artistic
works, works of architecture and applied art and the plans for such
works, and illustrations of a scientific or technical nature, such as
drawings, plans, maps, sketches, tables and three-dimensional re-
presentations. The sole criteria for this is not the pursuit of artistic
end, but whether a personal intellectual creation has been produ-
ced. Thus, the planning and construction of buildings are, as a rule,
protected by copyright.

Whether in any particular case the architect has granted any rights
to use his copyrights (especially with regard to alterations, extensi-
ons, renovation of the building) depends on the contractual purpose
in the absence of any express agreements to that effect. In general,
however, it is safe to say that, if the architect has been entrusted
with all the architectural work until completion of construction, he
is not entitled to grant any such rights. Instead, the architect may
subsequently exercise his right to imitate his own work.

Building Contracts — General

Building contracts in Germany are generally governed by
sections 631 to 651 of the German Civil Code). However, these
provisions are only dealing with “contracts for work™ in general
and cover a wide range of contractual agreements, not necessa-
rily only classical building contracts. Therefore, very often the
VOB/B (Vergabe- und Vertragsordnung fiir Bauleistungen, Teil B:
Allgemeine Vertragsbedingungen fiir die Ausfithrung von Baulei-
stungen — Award and Construction Contract Rules, Part B: General
Contractual Conditions for the Execution of Building Works) is
being incorporated into a building contract. The VOB/B contains
provisions with regard to the legal relationship between the princi-
pal and the contractor and is “tailor-made” for building contracts.
Since the provisions of the VOB/B constitute general terms and
conditions the content of every single stipulation can be subject to
the restrictions laid down in sections 305 to 310 BGB; in case of
violation against these priciples these provisions could therefore
be invalid. However, this is not the case if the VOB/B is agreed “as
a whole”, i.e. without any essential changes.

There are different types of contractors, e.g. the general contractor
(Generalunternehmer) who performs all kinds of building work for
a construction, but usually transfers substantial parts of his work to

sub-contractors (Subunternehmer). If the general contractor does
also prepare the overall planning it is referred to as total contractor
(Totalunternehmer). A general contractor that does not carry out
any of the building work himself is called Generaliibernehmer.

Scope of the Building Work

The scope of the building work owed is defined in the building
specification normally contained in an attachment to the contract.
“Additional services” which are closely connected to the building
work are included within the contractual scope of the building
work even if it is not explicitly stated (see for example section
4.1 VOB/C). Change requests regarding the scope of the building
work owed are quite common. Therefore, agreements on additio-
nal work (Nachtridge — supplements) are usual and of significant
importance. At the time additional work and therefore a possible
supplement is in question, the principal normally is not able to
choose another contractor because of the advanced construction
process. This often results in high priced supplements. A careful
planning of the whole project in advance can help to avoid such
expensive supplements.

Remuneration
There are various types of contracts with regard to remunerati-
on provisions, €.g.:

* Unit-price contract (Einheitspreisvertrag): the remuneration
for work is the product of the measured quantity and the fixed
unit price. However, according to the VOB /B the single unit
price can be dependent on the total quantity.

Lump-sum contract (Pauschalvertrag): a total price is agreed
on in advance for the entire scope of work to be exercised. As
a consequence the remuneration to be paid is in general
independent of the actual work exercised.

Hourly-rate contract (Stundenlohnvertrag): the remuneration
is based on the amount of time spent by the contractor. This
type of contract is very rare and normally only used for smaller
projects or when agreeing on additional work occurring during

the construction process.

Cost-plus contract (Selbstkostenerstattungsvertrag): the
remun eration covers the original cost (Selbstkosten) to which a
surcharge for risk and profit is added.
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According to section 641 BGB the remuneration is due upon ac-
ceptance of the work. A final invoice (SchluBrechnung) is no con-
dition precedent for the payment of the remuneration. In contrary,
if the parties agreed on the VOB/B, the final payment (Schluf3-
zahlung) is due after the acceptance of the work, the submission
of a verifiable final invoice and the check of the final invoice by
the principal (at the latest two months after receipt of the invoice).
Part-payments on account (Abschlagszahlungen) can be claimed
by the contractor before.

Passing of Risk/Acceptance

Until final acceptance of the building work the contractor bears
the risk of accidental loss or destruction and deterioration of the
building work. Once the building work has been finally accepted,
the risk passes to the principal. Acceptance in terms of section 640
BGB means that the principal accepts the building work as per-
formed in accordance with the contractual provisions and without
substantial defects. Very often a so-called formal acceptance
(formliche Abnahme) is required.

Liability for Defects
In case of defects the principal/customer may (partly dependent
on certain further preconditions):

» demand supplementary performance,

e remove the defect himself and demand reimbursement of
the necessary expenditure

« terminate the contract or reduce the remuneration

* claim compensation or reimbursement of wasted expenditure.

If a defect is caused by several persons (e.g. contractor and archi-
tect), they can be held jointly liable.

Delay

If the contractor fails to carry out the building work owed
within the agreed time limit, the principal can — in gene-
ral after setting an additional period of time for performance
— withdraw from the contract. Under certain preconditions the
principal has also a claim for compensation. Very often a contrac-
tual penalty is agreed on in the building contract.

Jutta Wittler
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Information Technology (IT) and
IT Compliance/IT Governance

Doing business in Germany in the sector of information technolo-
gy (IT) involves two main legal issues that are very important for
the software industry respectively the provision of IT services to
customers based in Germany. These [T-related topics are the pro-
tection and the use of software as well as the treatment of software
licences under German law.

However, also companies that do not primarily act within the IT
sector show a growing interest and awareness for another “IT-rela-
ted” issue, namely the observance of IT Compliance and IT Gover-
nance being an integral part of Corporate Compliance.

Protection of Software in Germany

The provenience for software protection can be found in the
German Copyright Act (Urhebergesetz, UrhG) which, however,
contains only a few specific provisions for software protection,
i.a. in Secs. 2 and 69 lit. a et seq. UrhG. However, this copyright
protection for software is not unlimited at all. For example, the
copyright granted under German law would not provide suffici-
ent protection against the independent development of the same
software solution by a third party. Also, the UrhG does not grant
protection against the utilization of the concept of the software by
third parties unless the identical source code or object code is being
used. Furthermore, if a software developer produces a software
specifically developed for the ordering party, it can be questionable
whether such software production means that the IT provider loses
its right to distribute this piece of software completely or whether
he shall still be entitled to sell the same software to third parties.
A little supplemental protection of software can be achieved under
the German Act against Unfair Practices (Gesetz gegen den Unlau-
teren Wettbewerb, UWG) that may under certain further circum-
stances protect software against copying and plagiarism.

In some rare cases, software may also be patented according to the
German Patent Act (Patentgesetz, PatG). However, the software
itself can not be subject to patent protection because a patent will
only be granted for a computer-implemented invention with a tech-
nical contribution. At present, the rulings and court decisions in
Germany and Europe are not uniform concerning the requirements
for such technical contribution. The former proposal for a directive
on the protection of computer-implemented inventions by patents
made by the European Commission would have harmonized such
possibility to protect software by patents within the EU member
states. However, the legislative procedure for this EU directive has
not been brought to an end.

Software Licence Agreements

Under German law there is no legal category of agreements like
“software agreement” or “licence agreement”. Rather, under Ger-
man law, the provision of IT services and the delivery of software
have to be classified into the existing categories of agreements un-
der the German Civil Code (Biirgerliches Gesetzbuch, BGB). This
very basic classification is relevant for topics like warranty, liabili-
ty, acceptance, due date of remuneration, partial payments, statute
of limitations, the right of elimination of defects by oneself, etc.
However, the German Civil Code contains diverse provisions for
the different categories of agreements with respect to these topics
which do not always fit to the special requirements of software
contracts.

A licence agreement about standard software is, for example, clas-
sified as a purchase agreement in terms of the BGB, if the software
is delivered as is for a one-time payment. If the software is being
provided for a limited period of time with recurring payments, the
provisions for rental agreements may apply. This could mean that
the licensor owes permanent operativeness of the software during
the term of the agreement, whereas the seller of software only has
warranty obligations for a limited time period of two years.

Service Level Agreements

The provision of IT services other than the licensing of soft-
ware is often subject to comprehensive Service Level Agreements
(SLA) that define and modify the provision of IT services and
usually foresee penalties in case of underperformances. Such SLA
have to be drafted in accordance with the general rules of the BGB
to avoid the nullity of the respective regulations.

In essence, this means that the correct interpretation and drafting
of software and IT-related contracts have to observe the special
rules and principles that are not only laid down in statutory law but
also by the courts. This is also the case for standard licence condi-
tions delivered in connection with open source software (e.g. some
of the stipulations contained in the General Public License (GPL)
would be considered void under German law).

Insolvency

Another very important factor not to be neglected in connection
with the use of software is the protection of usage rights for the
software in case of bankruptcy of the IT provider respectively the
licensor. If the licensor becomes insolvent or an administrative re-
ceiver is being appointed over the licensor’s assets, Sec. 103 Ger-
man Insolvency Act (Insolvenzordnung, InsO) stipulates that the
receiver may terminate the permanent licence agreement. In case
the software contract has to be regarded as a licence agreement
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(cf. the evaluation made above), the usage rights to the software
would automatically extinguish upon the discretion of the receiver
unless the parties have entered into an escrow agreement about the
rights to the source code of the software. However, even software
escrows may not always provide for sufficient protection of the
core systems, because such escrows may also be subject to the
mandatory rights of the receiver under the InsO. To be on the safe
side, it can be advisable to add regulations about an usufruct regar-
ding the source code into the software licence agreement.

IT Compliance Issues

Finally, doing business in Germany does not only mean that
companies have to comply with all general rules laid out in this
Guide (so-called Corporate Compliance, cf. above). Rather, com-
panies also have to make sure that their information technology
(IT) is in full compliance with statutory law and IT Governance
requirements.

The so-called IT Compliance is not limited to being responsible
for copyright issues although it is very much advisable to con-
duct internal audits from time to time in order to compare install
counts to the existing licence agreements for software. This is es-
pecially the case in Germany because under German copyright law
software publishers may — directly or through third-party associa-
tions — conduct audits with little or almost no evidence of noncom-
pliance on the company’s part. In this case, businesses may receive
a notice that they must prove compliance with the licenses granted,
or law enforcement officers may appear unexpectedly. Currently,
experts in Germany predict an increasing probability that compa-
nies will be subjected to external software audits by enforcement
organizations. In case a company is found in violation of intellec-
tual property rights, this business is facing back-payment licence
fees at punitive levels plus additional damages.

Furthermore, IT Compliance also includes the obligation for com-
panies doing business in Germany to comply with the archiving
rules set out in Sec. 257 German Commercial Code (Handelsge-
setzbuch, HGB) and the General Tax Code (e.g. Secs. 146, 147
Abgabenordnung, AO). This means that the company and its IT
systems have to observe the so-called “Generally Accepted Elec-
tronical and Optical Storage Principles” (Grundsétze D V-gestiitzter
Buchfiihrungssysteme, GOBS) and the “Principles for Digital Tax
Audits” (Grundsitze zum Datenzugriff und zur Prifbarkeit digi-
taler Unterlagen, GDPdU) issued by the Federal Ministry of Fi-
nance. As these guidelines for archiving may also be applicable to
emails and attached documentation it might be necessary to adopt
the data retention policies in place.

IT Governance and Risk Management

Although there are no specific law provisions (safe to data pro-
tection requirements set out above) requiring good information
technology practices or a specific set of measurements for IT com-
pliance it is undisputed that in order to avoid personal liability, but
also to comply with due care requirements, the board of directors
respectively the directors of a large GmbH are required to install a
monitoring and control system that allows early detection of inci-
dents or events that could put the existence of the company at risk
(analogy to sec. 91 subsec. 2 AktG respectively sec. 43 subsec.1
GmbH). Therefore, a company must satisfy certain quality and
security requirements for its information infrastructure. This also
covers the prevention of risks resulting from erroneous input and
processing of data.

Hence, without having a special law or regulation requiring IT
compliance of a certain kind, management of a company has to
establish efficient measures for sufficient control over its IT sy-
stems in order to enable effective IT risk management. This means
that management must ensure the existence of an internal (in case
of a third party IT provider external) control system or framework
to support the various business processes. Mostly, those control
objectives can be achieved by built-in application control func-
tionality. This functionality is commonly found in integrated ERP
environments, such as SAP. In cases of lacking this functionality,
the control objectives may require a combination of manual and
automated control procedures to satisfy the control objective. This
can be done by appointing an Information Security Officer (ISO) to
coordinate the activities concerning the secure handling of data.
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Installation and Observance of IT Standards

In light of the general rules outlined before companies are well
advised to establish an IT-supported risk and service management
that will prevent incidents from occurring or at least minimize
the potential danger. In order to comply, companies may rely on
industry standards such as COBIT (Control Objectives IT), ser-
vice management rules like ITIL (IT Infrastructure Library), the
“IT Grundschutz Manual” (IT-Grundschutz-Kataloge) issued by
the Bundesamt fiir Sicherheit in der Informationstechnik (BSI) or
other compliant processes (e.g industry standards like BS 7799
respectively ISO 9001, ISO 15000 and ISO 17799 which have in
the meantime merged into ISO 27001). Applying these IT stan-
dards can be a key indicator to IT Compliance and IT Governance.
However, under statutory law there are no minimum standards
or specific requirements to be met. Hence, any form of efficient
IT risk management (including an IT Continuity Plan to ensure
availability of relevant data) can be in compliance.

The following principles may serve as a guideline for the necessa-
ry control mechanisms:

» Controls related to the initiation, recording, processing and
reconciling of account balances, classes of transactions,
disclosures and related assertions included in the financial
statements;

Controls related to the initiation and processing of non-routine
and non-systematic transactions; as well as to the selection and
application of accounting policies;

Controls related to the prevention, identification and detection

of fraud;

Company-level controls, including the control environment

and controls over the period-end financial reporting process as
well as controls over procedures used to enter transaction
totals into the general ledger and to record recurring and non-
recurring adjustments to the financial statements (e. g. consoli-
dating adjustments, report combinations and reclassifications).

Third Party Provider

The implementation of policies and procedures as described be-
fore is also mandatory in case the IT services are not being provi-
ded in-house, but by a third party IT supplier. A company therefore
must oblige all third parties providing IT services to comply with
those key elements. Arrangements involving third party access to
the company’s information processing facilities must be based on a
formal contract containing, or referring to, all the security require-
ments above to ensure compliance with the company’s security
and information handling policies and standards. When agreeing
contractual relations with third parties, the company must also sa-
feguard that the standards implemented by the service provider are
at least equal to those implemented within the company. Additi-
onally, the following topics should be included into agreements
with the company’s IT provider or should be installed as in-house
guidelines:

* Information security policy;

* Service Level Agreements (SLA) or policies for availability,
reliability, performance, levels of support, continuity plan-
ning, etc.

Asset protection, including procedures to protect
organisational assets, including information and software;

* Procedures to determine whether any compromises of

the assets, e. g. loss or modification of data, has occurred;
Restrictions on copying and disclosing information;

» Access control regulations

Establishment of an escalation process for problem resolution;

» Regulations regarding hardware and software installation and
maintenance;

» Change management procedure

* Reporting and notification of security incidents

Finally, companies should be aware that the life cycles of IT sy-
stems are getting shorter along with the fast technical improvement
and that therefore the requirements for IT compliance are subject
to ongoing change. However, IT Compliance and IT Governance
should not be regarded as a burden. Rather, establishing service-
orientated structures also within the IT (and such complying with
IT Governance requirements) can also tremendously contribute to
the company value.
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