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A. Introduction

I.  Germany = the World’s Fifth Largest
Economy

After the United States, China, Japan and India,
Germany is ranked the world's fifth largest econ-
omy (according to gross domestic product (GDP)
derived from purchasing power parity (PPP) calcu-
lations), is seen as the largest economy in Europe
and considered the world's second leading expor-
ter of merchandise after China, with exports ac-
counting for more than one-third of the national
output. Germany influences the world economy in
beginning, managing or ending crises, including
the European Monetary Union, and “Made in
Germany” is a worldwide renowned brand of
quality.

Il. Efficient Legal Framework

Germany has tried harder: The reunification
process was managed and the modernization and
integration of the East German economy was
propelled, domestic structural problems in the
labor market were addressed by gradual deregula-
tion and bureaucratic regulations were set to be
simplified. German law is more efficient, cost-
effective and predictable than commonly reported
since statutory law (instead of case law) provides
legal certainty. The Global Competitiveness Re-
port 2010-2011 of the World Economic Forum
even shows Germany to be top-ranked in the
category of “Efficiency of legal framework” and
“Judicial independence”.

lll. Investment Opportunities

Around 3.6 million businesses and 2.48 mil-
lion sqm of real estate in Germany provide for
countless investment opportunities. Compared to
the Anglo-Saxon countries, M&A activities in
Germany may not have even reached their peak.
This brochure provides an initial overview of what
to expect for those who want to seize these oppor-
tunities. Individuals, entrepreneurs, corporations,
financial investors, managers and others will find
the major issues, challenges, risks and business
habits addressed from a German perspective
which are involved in the acquisition of businesses
and real estate.

IV. The Aim of the Brochure

This brochure is designed as a clear and brief
guide for those investors seeking information on
the legal and tax framework for foreign invest-
ments in Germany.
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B. Investment Possibilities

l. Share Deal vs. Asset Deal

When investing in German companies, one can
choose either to buy shares of a certain target
company or its assets. Generally speaking, it is
more common to buy shares as it is much easier.
On the other hand, situations may occur when it is
more advisable to buy assets, e.g. if the target
company has filed for insolvency, if the share
ownership of the seller cannot be verified, or if the
purchaser only wants to buy a certain business
unit by way of spin-off.

Similarly, in real estate transactions the question
arises of whether to carry out the deal as an asset
deal or a share deal. Regarding various aspects,
which are often connected with tax advantages, a
share deal could be the right choice, e.g. to es-
cape property transfer tax. Therefore, large real
estate portfolios in particular are frequently pur-
chased by way of a share deal. However, apart
from such transactions, an asset deal is still rather
common in German real estate transactions. One
main disadvantage of a share deal is the prepara-
tion stage, which requires more legal advice and is
therefore more expensive than a real estate asset
deal. One important advantage of a share deal is
that the transaction can be carried out much more
quickly because no time-consuming registrations
in the land register are required. The purchaser
will therefore benefit from the real estate and the
seller will receive the purchase price much more
quickly. No costs for the land register are incurred
and notary costs can be kept rather low. An addi-
tional advantage of the share deal is that existing
loans can be used for financing and no prepay-
ment penalties will become due. In case the ac-
quisition has been carried out by way of a share
deal, the exit will typically be carried out thus too.
The existing book values will be adopted in a
share deal; since the real estate property will
continue to be subject to depreciation, an exit by
way of an asset deal will only be beneficial in case
the book value has increased for some reason.
Ultimately, it is a matter of weighing the pros and
cons to decide whether a share or an asset deal is
preferable in the relevant situation.
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Il. Acquisition of Various Share Types

1. Private Limited Liability Company
(GmbH)

a) General

The form of a GmbH is by far the most frequently
used corporation form in Germany. According to
current statistics, around one million commercial
entities are organized as GmbHs. One of the main
advantages of a GmbH is that the shareholders
are not personally liable for the company’s debts.
However, foundations of a GmbH, as well as
capital increases and share transfers, require
notarization by a notary public.

b) Share Capital

The nominal share capital must be determined in
the articles of association and shall amount to a
minimum of EUR 25,000. Before the 2008 reform
of the Limited Liability Companies Act (GmbHG),
each shareholder was only permitted to subscribe
to one share in the company and each share was
required to have a minimum amount of EUR 100
and be divisible by 50. The 2008 reform of the
GmbHG granted shareholders much greater flex-
ibility regarding the amounts of their contributions.
Shareholders are now enabled to subscribe to as
many shares as they wish and such shares have
to be denominated in an amount of at least one
Euro. This new flexibility has particularly simplified
the purchase of shares if a shareholder intends to
sell only a part of his stake, as well as joint ven-
tures and management participation programs.

c) Maintenance of Share Capital

The GmbHG provides for the maintenance of the
nominal share capital insofar as it is not permitted
to make distributions to shareholders if the re-
maining assets (at book value) would not cover
the company’s share capital and its liabilities. In
other words, only free reserves and accumulated
profits are allowed to be distributed to sharehold-
ers. The 2008 reform of the GmbHG reinstated the
traditional “balance sheet-based” approach of
determining whether a transaction between a
shareholder and a GmbH affects its net assets
and therefore constitutes a distribution. Such
approach — and thereby the permissibility of bal-
ance sheet-neutral transactions such as cash
pooling systems, as well as upstream securities in
connection with leveraged buy-outs — had been
questioned by a decision of the German Federal
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Supreme Court in 2003. The lawmaker of the
2008 GmbHG reform overruled such decision, in
particular aiming to put cash pooling systems on a
secure footing.

d) Authorized Capital

The 2008 reform of the GmbHG implemented the
instrument of authorized capital as known in the
German Stock Corporation (AktG). The primary
purpose of authorized capital shall be to facilitate
the financing of the limited liability company
through the allocation of new equity capital. The
GmbHG now enables the shareholders to author-
ize the managing directors of the company for a
maximum term of five years to increase the regis-
tered capital of the company by issuing new
shares against contributions in cash or kind. The
nominal amount of the authorized capital may not
exceed half of the existing registered capital at the
time of authorization.

e) Commercial Register

It is important to know that only such shareholders
who are registered in the shareholders’ list are
deemed to be shareholders of the respective
GmbH. A copy of such shareholders’ list must
therefore be filed with the competent commercial
register and is publicly available to anyone who is
interested. The 2008 reform of the GmbHG intro-
duced the possibility of acquiring shares in a
GmbH in good faith whereby the shareholders’ list
serves as a point of reference. In principle, a
purchaser can trust that a person entered in the
list actually is a shareholder in the company.
However, this applies only if the respective entry
has been incorrect for at least three years without
objection, so the theoretical possibility of good
faith acquisitions will not actually make due dili-
gence procedures superfluous.

f) Management

A GmbH is led by one or more managing direc-
tors. Contrary to the legal concept in a German
stock corporation, the applicable law allows
shareholders of a GmbH to appoint and remove
managing directors relatively easily at any time.
Further, managing directors are bound by instruc-
tions provided by the shareholders’ meeting. In
general, the managing directors are responsible
for business management and the representation
of the GmbH. A legal entity is not allowed to serve
as managing director. For some business transac-
tions, the managing directors need to obtain prior
consent of the shareholders’ meeting. Usually,

8
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such business transactions are described in detail
in the articles of association or in the rules of
procedure for the management.

g) Advisory Board/Supervisory Board

Moreover, the shareholders of a GmbH can opt to
implement an advisory board or a supervisory
board. Managing directors must not be members
of a supervisory board. If a GmbH (together with
its subsidiaries) has more than 500 employees,
the foundation of a supervisory board is required
by mandatory labor law, whereby the employees
are entitled to appoint at least 1/3 of its members.
In case a GmbH has more than 2,000 employees,
half of the members of the supervisory board are
appointed by the employees. In cases of a tievote,
the chairman of the supervisory board who is
appointed by the shareholders has a casting vote.

h) Administrative Seat Abroad

The 2008 reform of the GmbHG eliminated the
requirement that the registered seat of the GmbH
had to be identical with its principal place of busi-
ness. Therefore, it is now possible for a GmbH to
have the administrative seat abroad while its
registered office remains in Germany. This allows
a very flexible handling of a GmbH which may now
move its principal place of business to any other
country without any corporate restrictions. This is
not restricted to the European Union, as long as
the third country recognizes the applicability of
German law to the GmbH. The possibility to oper-
ate abroad in the familiar legal form of a GmbH
might be an especially attractive option for Ger-
man groups and their foreign subsidiaries.

i) Entrepreneurial Company (UG)

The government’s first draft of the 2008 reform of
GmbHG intended to reduce the minimum share
capital of a GmbH from EUR 25,000 to
EUR 10,000. The legislator ultimately decided to
maintain the previous minimum capital. For new
businesses that only have a limited amount of
nominal capital at the start of operations and only
need a small amount of capital, the reform intro-
duced an alternative to the established form of the
GmbH called an entrepreneurial company (Unter-
nehmergesellschaft) which can be founded with
an initial share capital of EUR 1.00. An UG is
more or less a GmbH with the special characteris-
tic that 1/4 of the annual profits must be put into
the capital reserves until the share capital
amounts to EUR 25,000.
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2. Stock Corporation (AG)

a) General

Alongside the GmbH, the second major type of
German corporate entity designed for mid-cap and
larger corporations is the AG. The shares in an
AG may be, but must not necessarily be, publicly
listed. In fact, most of the German AGs are not
listed, but are privately held.

The legal regime that applies to an AG is consi-
derably stricter than the one that applies to a
GmbH. As a rule of thumb, the articles of associa-
tion of an AG may only contain provisions that
deviate from those contained in the German Stock
Corporation Act (AktG) when this is expressly
permitted by the Act, whereas the articles of a
GmbH may contain any provision unless such
provision is prohibited under the German GmbHG.
As a consequence, the flexibility in structuring an
AG is quite limited, in particular with respect to its
corporate governance.

b) Corporate Governance

The three mandatory corporate bodies of an AG
are the management board, the supervisory board
and the shareholders’ meeting.

aa) Management Board

The management board is responsible for the
management of the company. The authority of the
management board to represent the company
may not be restricted vis-a-vis third parties. In
addition, the management board is not subject to
instructions from the shareholders’ meeting or the
supervisory board. However, the articles of asso-
ciation may impose certain restrictions on their
powers of representation (internally, i.e. vis-a-vis
the company), by decision of the supervisory
board or the shareholders’ meeting and by the
rules of procedure of the management board, if
any.

The members of the management board are
appointed by the supervisory board for a term not
to exceed five years, with dismissal only possible
for cause.

bb) Supervisory Board

The members of the supervisory board are elected

10
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by the shareholders’ meeting, unless employee
representatives are delegated to the board ac-
cording to mandatory codetermination law. As a
general rule, if an AG employs more than 500
employees, one third of the board shall consist of
employee representatives and if it employs more
than 2,000 employees, half of the supervisory
board members shall be elected by the employees
(see B.Il.1.g)). The supervisory board shall, in
particular, supervise the management board and it
is competent for the (internal) consent to certain
operative measures (see B.11.2.b)aa)).

cc) Shareholders’ Meeting

The shareholders’ meeting shall resolve on all
matters expressly attributed to it by law or the
articles of association. The shareholders’ meeting
is not allowed to instruct the management board
with respect to the operative management of the
company, unless the management board itself has
requested that a decision be made by the share-
holders’ meeting. However, according to a doc-
trine established by the German Federal Supreme
Court in its so-called “Holzmiiller’ decision, the
shareholders’ meeting shall grant its consent to
matters relating to the management of the compa-
ny which materially affect the membership rights
of the shareholders, in particular upon the in-
tended sale and disposal of material assets.

c) The German Corporate Governance Code

The German Corporate Governance Code,
adopted in 2002, does not constitute statutory law.
It contains both recommendations and sugges-
tions for German listed stock corporations which
aim to make the German corporate governance
system transparent and understandable, and to
promote the trust of international and national
investors, customers, employees and the general
public in the management and supervision of
listed AGs. The management board and the su-
pervisory board shall declare annually that the
recommendations of the Code have been and are
complied with, or which of the Code’s recommen-
dations have not been or are not applied and why
(“comply or explain”). Some important recommen-
dations of the Code relate to, inter alia, the com-
position of the overall compensation of members
of the management board, reports on the share-
holdings in the company held by individual mem-
bers of the management board and the supervi-
sory board, and the information of shareholders
and third parties during the fiscal year by means of
interim reports.
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Even if the Code does not constitute statutory law,
according to a decision of the German Federal
Supreme Court, approval given by the sharehold-
ers’ meeting for the actions of the management
board and the supervisory board may be set aside
by the court if an incorrect declaration of com-
pliance with the Code has been issued. The court
has also noted that, in case certain recommenda-
tions of the Code are no longer complied with, the
declaration has to be amended immediately.

d) Share Capital, Shares, Sale and Transfer
of Shares

The minimum stated share capital of an AG
amounts to EUR 50,000. The minimum nominal
amount per share is EUR 1.00. The creation of
preference shares is possible. The shareholders’
meeting may resolve upon an authorized or con-
tingent capital.

In contrast to the law governing the GmbH, the
sale and transfer of shares in an AG does not
require a specific form. According to the articles of
association, however, the transfer of registered
shares — as opposed to bearer shares — may be
subject to the consent of the company. Consent is
generally granted by the management board
through consideration of the best interests of the
company.

Any actions with respect to the shares in a listed
AG must comply with insider trading law. The
violation of insider trading directives routinely
constitutes a criminal offence.

As set out in G.lII.1., certain notification require-
ments must be complied with for shareholdings in
both listed and non-listed companies. A violation
of these rules results in a suspension of the re-
spective shareholders’ rights, in particular the
voting right at the shareholders’ meeting.

3. Limited Partnerships (KG)

a) General

A German KG consists of at least one general
partner and one limited partner. Limited partners
are not liable for the partnership’s debts, unless
they have not paid their fixed contributions com-
mitted to be registered with the commercial regis-
ter. Prior to payment, the liability is capped at the
agreed fixed contribution amount. The personal
liability of the general partner is unlimited. The
general partner generally has no participation in
the fixed capital of a KG and is responsible for the
management and representation of the KG. Un-
less otherwise stated in the partnership agree-
ment, limited partners are excluded from manag-

12



i) S -

Investment Possibilities

Gle mlie ¥Vl ad ey LS gl Al Ll
Ga Y 4d () shoay (531 sl ) i alall ey 80 ) B
el galadl lusdll

Gl pd & GmbH 33 g3aal) A gieall cld CilS Y& o(@
Co Bagaaall AS) il

Dl guue @l 2850 L) lan LA ey LglE e
Cpoaiall a8l miey Las ple @l )b Adiay 32500
Al el ld ASLEN IR (e Bagasall ASILEN 5 laY
Aoy Bpadtll Adppual) Hhlae quiad Ml 53 saall
L all (e BN () 5 paiasall b @l 5 alall &y 580
Al gnall l3 AS 5l 5 33 ganall AS) 8N (e DS Lgady )
RXPAEA|]

(KGaA) age) Gk ¢ 53 gaaall 48 il (&

pe¥l Gosh (e Basaaall ASLAN Sl il of
IS 55 33 sl A Al e i 3e 8 AV (KGaA)
(2 A0 il @ AkEl) 6ok hil) AGResLudl)
A, 8 Geealadl GISHE 8 oy Wi

ol e Ll oSa A agll e Basasll
A8, & O saalusall anidly 53 gasal) ASI AN A5 Al
O sana oS50 ) (KGaA) aend) Giob G 33534
b 3l ASAY) Gany oliiuly 1388 5 (e gae 618 5
Al Aals AKG Y aaluall @ilS i o 58
M (KGaA) ae=) sk oo basaadll 81 Al S yd
AKG  SladVhaludl @lS s ool Al HSaY)

ol sl dSals AG Aealuall Syl (alall

L o) 5 Jsiall 4 mual (HGB) SWiY
3 sl Lalai daulia (KGaA) pensl! Gaska oo 33 53aall
paiis Le | gb Gy e 550l 5 Alilall Sl e
Al 5 ¥ aall il ) 8 Jadly

S AT sl i 4
dua gall cls) yal) o(f

RIS G0 ClSEN (e 2,0 B LY (B 05
G GRY s oo

e B AS Al sl A G Al A8 )
o Sl U (e gde LY o Sl i) sl
Lo sde Y 3 e G, dialall 41,80 (3l
Raalall Qe 3 (o pall 20 Aigme el 301 55
sl 8l by Y A 5lE 5 ) gamn s, AS 8 L
e (M el e dhiyd) BNY) b Bsas A
o Lede sl (A1) 5 1Y) s ¢S 3 celly

("t st " Al AS1,5) Atalall AS) LA Gl

13

ing and representing the KG. Limited partners are
generally only entitled to receive certain relevant
information relating to the annual financial state-
ments and have the right to object to general
partner’s decisions only to the extent that they go
beyond the ordinary course of business.

b) GmbH & Co. KG

It is legally permissible and very common to im-
plement a GmbH as general partner, offering the
opportunity to investors to manage the KG via a
GmbH, thereby avoiding the risk of personal liabili-
ty as general partner. Thus, investors can benefit
from the advantages offered both by a KG and a
GmbH.

c) Partnership Limited by Shares (KGaA)

The legal form of a German KGaA is a combina-
tion of a KG (see above) and an AG (see B.Il.2.).
As with an AG, the limited partnership interests
are shares that can be traded via stock ex-
changes. Comparable to a KG, the shareholders
of a KGaA are divided into limited and general
partners. Thus, except for some provisions in the
AktG especially for a KGaA, the general provi-
sions of the AktG for an AG and the provisions of
the German Commercial Code (HGB) for a KG
apply. The KGaA is well-suited to family dominat-
ed businesses and, furthermore, is in fact fre-
quently used for pharmaceutical and medical
companies.

4. Other Partnerships
a) Silent Partnerships

Silent partnerships are advisable for investors
intending to invest and participate in a company
without disclosing their participation to third par-
ties.

In the absence of detailed legal regulation, the
internal relationship between the silent partner and
the company is to be agreed upon by the partners
of the silent partnership in the silent partnership
agreement. The agreement typically provides for
certain funding obligations of the silent partner in
exchange for participation in the profits of the
company. Statutorily, the silent partner does not
have any managing rights (“typical’ silent partner-
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ship). However, such (internal) managing rights
may be stipulated in the silent partnership agree-
ment (“atypical’ silent partnership).

In relation to third parties, the company is ma-
naged by the non-silent partners only. The exter-
nal legal structure of the silent partnership is
therefore similar to a (subordinated) loan.

b) Public Private Partnerships (PPPs)

In PPPs, private investors and public bodies coo-
perate to develop, operate or maintain certain
long-term projects. Infrastructure projects like the
building of highways (e.g. the Autobahn), toll
charge systems, waste management or waste
water disposal are typical examples for PPPs.

PPPs in Germany are not governed by any specif-
ic statutory law. As a consequence, PPPs require
detailed written joint venture contracts. Generally,
but subject to the contractual agreement between
the parties, the private investor is responsible for
planning, establishing and financing the project. In
exchange, the private investor gains access to
new business areas generally engaged by the
public sector.

5. European Companies

In addition to the aforementioned national legal
entities for the incorporation or establishment of a
business, two legal forms based on European law
have or shall become available in the member
states of the EU and the European Economic Area
(EEA), including Germany, notably the SE and the
SPE.

a) European Stock Corporation (SE)

The European Company (denoted by its Latin
name Societas Europaea) is a European AG. The
legal framework of the SE is based on European
Community law directly applicable in all EU mem-
ber states and the member states of the EEA
Convention, as well as — and to a larger practical
degree — on the respective relevant national legis-
lation enacted to implement the SE in the different
jurisdictions. An SE can be incorporated in five
ways:

» merger of two stock corporations,
» incorporation of joint holding SE,

» incorporation of joint subsidiary SE,
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» conversion of German stock corporation and

» incorporation of a subsidiary SE by another
SE.

Thus, an SE can be used as a vehicle for cross-
border mergers, since it may be established by
way of merger of two or more companies in differ-
ent EU/EEA member states. However, since the
European Directive on Cross-Border Mergers was
implemented in Germany in 2007, certain corpora-
tions existing under German law may also be
directly merged with entities in other EU/EEA
member states.

The SE allows for more flexible corporate gover-
nance and more flexibility with respect to em-
ployee participation (each see below).

The SE has the following primary features:

» Once registered, the SE has legal personality.

» An SE is required to have a minimum amount
of subscribed share capital of at least
EUR 120,000.00.

» The shares of an SE can be traded on a stock
exchange.

» The registered office of the SE and its head
office, meaning the place where effective con-
trol of the SE is exercised and the manage-
ment of the SE is situated, must be in the same
EU/EEA member state, but may be moved
from one member state to another without the
SE being dissolved or wound up. However, an
SE must offer to acquire the shares of those
shareholders objecting to the move across the
border against equitable compensation in cash.

» The articles of association of an SE can either
provide for a one-tier corporate governance
system with an administrative board which is
responsible for both, the management, includ-
ing the election of managing directors, and the
supervision of the affairs of the company, or a
two-tier structure consisting of a management
board and a supervisory board as in a German
AG (see B.I.2.b)bb)).

» An SE is not subject to national employee
participation or co-determination law. Instead,
employee participation and co-determination is
— subject to certain limitations — governed by
an agreement between the management and
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the employees, represented by a so-called
special negotiating body. The negotiations are
a mandatory part of the process of establishing
an SE and a prerequisite for its registration.

» An SE must be treated by the EU/EEA member
states as if it were an AG, i.e. laws applicable
to an AG in the member state in which the SE
is registered, in Germany in particular the
AktG, are applicable to the SE, unless the EU
regulation or the national implementation laws
provide otherwise.

The administration and management, shareholder
rights and corporate governance of an SE are
primarily governed by its articles of association
and by national statutory laws. In essence, Ger-
man laws have more of a practical influence on
the governance of an SE than the European legal
framework.

b) Outlook: Private

(SPE)

In June 2008, the European Commission has
published draft legislation on a European GmbH
(denoted by its Latin name Societas Privata Euro-
paea). Contrary to the SE, with only a few excep-
tions, the SPE will be entirely governed by Euro-
pean Community law directly applicable in all
member states. This is expected to significantly
facilitate cross-border business and reduce the
costs and complexity normally associated with
setting up and maintaining a business in another
member state. However, since June 2008, the
legislative process on this matter has been stalled.
Mid 2011, the last compromise proposed by the
Hungarian EU-Presidency has been denied by
some member states. These states fear that em-
ployee matters, in particular co-determination
rights applicable to national legal forms of a GmbH
(see B.Il.1.g)), might be overridden. It is therefore
not clear if and when the SPE will, in fact, become
available.

European Company

6. Joint-Ventures (JV)

Two or more enterprises can cooperate in form of
a JV. Reasons for the establishment of a JV can
be that a participant of the JV is seeking access to
a new market or has very special know-how which
is of great interest to the other JV partner. Usually,
both JV partners benefit from the cooperation.
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JVs can appear in various forms. In the case of a
contractual JV, the cooperation is only based on
bilateral agreements without forming an indepen-
dent organization. In the case of an equity JV, the
partners of the JV set up a single-purpose vehicle
for their collaboration. Such entity often adopts the
legal form of a German KG or a GmbH.

lll. Acquisition of Real Estate

1. Description of and Title to Real Estate

a) Cadastral Map

In Germany, land is registered both with the cada-
stral office and the land register. Therefore, a title
search is quick and reliable.

Every piece of land is divided up into cadastral
plots. Each piece of land consists of at least one
cadastral plot but may consist of several. Each
cadastral plot is given a corresponding plot num-
ber and is registered with the cadastral office. The
cadastral map contains valuable information on
the exact boundaries, the cut and the location of
the cadastral plots. It is also important to examine
the cadastral map to ensure the property is ac-
cessible by public roads. In addition, the cadastral
maps contain information on the existing devel-
opment and superstructures, i.e. buildings cross-
ing the boundaries.

b) Land Register

The cadastral plots are also registered in the land
register. The land register is maintained at the
district courts. It is divided up into an inventory and
three sections. The inventory contains the plot
number. Section 1 contains information on owner-
ship of the plot of land, i.e. the owner or, in case of
several co-owners, the shares of the co-owners,
and sometimes notes of registrations of ease-
ments in favor of the plot of land. Section 2 con-
tains encumbrances, including easements, limited
personal easements, usufructs, priority notices (of
conveyance) and restraints on disposal such as
heritable building rights (see B.lII.2.d)). Section 3
contains the liens such as mortgages, land
charges and annuity land charges. The rights
registered in the land register have different priori-
ties/ranks. Generally, the priority of the rights
depends on the time of their registration, i.e. the
older right is ranked higher than the more recent
right.
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c) Good Faith

Anyone may rely on the content of the land regis-
ter in good faith and is protected to the extent that
the content of the land register is considered to be
correct, regardless of its actual correctness.
Therefore, it is possible to acquire land from the
owner registered in the land register even if he is
not the true legal owner. Further, encumbrances
that are not registered in the land register are
generally deemed as nonexistent vis-a-vis a pur-
chaser. This leads to great transparency and
makes real estate transactions reliable and safe.

Unlike the commercial register, the land register
can only be inspected online by a notary public.
Furthermore, in order to receive information from
the land register a valid interest must be demon-
strated. However, the purchaser of a real estate
property generally has such valid interest. Cada-
stral maps are publicly available (and in some
municipalities even online).

2. Types of Ownership in Real Estate

Every person and every public or private legal
entity (e.g. German federal states, cities, munici-
palities, AGs or GmbHs, as well as partnerships or
civil law partnerships) may be the owners of land.
There are different types of real estate ownership.

a) Sole, Co- and Joint Ownership

The most common form of ownership is sole
ownership, i.e. one person or company owns a
piece of land. Where land is owned by several
persons or companies, they are co-owners or joint
owners. In the former, more common case, every
co-owner has a share of the property to a certain
fraction, e.g. 1/2. Each co-ownership share can be
sold and encumbered separately and generally
without the consent of the others. In case of joint
ownership, each owner owns the whole land
jointly with the other owners and is therefore re-
stricted by the rights of the other owners. The
whole piece of property can only be sold and
encumbered by all joint owners, but not separate-
ly.

b) Buildings and Other Components

Ownership of land includes all objects firmly at-
tached to the land, e.g. buildings and garages.
The premises attached to the land consist of all
components used for their construction. This can
under certain circumstances include the fixtures
and fittings of a building, if they were customized
to the building structure, if they form a unity with
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the building and they have considerable impact on
the appearance of the building as a whole. The
sale of real estate thus always includes the build-
ing located on it. By contrast, in the newly-formed
German states (Brandenburg, Mecklenburg-
Pomerania, Thuringia, Saxony, Saxony-Anhalt)
and the eastern part of Berlin before 1990, owner-
ship was only procured for buildings, whereas the
land on which it was located was simply leased.
This regulation was continued after reunification of
the German states, so this concept of independent
ownership of buildings still exists in Eastern Ger-
many.

c) Condominiums

aa) General

German law also acknowledges the individual
ownership of condominiums, which can also in-
clude the right to the exclusive use of parking
spaces, cellars or balconies. The individual own-
ership of the condominium itself includes the co-
ownership of all commonly used spaces in the
condominium building. This co-owned common
property embraces the land itself, as well as all
those sections and facilities of the building that are
not subject to individual ownership. A fund for
maintenance work is created for the maintenance
of the common property which is not refunded
upon the sale of the condominium.

bb) Conversion into Condominium

To convert a property into condominiums and
common property a notarized partition deed must
be drawn up containing a description of each
apartment and colored plans of the building illu-
strating the individually owned condominium
spaces. Generally the ratio of co-ownership of the
common property corresponds with the ratio of the
individually owned condominium space in relation
to the whole building, but may alter due to subse-
quent expansions within the building, e.g. in the
attic. Such conversion requires a governmental
certificate confirming separated units. Each con-
dominium is individually recorded in a separate
folio in the land register (condominium land regis-
ter) and is henceforth, with respect to the applica-
ble law, independent of other condominium prop-
erty on the same land.

cc) Transfer

Like land, a condominium is independently trans-
ferrable and can be independently charged or
otherwise encumbered. Likewise, a foreclosure
sale does not affect other condominiums. The sale
of the condominium can, however, under certain
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circumstances require the approval of other con-
dominium owners on the same land or of the
building administrator.

d) Heritable Building Right

Finally, heritable building rights can be created
under German law. A heritable building right en-
titles one to build and own a building on a piece of
land (or below ground, e.g. underground parking)
for a certain period of time, e.g. 99 years. The
building is considered an integral part of the herit-
able building right and not of the land. Heritable
building rights are often used by municipalities or
the Church in order to retain ownership of land
while receiving an annual ground rent, usually
4105 % of the value of the land per year. Like
rent, ground rent can be subject to indexation, i.e.
increase in accordance with a certain index such
as the consumer price index. A heritable building
right is created by way of a contract between the
owner of land and the beneficiary and has to be
registered in the land register (see B.lll.1.b)).
Moreover, a separate folio, the heritable building
right register, is created in which the beneficiary of
the heritable building right is registered as the
owner of the heritable building right. Like land, the
heritable building right can be sold and purchased
and may be encumbered with easements and
charged with land charges. However, the owner of
the land will usually reserve the right to approve
such transactions, i.e. prior consent is required for
any transaction. Upon the expiration of the herita-
ble building right, the owner of land automatically
becomes the owner of the building and therefore
has to pay compensation to the beneficiary. Lease
agreements concluded by the beneficiary auto-
matically devolve to the owner of land. It is also
possible to agree on a right to acquire the land in
favor of the beneficiary.

3. Encumbrances and Charges
a) Priority Notice

A priority notice secures the enforcement of a
claim relating to a property, e.g. the right of con-
veyance. It is recorded in the land register (see
B.Ill.1.b)) and has, at that point in time, the imme-
diate effect of invalidating any subsequent trans-
action concerning the same plot of land to the
extent that the beneficiary’s claim would be im-
paired. It thus preserves the priority of the benefi-
ciary’s position over any right with respect to the
estate which was created subsequent to the bene-
ficiary’s own claim. Any dispositions by way of
foreclosures, distress warrants or insolvency
proceedings, as well as any contractual disposi-
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tions made by the seller, are invalid vis-a-vis the
beneficiary to the priority notice. In case of insol-
vency of the seller, such priority notice will entitle
the purchaser protected by such priority notice to
claim performance despite the insolvency pro-
ceedings without being subject to an insolvency
quota. Consequently, German purchase agree-
ments regularly stipulate that the purchase price
shall not become due before the priority notice of
conveyance has been registered in the land regis-
ter.

b) Easement

An easement obliges the owner of the encum-
bered plot of land to tolerate specific conduct of
someone else (the beneficiary of the easement)
on his or her plot of land or to refrain from specific
conduct on the plot of land for the benefit of
someone else. The easement may be registered
in favor of and restricted to a certain per-
son/company, a limited personal easement, e.g. a
tenant’s right to run a retail store or a permanent
right of residence. More often, easements are
registered in favor of the respective owner of a
plot of land, e.g. to secure a right of way or a pipe
way leave. Since easements have a material
impact on the value of a property because they
restrict the right of use or secure an adequate use
of the property, all existing or required easements
should be reviewed in the course of due diligence.

c) Usufruct

A usufruct on a plot of land entitles the beneficiary
to possess the land and to take the emoluments of
the land and accessories, e.g. rent payments.

d) Charge on Land

Also, a plot of land may be encumbered in such a
way that recurring acts of performance are to be
made from the plot of land to the person in whose
favor the encumbrance is created (charge on
land). It is possible to agree as to the content of
the charge on land that the acts of performance to
be made are adjusted to changed circumstances
without notice if, based on the requirements stipu-
lated in the agreement, the type and scope of the
encumbrance of the land can be determined. The
charge on land may be created in favor of a cer-
tain person/company or the respective owner of
another plot of land. Often, a charge on land is
created to ensure that credit facilities are repaid,
which were concurrently agreed upon between the
parties.

e) Other Land Charges

German law provides for a number of security
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interests in real estate. The most important securi-
ty interests are mortgages and land charges, the
difference being that the mortgage secures a
specific debt and the land charge does not, for
which reason the land charge is the preferred
security interest in most transactions. They both
give the beneficiary (primarily banks) the right to
collect a specific sum of money by way of a forced
sale or forced management of the encumbered
plot of land. The transferability of a mortgage/land
charge can be increased by the creation of a
certificate.

4. Transfer of Title and of Leases

a) Transfer of Title

A peculiarity of German law is that, in addition to
the purchase agreement, a special agreement
regarding the conveyance itself is required. Usual-
ly this agreement is included in the purchase
agreement, i.e. seller and purchaser agree that
the title of property shall pass from the seller to the
purchaser (see C.IV.4., C.IV.5.).

If the agreement regarding conveyance is con-
cluded separately from the purchase agreement, it
must be notarized like the purchase agreement
itself. However, the agreement regarding con-
veyance must be concluded before a German
notary in the physical presence of both parties,
whereby either party may be represented by an
agent. It can only be unconditional and must not
contain any sort of time limit (however, this stipula-
tion does not apply to the purchase agreement).
The entire agreement, including the agreement
regarding conveyance, is valid only if the seller is
the owner with unrestricted authority to dispose or
a third person with authority granted by the unre-
stricted owner. If the seller does not have the
authority to dispose, the purchaser can only ac-
quire the title if the seller is registered as owner in
the land register and the purchaser acts in good
faith (see B.lll.1.c)).

The conveyance will only become effective upon
its registration in the land register, which may take
a long time. However, the parties shall enable the
purchaser to use the property as soon as possible.
It is thus common practice in real estate transac-
tions to agree that the economic ownership (trans-
fer of possession) will be passed on earlier, irres-
pective of the registration of ownership in the land
register, but generally not before the registration of
a priority notice of conveyance (see B.l11.3.a)) and
the payment of the purchase price. This includes,
inter alia, the right to collect rent.
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The legal transfer of the lease agreements from
the seller to the purchaser, however, will occur by
operation of law upon the registration of the pur-
chaser in the land register. However, this automat-
ic transfer only applies in case the seller, owner of
the real estate and landlord under the lease
agreement are identical. If not, it is not sufficient to
agree upon the transfer in the purchase agree-
ment. Rather, an agreement between all three
parties involved — purchaser, seller and tenant — is
required. In case a lease agreement has been
concluded but the premises have not yet been
handed over to the tenant, the purchaser has to
assume all obligations of the landlord in the pur-
chase agreement in order to ensure a transfer of
the lease. As the purchaser assumes all obliga-
tions of the landlord, including the liability for any
deposit made by the tenant, it should be ensured
that all deposits are in fact transferred to the pur-
chaser.

IV. Acquisition of Leveraged Loans

1. Attractiveness

Despite the recent strong improvement in the
German economy, some portfolio companies of
private equity investors are still suffering from the
credit crunch or over-leveraging in the pre-crisis
years as the economy slows; those are prepared
or have no alternative but to breach the financial
covenants of the facility agreements, even if they
struggle to find new lenders for necessary refi-
nancing. As a consequence, the prices of leve-
raged loans of these companies fall well below
par. This, on the other hand, attracts investors to
acquire leveraged loans.

2. Necessity of Banking License

According to the German Banking Act (KWG), the
acquisition of a leveraged loan does not neces-
sarily require a banking license, so that even
private equity funds may generally purchase the
loans of their portfolio companies. A banking
license is only needed if an entity carries out
“credit business”, i.e. inter alia, the professional
granting of loans. The acquisition of leveraged
loans, the facility repayment and/or the enforce-
ment of claims as such do not constitute a “credit
business”. However, this might be different in the
case of refinancing a loan or if a facility agreement
gives the lenders certain ancillary rights, e.g.
determination of new interest rates. Therefore, it is
recommended to examine in each individual case
whether a banking license is required for the
acquisition of a leveraged loan.
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3. Transfer of Loans

Under German law the transfer of a loan does not
have to meet any specific form requirements, i.e. a
loan transfer agreement can be signed on the
parties’ private capacity without notarization. The
transfer of a loan, however, should always be
indicated to the borrower in order to avoid his
making payments to the transferor with debt dis-
charging effect.

4. Assignment Clause

Another legal aspect concerning the acquisition of
a leveraged loan is the assignment clause in the
facility agreement. Does the assignment clause
permit the assignment of the lender’s rights arising
from the facility agreement to the respective ac-
quirer of the leveraged loan? In this respect, some
facility agreements restrict the potential circle of
acquirers to banks and financial institutions and
expressly exclude any funds or other such entities.
Further, many facility agreements require the
consent of the company to the change of lender
which, however, may not be unreasonably with-
held.

5. Specialities

If the acquirer of a leveraged loan is simultaneous-
ly a shareholder of the borrower and the lender,
two main issues arise from a German legal per-
spective: first, the subordination of any repayment
claims of the acquirer arising from the facility
towards other creditors in case of borrower's
insolvency and, second, the conflict of interest as
the shareholder will be both owner of the borrower
and its creditor.

a) Subordination

According to German insolvency law, any out-
standing shareholder loan or similar contribution is
always a subordinated insolvency claim and the
repayment of any shareholder loan or similar
contributions within the time period of one year
before filing or after filing of insolvency proceed-
ings can be reclaimed by the insolvency adminis-
trator. Since any loan for which a shareholder is
(or has once been) the creditor is treated as a
shareholder loan and is therefore subject to these
rules, an investor must always be aware of his
subordinated position in case of the insolvency of
the portfolio company. However, the aforemen-
tioned rules do not, inter alia, apply to sharehold-
ers holding less than 10 % of the registered capital
of the borrower.
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b) Conflict of Interest

If the leveraged loan was granted by a syndicate
and the shareholder only acquires a part of the
facilities granted to the portfolio company, the
shareholder might encounter a significant conflict
of interest to the possible disadvantage of other
creditors: On the one hand, the shareholder
represents the owner of the borrower and, on the
other hand, it is part of the syndicate. Due to this
conflict of interest, there is a material risk that
under German law the shareholder’s voting rights
in the lenders’ syndicate might be withdrawn.
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C. Transaction Procedures

. Acquisition Procedures

Sales processes in Germany are typically set up
as a private sales process or an auction process.
In both cases, the seller must be well-prepared
prior to starting a transaction process with one or
more potential purchasers. This includes the prior
identification of risks and opportunities, as well as
the feasible repair of already identified deficits. In
some cases, the seller decides to carry out its own
vendor due diligence to get the aforementioned
information about the target company in prepara-
tion for the upcoming transaction and to speed up
the intended sales process.

1. Private Sales Process

a) Typical Procedures

A private sales process is characterized by a sales
process with only one potential purchaser. In
Germany, a private sales process typically begins
with a letter of intent/memorandum of understand-
ing between seller and purchaser with respect to
the intended purchase of the company, which is
essentially non-binding (see C.Il.2.a)). However,
the potential purchaser is interested in negotiating
a binding exclusivity period prior to starting its
costly due diligence work. After signing a separate
confidentiality agreement or, respectively, a confi-
dentiality clause within the letter of intent or the
memorandum of understanding, the potential
purchaser obtains the possibility to execute due
diligence, including an interview with the man-
agement of the target company. After scrutinizing
the company, the parties negotiate a sale and
purchase agreement on the basis of the terms
“agreed” upon in the letter of intent/memorandum
of understanding, appropriately modified by the
findings from the due diligence process and the
management presentation.

b) Disadvantages for Seller

The option of the seller to sell its company by
means of a private sales process bears two major
disadvantages for the seller: On the one hand, the
acquisition process is necessarily terminated if the
potential purchaser decides, for whatever reason,
to terminate the negotiations with the seller. On
the other hand, the seller is typically not in the
position to facilitate the sale of its business at the
highest price on the best possible terms.
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c) Advantages for Seller

However, a private sales process may be less
expensive than the execution of an auction
process with respect to the generated transaction
costs. Furthermore, only one potential purchaser
will receive confidential information on the target
company.

2. Auction Processes

a) Typical Procedures

An auction process is quite common in order to
achieve a higher price by generating higher de-
mand with multiple potential purchasers. Consul-
tants (e.g. an M&A consultant or an investment
bank) provide their business contacts to many
potential financial and/or strategic bidders and
prepare a company teaser describing the compa-
ny to be sold in general without disclosing any
individual information identifying the target com-
pany. In case potential bidders are interested in
obtaining more information about the target com-
pany through receipt of an information memoran-
dum, they must first sign a separate confidentiality
agreement/non-disclosure agreement. At the
same time, the seller and its consultants have
completely assembled the (in most cases virtual)
data room with all available information on the
target company (see C.III.5.). All potential bidders
who are interested in purchasing the company are
invited to submit a non-binding offer letter contain-
ing a first proposal for the purchase price and
answers to specific questions requested by the
seller. The seller is particularly interested in how
the respective bidders are financed and how they
can secure the purchase price. The seller then
decides to grant a limited group of potential pur-
chaser access to the already prepared data room
and to the management of the target company in
this second phase of the process. After execution
of the due diligence and interviews with the man-
agement have been conducted, all further inter-
ested potential bidders are invited to submit a final
(but also typically non-binding) letter. After evalua-
tion of all final offer letters and comments on the
sale and purchase agreements, the seller decides
which potential bidder will proceed to the third
phase of the auction process. Those potential
purchasers will have the opportunity to negotiate
the respective sale and purchase agreements with
the seller. Sometimes, bidders request an exclu-
sivity period during this last phase to enhance
their position.
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b) Disadvantages for Seller and Purchaser

The auction process is a very time-consuming and
costly process. Often, the seller has to negotiate
two sale and purchase agreements simultaneous-
ly at the end of the last phase of the auction
process. Due to the existing demand among the
potential purchasers, each purchaser has to figure
out which purchase price and which amendments
to the sale and purchase agreement are essential
to obtaining the target company.

Il. Getting Started

1. Information Memorandum

In an auction process potential bidders will receive
the first detailed information on the target compa-
ny upon receipt of an information memorandum.
The information memorandum generally contains
business, financial, legal and tax-related facts on
the company. The business description and the
organization of the target company are the most
important pieces of information for the purchaser.
Typically, the information memorandum will be
prepared by the seller together with its consultants
(e.g. M&A consultant or investment bank).

2. Preliminary Agreements

a) Letter of Intent/Memorandum of Under-
standing

The letter of intent and the memorandum of un-
derstanding are instruments used to bring together
the seller and potential purchaser in a private
sales process. Those (sometimes only one-sided)
declarations are typically the first written docu-
ments in which the seller and potential purchaser
announce their initial intention with regard to the
execution of the transaction and their current
negotiation results. Most statements made in a
letter of intent or memorandum of understanding
are non-binding, unless explicitly stated otherwise.

Often such letter of intent or memorandum of
understanding contains a few explicitly binding
clauses regarding the granting of a period of ex-
clusivity, including legal consequences in case of
a breach, a confidentiality clause, clauses dealing
with the payment of costs in case of a broken deal
(e.g. break-up fees or reimbursement of ex-
penses) and non-solicitation and non-competition
clauses.

b) Confidentiality Agreement/Non-Disclosure
Agreement

Irrespective of whether it is a private sales process
or an auction process, the seller is interested in
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having an extensive confidentiality agreement with
the potential purchaser or bidder. The confidential-
ity agreement shall protect the seller and the
target company against any transfer of information
resulting from the potential purchaser’s access to
all transaction documents (in particular to the
documents in the data room). Within this context,
it is important for the seller to define special terms
for the confidential information, the purpose of the
disclosure, as well as the disclosure and receipt of
information.

lll. Due Diligence

1. Purpose of a Due Diligence

Due diligence is an investigative process designed
to evaluate the commercial, financial and legal
aspects of the business of the target company.
The main purpose of due diligence is to provide
the (potential) purchaser with the information
required to decide whether to complete and how
to structure the transaction. Due diligence also
enables the purchaser to better negotiate the
purchase price, representations and warranties
and arrange for sufficient protection in material
areas. Moreover, due diligence provides the pur-
chaser with information about the key personnel
and the culture of the target company which will
surely be significant for post-closing integration
measures.

Pursuant to German case law, the seller is obliged
to fully disclose all essential facts which would
have an impact on the purchaser's decision on
whether to complete the acquisition or refrain from
it. If risks have been identified, the purchaser and
the seller usually negotiate which party is to bear
these risks and the purchaser may decide on
which terms he wants to proceed with the transac-
tion.

Most due diligence processes are initiated by the
purchaser. However, the number of vendor due
diligence processes, i.e. the seller and his advi-
sors conducting due diligence on the target com-
pany, has increased in recent years. The advan-
tages for the seller of conducting vendor due
diligence can be considerable. Foremost, it gives
the seller the chance to identify and react to any
issues, which may have an impact on the value of
the assets about to be sold before the sale
process has started. In addition, the preparation of
the vendor's own due diligence report may also
save precious time, in particular in a tightly sche-
duled auction process.

2. Components of a Due Diligence

Usually, the due diligence investigation consists of
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financial, legal, tax and commercial elements.
Depending on the business of the target company,
the due diligence process may also cover envi-
ronmental examinations, technical issues, human
resources and/or insurance issues. In general,
due diligence is carried out by the purchaser
himself and his legal, tax, commercial and finan-
cial advisors and — if applicable — other consul-
tants.

3. Focus of Legal Due Diligence

The topics of legal due diligence may vary from
transaction to transaction. However, the scope of
legal due diligence generally includes corporate
and commercial legal documentation of the target
company, financing of the target company, ma-
terial contracts (in particular leases and agree-
ments with suppliers and customers), human
resources, real estate, intellectual property and
information technology, litigation, public affairs,
environmental issues and insurance policies.

4. Focus of Tax Due Diligence

Tax due diligence is conducted to obtain informa-
tion on tax risks at target company level which
might (e.g. in the course of a subsequent tax audit
conducted by German authorities) result in a tax
burden of the target company or the purchaser.
Such tax issues are not only relevant in the course
of a share deal, but also in an asset deal where
the purchaser may — under certain circumstances
— become liable for business taxes of the assets.
Moreover, tax due diligence provides details on
the target company in respect to a tax-efficient
acquisition structure, as well as post-acquisition
reorganization.

5. Due Diligence Process

As outlined above, the due diligence process is
usually conducted in cooperation with several
participants, such as the management of the
target company, external financial advisors, law-
yers, tax advisors and other consultants. The due
diligence investigation inevitably exposes conflicts
of interest between seller and purchaser. The
seller does generally not want to disclose details
about the target company before being certain that
the purchaser will actually complete the acquisi-
tion, while the purchaser typically requests com-
prehensive disclosure of all relevant information
and documentation about the target company right
from the start of the due diligence process. To
satisfy both needs, in most auction processes
therefore only basic information is provided in the
beginning, with more confidential information to be
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disclosed at a later stage to the shortlisted bid-
ders. However, regardless of whether the transac-
tion is executed as a private sales process or an
auction process, a successful due diligence
process always requires close cooperation of
every party involved, including the management
and the key personnel of the target company.

Generally, the consultants (in particular tax advi-
sors and lawyers) prepare request lists tailored to
the specific transaction and due diligence ques-
tionnaires being delivered to the management of
the target company. The requested material is
then presented for review in a data room. Nowa-
days, particularly when the transaction is con-
ducted as an auction process, the seller sets up a
virtual data room. Such a virtual data room easily
enables international networking and collaboration
among the purchaser and his advisors. This is
particularly essential when advisors specialized in
different foreign jurisdictions are involved in the
due diligence process.

6. Due Diligence Report

Depending on the purchaser’s instructions, legal
due diligence may either result in a comprehen-
sive due diligence report or a red flag report. A
comprehensive due diligence report describes in
detail the documents reviewed by the advisor. It
also includes an executive summary that concen-
trates on the material risks and legal issues that
may have an impact on the final bid, the prepara-
tion and negotiation of the sale and purchase
agreement, as well as on the structure of the
envisaged transaction. On the contrary, a red flag
report does not describe each disclosed document
in detail, but rather summarizes the legal material
risks and issues relevant for the terms, the struc-
ture and the completion of the acquisition, as well
as for post-closing measures.

In principle, a due diligence report is primarily
prepared for the client. The report may only be
used for the envisaged transaction and may not
be circulated to third parties without prior approval
of the respective advisor. The report usually con-
tains a limitation of liability in favour of the advisor.
The amount of such limitation depends on the
volume of the envisaged transaction. In case of a
leveraged transaction, the financing bank usually
also requests a due diligence report before provid-
ing necessary funds to the purchaser. Commonly,
the bank requests that a due diligence report
prepared for the purchaser is forwarded for review
rather than to entrust its internal and/or external
advisors to conduct a due diligence on the target
company. The permission to forward the due
diligence report to the financing bank is typically
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provided in a reliance letter concluded between
the advisor and the financing bank.

IV. Sale and Purchase Agreement (SPA)

1. "German" vs. Con-

tracts

"Anglo-Saxon"

Traditionally, commercial contracts under German
law are substantially shorter than those Anglo-
Saxon investors are used to in their own jurisdic-
tions. To a certain degree, this also applies to
SPAs in the mergers and acquisitions context,
although the influence of Anglo-Saxon legal cul-
ture has been significant over the past two dec-
ades. "Anglo-Saxon style" SPAs are most frequent
(and have become the market standard) in large
and mid-cap private equity transactions, where the
need for international syndication of debt or equity
instruments has a strong impact on market prac-
tice. On the other hand, comparatively short
"German style" documents continue to prevail in
many all-equity-financed transactions (even very
large ones) and in many transactions involving
typical German medium-sized companies, as well
as most transactions involving insolvency receiv-
ers. Or, as the CEO of a German corporation
wishing to make a mid-cap acquisition stated
when confronted with the seller's five-page "Ger-
man style" SPA draft: "This type of contract we
use only for the very small and for the very big
acquisitions."

2. Relevance of Statutory Law

The brevity of German-style documentation should
not be misread as sloppiness. Rather, it should be
noted that most key areas of German corporate
and contract law are dominated by extensive
statutes such as the HGB, first enacted on
10 May 1879, and the 2,385 sections of the Ger-
man Civil Code (BGB), most of which date back to
1 January 1900. Statutory law makes many of the
definitions and much of the explanatory language
of Anglo-Saxon style contracts redundant (or in
many cases even misleading) under German law.
On items like remedies for violation of warranties,
calculation of damages, contributory negligence
and the like, German contracts often rely on statu-
tory law (including long-standing case law inter-
preting it). On the one hand, this makes German
contracts shorter and easier to read than Anglo-
Saxon counterparts; on the other hand, the word-
ing of the contract sometimes gives little guidance
on practical handling issues as the wording is to
be understood within the context of statutory law
and general legal principles (which may or may
not be known to the person actually dealing with
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the execution of the contract).

3. Interpretation of Contracts; Substance
over Form

Principles of interpretation of contracts under
German law differ substantially from common law
principles. In particular, the purpose and intention
of a clause is often predominant in interpretation
(with results which may even be contrary to the
wording, if taken literally). This explains why "boi-
ler plate" language such as headings being for
reference only, masculine terms including the
feminine, plural including the singular, etc. are
missing in typical German SPAs. In many cases,
the parties choose German law but use English as
the language of the contract. This requires great
care by the lawyers involved because many stan-
dard terms in English-speaking M&A practice,
such as "representations and warranties", "best
knowledge" and the like, are by no means identic-
al to the usual German counterparts or are ambi-
guous under German law. Such terms need to be
clearly defined in the agreement in accordance
with categories of German law.

4. Notarization Requirements and Fees

A peculiarity of German law is the importance of
notaries public in transactional practice. Any Ger-
man law agreement involving the transfer of
GmbH shares or real property must be notarized.
This means that the entire document, including
any ancillary agreements related thereto and
including any exhibits, which are substantially part
of the agreement (other than lists and tables, as to
which an exception applies) must be read aloud
by or in front of the notary. Therefore, allow a
whole day for "signing" of a detailed German law
SPA containing many exhibits! Foreign investors
often avoid this by sending their German lawyers
with a power of attorney. Note that for some pur-
poses (such as capital increases in GmbHs and
real estate purchases) the power of attorney itself
needs to be notarized.

German notary fees are governed by a mandato-
ry, non-negotiable fee schedule and are calculated
on the basis of transaction value. Accordingly,
they range from EUR 10 (e.g. for the notarization
of a 200 page SPA involving the purchase of a
heavily indebted GmbH for EUR 1) to a maximum
amount of approximately EUR 55,000 (at a trans-
action value of EUR 60,000,000 or more, even if
the SPA is only five pages long). Notary fees are
customarily borne by the purchaser. In order to
avoid the costly German notary fees, parties used
to "flee" to Switzerland to have SPAs notarized by
Swiss notaries (who are allowed to negotiate fees
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in accordance with the actual work load and usual-
ly charge only a fraction of the German fees). Note
that this practice is impossible for real estate
transactions (for which notarization by a German
notary is mandatory for the transfer of ownership)
and has become less common with regard to
GmbH shares following certain amendments of
the GmbHG in November 2008.

5. Substantive Standards and Market
Practice

In substance (although often not in style and
wording) German law SPAs are similar to stan-
dards used elsewhere. When reading German
SPAs, foreign investors may be confused by the
distinction between the sale and the transfer which
are described as two separate transactions. The
"sale" constitutes the obligation to transfer the
share while the transfer constitutes the actual
passage of title. The same applies for the sale and
the conveyance of property (see above B.lIl.4.).
The transfer (but not the sale) is usually subject to
the condition precedent of payment of the pur-
chase price. In cases in which antitrust filing re-
quirements apply, the transfer (but not the sale)
must be subject to antitrust clearance. A typical
German SPA contains the sale as well as the
transfer but the transfer may be subject to certain
closing conditions. A "German closing" therefore
consists of mutual acknowledgements regarding
satisfaction of such conditions but no actual in-
strument on the transfer of title is executed upon
closing.

Note that, under German law, only an AG may
issue share certificates; titles to GmbH shares or
KG interests pass by virtue of the agreement only,
which is unusual for many foreign investors and
makes them feel somewhat uncomfortable given
that, as a matter of law, neither entries in the
commercial registry nor a chain of previous trans-
fers evidenced by notarial deeds inspected in legal
due diligence constitutes conclusive evidence of
share ownership in a GmbH. Amendments to the
GmbHG enacted in November 2008 have im-
proved the status of bona fide purchasers relying
on the share register, which can be inspected
online in the commercial registry. A bona fide
acquisition is now possible if the alleged owner
has been registered as owner for at least three
years, and no objections have been filed against
such registration.

As in any jurisdiction, purchase price and adjust-
ment clauses are core elements of the SPA. Since
the beginning of the subprime crisis in 2007, net
financial debt and working capital adjustments as
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of closing have become more frequent and
"locked box" schemes (with fixed purchase prices
determined on the basis of past figures and pur-
chasers being protected only by restrictive cove-
nants between signing and closing) have been on
the retreat and have remained the exception
rather than the rule, even after the recovery of
buy-out markets in 2010/11.

Representations and warranties are usually as
detailed and comprehensive as in most other
jurisdictions. During the financial crisis, market
standards have changed and more comprehen-
sive warranty catalogues have become standard
practice (except in deals through insolvency for
which the receiver will not usually give any busi-
ness warranties at all). In 2010/11, the standards
on warranty catalogues, caps, etc. have devel-
oped to a "middle ground" between the extremely
purchaser-friendly standards of 2008/09 and the
rather seller-friendly standards of the boom years
2005 - 2007.

V. Public Tender Offers

1. General

A particular way of acquiring control over a listed
company is through the issue of a public tender
offer. In cases in which a controlling position can-
not be reached merely by the purchase of block
holdings in off-market transactions, a public tender
offer is often the only viable way of acquiring a
majority stake in a listed company without pur-
chases on the open market. In addition, if a private
transaction or purchases on the open market
cause the acquirer to reach or exceed the thre-
shold of 30 % of the voting rights, an obligation to
make a public offer will result from the transaction
(so-called “mandatory offer’, see C.V.2.). As a
consequence, the acquisition of a listed company
is, in practice, often structured as a combination of
purchases on the open market, the acquisition of
one or more blocks of shares in private transac-
tions, and the issue of a public tender offer.

2. Types of Public Tender Offers

Public tender offers can be made by way of two
main types of offers, namely voluntary offers and
mandatory offers. Voluntary offers aiming at the
acquisition of control over a listed company are
so-called “takeover offers”. As opposed thereto, a
“mandatory offer’” must be made to the outside
shareholders upon the acquisition of control in any
way other than by a takeover bid, e.g. through an
off-market purchase of shares, by way of pur-
chase on the open market, by subscription in a
capital increase or by merger.
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“Control’ is established by directly or indirectly
holding 30 % or more of the voting rights. To
determine whether the 30 % threshold has been
met, the voting rights directly held by a sharehold-
er and certain voting rights imputed to him must
be combined. For example, voting rights which are
owned by a subsidiary of the respective share-
holder, or voting rights which are owned by a third
party for the account of the shareholder, shall be
deemed to be voting rights of such shareholder. In
particular, the voting rights of two shareholders
who “coordinate” their conduct with respect to the
company are added up and imputed mutually to
both shareholders, with the exception of agree-
ments in individual cases (“acting in concert’).
“Coordination” between two shareholders shall be
deemed to exist in cases in which they reach a
consensus on the exercise of voting rights or
otherwise collaborate with the aim of effecting a
permanent and significant change to the compa-
ny’s business strategy.

3. Issue of the Offer and Pricing

a) Offer Procedure

Once the bidder has decided to make a takeover
offer, or once the 30 % control threshold has been
met, the bidder must immediately publish the
decision or announce the fact that the control
threshold has been met. Such publication must be
made via internet and via an electronic data dis-
semination system widely used by credit and
financial institutions. Thereafter, as a rule, the
bidder has a period of four weeks to prepare an
offer document containing the full terms of the
offer, and to submit the offer document to the
German Financial Supervisory Authority (BaFin)
for verification. Upon approval of the offer docu-
ment by the BaFin, the bidder must immediately
publish the offer. The publication marks the begin-
ning of the acceptance period. The acceptance
period may generally not be less than four and not
more than ten weeks. At certain intervals during
and after the expiry of the acceptance period, the
bidder must publish the respective acceptance
level. In the event of a takeover offer, in order to
protect those shareholders who have not accepted
the offer within the regular acceptance period,
there is generally a mandatory “extended accep-
tance period’ of further two weeks during which
the offer can still be accepted. Upon expiry of the
acceptance period or, if applicable, the extended
acceptance period, the transaction is settled by
way of payment of the consideration for the shares
in the target company.
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b) Pricing

For both takeover and mandatory offers, the bid-
der generally has the choice between either offer-
ing adequate consideration to the other share-
holders in cash or in liquid shares. The considera-
tion must at least be equal to the higher of (i) the
highest consideration which the bidder, persons
acting in concert with the bidder or their subsidiary
undertakings have, during a period of six months
preceding the publication of the offer document,
granted or promised for the acquisition of shares
of the target company, or (ii) the weighted average
domestic stock market price of the shares during
the three month period preceding the publication
of the bidder’s decision to make a takeover offer
or of the bidder’s attainment of the 30 % control
threshold. However, the consideration will be
adjusted to a higher price if the bidder, persons
acting in concert with the bidder or their subsidiary
undertakings acquire further shares in the target
company, either during the acceptance period or
by way of an off-market transaction, within one
year after the acceptance period, in case the
consideration promised or granted for such shares
exceeds the value of the consideration specified in
the offer. An exception thereto exists for the ac-
quisition of shares in connection with a statutory
obligation to grant compensation to shareholders
of the target company, e.g. after the implementa-
tion of a domination and profit and loss transfer
agreement, or in the case of a squeeze-out of the
remaining shareholders.

4. Typical Takeover Strategies in Germa-
ny

Both takeover offers and mandatory offers basical-
ly follow the same legal regime. An important
deviation, however, is that a mandatory offer may
not be made subject to conditions, whereas for
voluntary offers —and thus also for takeover of-
fers — conditions are generally permissible. In
particular, a takeover offer may be made subject
to the achievement of a certain acceptance level.
As a consequence, in order to ensure that a cer-
tain percentage of voting rights is obtained, bid-
ders will usually make their offer conditional upon
the tendering of the relevant number of shares into
the offer. Most bidders try to reach a percentage
of at least 75 % of the voting rights. Such majority
is required for structural measures of the target
company, such as changes to the articles of asso-
ciation, mergers, conversions, domination agree-
ments and profit and loss transfer agreements.

Based on the fact that a mandatory offer cannot
be made subject to conditions, bidders will typical-
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ly try to avoid reaching the 30 % threshold. The
combination of a private transaction of 30 % or
more with a takeover offer, subject to a certain
acceptance level, is typically achieved by signing
the private transaction prior to the announcement
of the offer and closing the private transaction
after the announcement. In so doing, the purchas-
er ensures that the offer is not a mandatory offer,
but rather a takeover offer with conditions being
permissible. In addition, the offer price can be
based on the price agreed upon in the private
transaction, whereby the risk that the offer may
become more expensive due to rising stock prices
is mitigated.

As an alternative to a private transaction, it is
possible for the seller and the purchaser to enter
into an agreement in the form of a so-called “irre-
vocable undertaking”. The seller hereby under-
takes vis-a-vis the purchaser — the future bidder —
to tender its shares into an upcoming takeover
offer. The main commercial difference from a
private transaction is that, in so doing, the seller
will be amongst the shareholders tendering their
shares, and will thus be protected by all rules
which are applicable to the offer, most importantly
those with regard to any potential price adjust-
ments after the completion of the takeover proce-
dure, as set out above.

After a successful takeover with at least a 75 %
margin of the voting rights, the bidder will be able
to take full control of the company, e.g. by way of
implementation of a domination and profit and loss
transfer agreement, by merger or —if the thre-
sholds of 90 % or 95 % have been met — by way
of a merger-specific squeeze-out (at 90 %) or a
regular squeeze-out (at 95 %) of the remaining
shareholders.
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D. Acquisition Financing from a Ger-
man Perspective

l. Introduction

A German acquisition structure of institutional
investments, as well as of strategic investments
on a stand-alone basis, regularly requires an
acquisition vehicle in the legal form of a German
GmbH purchasing the target group. Since an
acquisition vehicle does not own essential assets,
it has to be funded with (quasi-) equity by the
shareholders (i.e. stated equity, equity in the form
of capital reserves, as well as in the form of
shareholder loans) and with bank debt (i.e. senior
debt, second lien loans, mezzanine debt, as well
as high yield bonds) in order to be able to pay the
purchase price to the seller.

The debt-to-equity-ratio mainly depends on (i) the
overall market situation, (ii) the strategy of the
investor, as well as (iii) the cash flow of the target
group as the subsequent debt service has to be
generated from the target group’s operational
business. In addition, banks require granting of
sufficient security by the acquisition vehicle, the
target group and — so far mostly in cases of a
strategic investor — by the investor.

Il. Financing Process

The financing process can generally be divided
into three phases: The process usually starts with
a term sheet summarizing the (economic) corner-
stones of the financing. The term sheet is followed
by negotiations of the credit agreement and its
final conclusion. On the closing date, the security
agreements are executed and the funds are made
available to the borrower.

lll. Documentation

1. Term Sheet

If a bank is potentially willing to fund a transaction,
it would provide the purchaser with a proposed
structure of the acquisition financing detailed in a
term sheet. The term sheet usually contains a
determination of the debt-to-equity-ratio, the
amount of the facilities and the essential condi-
tions, the maturity date of the facilities, as well as
the financial covenants.

2. Facility Agreements

Facility agreements throughout Europe are gener-
ally based on the standard facility agreements
issued by the Loan Market Association (LMA) in
London. Since 2007, the LMA is even publishing a
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special German law version of the LMA docu-
ments, i.e. the standard LMA documents are
specifically adapted to the requirements of Ger-
man law and banking practice (see D.IV.) whilst
otherwise retaining the form and substance of the
LMA English law documents.

In the past, the acquisition financing of a German
target group was — except for the security agree-
ments — mostly governed by English law. Lenders
intending to syndicate the credit facilities insisted
on English law since English LMA documents
were routinely used across Europe and were
therefore regarded as inevitable for a smooth
syndication process. As a consequence of the
availability of the version of the LMA standard that
is compliant with German law, more and more
acquisition financing agreements are facing Ger-
man law as substantive law if the target group has
its headquarters in Germany. Only the larger
transactions are still commonly governed by Eng-
lish law. However, the English language continues
to be the major drafting language of finance doc-
uments.

A bank or a consortium of banks financing an
acquisition is normally also interested in (re-)
financing the working capital of the target group. In
this way, the acquisition financer can avoid other
institutional lenders of the target group and hence
the risk of draining money or of subordinated
enforcement rights. A so-called “revolving facility’
is therefore often also part of the senior facility
agreement.

3. Securities

Naturally, lenders expect security for the granted
facilities. In the facility agreements the security is
usually only briefly mentioned, referring to the
details in the security agreements. The security
documents themselves provide very exhaustive
documentation.

The following security structure is normally imple-
mented for the benefit of the lenders: The acquisi-
tion vehicle usually pledges only its shares in the
holding company of the target group since these
are its only essential assets. The target group
pledges any shares in any material subsidiary, as
well as any bank accounts, and assigns all recei-
vables, intellectual property rights, as well as
current assets. So far only in the context of stra-
tegic investors, but as a consequence of the fi-
nancial crisis also in the context of a financial
investor, lenders also more frequently expect
security in the form of payment guarantees from
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the respective investor itself. This, however, might
have serious negative tax consequences for a
financial investor domiciled in Germany.

If an acquisition financing has several levels, e.g.
a senior and a mezzanine facility, the loans are
typically linked through so-called “cross defaults”
clauses. Once a borrower breaches any facility
agreement, an event of default in the other credit
agreements occurs and all lenders may accelerate
— given certain grace periods — the facilities.
Therefore, the relationships among lenders, and
especially their ranking with regard to the
proceeds from the enforcement of security, gener-
ally need to be governed by an intercreditor
agreement.

IV. Specific Issues under German Corpo-
rate Law

In the case of an investment in a target group
incorporated in Germany and finance documents
governed by German law, acquisition financing
faces — apart from tax implications, which are not
discussed in this Part D. but in F. — specific issues

under German law as follows:

1. Prohibition of Compound Interest

According to German law, the contracting parties
must not agree on any compound interest or on
the accrual of any default interest on overdue
interest. Such agreements are invalid. However,
creditors may claim compensation for any damag-
es resulting from delayed payment of interest.
Therefore, if a borrower fails to pay interest on the
due date, lenders shall claim lump sum damages
on the overdue amount from the due date up to
the date of the actual payment. The damages
usually comprise the loss of profit the bank would
have made if it had invested the amount due in the
market. The borrower, however, shall be free to
prove that no damages have been incurred or
have not been incurred in the relevant amount.

2. Prohibition of Financial Assistance by
an AG

A German AG may not give upstream or cross-
stream guarantees or securities to assist in the
acquisition of its shares. According to German
corporate law, any financial assistance by an AG
(or its subsidiaries) in the acquisition of shares in
itself by granting securities, providing a loan or
making an advanced payment is — without excep-
tion — prohibited. Even the refinancing of loans
used for the acquisition of shares constitutes
undue support. Any assistance in the acquisition
of stock in a German AG by the respective target
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is therefore, as a rule, null and void. As a conse-
quence, a security such as the pledge of shares of
the respective target group, i.e. shares in the AG
itself, as well as shares in any subsidiary, or the
liens on real estate for any liabilities resulting from
the acquisition financing must not be granted to
the lenders.

However, since the prohibition is limited to the
support of the acquisition financing, a payment
guarantee or an upstream security may be —
subject to the “maintenance of capital rules” (see
D.IV.3.) — granted by a target in the legal form of
an AG for any working capital loan such as a
revolving facility. For this reason, the separation of
the acquisition financing from the financing of the
working capital is regularly seen if the target com-
pany is an AG.

Other types of German business entities than a
German AG and the rarely used KGaA, such as a
German GmbH, incidentally, do not fall within the
scope of the prohibition of financial assistance.

3. Maintenance of Capital Rules and

Limitation Language

Any corporate entity that provides upstream or
cross-stream guarantees or securities must comp-
ly with the German “rules on maintenance of
capital’. These rules (indirectly) limit the financial
assistance of target groups. Since they are consi-
dered to be relatively strict compared to interna-
tional standards, this is the most important legal
issue in acquisition financing from a German
perspective.

The rules on capital maintenance for an AG are
more far-reaching as compared to those which
apply to a German GmbH or a KG with a GmbH
as general partner. An AG is prohibited from dis-
tributing any assets to its shareholders, unless a
regular distribution is concerned or the AG and its
shareholder have entered into a domination and
profit and loss agreement. In other words, when
granting upstream and cross-stream guarantees
or securities, an AG must receive an equivalent
benefit or a guarantee fee at the fair market value
or must be the dominated company of a domina-
tion and profit and loss agreement.

Different maintenance of capital rules apply to the
German GmbH or German GmbH & Co. KG.
These business entities do not comply with the
maintenance of capital rules, if they distribute any
assets to shareholders and do not provide for the
preservation of the registered share capital of the
GmbH. Therefore, managing directors may not
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provide any upstream or cross-stream guarantees
or securities, if the granting or enforcement of
such guarantees or securities causes the net
assets of the company to fall below the registered
share capital. However, the German capital pre-
servation rules only apply if the borrower, i.e. the
acquisition vehicle, is a direct or indirect share-
holder or an affiliate of the shareholder of the
German GmbH or German GmbH & Co. KG grant-
ing the upstream or cross-stream guarantees.

Since a breach of the maintenance of capital rules
of the German GmbH and German GmbH & Co.
KG can potentially give rise to personal or criminal
liability of the management and/or shareholders of
the company (see D, IV.), it is standard practice to
face these rules with so-called “limitation lan-
guage” in the security documents. In view of the
risk of personal liability, the lenders are prepared
to accept contractual limitation language on the
guarantees and securities in order to limit the
subsequent enforcement of upstream or cross-
stream guarantees and securities to the extent
these are not covered by the strict rules on capital
maintenance. However, the German LMA stan-
dard has not included any such language. The
contracting parties must therefore negotiate the
terms and conditions of the limitation language on
a case-by-case basis. While a certain practice has
been established in the past, there are uncertain-
ties whether this practice is still adequate in view
of the latest amendments to the GmbHG.

4. Over-Collateralisation

According to German civil law, the granting of
securities is invalid by reason of acting against
public policy if the lender is over-collateralized.
Therefore, standard German security agreements
include a clause concerning the release of securi-
ties: At any time when the total value of the ag-
gregate securities granted by the borrower and/or
the target group, which can be expected to be
realized in the event of enforcement of the securi-
ties, exceeds 110 % of the secured claims, the
lender shall, on demand of the borrower, release
such part of the securities as to reduce the realiz-
able value of the securities to 110 % of the se-
cured claims.
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V. Liability Risks

1. Investors

Investors may be liable for endangering a compa-
ny’s existence. If an investor intentionally causes
the insolvency of a direct or indirect subsidiary by
draining the assets of the respective subsidiary,
e.g. by payments of management fees or by grant-
ing upstream securities, and the occurrence of an
insolvency was reasonably likely, as well as noti-
ceable to the investor, this may result in share-
holder liability for any damages of the insolvent
company.

2. Management

The management of a borrower (about to breach
the financial covenants of a facility agreement)
faces an essential risk of (personal) liability due to
the breach of a director’s duty such as

» forbidden payments of (a part of) the registered
capital of the company to a shareholder;

» violation of bookkeeping requirements, e.g.
misleading bookkeeping;

» insufficient risk controlling concerning the
business of the company;

» failure to promptly inform other cash pool par-
ties of a negative material impact on the finan-
cial position of the company;

» failure to convene a shareholders’ meeting
upon the loss of 50 % of the share capital of
the company.

If (due to an event of default) insolvency of a
company occurs, the management might be per-
sonal liable, especially for

» payments of the company to its shareholders
that noticeably and inevitably caused the illi-
quidity of the company;

» careless payments of the company made after
the event of illiquidity or the identification of
over-indebtedness of the company;

» losses of creditors due to a delayed filing of
insolvency proceedings or due to other tor-
tuous actions.

In the very challenging situation of the occurrence
of an event of default under a facility agreement,
the management shall be — in order to avoid crim-
inal liability — especially aware of the elements of a
crime as follows:

» fraud, e.g. by confirming false financial cove-
nants in a compliance certificate, especially if
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the company has a revolving credit line;

» violation of bookkeeping requirements or
misleading financial statements;

» failure to promptly inform the shareholders of
the loss of 50 % of the share capital of the
company;

» delayed filing for the commencement of insol-
vency proceedings.
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E. Islamic Finance

Islamic (Shari’a-compliant) finance and investing
has only in the recent past become known and
the focus of discussion in Germany. Germany’s
Muslim population is mostly of Turkish origin and
has traditionally been fairly secular minded. How-
ever, recent studies have shown that there is a
trend, primarily in the young generation towards
greater religious identity, which has increased the
demand for Shari'a-compliant financial services.
The following examples are significant for the
current status of Islamic finance and investment in
Germany:

> In 2004, the State of Saxony-Anhalt is-
sued EUR 100,000,000 worth of sukuk al-ijara
certificates on state-owned real estate, the first
Continental European sovereign sukuk is-
suance. A sukuk denotes the participation of
investors via sukuk (the Arabic term means
“certificates”, often called “Islamic bonds”) in a
vehicle that acquires assets which generate
Shari’a-compliant income. In case of a sukuk
al-ijara that income is generated from rental
income derived from a sale-and-lease-back
transaction.

» The German asset manager Meridio AG in
March 2010 launched its actively managed
Meridio Global Islamic Multi Assets Fund
(which, however, is presently in liquidation)
and the Turkey-based and Kuwaiti-owned Is-
lamic Kuveyt Turk Katilim Bankasi established
a German subsidiary Kuveyt Turk Beteili-
gungsbank AG, a representative office which
holds a limited license for deposit transfer to
third countries, but reportedly is working on a
full German banking license.

» Following the first such conference in 2009,
the German Financial Services Regulator
(Bundesanstalt fiir Finanzdienstleistungsauf-
sicht, BaFin) in May 2012 will hold its second
conference on Islamic Finance focusing on
Shari’a-compliant capital market products and
the challenges and opportunities they present
in the German regulatory environment.
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The subprime and sovereign debt crises and
tendencies towards “ethical” and sustainable
investing make Shari’a-compliant investment
structures, designed to provide non-interest
based financing and to comply with other limita-
tions that the Koran and the Shari’a impose, an
attractive alternative. On the other hand, the fact
that a number of Gulf-based Islamic banks suf-
fered substantial losses in the current and recent
world wide economic environment and political
unrest in the Kingdom of Bahrain, through where
traditionally a large amount of Islamic funds from
the Gulf region are channeled, have a dampening
effect on Islamic investing abroad, including Ger-
many. The more so, since highly publicized in-
vestments by sovereign wealth funds from the
Arabian Peninsula in German DAX-listed corpora-
tions (such as Qatar Holding in Porsche,
Volkswagen and HochTief, Abu Dhabi's Aabar in
Daimler Benz or Saudi Arabian Sabic and IPIC in
BASF and Bayer, respectively) have been made
on a conventional basis.

The pre-scripts of Shari’a in the area of invest-
ment affect three distinct levels: (a) the suitability
of the target for investment, (b) the structuring
and financing of investments and (c) the organiza-
tion of the acquisition vehicle.

» The first category is not of a legal nature, but a
question of proper screening and due dili-
gence of the target with respect to prohibited
activities and industries as well as leveraging
in accordance with the ground-breaking Dow
Jones Islamic Index Fatawa of 1998 and 2003
with regard to permitted levels of interest-
based financing and similar “impurities”.

» The second category is of a legal nature. It is
fair to say that besides purchase and sale all
traditional and commonly applied Islamic legal
forms of agreement and association, such as
musharaka (partnership or joint venture), mu-
daraba (similar to a silent partnership or in-
vestment trust management, with one of the
parties providing capital of the mudaraba and
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the mudarib using its skills and enterprise in
investing that capital), murabaha (sale at cost
plus an agreed profit), jjara (lease), bai al-
salam (forward sale contract), wakala (agency
contract), etc. find their equivalence, whether
individually or by combination, in the contract
and association types of the BGB or commer-
cial and partnership law (Handelsgesetzbuch,
HGB). Reference is made e.g. to the German
concepts of purchase (Kauf, § 433 BGB), ren-
tal and lease (Miete, § 535 BGB, Pacht, § 581
BGB), contract of service (Dienstvertrag § 611
BGB), contract of work and labor (Werkvertrag
§ 631 BGB) and the provisions of partnership
law (§§ 105 et seq. HGB). The availability of
appropriate German legal formats is compli-
mented by the constitutionally supported Ger-
man law principle of freedom to enter into con-
tracts of any kind, subject only to limitations of
mandatory and constitutional law.

» As to the third category, foreign investments
into Germany are customarily made through
an investment vehicle in the form of a German
or foreign partnership or corporation, some-
times further structured as an investment fund.
It is to be noted in this context that Islamic law
requirements as to the organization of the fund
in terms of how Islamic investors participate,
for instance giving due regard to the prohibi-
tion of riba (interest), maysir (gambling) and
gharar (uncertainty, excessive chance, risk in
the transactions) as well as the notion that
joint investments need to balance risks and
rewards between and among investors and
management in an equitable fashion, should
be taken into account. Also, the participation of
a Shari’a board both in the setting up of the
fund vehicle as well as in the approval and
monitoring of its acquisitions and operations
generally, faces no unsurmountable obstacles
under German private, corporate or invest-
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ment laws. However, suitable and qualified
Shari’a scholars to serve on Shari‘a advisory
boards are scarce in Germany and need to be
brought in from Islamic countries or the UK or
US. Nevertheless, in the recent past, favored
in part by the need for equity investment in the
absence of available debt financing, a number
of German-based investment funds have been
structured either as a Shari‘a-compliant fund
or by way of a so called “side car” especially
designed for Islamic investors, who in that way
may participate alongside the general non-
Shari’a-compliant fund in those transactions
targeted that are Shari’a-compliant.

» Impediments to Shari’a-compliant investing in
Germany may currently still originate from tax
law. For instance, in real estate financings in
the form of jara, German stamp duty (Grun-
derwerbsteuer) applicable when ownership of
real estate is transferred and which currently
amounts to 3.5 to 4 % of the appraised value
of the real estate asset, may apply in most in-
stances.

On the other hand, Islamic financing structures
such as jjara in the format of sale-and-lease-back
on the target's assets may facilitate the financing
of acquisitions: in a regular share deal, the acqui-
ror can normally not take depreciation of the
target's assets. However, if part of the acquisition
financing is structured by way of jjara, in such a
way that the financier enters into a sale-and-
lease-back transaction on the assets of the target
and the proceeds from the sale to the financier
allow the target to redeem the shares of the seller
(thus enhancing the participation of the acquiror),
a step-up in basis may be achieved.
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F. Taxation

. Introduction to the German Tax Sys-
tem

The German tax system often has the reputation
of being complex as it consists of more than 40
different types of taxes; however, it follows very
strict and systematic rules. Also, the effective tax
burden in Germany is lower in various cases than
expected at first sight. Individuals and entities can
often benefit from numerous exemptions and
depreciation provisions.

The German tax system usually ties in with the
residence of the taxpayer. If the latter has his
residence or customary place of abode in Germa-
ny, unlimited tax liability concerning his worldwide
income is the consequence, whereas for all other
non-resident investors, limited tax liability con-
cerning income from German sources results.
The same rules apply for corporate entities; con-
cerning corporate tax and municipal trade tax, the
registered office and place of management in
combination with a permanent establishment are
decisive for unlimited or limited tax liability in
Germany.

Unlimited taxpayers are generally divided into two
groups; their income is either assigned to be
business profit or non-business profit, neverthe-
less it needs to be emphasized that non-business
profits have to be requalified as business profits if
certain criteria are met.

Il. Business Taxation
1. Corporate Entities

a) Taxation of Corporate Income (KStG)

German corporations, such as the GmbH and AG,
are subject to corporate income tax with respect
to their entire income, whereas all income always
qualifies as business income. Foreign corpora-
tions are subject to corporate income tax only with
income generated in Germany (unless their regis-
tered office or place of management is in Germa-
ny; then the foreign corporation is subject to
unlimited taxation). The corporate income tax rate
is 15.8 % (including surplus charge).

A distribution of dividends by a German corpora-
tion generally triggers withholding tax of 26.4 %
which is creditable at shareholder level (standard
taxation) or equals the flat tax that is due at
shareholder level. For dividend income and capi-
tal gains from the disposal of shares held by
another corporation Germany offers 95 % tax-
exemption at the level of the shareholding corpo-
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ration for corporate income tax.

In case a foreign corporation is subject to limited
tax liability in Germany, the withholding tax can be
reduced to 15.8 % if certain substance criteria are
met. An exemption from withholding tax applies
for distributions to foreign EU corporations (mini-
mum shareholding of 10 % required). Moreover,
the withholding tax can be reduced to a lower
percentage or be avoided/reclaimed according to
a respective double tax treaty. However, in these
cases the foreign shareholding corporation needs
sufficient substance to be able to benefit from
such favorable rules (see F.V.2.).

b) Trade Tax (GewStG)

A corporate entity is also subject to German
municipal trade tax, as it always generates busi-
ness income. Businesses which do not have their
registered office or place of management in Ger-
many but gain income which is allocated to a
German permanent establishment are also sub-
ject to a municipal trade tax at a rate of 7 % to
17.2 % (average rate approx. 14 %), depending
on the location of the permanent establishment.

For dividend income and capital gains from the
disposal of shares held in another corporation,
Germany offers tax-exemption for trade tax pur-
poses by excluding this income from the trade
income, this results in an effective tax burden of
only approx. 1.5 % for this income (Schachtelpri-
vileg). However, the exemption of dividends for
trade tax purposes requires a minimum share-
holding of 15 % at the beginning of the fiscal year.

The overall combined tax rate for corporations is
approx. 29.8 % for corporate income tax and
trade tax.

2. Taxation of Partnerships

a) Taxation of Income (EStG)

German partnerships are the GbR (unincorpo-
rated civil law association), the OHG (general
partnership) and the KG (limited partnership). All
assets, liabilities and income of a partnership with
regard to taxes are allocated to the partners in
proportion to their partnership interest (transpa-
rency of the partnership). However, the possibility
of offsetting losses generated by a KG at the level
of a limited partner is generally restricted to the
amount of the respective committed equity.

Partnerships can either obtain business income or
conduct private asset management. For business
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income, the general rules apply; every income
related to the business is qualified as business
income. Partnerships that solely conduct private
asset management (generating interest, dividend
income, lease income and capital gains) do not
gain business income, except from a partnership
that generates deemed business income due to
its structure (general partner is a corporation and
no managing limited partner).

Exemptions are made for the taxation of dividend
income and capital gains. Dividend income and
capital gains resulting from a disposal of shares in
a corporation are 40 % tax-exempt and 40 % of
related costs are non-deductible (Teileinkliinfte-
verfahren). Interest income is not tax-exempt and
related costs are fully deductible.

The tax rate for partners is equivalent to the tax
rates for individuals (see F.111.1.).

b) Trade Tax (GewStG)

If a partnership conducts business activities, the
entire income of the partnership is qualified as
business income (i.e. also the income from non-
commercial activities) and is thus subject to trade
tax. The trade tax burden can basically be offset
to a large extent with the personal income tax
liability of an individual partner in proportion to its
equity interest in the partnership.

3. Anti-avoidance Rules/CFCs (AStG)

In order to prevent the misuse of legal forms, the
use of proxies, tax havens and treaty shopping,
Germany has passed the foreign transaction tax
act. Basically, the act gives tax authorities the
right to ignore abusive and artificial circums-
tances, which would lead to an untaxed constella-
tion.

lll. Taxation of Individuals

1. Unlimited Tax Liability

An individual with its residence or customary
place of abode in Germany is subject to unlimited
income taxation, meaning the worldwide income
is taxed in Germany, supplemented by a “surplus
charge”. Taxable events are exclusively enume-
rated in the German income tax act, e.g. income
of business, rental income, income from personal
services (self-employed or employed), certain
other taxable events listed in the act, and capital
income.

Income of individuals generated personally is
currently (2011) taxed at a rate starting at 14.0 %
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(taxable income from EUR 8,005 to EUR 13,469)
and proportionally increasing up to 23.97 % (tax-
able income from EUR 13,470 to EUR 52,881).
The marginal rate for taxable income from
EUR 52,882 to EUR 250,400 is 42.0 %; for taxa-
ble income of more than EUR 250,400 it is
45.0 %. A surplus charge of 5.5 % is added to the
respective tax rate.

For certain categories of interest income, dividend
income and capital gains a flat tax rate of 26.4 %
(including surplus charge) applies (Abgel-
tungsteuer — “definite” tax). Expenses and costs
effectively connected with such capital gain are
not deductible from the flat rate tax base. Flat rate
taxation is not applicable but standard taxation
applies in the following circumstances:

» The financial assets generate business in-
come and are thus qualified as business as-
sets.

> With respect to interest income: the borrower
is a corporation and the lender holds at least a
10 % shareholding or is a related party of the
borrowing corporation.

» With respect to capital gains: the shareholder
has a shareholding in a corporation of at least
1 %.

The taxpayer can opt for standard taxation in-
stead of flat rate taxation concerning dividend
income in cases of

» a shareholding of at least 25 % or

» a shareholding of at least 1 % and employ-
ment by the corporation (typical MBO struc-
ture).

2. Trade Tax

Business income of an individual (sole proprietor-
ship) is subject to trade tax; however, the trade
tax burden can largely be offset from the personal
income tax liability.

3. Limited Tax Liability

If an individual is not subject to unlimited taxation
i.e. has no residence or place of abode in Germa-
ny, but has income from a German source, he is
usually taxed in Germany because of his limited
tax liability. The following list specifies the types of
taxable events regarding limited tax liability:

» business income to the extent the business
activities can be allocated to a domestic per-
manent establishment or a permanent agent
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» rental income from domestic real estate

» (if not already included in business income)
capital gains resulting from the disposal of do-
mestic real estate, except if the real estate
does not qualify as a business asset and was
held by an individual or non-business partner-
ship for more than ten years

» income from personal services which are
utilized in Germany and provided by individu-
als (self-employed or employed) or entities

» capital gains resulting from the disposal of
shares in a German corporation (minimum
shareholding of 1 % at one point in time within
the last five years required)

» dividends and liquidation proceeds received
from German corporations

» performance-related interest income paid by
German debtors and capital gains derived from
the disposal of such instruments

» certain other (non-performance-related) inter-
est income (including capital gains) if the debt
instrument is registered in Germany or secured
by domestic real estate.

Sometimes double taxation is the result of such a
constellation. The solution for this problem will be
described in the section dealing with double taxa-
tion (see F.V.2.).

IV. Indirect Taxes

1. German Real Estate Transfer Tax

(GrEStG)

a) Direct Acquisition of Real Estate

The direct acquisition of real estate (and certain
rights in real estate, e.g. heritable building rights)
located in Germany is subject to real estate trans-
fer tax. Real estate transfer tax is already trig-
gered by the legally binding agreement between
the seller and the acquirer to transfer title of the
real estate (i.e. the sale and purchase agreement,
(see B.1I1.4.).

In case of an asset deal, the seller as well as the
acquirer owes the real estate transfer tax; in prac-
tice the parties usually contractually agree with
each other that only the acquirer shall bear the
real estate transfer tax.

b) Acquisition of Shares in a Real Estate
Holding Company

Real estate transfer tax also becomes due if 95 %
or more of the shares in a real estate holding
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entity (corporation or partnership) are held in "one
hand" e.g. obtained directly and/or indirectly by
one acquirer or by controlling and dependent
entities or by dependent entities only (tax group
for real estate transfer tax purposes). However,
partnership interests are counted by the number
of partners and not by the percentage of equity
interests held by the partners.

Shares in a real estate holding entity that are
indirectly owned via an interposed corporation can
only be allocated to an acquirer if the latter holds
95 % or more of the shares in the interposed
corporation (indirect investment).

If more than 95 % of the shares in a real estate
holding entity are acquired by one acquirer, such
acquirer is liable for real estate transfer tax.

Depending on the circumstances, a share deal of
a real estate holding corporation may be struc-
tured specifically to avoid the triggering of real
estate transfer tax. For example, this could be
achieved through an interposed partnership and a
third party minority investor in the partnership.

c) Acquisition of Interests in a Real Estate
Holding Partnership

Furthermore, real estate transfer tax becomes due
if 95 % or more of the equity interests in a real
estate holding partnership are transferred directly
and/or indirectly to new partners within a five year
period. For purposes of this rule, partnership
interests are counted by the percentage of equity
interests held by the transferring partner. In the
case of an entity holding an equity interest in a
partnership, this equity interest is deemed to be
transferred to a new partner if 95 % or more of the
shares in the entity are acquired by new share-
holders (indirect investment).

The real estate holding partnership is liable for
real estate transfer tax.

A share deal of a real estate holding partnership
may be structured without triggering real estate
transfer tax by a deferred transfer of a minimum
partnership interest of at least 5 %.

d) Tax Rates and Tax Bases

Generally, real estate transfer tax is levied at a
rate of 3.5 % - 5 % on the tax base, depending on
the location of the real estate. In case of a sale
and purchase agreement, the tax base is the
agreed consideration, i.e. the purchase price. Any
part of the purchase price paid for buildings is
included in the tax base.
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The base for real estate transfer tax levied on
taxable transfers relating to real estate holding
companies is a certain tax value of the real estate
as determined according to the Tax Valuation Act.
The tax value is usually lower than the fair market
value of the real estate.

e) Acquisition Cost

For income tax/corporate income tax and trade
tax purposes, real estate transfer tax is treated as
part of the acquisition costs of the acquired assets
and must be capitalized. Like other capitalized
acquisition costs, real estate transfer tax is amor-
tized over the standardized life of the buildings to
the extent that the tax is allocable to buildings that
qualify for depreciation and not to land.

2. German Value Added Tax (UStG)

The German value added tax is a transaction tax.
The delivery and supply of goods and services are
subject to such tax. The value added tax conforms
to the Council Directive 2006/112/EC on the
common system on value added tax, therefore
there are no German specifics concerning this
system.

The applicable rate in Germany for value added
tax is 19 %, although a reduced rate of 7 % ap-
plies to certain privileged basic products (such as
food and books), while other transactions are
value added tax-exempt (such as transfer of
shares or transfer of real estate) or non-taxable
(such as the transfer of an entire business unit via
an asset deal). Input value added tax on purchas-
es is generally refundable if and to the extent that
it is not related to non-taxable or certain tax-
exempt turnover. Exports are tax-exempt, whe-
reas input value added tax related to such trans-
actions can still be claimed by the entrepreneur.

V. Discussion of Exclusive Tax Problems
1. Acquisition of a Business

a) Basic Considerations

There are generally two possibilities with regard to
the acquisition of a business:

» the purchase of (all) targets’ assets (asset
deal) or

» the purchase of the shares in the target (share
deal).

The question of share deal versus asset deal has
to be determined by taking all interests of both
sellers and purchasers into consideration. There-
fore, the identification of an appropriate transac-
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tion structure is certainly a challenge. However,
usually even more challenging is the design and
implementation of an optimized acquisition struc-
ture that takes into account the annual tax burden
for the purchaser, as well as appropriate taxation
of a subsequent exit.

From the purchaser’s point of view, the following
aspects regarding taxation are crucial:

» tax-effective depreciation of the purchase price
(step-up)

» efficient exit taxation

» utilization of loss carry forwards of the target

» deductibility of interest expenses for acquisi-
tion debt from the tax base of the target

» minimization of transaction costs (real estate
transfer tax).

b) Asset Deal/Share Deal of Partnership
Interests

aa) Asset Deal

The acquisition of a business by a German acqui-
sition vehicle via an asset deal is mostly more
advantageous for the purchaser with respect to
current taxation than a share deal. The purchaser
can directly convert the purchase price into a tax-
efficient depreciation (step-up) to the extent the
assets are depreciable. The purchase price is
allocate ed to the acquired assets which are en-
tered in the balance sheet as of the acquisition
date at their fair market value, including goodwill —
if any — and is amortized over the useful lifetime
(goodwill: 15 years) of the assets: However, land
can be written off only to the extent that the fair
market value is permanently lower than the pur-
chase price.

bb) Acquisition of Partnership Interests

With regard to taxes, the acquisition of a partner-
ship interest (see B.II.3.) is basically equal to the
acquisition of the assets from a seller. The same
tax principles apply to the acquisition of partner-
ship interests as the entity is transparent for tax
purposes.

The acquisition of partnership interests permits
the inclusion of certain investors’ expenses in the
tax calculation of the partnership income, e.g.
interest expenses that arise from the acquisition
financing on the partner level. From a German tax
point of view, such interest expenses are allocable
to the partnership. In the foreign partner’s jurisdic-
tion, however, such interest expenses might be
allocated to the business on the partner level and
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thus provide for a “double dip” of the interest
expenses in Germany, as well as in the foreign
investors’ jurisdiction. However, case law and tax
authorities challenge such structures under cer-
tain circumstances.

cc) Exit Scenarios

An exit from a German business investment is
subject to income tax/corporate income tax at
seller level and, in most cases, is also subject to
trade tax. For individuals selling an entire busi-
ness or partnership interest, tax relief (lower in-
come tax rate) may apply if certain requirements
are met. Trade tax is not triggered if

» an individual or a partnership disposes of its
entire assets or a separate business unit (the
sale of the business by a corporation is subject
to trade tax);

» an individual disposes of its entire partnership
interest.

Due to the tax impact for the seller upon exit
(taxation at full tax rate), an asset deal is often
disadvantageous when compared to a share deal
and investments are thus more likely to be trans-
ferred by way of a share deal than by an asset
deal.

With respect to a tax-efficient exit from an invest-
ment in a partnership, a tax-neutral conversion of
the partnership into a corporation might be favor-
able; however, to take full advantage of a subse-
quent transfer of shares in a corporation, a “cool-
ing off’ holding period of seven years must be
taken into account.

c) Share Deal of a Corporation

The capital gain resulting from a transfer of shares
in a German corporation is 95 % tax-exempt if the
seller is a corporation and 40 % tax-exempt if the
seller is an individual that holds at least 1 % of the
shares or holds the shares as business assets. If
the seller is a partnership, the taxation for income
tax/corporate income tax purposes takes place on
the partner level and tax exemptions depend on
the status of the partner (individual or corpora-
tion); trade tax becomes due on the partnership
level (if the shares are attributable to a domestic
permanent establishment). However, with respect
to foreign investors, a capital gain might be fully
tax-exempt in Germany according to the respec-
tive double tax treaty (if the shares do not belong
to a domestic permanent establishment). Thus, a
transfer of shares in a corporation is preferable for
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the seller and also for the investor with respect to
a subsequent exit from the investment.

By acquiring shares in a corporation, a step-up of
the assets of the corporation does not take place,
but the shares have to be capitalized at the acqui-
sition costs (no step-up). Shares in a corporation
are not depreciable; an extraordinary write-down
is only possible if the fair market value of the
shares is continuously below the acquisition costs.
Such write-down is 60 % tax-effective only if the
shares are held as business asset by an individual
(or to the extent that an individual is partner in a
business partnership holding the shares) and the
shares belong to German business assets. Oth-
erwise, a write-down is not relevant for tax pur-
poses. Therefore, as result of the share deal, the
purchaser cannot use hidden reserves in the
acquired business assets through depreciation.

As the acquired corporation qualifies as a sepa-
rate taxpayer, additional considerations are re-
quired to match operating profits of the target
corporation with acquisition debt financing costs at
the purchaser level.

d) Loss Carry Forwards (Verlustvortrag)

According to German rules, tax losses in a finan-
cial year can be carried back to the previous year
up to an amount of EUR 511,500 for income
tax/corporate income tax purposes (not for trade
tax purposes) and can further be carried forward
(“loss carry forwards”) without time restrictions
(income tax/corporate income tax/trade tax).
However, the utilization of loss carry forwards is
limited to the “minimum taxation rule”. According
to this rule, a base amount of EUR 1,000,000 loss
carry forward can be utilized annually without
restrictions and in excess thereof only to the
proportion of 40 % of the remaining positive tax
base of the respective financial year.

Such loss carry forwards are of value to a legal
entity, if it generates taxable profits in a subse-
quent financial year. However, in the course of a
sale transaction, loss carry forwards usually cease
to exist or will at least be reduced. The most
important rules for a forfeiture of loss carry for-
wards through a change of ownership are as
follows:

» Asset deal: loss carry forwards cannot be
transferred.

» Direct transfer of a partnership interest: trade
tax loss carry forwards at the partnership level
will be forfeited in proportion to the transferred
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percentage of the partnership equity interests.
If partnership interests are not all transferred,
the remaining loss carry forwards can be uti-
lized only to the extent a partner remains in the
partnership (loss carry forwards for trade tax
purpose are “personalized”).

» Transfer of shares in a corporation: If within a
period of five years, more than 25 % and up to
50 % of the corporation’s shares are trans-
ferred to one purchaser, related parties of such
purchaser or a group of purchasers acting in
concert, then the corporation’s loss carry for-
wards (corporate income tax/trade tax) will be
proportionally forfeited. In case such transfer
exceeds the 50 % threshold within five years,
the entire loss carry forwards will be forfeited.
Both rules shall apply, irrespective of a direct
or indirect transfer of the shares in the corpora-
tion.

» The same rules apply to trade tax loss carry
forwards of a partnership which is held by a
corporation in case the shares in the corpora-
tion are (directly or indirectly) transferred.

» Reorganization: For most reorganization pro-
cedures, such as a merger of entities, a spin-
off, a contribution of a business unit in kind, a
change of legal form from a corporation to a
partnership and vice versa, the loss carry for-
wards of the transferred business unit, respec-
tively legal entity, will be forfeited.

There is neither an exemption for companies to be
recapitalized nor for groups. As there are no
special rules for groups, the direct change of
shareholders can be harmful, even if there are no
indirect changes in the structure of the upper level
shareholders. Consequently, restructuring and
reorganization measures within a group might
negatively affect the utilization of loss carry for-
wards.

To avoid this consequence, the seller may realize
hidden reserves before carrying out the transac-
tion by utilizing loss carry forwards and then sell-
ing a business via a share deal with increased tax
book values of the assets. Minimum taxation rules
need to be considered.

A tax-efficient utilization of losses is also possible
by establishing a tax group (see F.V.1.e)). Within
a tax group, profits and losses are taxed at top
entity level and can thus be balanced. However, it
must be taken into consideration that losses of a
tax group entity (subsidiary) incurred before the
time of the group taxation (loss carry forwards
from former financial years) cannot be balanced
with profits within the tax group. Such loss carry
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forwards are “frozen” at subsidiary level as long
as the tax group exists.

e) Acquisition Structures

The deductibility of interest expenses for acquisi-
tion debt financing is a crucial issue in the tax
structuring of acquisitions by means of a share
deal. If the acquisition vehicle is financed with
respect to the purchase price for the acquisition of
the shares of the target entity, bank loans and/or
shareholder loans will be provided in addition to
equity capital of the investor to achieve a leverage
effect. Interest expenses on the acquisition debt
shall be deducted from profits of the operating
target in order to reach a tax base that is as low
as possible in net terms. Generally, a German
acquisition vehicle is implemented to ensure that
both the target entity and the acquisition vehicle
are subject to German taxation. In particular, the
following tax structures are usually recommended:

» Merger: The acquisition vehicle and the target
entity will be merged in a tax-neutral way. As a
result, the interest expenses occur directly at
target level.

> Tax group: Between the acquisition vehicle
and the target, a tax group (Organschaft) will
be established. This requires that — inter alia —
(i) the target entity is a corporation, (ii) the ma-
jority shareholder (acquisition company) is an
individual or partnership conducting business
activities or a corporation and (iii) a profit and
loss transfer agreement is concluded for a pe-
riod of at least five years. In a tax group, the
taxable profit of the subsidiary (tax unity corpo-
ration) is transferred and taxed at shareholder
level (tax unity parent).

» Target entity is a partnership: The target is a
business partnership or will be transformed in
a tax-neutral way into a partnership (change of
legal form). Interest expenses for debt financ-
ing to acquire the shares of the target partner-
ship are then allocated to the taxable income
of the partnership (see F.V.1.b)). Accordingly,
the interest expenses are part of the tax base
of the target partnership.

f) Interest Deduction (Zinsschranke)

Interest deduction for business income in Germa-
ny is limited by thin capitalization rules, in particu-
lar from 2008 onwards, by the so-called “interest
barrier’.
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As a general rule, the net interest expenses (after
balancing of interest income) are deductible in the
financial year of expenditure only up to 30 % of
the company’s tax accounting-based EBITDA
(earnings before interest, tax, depreciation and
amortization).

Non-deductible interest expenses are carried
forward to subsequent financial years and can
only be deducted within the limits of the interest
barrier rule. The interest carry forwards will be
forfeited according to the rules for a forfeiture of
tax loss carry forwards (see F.III.1.).

The interest barrier is not applicable if

» the net interest expenses (excess of interest
expenses over interest income of a financial
year) of a business unit are less than
EUR 3,000,000 (threshold), or

» the business unit (whereby a tax group quali-
fies as one single business unit, despite the
fact that separate legal entities are included) is
not (or only partially) consolidated in the con-
solidated financial statements of a group
(IFRS, German GAAP, other EU-GAAP or
even US-GAAP can be applied), or

» the business unit is fully consolidated in the
consolidated financial statements of a group,
but the equity ratio of the business unit on a
stand-alone basis is not lower than 1 % of the
equity ratio of the group in the consolidated fi-
nancial statements (certain tax-related adjust-
ments of GAAP to tax equity must be consi-
dered).

With respect to a corporation or a partnership
subsidiary of a corporation, the last two exemp-
tions above only apply if no harmful shareholder
financing is in place. The financing of a stand-
alone business entity is harmful if a shareholder
with more than 25 % shareholding, a related party
of such shareholder or a third party (e.g. bank)
with recourse (back-to-back financing) to such
shareholder or related party grants loans to the
entity and the interest for these loans exceeds
10 % of the net interest expenses of the entity.
Concerning a group entity, financing is harmful if a
non-consolidated but more than 25 % shareholder
of any group entity, or a related party or a bank
with recourse to such shareholder or related party
grants loans to any (domestic or foreign) entity
belonging to the group and the interest for these
loans exceeds 10 % of the net interest expenses
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of this specific entity.

From a practical point of view, the requirements
for an escape are difficult to meet and careful tax
planning is recommended.

To the extent that interest expenses are deducti-
ble for income tax/corporate income tax purposes,
a 25 % add-back to the trade tax base is applica-
ble.

g) Debt Push-Down to Foreign Subsidies

In some cases, the interest barrier rule might limit
the interest deduction in Germany. In this situa-
tion, one should consider whether a debt push-
down of financing costs to foreign group entities
could be beneficial. This can be achieved by
cross-border intercompany loans, as well as via
distributions and third party debt recapitalization of
the foreign group entities.

2. German Prevention of Double Taxa-
tion

Double taxation in Germany, as well as in a for-
eign jurisdiction, is mitigated by double tax treaties
which are in place with more than 70 countries (bi-
lateral solution). If a double taxation treaty does
not apply, Germany allows crediting of foreign
taxes paid abroad in its income tax return (unila-
teral solution). If a double taxation treaty exists,
business income and rental income is usually
taxed in the jurisdiction in which the permanent
establishment or real estate is located; capital
income (interest, dividends and capital gains from
the disposal of financial assets) is generally taxed
in the jurisdiction of the foreign investor's resi-
dence. In some cases of capital income, Germany
has the right to levy withholding tax.

Since income from dividends is of great impor-
tance for investors, in the following emphasis will
be placed on the rules applying to them.

a) Dividends

aa) General Rule: Withholding Tax

Dividends distributed by a German corporation
are generally subject to 26.4 % withholding tax,
which is creditable to the German income
tax/corporate income tax liability of the sharehold-
er. The withholding tax rate is reduced to 15.8 %
for foreign corporations receiving dividends if the
three tests described under bb) are fulfilled. Fur-
thermore, most double tax treaties provide that (i)
such dividend income is subject to taxation in the
jurisdiction of the shareholder's residence only
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and (ii) the withholding tax is limited to a lower
rate of typically 15 % or (iii) the withholding tax is
even reduced to 0 % if certain conditions are met
(basically, the shareholder must be a foreign
corporation holding a certain minimum sharehold-
ing in the German corporation). Moreover, with-
holding tax does not occur if the shareholder is a
non-domestic EU-based corporation with a mini-
mum shareholding of 10 %.

bb) Treaty Shopping

According to the 2007 Tax Act enacted by the
German parliament, withholding tax still applies at
the full rate if the shareholding corporation does
not have sufficient substance (treaty override).
Under these German anti-treaty-/anti-directive-
shopping rules, a foreign shareholder of a Ger-
man corporation will not be entitled to a reduced
or zero percentage withholding tax rate upon
receiving a dividend distribution, if and to the
extent that the foreign shareholder itself is owned
by shareholders who would not be entitled to a
corresponding benefit under a tax treaty or the EU
directive if they would receive the dividend directly
and if, in addition to this, one of the following three
tests applies:

» Business purpose test: There is no material
economic or other relevant non-tax-related
reason for interposing the foreign direct share-
holding entity.

» Gross receipts test: Not at least 10 % of the
direct shareholders’ aggregate gross revenue
for the relevant financial year is generated
from their own economic activities. Dividends
usually do not qualify as their own income, ex-
cept when the shareholding company is an ac-
tive holding (involved in the business of the
subsidiaries).

» Substance test: The foreign company does not
have its own adequate business substance to
engage in its trade or business.

According to these rules, foreign direct sharehold-
ers who solely perform “pure” asset management
or whose business activities are conducted by
related or third parties can generally not take
advantage of withholding tax relief in Germany.

The restrictions do not apply to a direct foreign
shareholding corporation whose shares are pub-
licly traded or that qualifies as an investment fund.

In order to take advantage of the withholding tax

relief, the substance and activities of the foreign
shareholder require careful consideration.
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b) Transfer Pricing

aa) General Aspects

Transfer pricing in the following refers to the pric-
ing of transactions (tangible and intangible assets,
services, funds, etc.) between affiliated compa-
nies or related parties across national boundaries.
The valuation of such a transfer is of special
interest for tax purposes, since the affiliated com-
panies or related parties are separately subject to
taxation in different jurisdictions. In cases of such
transactions, the typical market mechanisms that
establish prices at arm’s length between third
parties may not apply.

bb) Arm’s Length Principle

Hence, according to the arm’s length principle,
transfer pricing methods have become the ac-
cepted approach in dealing with cross-border
intercompany transactions. The arm’s length
principle requires that consideration for any inter-
company transaction shall conform to the level
that would have applied had the transaction taken
place between unrelated (third) parties under
similar conditions. However, different countries
may accept different methods (e.g. “comparable
uncontrolled price method”, “resale price method”,
“cost plus method” or “profit split method’) of
calculating appropriate transfer prices.

If and to the extent that the arm’s length principle
is not met with respect to (national as well as
international) transactions, the tax base of the
respective German entity might be adjusted (at
the latest in the course of a tax audit) resulting in
an additional income tax/corporate income
tax/trade tax burden (adjusted tax base) and
additional withholding taxes (hidden profit distribu-
tions), as the case may be. Moreover, penalty
charges may result.

German tax authorities basically accept the most
common intercompany transfer pricing standards,
in particular the comparable uncontrolled price
method, resale price method and cost plus me-
thod.

cc) Latent Restrictions

In 2008, significant changes to Germany’s transfer
pricing legislation were introduced: A “relocation
of functions” will be deemed to have taken place
when a function performed by one entity is trans-
ferred cross-border to another group entity, even if
the transfer is partial or temporary. In this context,
“functions” are defined as the aggregation of
similar operational tasks, including corresponding
opportunities and risks, executed by certain de-
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partments of the enterprise. Moreover, the term
“relocation of functions” also includes the duplica-
tion of functions. Under certain conditions, an
appropriate transfer price will be established
based on the supplier's minimum price and the
recipient’'s maximum price.

dd) Transfer Pricing Documentation

German tax law requires that the taxpayer main-
tains proper transfer pricing documentation in
cases of intercompany cross-border transactions
with regard to the type and content of his business
relationships with related parties, including details
on the calculation of transfer prices. For material
business transactions, the entity must fulfill the
documentation requirements in a timely manner (6
months after the end of the financial year), in
other cases upon request by the tax authorities
only. If no or insufficient documentation is availa-
ble, the tax authorities are authorized to assume
(estimate) a higher tax base at the German enti-
ty’s level and, in addition, penalty payments will
be assessed.

3. Taxation of German Real Estate In-
vestment Trusts (REIT)

As in many other countries, the establishment of
real estate investment trusts is now also available
in Germany. The German Real Estate Investment
Trusts Act of 2007 created significant opportuni-
ties for real estate holding entities and investors in
German real estate. Real estate investment trusts
are real estate holding companies in the legal
form of an AG listed on a stock exchange. The
business purpose of a real estate investment trust
is limited to acquiring, holding, managing by rent-
ing out and leasing, and selling real estate (or
rights of use of real estate), and acquiring, hold-
ing, managing, and selling shares in real estate
business partnerships. Sale-and-lease-back struc-
tures are also permitted.

Income of real estate investment trusts is exempt
from income tax/corporate income tax at the entity
level if certain requirements are met (such as a
minimum free float rate of 15 % (25 % at the time
of listing), maximum individual shareholder partic-
ipation of 10 %, minimum profit distribution of
90 %). However, distributions of a real estate
investment trust are fully subject to taxation on the
investor level (without tax exemptions) and trigger
withholding tax of 26.4 %.
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G. Management

I. Conflicts of Interest within M&A
Transactions

Whatever a manager does, whether he abstains
from an action or tolerates certain measures, he
or she must exercise due care. Managers must
identify and weigh pros and cons and balance
conflicting interests. In this area, German law
differs from general Anglo-American legal prin-
ciples and practice in a distinct way. Shareholder
primacy does not exist as a rule of law — the man-
ager of a company may not take only the interests
of the company’s shareholders into account.
Rather, as the target’s manager is responsible to
the target itself, he must consider the legitimate
interests of the target and of all its shareholders
(i.e. not only the interests of the shareholders) —
that is employees, creditors and the general pub-
lic. Even in public tender offer situations (see
C.V.), the managers of the target company are
arguably not strictly obliged to act like auctioneers
to achieve the highest price possible for the
shareholders. Managers have broad discretion
and this discretion is protected by the business
judgment rule. As long as the managers decide on
an entrepreneurial issue and can reasonably
assume that, based on an appropriate basis of
information, they are acting in the best interests of
the company, the judge will not second-guess the
managerial conclusion. However, a judge would
consider whether a manager lawfully determined
the best interests of the company, i.e. whether the
interests of all corporate constituencies were
taken into account and that the manager was not
erroneously driven only by shareholder interests
(or worse, by his or her own interests as a present
or future participation holder).

From the perspective of the managers, M&A
transactions often entail the loss of a lucrative
position, either by being laid off or by being forced
to work under worse conditions. This “end game”
situation induces managers to evaluate alternative
employment scenarios and give up some of their
loyalty to the target company. Eventually, this shift
of loyalty may even result in an obstruction of the
entire transaction. For this reason, members of
management can often be regarded as the “third
party” of the transaction. From the perspective of
the remaining parties, it seems reasonable to
contract for the management’s loyalty.

Il. Management Incentives

1. Transaction Bonuses by Target Com-
pany

In an M&A transaction, the management of the



3)\.&“ — C

Management

i seaniyy (AS,a0 & 5) £ al xe sl e
i B s e Gl A Gl o L sl
an gy sUIS) sad 5 E el e caem il
Glo sl sad 885 (Jeall 58 olguil) @MY e e
Gisha Slad) o aaiad 8 JalS ISy 5 i (el
e slaally 5 S5 dlac) Jia o il 5 zadll dibia b Lime
s dendl 3 Gl lgal¥ly clill) 48 e i
s Y (e Wle Jiad) & callads g ylaY) Jaaill
Gy Cua "olaa " gl "oy Gudaa sliac sales”
3 of @lll et o — DAY 13 8 — s Y e
DD G Aaaa g (e o S5 @i A ple e cad
Ailae Y ogan B 50 ALl Aalall Gl ) slgiayl
s imall (5 sidall aa dayall pen) ol A& 3 Jiial)
Ao A sl ol e Antlll Ad gl jaai M

3 latiall slakd)

A,al Laas G cliball alile o8 o s
Alsy el 138 claly ae dauliie ale 4a sy dik ol
Lasd lalSall oda daiad @l e e 5 ddagiuall A< L0
Jas gl e Lo (ai 13 (58 358 il e
Al Sl 038 Mo maay sl Gulu) 138 (s
olad el o il 13 sl a\‘a...u a4l gl 4 )Mn aa
Cdne tha gall (e oy sl aliiddl 1Y ) AN

Aglie Glika o J pasll 4,80 ol Jeall

) 38 e dliial) clilsa -2
Sl sl o a5 Al (5 LI uladll sy
5 4aY) Gulae el 8lSa s gty Gt e Y sise
e 218 mie aplusd) g daaly cVla @l e a5
leiiny Ll CadY) caus b)) (udae elacd
s oY Tl A58 Jlel Laud daualy (s padl
Lo (3l il gl 580 8 (e 5 53bae iad Y il )
i laiY) ae by "l ol ST — ole an gy —
0o Sadl) 3 A o3 il elaY Adleial) dpnluY)
Caylall Calaaly i le Jleed jpadl s slilas
leaiey ) Bl 3am IA1 exil gdl) andy o3 Ul
g;.\l..aﬁ\.“ _)jkl.d\ %) ;\_)aﬂ\j GA_\“ PETION u.Aua ?AL.MJ\
Gial @l 5 aalisall 038 dalias IS padll dalias ge
Ay aa S Jaadl 1) Lo AS Al Ay jlas sails e
Qe 50 il Gl Gl mie ol | jeicse
Qlld o Viae gay 4l ¥) AL e Yy cliaal)
Y o o sl sda e gl (ulaall 488 5

e

target company is typically granted a bonus upon
exit. The amount of the bonus is between one and
two annual gross salaries; on occasion it might
increase depending on the achieved purchase
price. The bonus is generally paid upon closing.
The bonus payment might be granted on a fully
discretionary basis or may be dependent on the
achievement of certain steps in an M&A transac-
tion, e.g. establishment of an info memorandum
and data room, preparation of due diligence or
management presentations. In return, the man-
agement is often asked to deliver a “directors
certificate” or “warranty deed’. In such declaration,
management has to guarantee the seller that the
management is not aware of any facts which are
incorrectly stated in the vendor due diligence
reports or which would lead to a breach of repre-
sentation in the share purchase agreement with
the potential purchaser. The liability under such
certificate might be limited to the anticipated bo-
nus payment.

In general, transaction bonuses paid by the em-
ploying company must be in appropriate propor-
tion to the duties of such manager and the target
company’s condition. Moreover, these bonuses
only have a sound legal basis if they are stipu-
lated in the employment agreement in advance.
Without such contractual basis, the bonus pay-
ments are only justified if they are paid in the
interest of the company. This is deemed to be the
case if, by receiving the bonus, the manager is
bound to the company or if the recipient or other
employees are incentivized to work for the com-
pany to achieve similar bonus payments.

2. Transaction Bonuses by Seller

Under German law, the supervisory board of a
company is responsible for the appointment,
revocation and compensation of members of the
management board. Nevertheless, there are
situations in which a shareholder intends to grant
financial benefits to members of the management
board in accordance with milestones to be
achieved by the managers with respect to the
company’s conduct of business. Due to the fact
that such benefits are not directly granted by the
employing company, they are generally called
“third party bonuses‘. The performance-related
milestones of these bonuses enable the alignment
of the manager's conduct of business with the
objectives of the third party providing the benefits.
Therefore, from an economic point of view, bo-
nuses granted by a shareholder within an M&A
transaction coincide with the manager’s interest,
as well as the interest of the relevant shareholder,
to achieve a high enterprise value for the compa-
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ny. However, it is disputed whether it is permissi-
ble under German law for a third party to grant
transaction bonuses to the management instead
of the company. It seems reasonable to demand
approval by the supervisory board or at least
require that it be informed.

3. Incentives within Public Tender Offers

In public tender offer situations (see C.V.) a man-
ager’s remuneration shall also be in an appropri-
ate relationship to the duties of such manager and
the target company’s condition. Transaction bo-
nuses by the seller to the management arguably
require approval by the AGs supervisory board or
that the board must be informed of such meas-
ures. A bidder might be inclined to offer or grant
benefits to managers, only for the purpose of
winning the management’s favor in order to gain
ground in competitions among several bidders.
Without good reason, the acceptance of these
benefits is a violation of the manager’s fiduciary
duty owed to the target company and is therefore
invalid pursuant to the German Takeover Act.
Certain benefits, however, are allowed, provided
they are “justified”. While the exact meaning of
“justification” in this context remains rather vague,
it is acknowledged that benefits allowing for the
continuation of the management’s services can be
permissible.

In public tender offer situations, the management
is obliged to make a statement on the offer to the
target company’s shareholders. If an incentive
causes a conflict of interest for the management,
it seems reasonable to ask this manager either
not to join the management’s statement or to
explain the nature of the conflict and to hire an
expert witness. Moreover, the bidder has to state
in his bidding documents details of any monetary
or cash equivalent benefits for the management or
the supervisory board, even if the benefits might
be justified under the aforementioned terms.

4. Taxation and Social Security Contri-
bution of Transaction Bonuses

Bonus payments are fully taxable as ordinary
income at the manager’s individual tax rate (the
maximum tax rate amounts to 45 % plus church
taxes and surplus charge). Provided that manag-
ers are above the maximum limits by virtue of
their ordinary income, no social security contribu-
tions should arise with respect to these arrange-
ments (maximum limits are currently EUR 49,950
and EUR 66,600 increasing to EUR 50,850 and
EUR 67,200 in 2012 for the Western part of Ger-
many).
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lll. Management Participation

A private equity investor aims at aligning its own
and concurrent interests of the management with
the interests of the target company. For this rea-
son, the implementation of an up-to-date Man-
agement Equity Program (MEP) is of utmost
importance in management buyouts and became
a conditio sine qua non. For this reason, the fol-
lowing principles address investments of private
equity investors in particular. Nevertheless, if
strategic investors implement management partic-
ipation programs, in general these participations
follow similar rules and, to a certain extent, the
following policies can be applied accordingly.

1. Structuring

a) Participation Ratios and Amounts

Management will typically invest alongside the
investor by way of an interposed trust vehicle or
partnership in the acquisition vehicle. The quote
depends upon the type and size of the deal and
might vary from 3 % to 25 %. 1% line managers
are requested to invest one to two gross annual
salaries in addition to any potential transaction
bonuses. 2" line managers are allowed but not
requested to invest between EUR 10,000 and
EUR 100,000, also depending on the size of the
deal and on the investment amount available to
the management. In a secondary transaction,
management is asked to reinvest at least 50 %
net of taxes of their sales proceeds.

In a typical investment scenario, management
could expect a money multiple of 10 and an envy
ratio of 3. Money multiple means that manage-
ment shall be able to receive 10 times their in-
vested money if the business plan for the next 5
years is met and the company is sold on the same
multiple as the entry multiple. Envy ratio is the
ratio between the money multiple anticipated for
the management and the one for the investor.

The envy ratio is accomplished by leveraging the
acquisition of those shares that are acquired by
the management. This leverage effect can either
be achieved by a disproportionate subscription of
shareholder loans or preference shares or a non-
recourse loan for the managers.

b) Shareholder Agreement

The rights and obligations of the managers and
the investor are stipulated in a shareholders or co-
investment agreement. Such agreement includes
— inter alia — provisions on the exit and the so-
called leaver scheme. In case of an exit, man-

70



3)\.&“ — C

Management

i Adia 4 Aua e (e agaial Glldg Magudl dles
Com 1Sally Sally (Lol ke pensd) Ales (e 42 Y
A8 13 Lpagd A & il mal el o 300 G3ay
@l Gsin") LS Sl Lia deend g JWl el
O aged) Alan e ABY) 3 ea Alea ol — " i)
A,al auly led ) 4 dad Al By ¢3S a
JSel) Balaias) (AESY) 35hn) 5,aY) Bsia Ales (Say
(ool Aad Gl e das )8 Giob Ge (&) e dlanl Y
o e @i 2 s AV i S A s s
il e ol kY1 iy 8 @l o tel il Al
Aol ALl

AN il g e - (s

Oo by o) Aalall Sl Bia (B il galaig
Sie jud vie ol 5a) degnd JEs an il padl
e pmaS ol dee G ve 5l (b
Sl ye Gad Sl ddagiual A8 AN 5ol Qi Byl
adiys ol Opaall iy 85 (Lo (a eaiall GV e
VL o3 Gigan wie (aall Ba) Angd o) 8 (UL
s daing Gillal) IS 8 g ¢(lal) (ABle Y o sall i)
Op GRY) Sy Gl d Ala ool Lyl sale)
Jaall daadlall s gall i) samll 5 o) Y
ol Ve (s Gl ) die b (gl
Ji e ) die G cagal ) ol ddllie Jie) A
aal) 48,80 ¢ i Wl 8 (8 Gl dida sl A8,
Al Alalal) 4 gl Aaill T glosa o)yl sale) a5
odiall ¥l Ll cliliaiay) Agas cas dag
Lol go JB 8 L o Jsanll paall (3agd 45l
pen) uadi M8 cianan o)y a5 Aslall 4 sud)
Jia) Aagiusall A, sl i (Lasive %25 i) a3 )
hlpally S JE ml dese alal Sl
o)l sale) yras dlaw oy 5 (all 2l Gax/EDlay)
in Aol Jag 3 5 el AN Ba A jlee dic
AL e g soad) dulee ol

Clde 5 oY) A8 lhe it B Gl L) ALYy
(5« 2.5 el Juall s oy o Slia) 30um ;Y1 2003
G (Lsin %25 Se) Al Sl e Clge

il el eaa

L paall il gl -2

— S aa - Gl s lay) 8 ss Al JSam
IS Akl Jin (pgend S8 8 Cpalalad) S ag)

71

agement is obliged to co-sell its shares with the
investor (“drag-along right”) and vice versa: Man-
agement is entitled to request to co-sell its shares
if the financial sponsor partially or in total sells its
shares (“tag-along right”). In case of corporate
actions, the rights of the management (subscrip-
tion rights, retention of the capital structure, etc.)
can be protected by anti-dilution clauses. The
allocation of any exit proceeds follows the alloca-
tion of the shareholding in the acquisition vehicle.
However, alternative liquidation preferences can
be agreed upon by the parties.

c) Leaver Scenarios

Upon termination of the manager’'s employment
contract or upon the manager's cessation as
managing director with the target company, as
well as under other specifically stipulated circums-
tances, the private equity investor can request the
respective manager to sell and transfer his shares
(call option). The manager, respectively his heirs,
might request upon the occurrence of certain
events (e.g. death, disability, retirement) the ac-
quisition of his shares (put option). In both cases,
the repurchase price depends on the specific
termination event. Parties distinguish between
good leaver cases (e.g. death, invalidity, occupa-
tional disability, manager’s termination for good
cause) and bad leaver cases (e.g. manager’s
breach of duty, termination of manager’s contract
by the employing company for good cause). In
good leaver cases, the repurchase price is equal
to current fair market value of his shares, subject
to vesting schedules. In bad leaver cases the
manager is only entitled to the lower of the fair
market value and his acquisition costs for his
shares. Vesting of the shares might be subject to
time (e.g. 25 % p.a.) or performance of the target
company (e.g. achievement of certain EBIT-
DA/free cash flow targets). Payment of the repur-
chase price might be made upon exercise of the
respective option or deferred until the occurrence
of an exit.

In addition, the management’s participation might
be subject to money-multiple hurdles (e.g. 2.5
times the invested money) or internal rate-of-
return hurdles (e.g. 25 % p.a.) set by the financial
sponsors (ratchet).

2. Tax Aspects

Structuring of management incentives in Germany
is, to a considerable extent, tax-driven: stock
option schemes are taxed like bonus schemes,
i.e. the gain recognized by management upon exit
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is fully taxable as ordinary income. In contrast,
MEPs can be structured in order to generate
favorable capital gains for managers.

For shares acquired prior to 1 January 2009, the
former tax regime applies. If a manager holds less
than 1 % of the stated share capital of the compa-
ny, the shares can be sold free of taxes after a
holding period of at least 12 months. For shares
acquired after 1 January 2009, the new capital
gains flat tax of 25 % (plus church taxes and
surplus surcharge) applies if the shareholding is
less than 1 %. If the shareholding is above 1 %,
the capital gain is subject to the partial income
procedure (Teileinkiinfteverfahren), i.e. only 60 %
of the gain is subject to the personal tax rate (plus
church taxes and solidarity surcharge).

The acquisition of shares below fair market value
will trigger fully taxable ordinary income. The
same applies to the whole MEP gain, if the bene-
ficial ownership in the acquired shares is denied
by the tax authorities due to intensive restrictions
of shareholder rights of managers, e.g. vesting,
clawbacks, transfer restrictions.

IV. Personal Obligations and Liability
Risks of Managers in M&A-Scenarios

Managers in M&A transactions have personal
obligations, the breach of which creates personal
liability. This is relevant not only in private equity
situations (with management participations on
either one or both sides), but also between the
target and its managers. Seller's or purchaser’s
managers and their advisors might have their own
obligations and liabilities if they, for example,
cause or induce a breach by the target company’s
managers, or if they otherwise participate in that
violation (which might constitute fraud or another
tort or criminal offence) or because they fail to
detect or disclose the breach.

A manager may breach his obligations by making
disclosures. Any disclosure of a company’s data
or secrets to another person might constitute a
breach of confidentiality. Disclosure to a competi-
tor is certainly a breach and even a financial
sponsor might be, or become, a competitor
through another investee company. Releasing
information may be a breach of third party rights,
such as express or implied confidentiality obliga-
tions to customers, suppliers or employees. Dis-
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closure can also constitute a breach of data pro-
tection laws — either industry-specific ones such
as those in the financial and telecommunication
industries, or general ones such as the Federal
Data Protection Act.

Non-disclosure can also constitute a breach of a
manager’s obligations and expose the manager to
liability. Generally speaking, conflicts of interest
must be disclosed. For instance, direct contact
between management and bidders (or contact in
the absence of the seller's representatives) is
forbidden, even without a special agreement to
this effect, unless it is disclosed to the target and
the seller.



G Gayla L8 -a

Third Party Involvement

Gl ol ) ) -

JiaY) dadlCa Ll Y

Adlial) g8 1

ibale @Ot eliaY S Al g8 amd
o) ol LY oplE)l s ) g
RERRA

Jasd Andliall e 2 58ll pmaliall LY o g6l Jdasy Y
i) Aaiiadl S AN (e AKadS) Ay el sl
Aaaliadl gy IS hay oSl o8 @)
e anl Leany Lehay i A Gl G Andlial
Laalial) LY () (A see BEN) Jpanll 5 J sadl)
lic) S ol oS ol Lslie] o) IS QAN G dudliall
e s ) Agne Jag pd G Alla (A Gladl jBall e
dhugidl GlS,Al Ge OOl (s JUal da
Sl ae Audlie 8 gl Aol Jal e 5 pall
A Al ¥ Gy ) Glall deul s Ay 4l
Ay it A sy sY) A siall dihia & Ay Ll sliey)
Jis sl b 2l ALE e (S5 2 5l mny Glahy Lok

eadind o ey ) ASadl ) (e U 2a g
Adliall Aaaliall LAY aa Cle) ja) AAY Ul
G sinall s aY) Y el sy ALl o o W
e g gai ass O 5 Ayl Glel aY) G ade
e Ll Aailly s 55 slaall Ay Y el oY) ) b
o oY Y aal e Adaidl el
OSaall e ey e Yaig (0sde) 50 1.000.000
daall Al 2 s Gk e Aee il e Al
ey Adlaiall A8l & sad) J1seY) ASja e %10 S
Al all e %100 med ATV (B glatiall  guaal)
dad) gl e alSll b ataalie ) 1ol A s i)
BN

o) cles 48) 40 -2

Al Sial i ol jlSia) 0 55 el Cllee D) e laas
Uil i Ledie 5 el il Gllee JOA o Bl (B
4o e dn dadlh an A Saud) B ASHE o) d e L
gl clilee 48150 Slsla) @il Qllay i o g
I3san AS jidal)l Gl A J)sell AS ja et Als B
el e A8 5e el ja) Gul L a4l Ame
el a3y laaasd Al sl s Ala 8 )5V
Bl AU gy Y s,V dpasially dalal)
Al sall G el ililee 481 5al AulalY) Aigdl o s
A8y allle 8 Ge Liglhe) &5 ) Lalaad
Clita 3 3 Al ale JSy ()5S meal) Cllee
dalat e Lshoa) o () el dlee ) o) pdll 5 manll

H. Third Party Involvement
.  Antitrust Issues

1. Restraints of Competition

German competition law has undergone remarka-
ble changes aimed at moving national law closer
in line with European legislation.

The German Act Against Restraints on Competi-
tion not only covers classical cartels between
competing companies (horizontal agreements) but
also other anti-competitive agreements between
companies which are in a supplier-customer
relationship with one another (vertical agree-
ments). Anti-competitive agreements between
companies are exempted or can be exempted
from the general prohibition if certain conditions
are fulfilled, i.e. specific cooperation facilities of
small or medium-sized enterprises may be permit-
ted in order to equalize disadvantages in competi-
tion with powerful large-scale enterprises. Agree-
ments which do not comply with applicable EC
Block Exemption Regulation may be void alto-
gether or with regard to specific clauses, and are
in any case not enforceable.

Otherwise, there are two possibilities for the au-
thorities to act against anti-competitive agree-
ments. Either the authority imposes an order to
end the conduct objected to in administrative
proceedings or it imposes fines within the frame-
work of administrative offence proceedings. For
so-called regular fines, the maximum is ca.
EUR 1,000,000. Instead, certain violations can
now be punished by a fine of up to 10 % of the an-
nual turnover of the relevant undertaking. De-
pending on its contribution to uncovering the
cartel, a cooperative cartel member can be
granted a reduction of up to 100 % of the fine
imposed.

2. Merger Control

Merger control interdicts the construction of oligo-
polies or monopolies in the market by means of
acquisitions. When a company or a person in-
tends to buy a company in the market in which
they are already involved, they might have to
apply for a merger control procedure if the turno-
ver of the involved companies exceeds certain
thresholds. If the thresholds of the European
Commission Merger Regulation are met, only the
European merger control procedure is applicable
and a notification must not be filed under German
Merger Control. Generally, approval or clearance
by the merger control authorities is a condition
precedent for closing in M&A transactions. A
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merger that is conducted while disregarding the
suspensory obligation or without filing a notifica-
tion, is provisionally invalid until its approval and
the involved companies may be fined.

a) German Merger Control

German merger control will only apply where
certain turnover thresholds are exceeded and the
European Merger Control does not apply. In de-
tail, the combined aggregate worldwide turnover
in the preceding financial year must be higher
than EUR 500,000,000 and at least one company
must have turnover within Germany of more than
EUR 25,000,000 and a further company must
have turnover within Germany of EUR 5,000,000
or more. In this respect, the turnover includes the
amounts derived from sales of products and pro-
vision of services gained by the target and its
affiliated subsidiaries, as well as by the purchaser
and its affiliated companies. If the operations of a
company consist of trade in goods, only 3/4 of the
turnover is taken into account. For companies
operating in the media business (newspapers,
magazines, broadcasting, etc.) 20 times the
amount of the turnover is taken into account. For
financial institutions and insurance companies,
different thresholds are applied according to their
business.

All mergers which have an effect within Germany
are covered by German merger control, regard-
less of where the merger will be accomplished
geographically.

A merger is not subject to control

» if it takes place between one company and
another non-controlled company which had a
worldwide turnover of less than
EUR 10,000,000 (de minimis clause), or

» if a market is concerned in which goods or
commercial services have been offered for at
least five years and each of the product mar-
kets had a sales volume of less than
EUR 15,000,000 in the last calendar year.

Even the acquisition of a single built-up or unde-
veloped property by way of an asset deal may
principally meet the merger requirements of a so-
called acquisition of assets.

The Federal Cartel Office, however, upholds the
opinion that — for the time being — acquisitions of
real property, the total value of which stays below
the threshold value of EUR 5,000,000 within the
business year relevant under merger law, do not
constitute such an acquisition of assets. However,
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this provides that the total turnover achieved by
the buyer from sales, leases, rental payments,
etc. within a radius of 20 km around the acquired
real property did not exceed the turnover thre-
shold of EUR 30,000,000 during the last business
year.

In case the respective legal requirements are
fulfilled, the parties must file a pre-merger notifica-
tion. Hereafter, the Federal Cartel Office in Bonn
shall decide within a month if the main merger
control procedure has to be conducted. If a main
merger control procedure is not demanded within
a month, the approval is deemed to be given. In
the event of a main merger control procedure, the
Federal Cartel Office either interdicts or allows the
merger depending on the market and company
structure (limited by the imposition of obligations if
necessary). After a deadline of four months, the
approval is deemed to be given. Mergers must not
be completed within a certain deadline after the
approval has been given.

b) European Merger Control

The procedure under the EC Merger Regulation,
comparable to German merger control, is set up
as a preventative procedure.

The merger is governed by the EC Merger Regu-
lation if the combined aggregate worldwide turno-
ver of the companies (as defined above) is greater
than EUR 5,000,000,000 and the aggregate EU-
wide turnover of each of at least two companies
involved in the merger is greater than
EUR 250,000,000.

Furthermore, the EC Merger Regulation is appli-
cable if the combined aggregate worldwide turno-
ver of all companies involved is higher than
EUR 2,500,000,000 and the following terms are
complied with simultaneously:

» the aggregate EU-wide turnover of each of at
least two of the companies involved in the
merger is higher than EUR 100,000,000;

» the aggregate turnover of each of at least two
companies involved in the merger in each of at
least three of these member states is higher
than EUR 25,000,000;

» the combined aggregate turnover of any com-
pany involved in the merger in each of at least
three member states is higher than
EUR 100,000,000.

A merger is not subject to European merger con-
trol if 2/3 of the EU-wide turnover of all involved
companies is made in one member state.
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After filing the notification, the Commission will
either make a decision to prohibit the merger or
declare it to be compatible with the Common
Market (limited by the imposition of obligations if
necessary).

Il. Foreign Investment Approvals

The acquisition of companies with offices or plac-
es of business in Germany is partly restricted with
respect to investors with their seats or manage-
ment outside the European Union (EU)/European
Free-Trade Area (EFTA) on the one side and the
acquisition of German war-related industries on
the other side.

1. General Investment Approvals

Since 2009, each direct or indirect acquisition of
at least 25 % of the voting rights of a German
company by an acquirer with its seat or manage-
ment outside the EU/EFTA may be reviewed by
the Federal Ministry of Economics and Technolo-
gy (FMoET) within three months, beginning upon
conclusion of the obligation to acquire a company
(see C.IV.5.), respectively upon publication of the
decision to make a takeover bid or publication of
obtainment of control. If the FMoET requests the
delivery of documents relating to the acquisition, it
has an additional two months to issue orders or
prohibit the acquisition in case it endangers the
public order or security of the Federal Republic of
Germany.

If no concerns exist, each acquirer has a right to
issuance of a clearance certificate vis-a-vis the
FMoET. The application for a clearance certificate
requires a description of the scheduled acquisition
and information about the acquirer and its busi-
ness. The clearance certificate is considered to be
granted if the FMoET has not instituted review
procedures within a period of one month begin-
ning upon receipt of the application.

2. Approvals for Acquisitions of De-
fense-Related Industries

In case of the acquisition of a German company
which manufactures or develops military wea-
pons, cryptographic systems or other defense-
related goods, the transaction must be announced
to the FMoET. The notification requirement also
applies in case of an indirect acquisition if a fo-
reigner holds 25 % or more of the voting rights of
the German parent acquirer.

The FMoET can prohibit such acquisition within
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one month after receipt of the announcement, if
the prohibition is essential in order to protect the
security interests of the Federal Republic of Ger-
many.

lll. Public Financial Control

When investing in German companies, investors
are subject to various regulatory requirements,
depending in particular on the kind and amount of
their investment and the type of company in which
they are investing. As a general rule, these re-
quirements are applicable in cases of companies
incorporated in Germany; however, in some cases
they may also apply to companies whose shares
are admitted for trading on a regulated market in
Germany.

1. Acquisition of Shares: Notification

Requirements

When acquiring or selling shares in companies
admitted for trading on a regulated market, as well
as warrants, financial instruments or other instru-
ments which give an unconditional right to acquire
shares with voting power in such companies and,
in so doing, exceeding or falling below certain
thresholds in voting rights (3 %, 5 %, 10 %, 15 %,
20 %, 25 %, 30 %, 50 %, 75 %), any investor has
to notify the company and the BaFin) without
undue delay, at the latest within four trading days.
Voting rights may generally not be exercised if the
notification requirement is not complied with.

Any purchaser of listed shares reaching or ex-
ceeding the threshold of 10 % or any higher thre-
shold must disclose to the issuer within 20 trading
days the objects of the purchase and the source
of financing, i.e. whether and to what extent
means are debt or equity. Public tender offers are
exempt from such disclosure, as well as purchas-
es by investment companies regulated under the
Undertaking for Investments in Transferrable
Securities (UCITS) directive. The issuer is re-
quired to publish any information thus disclosed
and information on all cases in which the disclo-
sure requirement has been violated. Issuers may
exclude application of the disclosure requirement
in their by-laws.

When acquiring shares in AGs that are not listed
on a regulated market and exceed the threshold
of more than 25 % of the shares, the purchaser
has to notify the company and the company has
to publish such notification. No similar notification
requirements apply to purchases of shares or
interests in companies of other legal types, such
as GmbHs.
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2. Public Tender Offers

Any bidder making a public tender offer (see C.V.)
to purchase shares as a whole or in part in a
company admitted to trading on a regulated mar-
ket is subject to certain notification and publication
requirements. An offer document in the German
language must be submitted to and approved by
BaFin. Additional requirements apply to takeover
bids and mandatory offers in case voting rights
reach or are intended to reach at least 30 %.
Upon written application by the bidder, BaFin may
grant an exemption from the mandatory offer
requirements in certain circumstances. In case of
conflicting foreign rules, reliefs may be obtained
with regard to cross-border purchases.

3. Control of Banks or Financial Institu-
tions

When intending to acquire shares in a bank or
other regulated financial services provider subject
to the supervision of BaFin and, in so doing, ex-
ceeding certain thresholds in capital or voting
rights (the minimum is 10 %), the purchaser must
notify BaFin and the German Federal Bank of its
intention to buy such qualified holding and must
also provide evidence of the purchaser’s trustwor-
thiness. BaFin may prohibit such purchase within
three months and may later impose restrictions on
the controller’s exercise of voting rights or require
it to sell its participation.

4. Miscellaneous

With regard to listed shares, the prohibitions of
insider trading and market manipulation should be
observed as general rules of conduct.

The granting of loans to portfolio companies
based in Germany may be subject to license
requirements depending on the amount and quan-
tity of the loan(s) granted.

Depending on the type of transaction and portfolio
company, there may be further regulatory re-
quirements, such as anti-money laundering
checks on investors.

IV. Preemption Rights

1. Preemption Rights concerning Shares

In many cases, the articles of association of cer-
tain companies contain preemption rights in favor
of the remaining shareholders. Usually, the ar-
ticles of association set out a specific time frame
for the exercise of the preemption right. Beneficia-
ries must be informed prior to an envisaged trans-
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action or immediately after the share purchase
agreement has been concluded. Therefore, provi-
sions relating to preemption rights must be re-
viewed very carefully in a due diligence process.
Further, it is advisable to address this issue with
the respective preemptors in a timely manner. In
many cases, it is easy to negotiate a waiver of the
respective preemption rights.

2. Preemption Rights concerning Real
Estate

The land register is only allowed to register the
purchaser of a property as new owner if confirma-
tion is provided that the municipality does not
execute its preemption right. A municipality may
have a statutory preemption right, e.g. in case the
real estate property is located in a redevelopment
area or if the property is required for other public
purposes. Therefore, all purchase agreements
regarding German real estate (asset deal) stipu-
late that the purchase price shall not fall due
before the respective waiver has been issued by
the municipality.

Further, statutory and contractual preemption
rights may exist, i.e. the statutory preemption right
of a tenant to purchase his apartment in case it
was converted into a separately owned condomi-
nium (see B.lll.2.c)) during the term of his lease
and is now being sold for the first time. Further-
more, preemption rights can be freely created by
contract with any third party, including municipali-
ties. Please note, however, that the preemption
right must be registered in the land register in
order to affect a transaction. Preemption rights
which are not registered in the land register and
are therefore not obvious to a potential purchaser
will only allow entitlement to damages vis-a-vis
the other party. If registered, the preemption right
is enforceable not only against the owner of the
estate, but also any of his or her successors.
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I. General Legal Framework for In-
vestments

l. Labor Law

1. General Employment Conditions

A uniform labor law codex does not exist in Ger-
many. The provisions of German labor law derive
from different laws and are supplemented and
overlaid by provisions of the employment contract,
European legislation, collective labor agreements
and bargaining agreements. Protection of the
employees is of great importance and a multitude
of acts exist concerning, inter alia, working hours,
maternity protection and protection against chem-
icals in the workplace. In a nutshell, one can say
German labor law is highly regulated and predo-
minantly employee-friendly.

2. The Employment

a) Employment Contracts

The majority of employment contracts are con-
cluded for an indefinite period of time. However,
employers are free to offer fixed-term contracts.
German labor law stipulates several restrictions
on this right. In general, a fixed-term employment
contract can be entered into for duration of up to
two years. If the duration exceeds two years, the
employer needs a special reason to justify the
time limitation. Without such reason, the employ-
ment contract is valid for an indefinite term.

b) Temporary Work

Temporary work is allowed in Germany and avail-
able in nearly all industrial sectors and all kinds of
jobs. A significant advantage of temporary work
for the hirer is the greater flexibility compared to
regular employment. The termination of temporary
work contracts is independent from labor law
restrictions and only subject to the contract be-
tween the hirer and the temporary work agency.

c) Social Protection

German employees are insured against illness,
invalidity, age and unemployment by statutory
social insurance. In general, employer and em-
ployees bear the costs in equal parts. Apart from
such mandatory law, the employer is free to grant
additional benefits, mainly occupational pension
schemes, funded only by the employer or funded
by employer and employees.
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d) Termination of Employment

aa) Dismissal Protection and Reasons for
Termination

Employees working for an employer with more
than five regular employees enjoy dismissal pro-
tection; the employment contract can only be
terminated for specific reasons. Therefore, termi-
nation is only admissible for personal, conduct-
related or operational reasons. Dismissal for
personal or conduct-related reasons requires a
previous warning and is supposed to be a last
resort option. Dismissal for operational reasons is
based on an organizational business decision.
Labor law courts are not entitled to examine this
entrepreneurial decision. However, an extraordi-
nary dismissal is possible without a previous
warning, if the default of the employee is of such
great extent that the continuation of employment
is not reasonable for the employer. Examples of
reasons are mentioned in the specific labor acts.

bb) Social Selection

Dismissal for operational reasons is only admissi-
ble if there are no other vacant jobs within the
company that the employee is capable of doing.
Finally, a social selection has to be executed
which means that the personal needs and social
situation of potentially affected employees must
be taken into consideration. The social selection is
under the control of the labor law courts.

cc) Notice Period and Required Form

Notice periods for termination can be found in the
employment contract, in collective labor agree-
ments or in statutory law and normally depend on
the length of employment of the employee with
the employer. The termination notice shall be in
written form.

e) Employee Transfer in Case of an Asset
Deal

In case of an asset deal, the employees who
belong to the unit sold are automatically trans-
ferred to the purchaser if they do not object the
transfer of their employment. The question of
under what circumstances an employee belongs
to the unit sold is not answered by law and is
subject to extensive case law of the German
Federal Labor Court and the European Court of
Justice. A careful assessment on an individual
basis is necessary to identify those employment
relationships which will be transferred to the new
owner.
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3. Collective Labor Law

a) Collective Labor Law Agreements (Tarif-
vertrédge)

Unions are of great importance in the German
working world, especially for the determination of
remuneration and other working conditions. Dur-
ing the last several years, German unions have
become more and more willing to conclude flexi-
ble collective labor agreements to consider specif-
ic economic conditions. As a general rule, there is
one union for each major sector of economy,
usually mirrored by a corresponding employers’
association. The two sides represent the employ-
ers and employees in the periodic negotiations on
collective labor agreements. Employment condi-
tions set out in the collective labor agreement are
binding for the employer, if the employer and
employees are members of an employers’ feder-
ation or union. Some collective labor agreements
allow deviations from provisions set forth therein,
if the employer faces economic difficulties or other
circumstances which jeopardize jobs. Employers
who are not members of an employers’ federation
are free to agree with the employees on deviating
working conditions.

b) Workers’ Council (Betriebsrat)

Employees of business units of an undertaking
with more than five regular employees are entitled
to set up a workers’ council. In case an undertak-
ing operates more than one business unit, more
than one workers’ council may be established.
The size of the workers’ council depends on the
number of employees. Workers’ councils have
considerable consultation and information rights,
e.g. relating to such issues as dismissals, organi-
zational changes, conditions of employment,
vacation schedules, etc. Further, the workers’
council must be briefed by the management of the
target company in the preliminary stages of the
conclusion of a sale and purchase agreement, if
hereby a minimum of 30 % of the voting rights of
the target company are acquired. The briefing
must occur in due time, namely before any deci-
sion on the deal is made. The obligation to inform
does not exist if the operation and business se-
crets of the target company are thereby endan-
gered.

4. Co-Determination

Co-determination in bigger corporations is also
realized by the election of supervisory boards.
The proportion of shareholder and employee
representatives depends on the branch and the
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number of persons employed by the company.
The proportion of employee representatives
ranges between 1/3 and 1/2 (see B.Il.1.g)). The
chairman of the supervisory board provided with a
casting vote is always a shareholder representa-
tive.

Il. Public Law Issues

1. Building and Planning Law

The general compliance of a real estate property
with building and planning law has to be reviewed
in the course of due diligence of a property. Of
course, any investor has to ensure that no risks
with regard to building and planning law exist. In
particular, there may be restrictions on the use of
a property which have an impact on the invest-
ment decision, e.g. restrictions on the conversion
into “luxury” real estate or on the permitted
amount of rent charged in certain “underprivi-
leged” areas. However, some aspects of planning
law may not constitute a risk but may neverthe-
less have a material impact on the process of the
transaction itself (such as the preemption right of
a municipality, see H.IV.2.) or even on the pricing.

a) (Re)Development Areas

Municipalities may decide that a certain area
needs to be developed for the first time or that an
older area needs to be redeveloped. The aims of
such (re)development will be set out in a
(re)development plan that is binding in nature. In
the land register of the affected real estate proper-
ties, respective notice of (re)development will be
registered (and may therefore be identified in
course of the due diligence). The effect of such a
(re)development area is that certain transactions
require the prior consent of the municipality, inter
alia:

» erection, demolition or change of use of a
building, as well as material investments in a
building;

» sale of a real estate property or the creation or
sale of a heritable building right (see B.l11.2.d));

» creation of encumbrances, e.g. a land charge
for a financing bank or easements;

» conclusion of lease agreements or other usag-
es for a fixed period of more than one year.

Therefore, basically all transactions of interest for
an investor require the prior consent of the muni-
cipality.

As all urban (re)development measures aim to
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improve a certain area, such measures will most
likely result in an increase of the value of the
affected real estate properties. This increase in
value, however, is collected from the owners of
the real estate properties by way of a so-called
compensation payment. The amount of such
payment equals the amount of the increase of the
value of the real estate property. An investor
should therefore consider these costs in his in-
vestment decision.

b) Energy Performance of Buildings Direc-
tive and Green Building

Energy efficiency of buildings and the integration
of renewable energies in modern architecture are
becoming more and more important. There are
both compulsory rules and voluntary standards.

Upon the erection or significant alteration of a
building, an energy pass is to be issued according
to the Energy Performance of Buildings Directive
(EnEV 2009). EnEV 2009 is part of German build-
ing law and stipulates technical requirements for
the efficient use of energy in residential and office
buildings, as well as in some industrial buildings.

Since 1 January 2009 owners of a building gener-
ally have to provide an energy pass for their build-
ing to potential purchasers. Content and format
are specified by EnEV. There are two different
qualities (based on the building or based on the
actual usage in case of existing buildings). Certifi-
cates may only be issued by qualified individuals
(e.g. architects, construction engineers). In case a
sale or lease agreement is concluded without
respective documentation, the owner may be
fined up to EUR 15,000. However, in case the
owner of an existing building does not intend to
sell or lease the property, an energy pass is not
required. The goal of EnEV 2009 is to diminish the
energy demand of buildings by 30 % in compari-
son to the former EnEV 2007. In 2012 the provi-
sions of EnEV 2009 will be further tightened.

The Renewable Energies Heating Act
(EEWarmeG) already came into force on 1 Janu-
ary 2009. It stipulates that the owners of new
buildings are obligated to generate a percentage
of their heat (and cooling) requirements from
renewable energies. This applies to both residen-
tial and non-residential buildings whose building
application or building notification, respectively,
was filed after 1 January 2009. The owner may
decide at his own discretion which type of renew-
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able energy is to be used. It is merely important
that a certain percentage of the required heating
and/or cooling is generated by the use of renewa-
ble energies. The percentage is dependent on the
type of renewable energy chosen. Building own-
ers who do not wish to use renewable energies
may chose from a variety of so-called “compensa-
tion measures”. The EEWarmeG was amended
with effect as of 1 May 2011. Since this date, the
obligation to use renewable energies not only
applies to new buildings but also to existing public
buildings. This exemplary function must be com-
plied with in respect to any buildings owned by
public authorities. In addition, this obligation ap-
plies to any buildings leased to public authorities.

Besides these statutory requirements, so-called
“green buildings” are en vogue. Green buildings
are generally recognized as having lower energy
consumption and less environmental impact than
standard buildings and combine particular design
features with special materials und utility systems
(ventilation, heating, water, etc.) to obtain a struc-
ture with a very low to no impact on the environ-
ment. The exact definitions may vary, but the
growing number of possible green solutions and
approaches that emerged led to the development
of national standards for green buildings such as
the Leadership in Energy and Environmental
Design, Green Building Rating System developed
in 2000 by the U.S. Green Building Council, the
Green Star Rating System developed by the
Green Building Council Australia launched in 2002
and the BREEAM in the UK provided by the Unit-
ed Kingdom Green Building Council launched in
February 2007.

Similarly, in Germany the German Sustainable
Building Council was founded in 2007 and started
to certify buildings in 2009. The German Sustain-
able Building Council has developed a German
standard, also under consideration of EU re-
quirements. It provides three certificates: “bronze”,
“silver” and “gold”.

2. Environmental Law
a) Operating permits

It is important to clarify whether the business has
obtained all operating permits that are required
now and, if applicable, in the future. If the invest-
ment is to be made by way of an asset deal (see
B.l.), the situation in the business with regard to
permits should be examined with due care. In
almost all cases, the operating permits entitle the
business owners to operate the facilities and must
be obtained again after the transaction. The most
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common permits are permits pertaining to pollu-
tion control, water rights and waste legislation, as
well as such permits for storing and discharging
hazardous substances. The permits issued by the
authorities mostly include supplementary provi-
sions such as, for instance, limit values or dead-
lines, with which the owners must comply. The
business management should also pay attention
to compliance with such supplementary requi-
rements. Otherwise, the authorities may be en-
titted to withdraw the permit and stop operations.
The operation of particular facilities may even be
liable to prosecution if they are operated without
the permits required by law.

b) Environmental Liability

In case of damages inflicted on the environment,
there are a number of laws regulating liability.
Liability for inherited pollution is the type of liability
with the most practical significance. Both the user
and the current and former owner of the contami-
nated site can be held liable for soil exploration,
decontamination and protection at their own ex-
penses. Soil contamination may result in cost-
intensive excavation work and ground water im-
pairment requiring longsome measures of protec-
tion and monitoring.

In case of business transactions, it is often advis-
able to obtain special administrative information,
e.g. from the register for contaminated sites, and
to involve specialized companies which follow
standardized procedures in the examination of
environmental issues. In an initial phase, required
documentation will be reviewed, the site will be
inspected and the persons in charge will be inter-
viewed. Should these activities result in indica-
tions of environmental risks, technical and envi-
ronmental examinations will be made in a second
phase.

3. Public Procurement Law

Due to German history, the state is the owner of a
great deal of land, in particular in Eastern Germa-
ny. Therefore, the state often appears as the
seller of real estate properties. In case the state is
involved, certain contracts have to be put out to
tender. The violation of the public procurement
law would render any respective contract void.
Generally, this obligation exists only for contracts
regarding the procurement of goods, building work
and services. Therefore, the sole sale of land
generally was and continues to be not subject to
tender. However, the conclusion may change in
cases in which the purchaser assumes further
obligations, e.g. an obligation to build. In this
case, the entire transaction may be legally re-
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garded as constituting a building order or a build-
ing concession — and thereby be subject to the
obligation to put out to public tender. At the date
of publication of the last edition of this book, there
was still some uncertainty due to the so-called
“Alhorn jurisdiction” as to which transactions have
to be, in fact, put out to tender. This uncertainty
has, in the meantime, been remedied to a large
extent by the amendment of Section 99 of the Act
against Restraints of Competition (GWB) which
came into force on 24 April 2009, as well as the
judgment of the European Court of Justice
(EuGH) dated 25 March 2010 in the matter “Hel-
mut Miiller* which confirms the new version of
Section 99 as being consistent with European law.
However, side agreements in purchase contracts
which — even if merely partially — relate to services
in which a public authority as the seller of a prop-
erty takes a direct economic interest still remain
subject to the regulations under public procure-
ment law.

lll. Investment Grants and Subsidies

Investors in Germany can benefit from numerous
publicly offered incentives to all investors — re-
gardless of whether they are from Germany or
not. The German government, the individual
federal states and the European Union provide
funds. The support ranges from cash incentives to
labor-related incentives, as well as incentives for
research and development. Cash incentives pro-
vided in the form of non-repayable subsidies ma-
ke up the main components of this package.
Various forms of funds may be combined.

The level of grants available principally depends
on the size of the enterprise and the number of
new employees. Schemes are subject to altera-
tion, a fact that must be taken into consideration.
Grants and subsidies in Germany are generally
approved or allowed under certain conditions, e.g.
retaining in supported industry sector, minimum
number of employees for a definite period, all
associated assets must remain in the manufactur-
ing facility. The intention of these conditions is to
preserve the purpose of the subsidy.

1. Subsidies in the EU

The legal and financial framework of public fund-
ing throughout Europe is provided by the Euro-
pean Union, meaning that public funding must
meet certain criteria applicable to all EU member
states. The East German states (Brandenburg,
Mecklenburg-Western Pomerania, Saxony, Saxo-
ny-Anhalt, and Thuringia, as well as special areas
of Berlin) are supported as a “convergence re-
gion” on a high level of public funding.
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2. Subsidies in Germany

Grants and subsidies from the German federal
and regional governments are generally provided
in the following ways:

» subsidies (some of which are repayable under
certain conditions),

» loans at low interest rates (granted by various
public credit institutions; maturities of between
ten and twenty years; maximum amount of be-
tween EUR 500.00 and EUR 10 million, de-
pending on the subsidy scheme),

» capital resources aid (also available from
various public institutions) and

» guarantees (provided for investments in
projects and equity holdings).

If the target of an investment is subsidized by any
public grant or subsidy, the aid will not be granted
automatically after the sale of the company. Fur-
thermore, the repayment of grants or subsidies
under certain conditions must be taken into con-
sideration. In case of subsidies which breach the
EU framework of public funding, the subsidies can
be reclaimed for an unlimited period. It is possible
that the investor may be obliged to reimburse
grants or subsidies. Hence, grants and subsidies
are a considerable subject of due diligence, be-
cause reclaimable payments could be a crucial
risk for an investor in various scenarios.

If the development or restructuring of real estate is
subsidized by any public grant or subsidy, the aid
is commonly dependent on the fulfillment of speci-
fied conditions. The nature of these conditions is
determined by the nature of the investment. The
conditions can lead to restrictions on the permitted
amount of the rental fees. They have to be met for
a fixed period of time (between 5 and 30 years).
Any violation of the conditions may lead to an
obligation by the investor to reimburse grants or
subsidies. In case of the purchase of subsidized
real state during the fixed period of time, the
existing conditions commonly also apply to the
purchaser. Failure to meet these conditions may
lead to an obligation by the purchaser to reim-
burse grants or subsidies or may cause penalties
to be imposed. Therefore, careful review in the
due diligence process is absolutely necessary.
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IV. Intellectual Property

1. Situation of Intellectual

Rights

Property

Germany is a member of all important internation-
al intellectual property treaties and its IP system
complies with international standards concerning
the types of protectable IP and the enforcement of
IP rights. The German legal framework is said to
be highly efficient, predictable and reliable. The
protection of intangible assets has always enjoyed
great importance in Germany, which is for in-
stance reflected by Germany’s ranking as no. 7
(of 142 nations) in innovation, including protection
of intellectual property in the Global Competitive-
ness Report 2011/2012, as well as by the fact that
the European Patent Office is based in Munich,
Germany.

Most intangible assets enjoy protection as exclu-
sive rights only after registration. Technical inven-
tions are protectable (if they meet the require-
ments of the German Patent Act) as patents (max.
20 years), utility models (max. 10 years) or as
topographies (max. 10 years); only in certain
cases may duration of protection be extended (for
pharmaceuticals and petrochemicals for 5 years).
Non-technical intangible assets that enjoy protec-
tion after registration are trademarks (renewable
for 10 year terms, indefinite protection possible),
design patents (max. 10 years) or domain names
(indefinite term).

However, further protection exists for intangible
assets without any registration, like copyright
protection for "works", which also includes soft-
ware programs. Copyright protection is granted for
a period of 70 years after the death of the author
for works. Protection without registration is also
granted for secret know-how, mainly by the Unfair
Trade Practices Act (for the period of secrecy)
and trademarks/trade names may also enjoy
protection through use (i.e. well-known trade-
marks). As Germany is an EU member, “Euro-
pean” IP rights are in place (community trade-
marks and community designs) which automati-
cally provide protection in Germany without a
requirement for further national registration.

2. Specific IP Issues in Transactions

After having identified all intellectual assets of the
target (including the non-registered rights), specif-
ic issues should be observed in its acquisition.
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a) Inventions

Under German law, an invention principally be-
longs to the inventor (mostly an employee) and in
the past, the invention had to be claimed by the
employer in writing via-a-vis the employee within a
period of 4 months after notification to be trans-
ferred to the employer. The respective statutory
provision was changed as of October 1, 2009 —
for employee inventions made thereafter, the
employer is now deemed to have acquired the
invention by law if he does not release it to the
inventor within 4 months. Payment of certain
compensation to the employee/inventor by the
employer (usually small standardized amounts if
agreed in advance) is mandatory.

b) Copyrights

Under German law, the copyright as such cannot
be transferred but the author may only grant
exclusive rights of use and exploitation to the
purchaser/transferee. The author always retains
his personality rights (moral rights) to the work.
There is no work-for-hire principle in Germany,
except in cases of software programs. Concerning
other works created by employees, the economic
rights to such works have to be transferred to the
employer which can be provided in the employ-
ment agreement (also implicitly if the circums-
tances permit such interpretation).

c) Transfer of rights and availability

For registered IP rights, the transfer of rights
should be filed with the relevant registers, even if
it is not mandatory for validity of transfer, but
necessary for later enforcement of rights against
third party infringers. Another issue in many share
deals is to make sure that the relevant technology/
know-how is accessible after acquisition. With
regard to software, respectively IT, the crucial
points are to safeguard access to and availability
of customized software (source codes, documen-
tation), as well as to assure continuing disposabili-
ty of the IT infrastructure and access to the data
(data transfer is subject to rather strict data pro-
tection laws) after closing of an asset deal or
acquisition of a separate business division.

d) Licenses

With respect to (exclusive) license, technology
transfer and R&D agreements, no permit or regis-
tration is required but there are certain anti-trust
issues that merit attention as they could affect
validity of the agreement. Transfer of any such
agreement to the purchaser (in case of asset
deals) requires the approval of the other contrac-
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tual partner.

V. Product Liability

In Germany, the manufacturer, respectively the
first importer to the EU, can be held liable for
defects of its products that cause death or physi-
cal harm or damage other products. The German
Product Liability Act is based on EU law and
provides for a strict liability independent of default
or a contractual relationship. Three types of prod-
uct defects cause liability: design defects, manu-
facturing defects, and defects in marketing (im-
proper instructions, failure to warn of latent dan-
gers). Liability for personal harm is limited by law
to EUR 85,000,000; any further limitations of
liability (e.g. in general terms and conditions) are
invalid. Thus, due diligence mainly serves to
identify potential liability risks that require building
up a reserve and/or proof of insurance coverage
and can be reflected in the purchase price or in
the SPA through indemnifications.
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J. Venture Capital

I. General

The term venture capital refers to capital provided
to companies as seed, start-up or growth money
for the financing of early stages of the company's
development. Companies seeking venture capital
are often young, innovative businesses consi-
dered to have a high growth potential (e.g. com-
panies from the IT or technology sector) that,
however, initially cannot cover the financial re-
quirements for the implementation of their busi-
ness models or their growth strategies with inter-
nal financing and that also do not have access to
affordable credit because of a lack of collateral. In
contrast to typical bank financing, a venture capi-
tal investor offers unsecured long-term financing
provided to the company as liable equity capital.
Another main difference between typical debt
financing and venture capital financing is the
provision of support and managerial know-how to
the management of the target company by the
investor.

As consideration for the provision of venture
capital, the investor is usually granted a minority
equity stake in the target company’s share capital,
which is in most cases organized in the legal form
of a GmbH or, less commonly, an AG. The in-
vestment strategy of acquiring such minority
shareholding is not to receive regular dividend or
interest payments. Instead, a venture capital
investor intends to hold its minority shareholding
for a certain investment period only and to benefit
from the increase of the company’s inner value
within an exit transaction to be consummated
within or after the expiry of such investment period
(please see Part K below for possible exit scena-
rios).

Il. Transaction Procedures

1. Acquisition of Shares

In order to avoid share transfers that are taxable
on the level of the existing shareholders, the
acquisition of the (minority) participation in the
target company is not effected through an acquisi-
tion of existing shares from the founders, but by
way of a capital increase in cash in the target
company and the subscription of newly issued
shares by the venture capital investor. According
to Section 55 et seq. GmbHG and Section 182 et
seq. AktG, the consummation of a capital increase
in both a GmbH and an AG requires a notarized
resolution of the shareholders’ meeting and regis-
tration in the commercial register.
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2. Contractual Basis

In practice, the investment and the acquisition of
the participation in the target company is based
on an investment and shareholders’ agreement
governing the terms of the investment, the rights
and obligations of the parties, as well as other
aspects regarding the legal relationship of the
parties inter se. In addition, most venture capital
investments require an amendment of the target
company’s articles of association, e.g. in order to
implement transfer restrictions on shares, different
classes of shares or special investor rights and to
comply with the corporate governance provisions
agreed upon in the investment and shareholders’
agreement. The amendment of the articles of
association is effected by a shareholders’ resolu-
tion, which requires notarization and registration in
the commercial register and which is usually
resolved upon and filed for registration together
with the capital increase resolution.

3. Investment and Shareholders’ Agree-
ment

a) Investment Provisions

The investment and shareholders’ agreement
entered into between the existing shareholders,
the investor and the target company initially regu-
lates the terms and conditions of the investment
and therefore contains provisions with respect to
the size of the offered participation, the pre-money
valuation of the target company and the amount
and due date of the contributions to be made by
the investor (e.g. based on the achievement of
certain business milestones). In order to imple-
ment the investor's participation, the existing
shareholders undertake to resolve upon the ne-
cessary capital increase, to issue the relevant
amount of shares and to admit the investor to
subscribe to such shares. Further, the existing
shareholders are usually requested to waive any
rights to subscribe to the newly issued shares, as
well as any applicable anti-dilution protection. In
return, the investor undertakes to subscribe the
newly issues shares (which are usually issued at
nominal value) and to make a further contribution
(usually in cash) into the target company’s capital
reserves (Section 272 para. 2 no. 4 HGB) in ac-
cordance with the terms agreed upon (e.g. condi-
tional upon the fulfillment of milestones).

b) Investor Rights, Corporate Governance

A venture capital investor that provides fully liable
equity capital to the company participates in the
successful development of the company, but at
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the same time bears an entrepreneurial loss risk
equal to that of the founders of the company. The
investor will therefore insist that the investment
and shareholders’ agreement contains provisions
on reporting obligations for the management and
information rights by the investor, as well as cor-
porate governance provisions that provide the
investor with a sufficient level of passive control
over the management and thereby over the de-
velopment of the company. Typical corporate
governance provisions within an investment and
shareholders’ agreement are the establishment of
a supervisory board (including delegation rights of
the investor) and approval requirements for fun-
damental shareholders’ decisions and business
transactions. Furthermore, it is common for the
investor to require the existing shareholders, the
management and/or the company to represent
and warrant the company’s status at the time of
the investment (e.g. with respect to certain busi-
ness matters, as well as title guarantees regarding
the ownership in the existing shares in the com-

pany).
c) Incentive of Management

The commitment and the incentive of the man-
agement are particularly important factors for the
successful development of the target company. In
order to commit the management to the company,
investment and shareholders’ agreements fre-
quently contain so-called vesting clauses, accord-
ing to which a founder who resigns as managing
director of the company shall be obliged to fully or
partially resign as a shareholder of the company
and shall therefore transfer his/her shares in the
company to the (i) the company and/or (ii) the
remaining shareholders of the company. The
amount of consideration to be paid is commonly
dependent on the reasons for resignation (e.g. a
“good leaver” shall typically receive the fair market
value for the transferred shares, whereas a “bad
leaver’ might only demand the nominal value of
the transferred shares).

d) Anti-Dilution

Early stage investments imply enormous difficul-
ties to properly assess the valuation of the target
company. Such difficulties can be countered by
so-called anti-dilution or valuation adjustment
clauses, through which the investor is entitled to
subscribe to further shares in the company at
nominal value (without any premiums) in case a
further financing round with third party investors is
consummated based on a lower valuation than
that upon which the investor's investment was
based.
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e) Exit-related Provisions

Even more important for the safeguarding of the
investment are so-called liquidation preferences,
according to which the investor shall be, in case of
an exit event, accorded a preference over remain-
ing shareholders to receive certain amounts out of
the exit proceeds. The amount of such preference
payment depends on the bargaining powers in
each individual case. Typically, the investor is
entitled to one time his total investment, but the
liquidation preference clause might also provide
for a minimum interest or even entitlement to a
multiple of the investment amount. The return of
the investor can be further leveraged by allocating
the proceeds remaining after the preference pay-
ment not only to the remaining shareholders (so-
called non-participating preference), but also to all
shareholders, including the investor, pro rata
according to their shareholdings in the company
(so-called participating preference).

The power to enforce an exit transaction, notwith-
standing the opposition of the other (majority)
shareholders, is an equally important aspect for a
venture capital investor, which intends to hold its
(minority) participation for a limited investment
period only. The investor may achieve this by so-
called drag-along clauses, under which the share-
holders are obliged to sell their shares in the
company, along with the investor’s shares, in case
a third party intends to acquire the company and
the investor supports such exit transaction. In
return, the shareholders are often granted so-
called tag-along rights (co-sale rights) that protect
them against a unilateral withdrawal by the inves-
tor. Since the transfer of shares in a German
GmbH requires notarization, the whole investment
and shareholders’ agreement needs to be nota-
rized if drag-along and tag-along rights are im-
plemented.
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K. Acquisition of Distressed Com-
panies

l. General

The acquisition of a distressed company is usually
structured as an asset deal. In principle, this
structure enables the purchaser to acquire only
the valuable assets and to leave behind the liabili-
ties.

In case of an acquisition of a distressed company,
one major goal of the purchaser is to avoid legal
risks. The fact of whether the transaction takes
place outside or as part of an insolvency proceed-
ing is important for this aspect.

Il. Acquisition outside Insolvency Pro-
ceedings

1. Power of Disposal

Prior to the filing of an insolvency proceeding and
prior to its opening, the seller is fully authorized to
sell and transfer the valuable assets of the com-
pany to a third party.

After the filing of an insolvency proceeding and
prior to its opening, a temporary insolvency ad-
ministrator is usually appointed. During this pe-
riod, the sale and transfer of assets of the compa-
ny is subject to the approval of the temporary
insolvency administrator.

2. Risks for the Purchaser

Although the seller is fully authorized to sell and
transfer assets outside an insolvency proceeding,
the insolvency administrator may challenge the
transaction at an later stage with retroactive ef-
fect, if either

» (i) the sale precedes the filing for insolvency
proceedings by three months or less, (ii) the
seller was unable to pay its debt when due at
the time of the sale and (iii) at that time the
purchaser was aware thereof; or

» (i) the sale is concluded subsequent to the
filing for insolvency proceedings and (i) at the
time of the sale, the purchaser was aware of
seller’s inability to pay its debt when due.

Moreover, the transaction must result in direct
damages for the creditors. A challenge by the
insolvency administrator is excluded if the pur-
chaser paid fair market value by way of immediate
available funds (cash transaction). In this case,
purchaser must immediately pay the full purchase
price to seller; in particular, no part of the pur-
chase price must be held back by purchaser
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because of an escrow agreement.

In exceptional cases, the insolvency administrator
may challenge the asset deal transaction if the
sale is concluded either within the last ten years
prior to the filing of insolvency proceedings or
after such filing, provided that the other party had
knowledge at that time of the seller’s intention to
harm the seller’s creditors.

3. Statutory Assumption of Liabilities

In principle, the liabilities of the distressed compa-
ny remain with the selling company because of
the asset deal structure. However, the liabilities of
the seller may pass to the purchaser by operation
of law in the following cases:

» If the purchaser acquires a business and con-
tinues such business under its previous name,
he assumes, by operation of law, all liabilities
of the seller which have been created in the
conduct of business. This assumption of lia-
bilities can be excluded by an agreement be-
tween seller and purchaser. However, such an
exclusion will only be binding for creditors (i) if
they have been notified thereof, or (ii) if it has
been registered in the commercial register and
was officially published. If the liability of the
purchaser is not effectively excluded, it is unli-
mited.

» Under German law, the purchaser of an entire
business or of a business division becomes, by
operation of law, liable for all business and
withholding taxes accrued from the beginning
of the last calendar year prior to the acquisi-
tion. Purchaser’s liability is limited to the ac-
quired assets. However, the assumption of lia-
bilities cannot be excluded by an agreement
between seller and purchaser.

» If the purchaser acquires a business or a part
of a business, he automatically assumes all
rights and obligations under the existing em-
ployment contracts.

» The acquisition of real estate can render the
purchaser responsible for existing contamina-
tion and clean-up costs.

» The purchaser may be liable to repay unlawful
subsidies granted to the distressed company
by the EU.

» The purchaser may be liable for a violation of
competition rules of the EU committed by the
seller.

As a rule, the statutory assumption of liabilities
cannot be excluded in the acquisition agreement.
Nevertheless, the purchaser may demand warran-
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ties or indemnifications from seller concerning the
assumed liabilities. In practice, the purchaser
must be aware that these representations and
indemnifications might be valueless, if the dis-
tressed seller is effectively unable to pay. If ne-
cessary, purchaser may look for securities, for
example in the form of a bank guarantee or reten-
tion of the purchase price.

lll. Acquisition after Commencement of
Insolvency Proceedings

In the case of insolvency, the power of disposal
over the property of the debtor is in the hands of
the insolvency administrator. The insolvency
administrator has various methods of utilization for
the real estate property. These are forced sale,
forced management or an open-market sale. An
investor has the opportunity to acquire real estate
property in the course of a forced sale or an open-
market sale.

In the course of a forced sale, the property is sold
to the highest bidder; consent of the debtor is not
required. The costs of the forced sale are sub-
tracted from the auction proceeds. The rest of the
proceeds are distributed between the creditors
that have placed claims in accordance with the
rankings of their respective claims. Upon the
acceptance of the highest bid by the acting judicial
officer, ownership of the property is transferred to
the highest bidder at that point in time. All encum-
brances and rights to the real estate property also
terminate at that point in time; exceptions exist.

In case of an open-market sale, the property is
sold by the insolvency administrator in the form of
a “regular’ real estate transaction. Due to the
specifics of the insolvency, certain rules have to
be incorporated into the property purchase
agreement. In addition, an agreement with the
creditors has to be drawn up in which such issues
as the distribution of the proceeds and cancella-
tion of land charges is regulated. In both cases
described above, the purchaser obtains a right of
termination for the existing lease agreements;
exceptions exist.

1. Power of Disposal

After the commencement of an insolvency pro-
ceeding, the insolvency administrator is solely
authorized to sell and transfer assets of the com-
pany. Thus, legal uncertainties and risks can be
avoided if the transaction takes place after the
commencement of an insolvency proceeding.
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2. No Risk of Challenges by the Insol-
vency Administrator

One of the major advantages resulting from an
acquisition after the commencement of insolvency
proceedings is that there is no legal risk with
respect to a potential challenge of the transaction
by the insolvency administrator.

3. Statutory Assumption of Liabilities

Another major advantage resulting from an acqui-
sition after commencement of insolvency proceed-
ings is that the pre-insolvency liabilities, including
those resulting from employment contracts ac-
crued prior to the commencement of insolvency
proceedings, usually remain with the insolvent
company and do not have to be assumed by the
purchaser. Even the liabilities for the continuation
of the business under the previous business name
and the liabilities for business taxes are excluded.
However, the other above-mentioned assumption
of statutory liabilities (see K.II.3.) remains unaf-
fected as of the commencement of insolvency
proceedings.

With respect to the acquisition agreement, it is
very difficult for the purchaser to get warranties or
indemnifications. The insolvency administrator
may argue that his knowledge of the insolvent
business is only limited and that the existing risks
are already covered by the low purchase price.
One major goal of the insolvency administrator is
to avoid his own personal liability. Such personal
liability may accrue if the amount left in the insol-
vent company is not sufficient to cover claims for
warranties or indemnifications in the acquisition
agreement.
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L. Exit Scenarios for Investors

l. Scenarios

The scenarios of an exit can be manifold. Shares
in a publicly traded company may be sold on the
stock exchange or by way of a bulk sale. Shares
in a privately held company can typically be sold
by way of a private agreement subject to certain
limitations of the articles of association and/or a
shareholders’ agreement of the company.

Potential alternatives to a sale may be a true
merger of a company by way of general legal
succession, typically in exchange for the issuance
of new shares.

An exit from an investment basically triggers
capital gains tax at seller level. The tax conse-
quences are described in F. above.

The following outlines certain provisions of typical-
ly privately held companies dealing with exit sce-
narios in the articles of association and/or a
shareholders’ agreement.

Il. Management of the Exit Process

A lead investor usually wishes to agree with mi-
nority shareholders in an investment or share-
holders’ agreement that the majority shareholder
is in control of the exit process. An important
feature is, inter alia, the decision on which advi-
sors of the shareholders shall be retained in the
exit process, in particular investment banks, cor-
porate finance advisors, lawyers, accountants,
etc. The majority shareholder typically desires that
“his” advisors take the lead in the process.

lll. Initial Public Offering (/IPO)

In times of efficient capital markets, the IPO may
be a preferred exit device and the parties may
contractually agree on this preference. The IPO
allows the investors to behave differently with
regard to their respective shareholding. Whereas
certain investors seek to dispose of their invest-
ment within a certain time frame (e.g. private
equity investors), their strategic partners may be
interested in a long-term ongoing shareholder
relationship with the joint target company.

It is common that the parties agree on the time
horizon with regard to an intended IPO. The par-
ties may also pursue the exit by way of a trade
sale (“dual track”; see L.IV.) simultaneously with
the preparation of the IPO.

If the IPO takes place, the shareholders are com-
monly subject to certain lock-up obligations, e.g.
for a period of 6 to 12 months, vis-a-vis the is-
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suing banks and/or the stock exchange. The
shareholders may internally also agree on certain
rules on how they may limit and prioritize any
sales, if any, if they are not being made by way of
a bulk sale, but rather through the stock ex-
change. Obviously, the main concern of all parties
is to protect the stock purchase price in case of
substantial disposal pressure.

IV. Trade Sale

The standard alternative to the IPO is the so-
called trade sale, i.e. a sale of all or almost all
outstanding shares in the target company, typical-
ly by way of an organized sales/auction process.
Alternatively, the assets of such company and/or
its subsidiaries may be sold in a third party trans-
action. A further exit alternative may be a recapi-
talization, by which shareholders seek a return on
their investment through one or more jumbo divi-
dends that may be financed by the assumption of
further debt by the target company. (For tax con-
sequences, please see F.).

In a privately held company, it is common that the
shares are not freely transferable but rather that
share transfers are subject to consent require-
ments of the management, the board or the
shareholder assembly, respectively, and to
preemptive rights or rights of first refusal of the
other shareholders.

In case of a trade sale, the minority shareholder
will typically request a take-along right vis-a-vis
the majority shareholder, which allows the minori-
ty shareholder to co-sell its shareholding together
with the majority shareholder.

The other side of the tag-along right is the drag-
along right. The drag-along right secures the
majority shareholders’ position to sell 100 % of the
target company shares, thereby generally achiev-
ing a higher purchase price. The drag-along right
is typically an undertaking of the minority share-
holder vis-a-vis the majority shareholder. The
majority shareholder may possibly seek to protect
his drag-along right by obtaining a proxy from the
minority shareholder in order to smoothly effec-
tuate the trade sales process.

The minority shareholder may seek to obtain
protection regarding the drag-along rights by the
majority shareholder by agreeing that the disposal

P is being made according to the same condi-
tions for the minority shareholder as the condi-
tions agreed upon by the majority shareholder;
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» (in certain scenarios:) contains a minimum
price (e.g. EBIT or EBITDA-related) and

» may not be an intra-group transaction of the
majority shareholder.

V. VC Transactions

In VC transactions, it is common that investors
obtain a liquidation preference upon exit that
secures a prioritized return allocation to financial
sponsors (waterfall). Typically, the most recent
financing has priority over prior financing by other
financial sponsors or the original investment of the
founders of the company. In detail, these provi-
sions may be rather complex.
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M. Litigation and Arbitration
I. Litigation

1. General Remarks

When investing in Germany, foreign investors
sometimes get involved in legal disputes with third
parties or public authorities. In this respect, it is
reassuring to know that Germany has a reliable,
truly independent and cost-efficient court system
in place, which is capable of helping the parties
resolve their disputes in a reasonable and timely
manner. Hence, Germany is ranked in the Eco-
nomic Forum’s Global Competitiveness Report
2011-2012 among the top 10 nations in the cate-
gory of Judicial Independence. In comparison,
France is listed number 37 and the US number 36
in this report.

2. Structure of the German Court System

The Courts in Germany are structured in a three-
tier system. Decisions made by a court of first
instance may be appealed in appellate court. If,
after this second instance, the outcome of the
case is still disputed, the aggrieved party can
petition the highest German civil court, the Ger-
man Federal Court of Justice (BGH), provided that
the appellate court or the Federal Court of Justice
admits the petition. While appellate courts are
concerned with the facts of the case and the
hearing of evidence, the court of highest instance
is mainly concerned with issues of law. Hence, the
BGH fosters the continuous development of the
law, while appellate courts assert individual inter-
ests.

Although the courts of first and second instance
are, strictly speaking, not bound by the decisions
of the Federal Court of Justice, it is common
practice in Germany that they follow these deci-
sions. This leads to a high degree of legal certain-
ty, since the decisions of the first instance courts
are foreseeable and not surprising or made arbi-
trarily. This degree of legal certainty is based on
Germany’s decades-long democratic legal tradi-
tion and also on the fact that all laws in Germany
are codified and available to everyone. This legal
reliability and the resulting planning dependability
make Germany attractive to both domestic and
foreign investors.

3. Court Conduct

Legal proceedings before courts usually begin
with a claim filed by a plaintiff. In his statement of
claim, the plaintiff must explicitly define what he is
seeking. This motion needs to be substantiated by
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a presentation of the facts and by the legal norms
deemed relevant. After the plaintiff files his claim,
the court then grants the defendant the possibility
to reply to the statement of claim. If the defendant
decides not to defend himself legally or not to
respond to the claim, the court may decide in
favor of the plaintiff simply on the grounds of
default (so-called judgment by default). After both
parties have presented their cases through written
submissions, the court usually appoints a date for
an oral hearing. The court prepares for this hear-
ing by separating the disputed from the undis-
puted facts and by verifying whether the disputed
facts are relevant to the case. Evidence is only
gathered if the parties present the facts differently
and the court considers such differences to be
relevant to the outcome of the case. If so, both
parties are granted the possibility to convince the
court of their version of the facts through wit-
nesses, documents, expert opinions, etc. Contrary
to practice in common law countries, it is not
possible to cross-examine witnesses and to ques-
tion them about every aspect of the case. Ques-
tions directed at witnesses must be directly re-
lated to the facts the court is seeking to prove or
disprove. In practice, this accelerates the gather-
ing of evidence since questions concerning irrele-
vant facts are not permissible. By conducting legal
proceedings in such a manner, both parties save
a considerable amount of time and money. After
evidence has been gathered and the parties
heard, the court announces its verdict and pro-
vides extensive written justification for its decision.
Many court decisions are collected in comprehen-
sive court casebooks that are available to judges
and lawyers, as well as to laymen. In short, Ger-
many enjoys a very transparent legal system.

Il. Arbitration

1. Advantages of Arbitration

As compared to court litigation, arbitration is ad-
vantageous — especially concerning complex M&A
disputes — as the parties can influence the nomi-
nation of the arbitrators, thereby ensuring that the
arbitrators have the particular expertise necessary
for the dispute. Furthermore, arbitration proceed-
ings are confidential. They are also more flexible,
as the parties can determine the procedure them-
selves. The arbitral award can be enforced more
easily than ordinary court rulings, especially
abroad, since there is an effective international
network of treaties and conventions in place which
governs the recognition and enforcement of for-
eign arbitral awards.

Arbitration is generally faster than litigation be-
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cause there are no stages of appeal. Standard
arbitration proceedings take between one and two
years in total; even complex M&A arbitration
proceedings can be completed in about two years.

2. Legal Framework

Arbitration comes into play if the parties agree on
ad hoc arbitral proceedings according to the Ger-
man arbitration law or on institutional proceedings
according to the arbitration rules (DIS Rules) of
the German Institution of Arbitration (DIS).

a) The German Arbitration Law

The German arbitration law in the 10th book of the
German Code of Civil Procedure (ZPO) came into
force on January 1, 1998 and comprises 42 provi-
sions. It is based on the modern and international-
ly recognized UNCITRAL Model Law, is indepen-
dent of all other provisions of Germany’s national
civil procedure law and applies to all arbitrations
taking place in Germany.

Parties can easily obtain the jurisdiction of an
arbitral tribunal outside of the ordinary court sys-
tem by concluding an arbitration agreement, by
which all or certain disputes which have arisen or
which may arise between them with respect to a
defined legal relationship are submitted to arbitra-
tion. Such arbitration agreements must be made
in writing. In the event that consumers are in-
volved, it is also required that the arbitration
agreement be concluded as an independent
contract separate from the main contract. For
multi-party arbitrations with several claimants
and/or respondents, it is advisable to include a
provision for the selection of arbitrators in the
arbitration agreement, as German arbitration law
does not provide a statutory mechanism for the
selection of arbitrators in multi-party situations.

In German arbitration law, it is mandatory that all
parties be treated equally and given equal oppor-
tunity to present their case. It is possible for both
German and foreign attorneys-at-law to appear as
counsel before arbitral tribunals. In total, the pro-
visions of the German arbitration law bestow a
maximum degree of autonomy on the parties with
regard to the organization of the proceedings.
Although the law stipulates three arbitrators, if the
parties do not determine otherwise, they may
agree upon a single arbitrator, e.g. to save costs.
As there are no fixed statutory provisions regard-
ing the arbitrators’ fees, the parties and the arbi-
trators have to agree upon the fees (e.g. on the
basis of the costs for court proceedings or on the
basis of the DIS rules).

In Germany, the Higher Regional Courts deter-
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mine whether an arbitral award may be reversed
or not. However, the grounds for reversal must
comply with comparable international standards.

b) The Arbitration Rules of the German Insti-
tution of Arbitration

The DIS, Germany'’s leading institution for arbitra-
tion, and its arbitration rules, which were amended
on July 1, 1998, represent an efficient and proven
system of regulations which may be simply ap-
plied by using the standard arbitration clause
recommended by the Institution. The DIS rules
are currently available in seven languages.

The DIS rules are also based on UNCITRAL
Model Law. DIS provides administrative support
during arbitration proceedings, for example during
the formation of the arbitral tribunal, during the
transmission of party pleadings or in case substi-
tute arbitrators must be appointed. According to
the DIS Rules, the place of arbitration may be
chosen at will, such that foreign parties can trans-
port the rules of procedure to their chosen place
of arbitration.

Unless the parties have chosen otherwise, three
arbitrators determine the outcome of the case. In
comparison to statutory German arbitration regu-
lations, the DIS rules offer the advantage that they
include a regulation for a case in which there are
more than two parties involved in a particular
dispute. Problems that often arise through such a
constellation, for example when appointing the
arbitral tribunal, are easily solved through the DIS
rules.

It is worth mentioning that, according to the DIS
rules, the arbitral tribunal has the discretion to
order the production of documents. In practice,
most arbitral tribunals will investigate the facts
only upon request of at least one party.

In international comparison, the DIS rules are a
cost-efficient alternative to the regulations of other
international arbitration organizations, such as the
popular regulations of the Swiss Chambers’ Court
of Arbitration and Mediation or the ICC. The costs
of DIS proceedings depend on the amount in
dispute. An administrative fee for the DIS is added
to the fees of the arbitrators (e.g. for a tribunal of
three arbitrators with two parties involved, the fees
for the arbitrators and the DIS (exclusive turnover
tax) for an amount in dispute of EUR 1,000,000
amount to approx. EUR 74,700, for an amount in
dispute of EUR 10,000,000 to approx. EUR
221,200 and for an amount in dispute of EUR
100,000,000 to approx. EUR 452,200).
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The DIS also succeeded in facilitating fast-track
arbitration agreements by recently issuing the
“Supplementary Rules for Expedited Proceed-
ings”. By shortening the time period for the nomi-
nation of arbitrators and by limiting the number of
written submissions, it is possible to bring arbitra-
tion proceedings to a close very quickly.

Depending on whether a single arbitrator or a
tribunal of three arbitrators is nominated, proceed-
ings based on these rules can be terminated
within six or nine months, respectively, after the
submission of the statement of claim. Such fast-
track proceedings may be suitable if the parties
only want to obtain a decision on a specific legal
question (e.g. if a material adverse change (MAC)
has occurred).

3. Corporate Law Disputes

Germany also offers a reliable framework for
arbitration proceedings involving shareholder
disputes within a GmbH. When compared to the
ordinary court system, this arbitration framework
can be especially attractive to foreign companies
with German subsidiaries who are involved in a
dispute.

Although the ability to arbitrate such disputes had
long been controversial, the BGH approved it in a
recent and well-noticed decision. The court, how-
ever, also decided that arbitration clauses can
only be deemed legally effective if strict conditions
are fulfilled.

In particular, the arbitration agreement needs
either to be embedded in the company’s articles
upon approval of all shareholders or to be con-
cluded in an independent contract between all
shareholders and the company. Furthermore, it is
not only required that the company’s executive
bodies, but also each shareholder be informed
about the commencement and the course of the
arbitration proceedings, thus enabling them to
participate in the proceedings. Last but not least,
each shareholder must be given the possibility to
participate in the process of electing and nominat-
ing arbitrators and all shareholder resolution
disputes concerning the same subject matter must
be settled jointly before the same arbitral tribunal.

Although the decision of the BGH entails a com-
plex regulating mechanism, this does not have to
be an obstacle for arbitration agreements. In order
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to better meet the needs of its users, the DIS
issued the “Supplementary Rules for Corporate
Law Disputes”, which fulfill all the conditions set
forth by the BGH. The supplementary rules are
available in both German and English.
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