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Taxes and License Fee Agreements

A German view of tax conse-
quences to be considered at time
license fee agreement is con-
cluded

BY WALTER ABERL*

From a tax point of view, there is an exceptionally
large number of alternatives as to the form of license
fee agreements. Because business transactions with
the appearance of being almost identical can result in
completely different tax charges, the tax consequences
should be taken into account at the time the license fee
agreement is concluded, and should be reflected in the
wording of the agreement.

Retroactive alterations to agreements made with the
intention of improving the results from a taxation
point of view, usually lead to difficulties. When the
other party is prepared to agree to an alteration in the
agreement, he usually expects to share the resulting
taxation benefits. On the other hand, the tax author-
ities do not usually accept alterations made purely
with the intention of saving tax.

I shall restrict myself here to the transfer of expert
industrial knowledge, either protected or unprotected,
by an industrial concern. I shall be concerned mainly
with international license fee agreements, with partic-
ular emphasis on the tax effect from a German point of
view. After that I shall mention briefly the problem of
license fee agreements between related parties.

GENERAL

When inquiring into taxation consequences, one
must first check in which countries taxes might have
to be paid. One must pay particular attention to the
countries of domicile of the licensor and the licensee; in
special cases, tax consequenses would also arise in
“third countries,” for example, in a country where a
patent has been registered or, in the case of base
companies situated in countries with low tax rates, tax
consequences may result in the parent company’s
country of domicile.

In each case, the regulations which have to be con-
sidered are the national tax laws, including foreign tax
laws and double taxation treaties of the individual
countries involved. Naturally, income tax, corporation
tax and trade tax must be taken primarily into ac-
count; but other taxes can also play a considerable

*Partner, Peat, Marwick, Mitchell & Co., Munich,

Germany; paper presented at First LES Germany
Meeting.

part, in particular added-value tax which is common to
all EC countries. Other taxes which could arise but
which I do not intend to cover here, are wealth tax (as
inGermany) and registration duties.

The treatment of license fee agreements for tax pur-
poses depends finally on how they are classified and
which services are included. In doing so, it is not the
legal form of the agreement which is of prime impor-
tance, but its economic content. From a taxation point
of view there are the following possibilities:

LEGITIMATE LICENSE FEE AND KNOW-HOW
AGREEMENTS

Legitimate license fee agreements can cover the fol-
lowing items:

—The transfer of industrial rights such as patents
andtrademarks for a limited period.

—Thetransfer of know-how,

—Services, e.g. assistance and supervision.

There are several ways in which the compensation
for such items can be determined. Commonly, fees are
either of a recurring nature, i.e. based on turnover or a
fixed annual charge, or else they are in the form of a
one-time payment. Sometimes they are a combination
of both.

Recurring fees are normally taken into income by
the licensor and expensed by the licensee in the year in
which they arise. On the other hand, one-time pay-
ments for a specific period have to be apportioned over
the related period as income or expense. As a result,
the licensee and licensor respectively have prepaid ex-
pense or deferred income items in the year in which
the payment is made which have to be reversed propor-
tionately. Also in this case the expense is recorded in
the same period as the income. If a one-time payment
is not made in respect of a defined period — as is nor-
mally the case with a one-time transfer of know-how
~—the item must, in principle, be treated as a purchase.

PURCHASE CONTRACTS

A purchase is assumed to have taken place when, for
example, a patent is transferred in return for a one-
time payment. In this case the treatment for civil law
purposes is the same as that for tax purposes. There
are also circumstances where civil and tax regulations
differ. Such is the case when a legal transaction is not
treated as a purchase for civil law purposes, but is
treated as such for tax purposes. In addition to the
previously-mentioned transfer of know-how for a one.
time payment, an example of this under German law




would be the irreversible unlimited transfer of patent
rights.

In the case of a purchase contract, the difference be-
tween the book value and the sales price of the asset is
a profit on which the licensor must pay taxes in the
year in which the sale takes place. He cannot apportion
the profits for tax purposes over the period for which
the patent right has been granted. This is of course
particularly disadvantageous when the purchase price
or the corresponding license fee has not, in fact, been
paid. For example, in the case of the irreversible
unlimited transfer of a patent in return for an annual
fee based on turnover, the last license fees are not re-
ceived until the patent has been fully exploited,
whereas the tax already has to be paid in the year in
which the agreement is concluded.

In Germany, profits made by industrial concerns are
always taxed at the standard rate, whereas, in many
countries, the profit on the sale of patents is regarded
as a capital gain and is thus subject to a lower rate of
tax than normal license fees.

In the case of a purchase, the licensee must regularly
capitalize the patent rights or the know-how and amor-
tize them over their estimated useful life. Generally,
unprotected know-how can be written off more quickly
than protected patents. There are, of course, many
countries which, in certain instances, do not permit
know-how to be amortized for tax purposes, but require
that the cost be capitalized in a similar way to goodwill
with no related amortization (e.g. Australia, France,
Canadaand U.S.A.).

Contrary to the treatment of a legitimate license fee
agreement, there is no matching of income and ex-
pensein the same period.

MIXED CONTRACTS

Most license fee agreements do not concern patent
rights only, but include the transfer of know-how, use
of trademarks as well as assistance and supervisory
services. Because of the possible differences in treat-
ment for income tax purposes, but also as regards
source taxes and added-valué tax, such contracts
present very interesting possibilities for tax planning,
By incorporating the appropriate terminology the
agreements can be drawn up in such a manner that the
various services can be treated uniformly or differ-
ently. If the agreement does not differentiate between
the various services, the fees are generally treated uni-
formly.

For example, if an agreement providing for the
transfer of know-how in addition to a patent license
were to be headed "License Agreement” the tax au-
thorities would assume, solely for this reason, that the
agreement was basically in respect of a patent license,
even if the know-how was of equal or higher value. If
this is undesirable, one should consider rephrasing the
agreement in order to present the actual facts.

It is important that even the heading of the agree-
ment be correctly worded and that the license fee be
allocated to individual items, In certain ¢ircumstances
it would even be advisable to draw up two or more
separate agreements.

A license fee agreement also can be drawn up in the

form of a silent partnership agreement. The agree-
ment provides for the transfer of patent rights or
know-how to a companhy in return for a share of the
company’s profits. This is of particular interest tax-
wise when a so-called nontypical silent partnership is
involved, in which the silent partner (licensor} partici-
pates not only in profits, but also in hidden reserves.
The German tax authorities treat such an arrange-
ment as a ‘“co-entrepreneurship.” The licensor is
considered to have founded a permanent establish-
ment abroad. If a double-taxation treaty exists,
payment of this type of license fee is considered to be
the profits of a foreign permanent establishment and
isnot taxable in Germany.

SPECIALFEATURES IN CONNECTION
WITH TRANSFER OF TECHNOLOGY ACROSS
THE BORDER

In moest countries there iz a tendency to tax pay-
ments for the import of technology, generally by re-
quiring the licensee to deduct the tax from the license
payment and to remit to the tax authorities the
amount so deducted. Normally, such taxes are final.
However, the local ability to tax is, to a large extent,
limited by double-taxation treaties. For instance, Arti-
cle 12 of the OECD draft of a model convention pro-
vides that the licensor’s country principally shall have
the exclusive right to tax the licensee’s payment. In re-
cent years, however, a tendency has become noticeable
of allowing the licensee’s country to tax income at the
source at a low rate, generally 5 to 10% of gross re-
ceipts. Since such taxes generally can be credited
against German tax, no particular problems will result
inthe case of issuing a license to a foreign country.

However, if no double-taxation treaty exists with the
licensee’s country or if the respective double-taxation
treaty does not include provisions in respect to licenses
(e.g. the Double-Taxation Treaty between the Federal
Republic of Germany and India), a high tax at the
source may quite possibly result in heavy double taxa-
tion. In such a case, although the German revenue law
generally permits the crediting of the foreign tax
against German income tax or corporation tax, never-
theless in the Federal Republic part of the foreign tax
already may be lost at the corporation level. The rea-
son for this is that the foreign withholding tax is based
on the gross receipts, whereas the German tax on the
license income is based on net receipts (gross receipts
iess applicable expenses).

Insofar as foreign taxes are concerned, no "overall
limitation” exists in the Federal Republic, and com-
pensating source taxes on license fees from several
countries with varying tax rates is therefore not possi-
ble. As a result, the applicable portion of the German
tax representing the maximum amount against which
foreign can be offset, may be considerably less than the
amount of the source tax. A further disadvantage re-
sults from the fact that the foreign taxes offset by a
corporation cannot be passed on as a tax credit to their
German shareholders.

For the licensor (but not for the licensee) it is there-
fore always advantageous to include a clause providing
for shifting tax to the extent that the licensor’s taxes
arising in the licensee’s country are to be taken over by
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the latter. Thus, the rigk of an increase in the rate of
source tax is transferred to the licensee. At the same
time, contractual provisions in respect of notification
of and proof of taxes paid on behalf of the licensor
should be agreed upon. On the other hand, if a licensee
must accept such a tax shifting provision, he should at
least make it binding on the licensor to do everything
in his power to reduce tax at source and, in particular,
to file all applications necessary for claiming privi-
legesunder a double-taxation treaty.

TURNOVER TAX CONSIDERATIONS

In many European and in some overseas countries,
the proceeds from the sale of technology are subject to
turnover tax. Since the tax rate has risen to a consider-
able level in some countries, e.g. to 20% in Norway, to
18% in Holland, to 17.6% in France, and a tendency to
further increases exists in the European Community, a
contractural provision in respect to turnover tax is ex-
tremely important.

For the purpose of taxing turnover (and also for the
refund of pre-taxes) on principle the place of perform-
ance is decisive. In this connection, the present Ger-
man law distinguishes between patent and know-how
fees.

As regard the patent license, the place of perform-
ance is considered to be the country in which the uti-
lization of, patent, i.e. the manufacture or sale of the
protected product, is permitted. Should a protected
product be manufactured in one country and be sold in
another country and the patent protection cover both
countries, it is assumed that permission of the sale out-
weighs the manufacture, and that therefore the coun-
try of sale is considered to be the place of performance.
In such a case any license fees on exported products
paid to a licensor by a German licensee are fully ex-
cluded from the basis for the computation of the Ger-
man tax.

While in connection with patent license agreements
the toleration of utilization (negative performance)
represents the decisive characteristic for turnover tax
purposes, the passing on of the know-how and the ren-
dering of advise (positive performance) is the main
criterion for turnover tax purposes in connection with
the sale of the legally unprotected know-how. This
means that normally the licensor’s country of domicile
isthe place of performance.

Place of Advise

Also, as regards consultation agreements, the place
where the major portion of the advise has been ren-
deredis largely decisive for taxation purposes.

The treatment of fees from know-how and consulta-
tion agreements by the German tax authorities is at
variance with the practice of most of the countries of
the European Community. In those countries the deci-
sive factor is the place where the services were utilized
and not where they were rendered. It is therefore quite
possible at present that for the same license fees turn-
over tax is levied in two countries. However, because of

the possibility for deduction of pretaxes this generally
causes no problems.

It is expected that effective January 1, 1979, the
present German Turnover Tax Law will be adapted to
Directive No. 6 of the EC for the Harmonization of
Turnover Tax. For patent licenses, as well as for know-
how and consultation services, the place where the
services are rendered will then be the place at which
the recipient runs his business. If the services are ren-
dered to an entrepreneur’s foreign permanent estab-
lishment, then the place at which such busi-permanent
establishment is located determines taxability.

For a German licenscr this means that his license
fee income from foreign countries is no longer subject
to German added-value tax. On the other hand, the for-
eign licensor must pay German added-value tax on
know-how fees originating in the Federal Republic.
Here again the contractual arrangements should
determine whether such added value tax is also to be
paid by the licensee (which will not result in additional
cost because of the pretax deduction), or whether
subsequent to the revision of the law, the license fee
should remain unchanged, which, because of the
higher added value tax portion, would result in a
reduction of the license fee.

PROBLEMSIN CONNECTION WITH
GRANTING LICENSES TO AFFILIATED
COMPANIES

A considerable portion of the transfer of technology
takes place between affiliated companies. The use of
patent exploitation companies in tax shelter countries,
which was widely practiced in the past, is no longer of
any interest taxwise as a result of the introduction of
the Foreign Tax Act 1972 and the “Theory of fictions
Realisation of Profits” (“Entstrickungstheorie”) de-
veloped by the Supreme Tax Court. It therefore will
not be discussed here any further.

In connection with license agreements between
related parties the problem arises regularly as to
whether the license payments are reasonable. If the li-
cense fees charged are not reasonable, or found to be
not at arm’s length, German and foreign tax laws pro-
vide in such instances for taxation of fees in an amount
which would have been agreed with an independent
third party. Since the increase of income in one coun-
try does not automatically result in a corresponding
decrease of income in the other country, such treat-
ment may cause serious double taxation problems. To
avoid such problems from the very beginning ishardly
possible, because the reasonableness of license fees is
extremely difficult to determine, as generally compar-
ativedata of independent third parties is not available.

In addition, the tax authorities of the licensee’s
country will tend to look for reasonableness at a lower
level than the tax authorities of the licensor's country.
However, in practice a company doing business in
several countries will probably be left with enough
room to maneuver in planning the profits of the parent
company and its subgidiaries.




