GERMANY

Law and Practice

Contributed by:

Amos Veith, Dr Jens SteinmUller, Ronald Buge and Dr Stephan Schade
POELLATH

Contents

1. Market Overview p.5
1.1 State of the Market p.5

2. Alternative Investment Funds p.5
2.1 Fund Formation p.5

2.2 Fund Investment p.7

2.3 Regulatory Environment p.9

2.4 QOperational Requirements p.11

2.5 Fund Finance p.12

2.6 TaxRegime p.13

3. Retail Funds p.17

3.1 Fund Formation p.17

3.2 Fund Investment p.19

3.3 Regulatory Environment p.19
3.4 Operational Requirements p.21
3.5 Fund Finance p.21

3.6 TaxRegime p.21

4. Legal, Regulatory or Tax Changes p.22
4.1 Recent Developments and Proposals for Reform p.22

2 CHAMBERS.COM



GERMANY [ AW AND PRACTICE

Contributed by: Amos \eith, Dr Jens Steinmdiller, Ronald Buge and Dr Stephan Schade, POELLATH

POELLATH has one of the largest and most
experienced fund structuring practices in con-
tinental Europe, with locations in Berlin, Frank-
furt and Munich, and around 60 professionals.
It is a market leader in the structuring of private
equity funds in Germany, and maintains strong
relationships with local law firms in jurisdictions
outside the country. The firm advises initiators
of, and investors in, private equity funds and
worldwide fund participations in the area of al-
ternative investments. The team has extensive
expertise in fund structuring; advice regarding
the Alternative Investment Fund Managers Di-
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rective (AIFMD), the German Capital Investment
Act (KAGB) and the Markets in Financial Instru-
ments Directive Il (MiFID Il); asset management;
and secondary transactions. This includes all
relevant fund structures in private equity, mez-
zanine/private debt, distressed debt, real es-
tate, infrastructure, natural resources/energy,
education, hybrid funds, hedge funds, crypto/
digital assets funds, captive funds, master-
feeder structures, separate accounts, annex
funds and specialised funds, as well as primary
and secondary funds of funds.
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1. Market Overview

1.1 State of the Market

Germany is frequently used by advisers and
managers for the formation of venture capital,
private equity and similar closed-end alterna-
tive investment funds, as well as for retail funds
wherever the manager of the respective invest-
ment fund is located in Germany - ie, Germany
is generally not used as a domicile for structur-
ing alternative investment funds or retail funds
by non-German advisers or managers. Typically,
German private equity or venture capital funds
are structured as limited partnerships that are
transparent for German tax purposes.

German resident institutional investors and Ger-
man family offices are frequent targets of fun-
draising activities for venture capital, private
equity and similar alternative investment funds
located in Germany or various other jurisdictions
around the world.

2. Alternative Investment Funds

2.1 Fund Formation

2.1.1 Fund Structures

The typical legal forms of investment funds used
in Germany are limited partnerships, investment
stock corporations and contractual funds with no
legal personality of their own (Sondervermégen).
The most frequently used legal form for private
funds is the limited partnership, whereas retail
funds, undertakings for the collective investment
in transferable securities (UCITS) funds and real
estate funds are more often structured as con-
tractual funds. A key difference is that a limited
partnership is transparent for German tax pur-
poses, whereas the rules of the German Invest-
ment Tax Act apply in respect of corporate fund
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structures and contractual funds treating such
funds as opaque entities.

2.1.2 Common Process for Setting Up
Investment Funds

The process for setting up an investment fund
in Germany differs for registered sub-threshold
managers and fully licensed managers of alter-
native investment funds. The regulation of invest-
ment funds in Germany is primarily exercised
through the regulation of the respective man-
ager, who is required to apply for a full licence
or to be registered with the German supervisory
authority for financial services (BaFin) under the
German Investment Code (KAGB). The KAGB
implements the European Alternative Investment
Fund Managers Directive (AIFMD) rules into Ger-
man law.

Registered Managers - Registration Process
Availability

This registration process is available to certain
small or medium-sized managers only. The most
important category of these small to medium-
sized managers is known as a “sub-threshold
manager” under the AIFMD and KAGB. In prac-
tice, most German alternative investment fund
managers outside the real estate area still fall
within this category.

Sub-threshold managers under the KAGB are
managers with assets under management of not
more than EUR500 million with no leverage at
fund level, or not more than EUR100 million if
there is leverage at fund level, and who manage
so-called special alternative investment funds
(“Special AlFs”) only. Special AlFs are AlFs
whose interests or shares may only be acquired
by professional investors or semi-professional
investors (ie, non-retail funds).
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Registration procedure

The registration process is relatively simple. It
requires the submission of a registration request
together with certain documents on the manager
and the investment fund(s) the manager intends
to manage (such as the fund’s limited partner-
ship agreement and the manager’s articles of
association). In addition, a Special AIF may not
require the investors to pay in capital in excess
of their respective original capital commitment.

Ongoing compliance issues

An advantage of the registration is that only a
few provisions of the KAGB apply to “registered-
only” managers — mainly the provisions on the
registration requirements, some ongoing report-
ing requirements and the general supervisory
powers of BaFin. However, fund-specific require-
ments do not apply to “registered-only” manag-
ers and their funds. In particular, the depository
requirements and marketing requirements do not
apply, and nor do the additional requirements of
the KAGB for fully licensed managers, except
that certain additional internal governance and
reporting obligations apply to the extent that any
debt funds are managed.

In exchange for such light regulation, “regis-
tered-only” managers do not benefit from the
European marketing passport under the AIFMD.
A registered manager can, however, opt to
become a fully licensed manager (or upgrade to
an EU European venture capital fund (EUVECA)
manager). Since 2021, “registered-only” man-
agers have been required to audit their annual
financial statements. Such audit must include a
review of compliance with the KAGB and Ger-
man anti-money laundering law.
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Fully Licensed Manager - Licensing Process
Availability

Fund managers who do not qualify for a registra-
tion or who opt to upgrade must apply for a full
fund management licence with BaFin under the
KAGB. A full fund management licence opens
a door for managers to market funds to retalil
investors, and also gives access to the market-
ing passport under the AIFMD. Retail investors
are neither professional nor semi-professional
investors.

Licensing procedure

The licensing procedure is a fully fledged author-
isation process with requirements equivalent to
the requirements for granting permission under
Article 8 of the AIFMD or Article 6 of the UCITS
Directive. The licensing procedure checks
requirements such as sufficient initial capital or
owned funds, adequate experience of the direc-
tors, sufficiently good repute of the directors and
shareholders, and organisational structure of the
manager.

Ongoing issues

The licensing of the manager results in the man-
ager being subject to the entirety of the KAGB,
which entails the following in particular:

+ the appointment of a depositary for the funds;

+ access to setting up contractual funds;

+ adherence to the corporate governance rules
for funds set up as investment corporations
or investment limited partnerships (so-called
Investment KGs);

« adherence to the fund-related requirements of
the KAGB;

+ adherence to the pre-marketing and market-
ing rules of the KAGB;

+ access to the marketing passport under the
AIFMD or UCITS Directive;
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+ access to the managing passport under the
AIFMD or UCITS Directive; and

+ adherence to the reporting requirements of
the KAGB.

2.1.3 Limited Liability

Investors admitted to investment funds in Ger-
many typically benefit from limited liability. As
limited partners of a limited partnership, which
is the most frequently used structure for alterna-
tive investment funds in Germany, their liability
in relation to third parties for obligations of the
fund is limited to their respective liability amount
registered with the commercial register of the
respective fund partnership. The liability amount
is typically a small portion (ie, 0.1%) of their
capital commitment or a small fixed amount.
Once this portion of their capital commitment
has been contributed to the alternative invest-
ment fund, their liability in relation to third parties
ceases to exist.

Regarding the relationship of the investors to the
alternative investment fund itself, the liability is
restricted to the unpaid portion of the inves-
tor’s capital commitment. For fund structures
other than limited partnerships, an even stricter
limitation of liability applies. Legal opinions are
commonly issued to confirm such limitation of
liability.

2.1.4 Disclosure Requirements

For the usual AlFs that are marketed to non-
retail investors, there is no legal requirement to
issue a private placement memorandum (PPM);
however, all fund managers are subject to the
SFDR disclosure obligations and disclosures
under Article 23 of the AIFMD must be provided
if the fund is marketed under the AIFMD. In any
case, a PPM is commonly produced for all AlFs
to ensure that the investors are informed — com-
pletely and correctly, and in a non-misleading
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manner — about the respective AlF, its manage-
ment, its investment strategy, the risks associ-
ated with an investment and the expected tax
consequences of the investment. These disclo-
sures are recommended in order to avoid the
liability of the sponsor or managers under gen-
eral prospectus liability rules.

If the fund is marketed to semi-professional
investors, a key information document must be
produced.

There are annual reporting requirements for
managers of retail funds and managers of non-
retail funds. There are also semi-annual reporting
requirements for contractual funds and invest-
ment stock corporations (AG) with variable capi-
tal. The reports need to be published.

Furthermore, new notification requirements
implementing Council Directive (EU) 2018/822
for cross-border tax arrangements have applied
for intermediaries of funds (usually the fund
manager) since 1 July 2020.

2.2 Fund Investment

2.2.1 Types of Investors in Alternative Funds
During the last two decades, alternative funds
have experienced a considerable and increasing
capital inflow from German institutional investors.
A significant portion of the institutional investors
are professional pension schemes (berufsstan-
dische Versorgungswerke), insurance compa-
nies, tax-exempt or taxable pension funds (Pen-
sionskassen, Pensionsfonds) and, increasingly,
banks. Furthermore, industrial companies can
be found as investors in alternative investment
funds, especially in specialised private equity or
venture capital funds, which promise strategical-
ly interesting investment opportunities. Finally,
public investors (6ffentlich-rechtliche Geldgeber)
invest in alternative funds, often motivated by
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reasons of broader structural economic policy.
Rather than investing directly, institutional inves-
tors often invest through managed accounts set
up as single or group investor funds.

2.2.2 Legal Structures Used by Fund
Managers

Legal structures depend on investors’ specific
requirements and preferences. The legal struc-
tures for private funds in which most types of
investors are usually prepared to invest are
limited partnerships and, particularly regarding
real estate, contractual funds. However, specific
structural requirements apply for certain types
of investors.

For example, certain non-taxable or tax-exempt
investors, including pension funds (Pensionskas-
sen), can only invest in business-type partner-
ships if certain conditions and thresholds are
met. Investments by investment funds intending
to be treated as tax-transparent (Spezial-Invest-
mentfonds) have to check the eligibility of invest-
ments in closed-end funds on a case-by-case
basis. Generally, feasible ways exist for Spezial-
Investmentfonds to invest in partnerships as well
as corporate or contractual fund structures, sub-
ject to certain restrictions and thresholds.

Based on applicable product requirements,
investments by Spezial-Investmentfonds via
corporate funds or holding vehicles might be
challenged, depending on the respective Spezi-
al-Investmentfond’s share in such fund or hold-
ing vehicle. Statements by the Federal Ministry
of Finance confirm that interests in alternative
funds in general can be treated as eligible invest-
ments for Spezial-Investmentfonds if they qual-
ify as transferable securities under the UCITS
Directive.

8 CHAMBERS.COM

German pension funds that are subject to Ger-
man domestic insurance regulation (Solvency |
investors) usually prefer investment funds that
are managed by a regulated manager. Require-
ments regarding the provenance and regulatory
status of the fund depend on the classification of
the fund. For private equity funds, fund vehicles
and managers that have their seats within an
EU/EEA country or Organisation for Economic
Co-operation and Development (OECD) member
state and that have a manager regulation that is
at least comparable to the regulation of a sub-
threshold alternative investment fund manager
(AIFM) are sufficient. For a fund to qualify as a
private equity fund, it needs to be closed-ended
and may only invest in certain types of corpo-
rate finance instruments. Funds with investment
policies covering instruments beyond equity and
equity-like instruments require special scrutiny
in this respect. For all other types of funds, only
EU/EEA vehicles with full-scope AIFMs with an
EU/EEA seat are eligible as AIF investments.

Interests in closed-end funds held by Solvency
| investors or Solvency Il investors need to be
transferable without the prior consent of the
general partner, manager or any other investor,
as long as the interests are transferred to anoth-
er institutional (or other creditworthy) investor. At
the same time, the fund documents might need
to contain specific language clarifying that an
interest can only be transferred upon the prior
written consent of a trustee appointed by the
investor to safeguard the investor’s assets, dedi-
cated to covering a client’s claims against the
insurer.

2.2.3 Restrictions on Investors

There are no general restrictions for investors
investing in investment funds. However, certain
restrictions apply to specific types of investors —
eg, Solvency | investors may not invest in invest-
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ment funds that directly invest in working capital
or consumer credits.

German insurance companies (Solvency Il inves-
tors) have certain transparency requirements
due to the prudent person principle under Sol-
vency ll. Investors usually require look-through
information on the basis of a standardised tri-
partite reporting template. Moreover, Solvency
Il investors are subject to capital requirements,
which are determined by risks in connection with
investments, among other factors. Unleveraged
closed-end funds are privileged in that respect.

Due to rules implementing further Basel lll rules
in 2021, fund managers must also accommo-
date the increasing transparency requirements
of the growing group of banks reaching out for
investments in AlFs — eg, in order to avoid invest-
ing banks having to fully back their investments
with regulatory own funds.

Last but not least, ESG concerns are on the
agenda of an increasing number of investors.
Some institutional investors are already sub-
ject to statutory ESG obligations — eg, pension
funds have to consider ESG aspects in connec-
tion with their business organisation and risk
management, and are obliged to be transparent
with regard to their handling of ESG factors. Sol-
vency Il investors have to consider sustainability
aspects as part of the prudent person principle.

2.3 Regulatory Environment

2.3.1 Regulatory Regime

BaFin is responsible for regulating funds and
fund managers.

In Germany, the management of investment
funds is regulated by the KAGB, which imple-
ments the AIFMD and the UCITS Directive. The
law requires that the manager is fully licensed or
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registered with BaFin under the KAGB. If a fund
is internally managed, then the fund itself needs
a licence or registration.

For details on investment limitations and other
rules applicable to alternative funds, see 2.4
Operational Requirements.

2.3.2 Requirements for Non-local Service
Providers

There is, in general, no registration or regulation
requirement for non-local service providers such
as administrators, custodians and director ser-
vices providers. However, when a German man-
ager outsources portfolio or risk management,
the delegate must be authorised or registered
in their home country. In addition, any delegate
domiciled outside of the EU must appoint a
domestic authorised agent to whom notifica-
tions and service of process can be effected by
the respective German authority.

An outsourcing delegate who provides services
falling under the Markets in Financial Instru-
ments Directive (MiFID) will be subject to a
licence requirement under the German Banking
Act (KWG) or the recently introduced German
Securities Institutions Act (WpIG) if they actively
solicited the relationship with the manager (as
opposed to reverse solicitation).

If German regulatory law requires a depositary
for a German AIF, the depositary — or at least a
branch of the depositary — must be domiciled in
Germany.

2.3.3 Local Regulatory Requirements for Non-
local Managers

EU Fund Managers

EU fund managers are allowed to perform fund
management services under the AIFMD pass-
port regime with regard to German Special AlFs.
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They may also use the AIFMD passport to pro-
vide other services and ancillary services (such
as MIFID investment advice or discretionary indi-
vidual portfolio management).

Non-EU Managers

Non-EU managers are currently not allowed to
perform fund management services in Germany.
This might change in the future with regard to
AIFMs in those countries for which the passport-
ing regime under the AIFMD for third-country
managers will eventually become effective.

Outside of providing fund management services
(eg, managed account solutions), non-EU man-
agers may provide certain regulated services in
Germany, such as investment advice or discre-
tionary individual portfolio management. This
requires either that the services are in the scope
of an existing relationship with the German man-
ager or that the relationship is established at the
initiative of the German client (reverse solicita-
tion). As an alternative, such service providers
may apply to BaFin for an exemption from the
German licence requirements (which is a lengthy
process).

2.3.4 Regulatory Approval Process

The registration procedure for a sub-threshold
manager is comparatively simple and takes
about one month. A full licensing procedure var-
ies between six and 12 months, or even more.
For the details on registered and fully licensed
managers, see 2.1.2 Common Process for Set-
ting Up Investment Funds.

2.3.5 Rules Concerning Pre-marketing of
Alternative Funds

A stricter regulation of pre-marketing activities
and of the content of marketing materials has
applied since the harmonised European regime
for pre-marketing of alternative investment

10 CHAMBERS.COM

funds came into force in August 2021 (Direc-
tive (EU) 2019/1160 and the related Regula-
tion (EU) 2019/1156)). The European marketing
regime provided by the EU Directive only applies
to marketing activities by, or on behalf of, EU
managers.

The German Implementation Act, however,
extends the EU pre-marketing rules to non-EU
managers. The commencement of pre-mar-
keting of an AIF in Germany by a German or
non-German manager (except for “registered-
only” managers) needs to be notified to BaFin
directly or through the respective regulator of an
EU manager, and any subscription by German
investors within 18 months following the com-
mencement of pre-marketing will require adher-
ence to the formal marketing notification and,
thus, precludes reverse solicitation.

2.3.6 Rules Concerning Marketing of
Alternative Funds

Germany understands marketing activities to be
any direct or indirect offering or placement of
units or shares in an investment fund. Reverse
solicitation is currently not regarded as market-
ing, but its scope is further limited due to the
pre-marketing regime.

Marketing materials must be in line with the
European Securities and Markets Authority
(ESMA) guidelines on the fair and not mislead-
ing standard of the content of marketing materi-
als. These guidelines mirror the rather strict rules
under the MiFID regime.

For placement activities in Germany by EU “reg-
istered-only” or non-EU managers, the BaFin
FAQs maintain the position that placement by
a manager, in particular, takes place with regard
to a fund if:
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+ the fund has been established (ie, first closing
with investors); or

« the terms of the fund are ready to be sent for
acceptance to investors.

Such FAQs also stipulate that reverse solicitation
— ie, the approach of a manager by a German
investor on its own initiative — will be permissi-
ble even on the basis of general advertisement
activities of such manager if unrelated to par-
ticular funds.

2.3.7 Marketing of Alternative Funds

AlFs can basically be marketed to retail and non-
retail investors. However, alternative funds that
are closed-end Special AlFs can only be market-
ed to professional and semi-professional inves-
tors. The EU EuVECA regime and the European
long-term investment funds (ELTIF) regime apply
to the marketing of EuUVECA funds and ELTIF
funds in the EU and in the EEA.

2.3.8 Marketing Authorisation/Notification
Process

The marketing of alternative funds requires an
authorisation by BaFin or at least a European
marketing passport under the AIFMD, except for
marketing by German sub-threshold managers.

Depending on the type of investment fund and
whether retail investors are targeted, the notifi-
cation process and the materials to be present-
ed to BaFin vary.

To the extent an EU-AIFM has notified the mar-
keting of an AIF in Germany to its local regu-
lator, BaFin generally only reviews whether the
notification and materials provided by such local
regulator are complete, and marketing may
already commence when such local regulator
has informed the EU-AIFM of the submission to
BaFin.
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2.3.9 Post-marketing Ongoing Requirements
As explained in 2.1.4 Disclosure Requirements,
there are annual reporting requirements for man-
agers of retail funds and managers of non-retail
funds. There are also semi-annual reporting
requirements for contractual funds and AG with
variable capital. The reports need to be pub-
lished.

2.3.10 Investor Protection Rules

As explained in 2.3.1 Regulatory Regime, Ger-
many recognises the concept of Special AlFs,
which are AlFs whose interests or shares may
only be acquired according to the fund docu-
ments by professional investors within the
meaning of the AIFMD or by semi-professional
investors. Special AlFs themselves are either
subject to a lighter regulatory regime than retalil
funds (in the case of fully licensed managers) or
are not subject to a regulatory regime at all (in
the case of a German sub-threshold manager,
except for debt funds).

2.3.11 Approach of the Regulator

In the authors’ experience, BaFin is generally
co-operative and open to discussions. Expected
timeframes can sometimes be an issue, particu-
larly where BaFin is requested to answer ques-
tions on new issues.

BaFin regularly takes enforcement actions, with
enforcement usually being a proportionate, step-
by-step approach. Often, BaFin just issues a
request for explanations as a warning and takes
further actions only if the answers are not sat-
isfactory.

2.4 Operational Requirements

The investment-type restrictions for regulated
general special funds translate only into assets
that can be valued at fair value and risk diversi-
fication. In practice, regulated special funds are
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often set up under a specific fund category (eg,
special funds with fixed investment guidelines).
Accordingly, for these funds, investment-type
restrictions apply based on the chosen fund cat-
egory and individualised investment guidelines
(eg, real estate focus or debt fund).

Borrowing restrictions depend on the chosen
fund category. For instance, special funds with
fixed investment guidelines allow short-term
borrowing of up to 30% of their net asset value
and, for real estate, up to 60% of the real estate
value. For German debt funds, the borrowing
restriction is 30% of the capital available for
investment.

If the fund manager is fully licensed, they must
appoint a depositary or special private equity
custodian for each of its funds (as required by
the AIFMD).

The valuation and pricing of the fund’s assets
must be in line with the AIFMD requirements —
ie, fair value.

The operational requirements of a fully licensed
manager are in line with the AIFMD. In addition,
fund managers must adhere to rules that apply
to all market participants, such as the EU-based
rules on insider dealing and market abuse,
transparency, money laundering and short sell-
ing. Special manager-internal rules apply to the
manager as regards debt funds.

Sub-threshold managers are only subject to a
light-touch regulatory regime. Accordingly, no
operational requirements apply, in principle,
from a regulatory perspective (except as regards
debt funds).
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2.5 Fund Finance

Accessibility to Borrowing for Funds

Funds that are eligible for non-trading treatment
from a tax perspective (see also 2.6 Tax Regime)
are generally not permitted to raise debt at fund
level nor to provide guarantees or other forms of
collateral for the indebtedness of portfolio com-
panies. As an exception, tax authorities have
accepted that funds can enter into a capital call
facility subject to certain restrictions, and the
number of funds making use of this concession
has increased, as has the number of financial
institutions offering capital call facilities to Ger-
man funds. Leverage is not permitted for tax
reasons and is restricted for regulatory reasons.

Restrictions on Borrowings

The criteria for non-trading treatment from a tax
perspective do not allow borrowings at fund lev-
el. As an exception, short-term borrowings to
bridge capital calls are accepted by tax authori-
ties. While “short-term” has not been defined,
borrowings cannot remain outstanding for more
than 270 calendar days. Fund managers need to
first issue the capital call and can thereafter draw
down the amount under the capital call facility.
The amount so borrowed is then repaid out of
the capital contributions.

Lenders Taking Security

Under German law, the investors’ commitment
to the capital of a fund is not an asset that can
be pledged in favour of the capital call facility
provider. As a consequence, capital call facility
agreements entered into by German funds typi-
cally provide that payments of capital contribu-
tions shall be made to a bank account main-
tained with the facility provider that is pledged
in its favour. In addition, the facility provider
reserves the right to claim payment of capital
contributions directly from investors when due,
and to enforce the fund’s rights under the fund
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agreement in the event of default. Assets and
investments held by the fund are typically not
pledged as collateral.

Common Issues in Relation to Fund Finance
Common issues include the following:

- financial covenants regarding excused inves-
tors in respect of an investment by reference
to the number of excused investors and the
total amount; and

+ default situations pending at the time of a
drawdown under the facility agreement by
reference to the number of defaulting inves-
tors and the total amount.

Investors typically object to the requirement
to provide financial information unless publicly
accessible.

Because of the general restriction on providing
guarantees and other forms of collateral for the
indebtedness of portfolio companies, equity
commitment letters are very often used as an
alternative. They should not interfere with the
general restrictions on providing guarantees if
structured as an agreement between the fund
and its portfolio company whereby the fund
undertakes to provide additional capital in the
event that the portfolio company is in payment
default or in breach of financial covenants. Such
undertaking, however, should not be pledged by
the portfolio company in favour of its creditors,
in order to avoid being treated as a guarantee of
the fund. The portfolio company can undertake
in the agreement with its creditors not to change,
amend or waive the fund’s equity commitment
letter other than with the consent of its creditors.
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2.6 Tax Regime

The tax regime applicable to fund structures
depends on whether a fund is organised as a
corporate entity or a partnership.

Funds Organised as Partnerships
The tax regime applicable to funds organised as
partnerships is as follows.

Fund structures

Consistent with international standards, German
funds are typically structured as partnerships
that are eligible for non-trading treatment and
avoid their investment activities constituting a
trade or business attributable to a permanent
establishment. The non-trading requirements
for private equity and venture capital funds are
set out in an administrative pronouncement and
include the following:

* no borrowings and guarantees on fund level
(other than fund finance, as described in 2.5
Fund Finance);

* no reinvestment of proceeds, subject to two
exceptions:

(a) proceeds up to an amount previously
drawn down to fund management fees
and fund expenses can be reinvested to
ensure that an amount representing 100%
of the total capital commitments can be
invested in portfolio companies; and

(b) an additional amount not exceeding 20%
of the total capital commitments can be
reinvested to fund follow-on investments;

+ a weighted average holding period of invest-
ments of at least three years; and

* no involvement in the operating management
of portfolio companies whereby representa-
tion on the supervisory or advisory board
of portfolio companies in a non-executive,
monitoring capacity is permitted.
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While the administrative pronouncement has
recently been questioned by the courts, it is still
applied by the fiscal authorities.

Management of private equity and venture
capital funds by German managers used to be
subject to VAT in Germany. However, a general
exemption in line with European laws was intro-
duced in 2023, and fund management services
are generally no longer subject to VAT.

Allocations and distributions to investors
Funds structured as partnerships are treated as
transparent for German tax purposes, so tax-
able income allocated to the investors is sub-
ject to tax regardless of whether or not the fund
made distributions. Non-resident investors of
funds that are eligible for non-trading treatment
are generally not subject to a German tax filing
obligation in respect of their allocable share of
the fund’s taxable profit. The fund files a partner-
ship return showing the items of taxable income
received by the fund partnership and each inves-
tor’s allocable share thereof. Non-German inves-
tors are included in the partnership return only
for information purposes. They are subject to tax
in their country of residence in accordance with
their personal tax status.

Distributions by the fund to investors are not
subject to German withholding tax. Dividends
received by the fund from German portfolio
companies as well as payments by German
portfolio companies on certain German-source
profit-linked debt instruments (such as silent
partnership interests, jouissance rights and
profit-sharing loans) are subject to withholding
tax at the rate of approximately 26.4% (includ-
ing solidarity surcharge) at source. Generally, the
withholding agent (German portfolio companies
or a German issuer of a profit-linked debt instru-
ment) is not permitted to apply a reduced rate of
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withholding (eg, under an applicable tax treaty).
Non-German investors that are entitled to treaty
benefits with respect to such items of income
must file a refund application with the German
federal tax office, which is awarded subject to
the fulfilment of certain procedural requirements.

Carried interest participants

The German fiscal authorities characterise car-
ried interest payments as a compensation for
professional services, and carried interest pay-
ments are not taxed in accordance with the rules
applicable to the source from which such pay-
ments are derived. Carried interest payments by
private equity funds and venture capital funds
that are eligible for non-trading treatment are eli-
gible for a partial tax exemption of 40%, and the
remaining 60% is subject to tax at the marginal
income tax rate of the carried interest partici-
pant.

According to German fiscal authorities, carried
interest payments by funds that are treated as
trading are fully subject to tax at the marginal
income tax rate of the carried interest partici-
pant. According to a decision rendered by the
German federal tax court in December 2018,
carried interest payments by funds that are treat-
ed as trading are subject to tax in accordance
with the tax rules applicable to the source from
which the carried interest payments are derived.
It is an open issue whether this favourable court
decision will be generally applied by the German
fiscal authorities.

Carried interest payments are not subject to VAT.

Taxation of Investors of Domestic and
International Partnership-Type Funds

The following description is limited to funds
organised as partnerships.
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Domestic funds eligible for non-trading
treatment

Partnership-type funds are treated as transpar-
ent for German tax purposes. Therefore, taxable
income allocated to the investors is subject to
tax at its level and in accordance with its tax sta-
tus, regardless of whether or not the fund made
distributions.

Resident corporate investors

95% of a resident corporate investor’s allocable
share of equity capital gains is exempt from tax;
the remaining 5% and all other items of income
(interest, dividends) are subject to German
corporate income tax and trade tax. The 95%
exemption does not apply to life and healthcare
insurance companies.

Non-resident corporate investors

A non-resident corporate investor’s allocable
share of German equity capital gains is exempt
from German tax. Dividends received from Ger-
man portfolio companies and payments on cer-
tain profit-linked debt instruments by German
issuers are subject to German withholding tax
at the rate of approximately 26.4%. Tax treaty-
protected investors may file an application with
the German federal tax office for a refund of
German withholding tax under the applicable
tax treaty. Income derived from non-German
portfolio companies is not taxable in Germany
for non-resident corporate investors.

Non-German funds

Regardless of the qualification of their invest-
ment activities, non-German funds are typically
deemed to be trading from a German tax per-
spective due to their legal structure.

Resident corporate investors

The allocable share of a non-German (deemed)
trading fund’s taxable profits is subject to Ger-
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man tax. 95% of equity capital gains is exempt
from corporate income tax and 100% is exempt
from trade tax. These exemptions do not apply
to life and healthcare insurance companies. The
full amount of interest and dividends is subject
to corporate income tax, but trade tax is levied
only on interest and on dividends where the fund
holds less than 10% of the company paying the
dividend.

Non-resident corporate investors

The deemed trading status of non-German funds
does not affect their taxation in Germany. Their
allocable share of German equity capital gains
is exempt from German tax. However, they may
be required to file a German tax return where
they have held 1% or more of the share capital
of the German company, the shares of which
were sold or disposed of (determined on a look-
through basis) during the last five years prior to
such sale or disposition. They are only subject
to tax in Germany in respect of items of income
derived from German sources that are subject
to German withholding tax at a rate of approxi-
mately 26.4% - ie, German dividends and pay-
ments on certain profit-linked debt instruments
by German issuers. Tax treaty-protected inves-
tors may apply to the German federal tax office
for a refund under an applicable tax treaty.

Corporate-Type Funds

The taxation of corporate-type funds (including
funds of a contractual type such as the German
Sondervermégen and non-German fund vehi-
cles that resemble a German Sondervermdégen,
including trusts) and their investors is governed
by the German Investment Tax Act.

Fund level

A corporate-type fund is a taxpayer in and of
itself. Regardless of whether its place of busi-
ness management is located in or outside Ger-
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many, only certain items of German-source
income are subject to tax at the level of the fund:

« German-source dividends;

« income derived from German real estate (not
dealt with herein); and

» trading income attributable to a German
permanent establishment, but excluding
capital gains realised upon the sale of shares
of companies. However, if such shares form
part of a trade or business and are attribut-
able to a German permanent establishment,
the full amount of capital gains from the sale
of such shares by a corporate-type fund and
any other trading income attributable to such
German permanent establishment is subject
to German tax at the level of such corporate-
type fund.

Investor level

Non-resident corporate investors

Distributions by corporate-type German or non-
German funds to non-resident investors are not
subject to (withholding) tax in Germany.

Resident corporate investors

Resident investors are subject to German tax on
the following three items of income derived from
a corporate-type fund:

« all distributions;

* a lump-sum advance amount that represents
a minimum yield and is only subject to tax if
the corporate-type fund does not make distri-
butions equal to, or exceeding, the lump-sum
advance amount; and

« capital gains realised upon the sale of shares
of the corporate-type fund either in a sec-
ondary transaction with a third party or in
connection with a redemption of shares or a
share buy-back by the corporate-type fund.

16 CHAMBERS.COM

These three items of income subject to tax at the
level of resident investors are eligible for a partial
tax exemption in order to mitigate double taxa-
tion at fund and investor level if the corporate-
type fund qualifies as a so-called equity fund or
mixed fund. An equity fund is a corporate-type
fund whose binding investment guidelines pro-
vide that more than 50% of the total net assets is
directly invested throughout the entire fiscal year
in equity instruments issued by companies. For
a mixed fund, the relevant threshold for direct
equity investments is at least 25%.

For equity funds, the partial tax exemptions for
taxable resident corporate investors (other than
life or healthcare insurance companies) amount
to 80% for corporate income tax purposes and
40% for trade tax purposes. In respect of mixed
funds, the partial tax exemptions amount to half
of the exemptions applicable to equity funds.

Germany’s Tax Treaty Network and Its Impact
on the Funds Industry

Germany'’s tax treaty network is extensive and
covers, among others, all member states of the
EU and the OECD. German tax treaties gener-
ally follow the OECD Model Convention. Ger-
man corporate-type funds should be eligible for
protection by German tax treaties regardless of
the fact that their tax bases only include certain
items of German-source income. Because distri-
butions by German corporate-type funds to non-
resident investors are not taxable in Germany
under German domestic tax law, non-resident
investors need not rely on treaty benefits in this
regard.

Funds organised as partnerships are transparent
forincome tax purposes. German investors ben-
efit from Germany’s tax treaty network because
the geographic focus of funds typically relates
to tax treaty countries. Funds investing in Ger-
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many benefit from Germany’s tax treaty network
because their fundraising very often relates to
investors resident in tax treaty countries.

FATCA and CRS Regimes in Germany
Germany has entered into a Model-1 intergov-
ernmental agreement (IGA) with the USA and
has incorporated the reporting and disclosure
requirements under the Foreign Account Tax
Compliance Act (FATCA) as modified by the IGA
into German domestic law. Accordingly, German
fund managers have to file information under
FATCA with the German federal tax office, which
exchanges such information with the US Internal
Revenue Service (IRS). As a consequence, Ger-
man fund managers do not have a direct obliga-
tion towards the IRS regarding FATCA reporting
and disclosure.

Germany has also incorporated the Common
Reporting Standard (CRS) into domestic law. As
aresult, German fund managers have an obliga-
tion under German domestic law to file informa-
tion under the CRS with the German federal tax
office, which exchanges this information with
the competent tax authorities of the participat-
ing countries of the CRS.

DAC 6

The tax treatment and tax structure of partner-
ship-type funds is typically not subject to filing
requirements under DAC 6 (EU Council Directive
2011/16 in relation to cross-border tax arrange-
ments). In particular, the trading or non-trading
status of a partnership-type fund should not give
rise to filing obligations under DAC 6. Moreover,
the German tax authorities have provided guid-
ance that the PPM or a similar document that
outlines the risks and benefits of an investment
does not constitute standardised documentation
within the meaning of Hallmark A 3 of Part Il of
Annex IV to DAC 6.
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Currently, there are discussions to extend fil-
ing requirements similar to DAC 6 to merely
domestic tax arrangements. Respective legis-
lation is still pending and it is not entirely clear
if and when such filing requirements will enter
into force.

The Anti-Tax Avoidance Directive (ATAD)

As Germany, like most other countries, treats
partnerships as being tax-transparent, an invest-
ment in a partnership-type fund should not give
rise to hybrid mismatches. However, if an inves-
tor is residing in a country that treats partner-
ships as opaque, any income of a German part-
nership-type fund attributable to such investor
is subject to German tax to the same extent as if
such investor were resident in Germany.

Investments in funds of a contractual type, such
as the German Sondervermégen or non-German
fund vehicles that resemble a German Sonder-
vermdégen, may give rise to hybrid mismatches,
particularly in situations where the home juris-
diction of a non-German fund of a contractual
type treats this fund as tax-transparent while
Germany treats such funds as opaque under the
German Investment Tax Act.

3. Retail Funds

3.1 Fund Formation

3.1.1 Fund Structures

As a starting point, retail investors are neither
professional nor semi-professional investors
(see 2.3.1 Regulatory Regime).

Retail funds are typically set up as UCITS funds
or as so-called Public AlFs (as opposed to Spe-
cial AlFs). Legal vehicles are mostly contractu-
al-type funds (Sondervermégen) for open-end
structures, and investment limited partnerships
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for closed-end retail funds. Corporate structures
are less common in the retail sector as they are
more complicated.

The choice of the vehicle is, in principle, depend-
ent on whether an open-end fund or a closed-
end fund is desired.

Arrangements and Vehicles for Open-End
Funds

For open-end funds, the contractual fund and
the investment corporation with variable capital
structures are available. They can have different
classes of units or shares, and can also establish
sub-funds (umbrella structure). For open-end
funds, most fund managers prefer a contrac-
tual fund to a corporation as the setting up and
operation are easier.

Vehicles for Closed-End Funds

For closed-end funds, the only available vehicles
for retail funds are the investment corporation
with fixed capital and the closed-end investment
limited partnership. Managers can only set up a
closed-end fund in the form of a contractual fund
for non-retail investors.

Both vehicles can issue different classes of
shares or interests and establish sub-funds
(umbrella structure).

3.1.2 Common Process for Setting Up
Investment Funds

The contractual fund is established by the fund
manager on a contractual basis with the investor.
The contractual fund is a pool of assets sepa-
rated by statute and contract from the (other)
assets of the fund manager. The investment
guidelines for contractual funds set out the
details of the contractual relationship between
the fund manager and the investors, particularly
the applicable investment restrictions.
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Investment corporations and investment lim-
ited partnerships are basically corporations and
limited partnerships, with some modifications
required by investment law. They are established
in accordance with the applicable procedures for
establishing corporations and partnerships (with
some modifications because of investment law).
In addition to the articles of incorporation or the
limited partnership agreement (LPA), separate
investment guidelines are necessary.

The investment guidelines and marketing of
retail funds need BaFin approval. BaFin also has
to approve the selection of the depositary for the
respective retail fund. The approvals are usually
obtained in parallel with each other.

Depending on the type of fund, the process can
be rather short in the case of a standardised fund
product, or it can be rather lengthy and expen-
sive in the case of a bespoke alternative asset
retail fund (in particular, a closed-end fund).

3.1.3 Limited Liability

As further described in 2.1.3 Limited Liability,
investors admitted to investment funds in Ger-
many benefit from limited liability.

3.1.4 Disclosure Requirements

An extensive disclosure document (prospectus)
is required if an AIF is marketed to retail inves-
tors. The prospectus must contain the following
minimum information, where applicable:

* general information on the investment fund;

+ the investment policy of the investment fund;

* risks and investor profile;

+ the manager, depositary and auditor;

« outsourcing;

« the issue, redemption and conversion of
units; and

* past performance.
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There are also specific minimum information
requirements for the prospectus of closed-end
Public AlFs.

In addition to the prospectus, so-called key
investor information must also be provided. The
key investor information was supplemented by
the key information document (KID) in accord-
ance with the European PRIIP (packaged retalil
and insurance-based investment products) Reg-
ulation.

For UCITS, Germany follows the disclosure rules
of the UCITS Directive, and since 2 August 2021
has required that the UCITS prospectus informs
the investors about the “facilities” established
for local investors under the EU Directive on
cross-border distribution of investment funds
(Directive (EU) 2019/1160).

As described in 2.1.4 Disclosure Requirements,
there are annual reporting requirements for man-
agers of retail funds and managers of non-retail
funds. There are also semi-annual reporting
requirements for contractual funds and AG with
variable capital. The reports need to be pub-
lished.

3.2 Fund Investment

3.2.1 Types of Investors in Retail Funds

Retail funds can be subscribed by retail inves-
tors as well as by professional and semi-profes-
sional investors.

3.2.2 Legal Structures Used by Fund
Managers

For open-end funds, the contractual fund and
the investment corporation with variable capital
structures are available.

For closed-end funds, the only available vehicles
for retail funds are the investment corporation
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with fixed capital and the closed-end investment
limited partnership.

For details concerning operational requirements
regarding retail funds, please see 3.1.1 Fund
Structures and 3.1.2 Common Process for Set-
ting Up Investment Funds.

3.2.3 Restrictions on Investors

There are only a few restrictions for investors
investing in retail funds — eg, German Solvency
| investors may not invest in retail open-ended
real estate investment funds.

3.3 Regulatory Environment

3.3.1 Regulatory Regime

The main law governing retail funds is the
KAGB, which is based on the AIFMD and the
UCITS Directive and which is supplemented by
German-specific rules for retail funds. In addi-
tion, several lower-level ordinances apply (the
Derivative Ordinance, the Organisational and
Rules of Conduct Ordinance and the Mediation
Ordinance).

This set of laws is supplemented by self-reg-
ulatory standards, mainly the Rules of Good
Conduct issued by the German Investment
Funds Association and the Association’s sample
investment guidelines.

As described in 2.3.1 Regulatory Regime, a full
fund management licence opens the door for a
manager to market funds to retail investors.

3.3.2 Requirements for Non-local Service
Providers

Please see 2.3.2 Requirements for Non-local
Service Providers.
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3.3.3 Local Regulatory Requirements for Non-
local Managers

The management of a retail AIF is not permitted
for non-local managers.

For UCITS, management by non-local UCITS
managers is possible via the cross-border pass-
port under the UCITS Directive.

3.3.4 Regulatory Approval Process
The licensing procedure can take from six to 12
months, or sometimes longer.

3.3.5 Rules Concerning Pre-marketing of
Retail Funds

The rules concerning pre-marketing only apply
to AlFs, as noted in 2.3.5 Rules Concerning Pre-
marketing of Alternative Funds.

3.3.6 Rules Concerning Marketing of Retail
Funds

Retail funds can be marketed only by the follow-
ing three categories of “marketers”.

* The fund manager itself can always market
its “own” funds and, if fully licensed (ie, not
only registered as a sub-threshold manager),
may also market investment funds of other
managers.

* MiFID firms are entitled to market investment
funds (provided they have a MiFID licence or
passport for investment advice and the trans-
mission or receipt of orders).

+ Firms or individuals with a financial interme-
diary licence under the German Commerce
Act (GewO) may also market retail funds. The
financial intermediary licence is a non-MiFID
licence and is based on the optional exemp-
tion from MIFID Il stipulated in Article 3 of
MiFID Il. However, since 2 August 2021, these
firms or individuals may no longer engage in
pre-marketing on behalf of a manager.
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If the retail fund is marketed by the fund man-
ager itself, the fund manager must make the
fund documents and the latest semi-annual and
annual fund reports available to the prospective
investor. In addition, certain ongoing publication
requirements apply (such as the publication of
fund documents and fund reports on the man-
ager’s website).

For MIFID firms, Germany considers the pro-
spective investor as the regulatory client of
the MIFID firm. Accordingly, MiFID firms have
to adhere to the MIFID Il rules of good conduct
towards the prospective investor (requiring items
such as suitability or appropriateness checks).
This applies in a broadly similar fashion to the
above-mentioned GewO firms. The MIFID appli-
cation further means that marketing materials
provided by the fund manager must comply
with the MIFID Il requirements on marketing
materials (eg, with regard to past or simulated
performance). As mentioned in 2.3.6 Rules Con-
cerning Marketing of Alternative Funds, since
2 August 2021, managers have been subject to
similar requirements on the content of their mar-
keting materials as MiFID firms.

3.3.7 Marketing of Retail Funds

Retail funds can be marketed to any investor in
Germany (regardless of whether the investor is
professional, semi-professional or retail).

3.3.8 Marketing Authorisation/Notification
Process

The marketing of alternative funds or UCITS to
retail investors requires either an authorisation
by BaFin or, with respect to UCITS, a European
marketing passport under the UCITS Directive.

3.3.9 Post-marketing Ongoing Requirements
There are annual and semi-annual reporting
requirements for managers of retail funds. The
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reports need to be published. Furthermore, the
redemption price must be published as well as
any disclosures made in the home country of
such manager.

3.3.10 Investor Protection Rules

In addition to as previously discussed in 2.3.10
Investor Protection Rules, civil law prospectus
liability rules offer effective protection for retail
investors. Basically, civil law prospectus rules
impose a liability on the manager and initiator of
the fund. The measuring stick is whether the pro-
spectus is incomplete or misleading in aspects
that are material for the investment decision of
a typical investor.

3.3.11 Approach of the Regulator

As noted in 2.3.11 Approach of the Regulator,
BaFin is generally co-operative and open to dis-
cussions.

3.4 Operational Requirements

Germany offers different types of retail funds —eg,
UCITS, real estate funds, funds of hedge funds,
closed-end funds and infrastructure funds. The
fund types are based on the UCITS investment
and borrowing restrictions as the default rules.
The investment and borrowing restrictions are
then modified to fit each fund type.

The KAGB contains a catalogue of assets in
which a closed-end Public AIF may invest. The
investment in other funds by a closed-end Public
AIF is restricted (ie, the structuring of a fund of
funds or feeder fund as a retail fund).

For a further overview, see 2.4 Operational
Requirements.
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3.5 Fund Finance

The explanations given in 2.5 Fund Finance
(regarding alternative investment funds) also
apply to fund finance for retail funds.

3.6 Tax Regime

German tax law does not provide for a specif-
ic tax regime applying to funds targeting retail
investors. However, for taxation at investor level,
different tax rules apply to institutional corpo-
rate investors and retail individual investors. The
rules for retail individual investors are as follows.

Funds Organised as Partnerships

Domestic funds eligible for non-trading
treatment

Resident retail individual investors

A resident retail individual investor’s alloca-
ble share of interest, dividends, capital gains
relating to debt instruments and equity capital
gains of shareholdings representing an indirect
interest of less than 1% are subject to German
income tax at a flat rate of approximately 26.4%
(including solidarity surcharge) plus church tax, if
applicable. Equity capital gains of shareholdings
representing an indirect interest of 1% or more
are subject to German income tax levied at the
marginal tax rate, but 40% of such capital gains
are exempt from income tax.

Non-resident retail individual investors

A non-resident retail individual investor’s allo-
cable share of interest (other than profit-linked),
dividends from non-German portfolio compa-
nies, capital gains relating to debt instruments
and equity capital gains aside from sharehold-
ings in German portfolio companies represent-
ing an indirect interest of less than 1% are not
subject to German income tax.

Equity capital gains of shareholdings in German
portfolio companies representing an indirect
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interest of 1% or more are subject to German
income tax at the marginal tax rate, but 40%
is exempt from income tax. Tax will be levied
by way of assessment, based upon a German
tax return to be filed by the non-resident retail
individual investor. Such German tax-paying
obligation does not apply to non-resident retalil
individual investors who are entitled to tax treaty
benefits.

A non-resident retail individual investor’s allo-
cable share of dividends from German portfolio
companies is subject to German withholding tax
at the rate of approximately 26.4%, and inves-
tors who are entitled to tax treaty benefits can
file an application with the German federal tax
office for a refund of the excess of the German
withholding tax over the amount permitted under
the applicable tax treaty.

Non-German funds

Resident retail individual investors

As set forth in 2.6 Tax Regime, non-German
funds are typically trading from a German tax
perspective. Accordingly, a resident retail indi-
vidual investor’s allocable share of a non-Ger-
man fund’s taxable profits is subject to German
income tax as follows: 60% of equity capital
gains and dividends, and the full amount of
interest is subject to German income tax at the
marginal tax rate.

Non-resident retail individual investors

While non-German funds are typically trading
from a German tax perspective, they typically
do not operate a German permanent establish-
ment to which their income would be attribut-
able. Accordingly, a non-resident retail individual
investor’s allocable share of the taxable profits
of a non-German fund is subject to German
tax only on German-source items of income, in
accordance with the rules explained above for
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German funds that are eligible for non-trading
treatment.

Corporate-Type Funds

Non-resident retail individual investors
Income derived from German or non-German
corporate-type funds (including funds of a con-
tractual type such as the German Sondervermaé-
gen and non-German fund vehicles that resem-
ble a German Sondervermégen) is not subject
to tax in Germany.

Resident retail individual investors

The three items of income described in 2.6
Tax Regime and derived by them from a Ger-
man or non-German corporate-type fund are
subject to German income tax at a flat rate of
approximately 26.4% (including solidarity sur-
charge) plus church tax, if applicable. The partial
tax exemptions for which they may be eligible
amount to 30% in respect of equity funds and
15% in respect of mixed funds. Resident retail
individual investors are not subject to trade tax.

4. Legal, Regulatory or Tax
Changes

4.1 Recent Developments and Proposals
for Reform

Germany is constantly implementing any EU
directives and modernising its rules, by a num-
ber of amendments to the KAGB. Recent chang-
es have already been discussed throughout this
article, where relevant. In addition, BaFin reviews
and updates its administrative pronouncements
and FAQs on a regular basis.
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