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Transfer pricing in Germany

ANDREAS GESTREICHER

6.1 Introduction

This chapter provides an analysis of dispute resolution procedures in the
area of international profit attribution as seen from the perspective of
the Federal Republic of Germany. It will become apparent that in this
country, differences of opinion existing with regard to transfer pricing
can in many cases be resolved by means of a kind of consensus between
the taxpayer and the tax authorities, There is a tradition of legal
provisions designed to prevent international profit shifting using
inappropriate contractual arrangements in the case of substantial parti-
cipation in a foreign company. But the number of judgments actually
handed down by the German Bundesfinanzhof (Federa! Tax Court)
dealing with ‘adjustment of income’ (section 1 of the German Foreign
Tax Act) resulting from disputes in the area of international profit
attribution is surprisingly low. Although the number of rulings with
respect to ‘hidden profit distributions’ and ‘hidden capital contributions’
concerning a shifting of profits between a company and its shareholders in
the primarily domestic scene appears infinite, in the international transfer
pricing domain it is much more common for the taxpayer and the tax
authorities to come to an agreement out of court (‘tax audit bazaar’).
Such an agreement between taxpayer and tax authorities does nof,
however, guarantee freedom from double taxation. In order to prevent
the occurrence of double taxation in this context, German taxpayers

increasingly turn to the bi- or multilateral dispute resolution possibilities

employing mutual agreement procedures and advance pricing agree-
ments, Only in recent years has the German tax administration been
giving these procedures their active support.

This chapter is structured as follows. After a brief round-up of the
economic and institutional context of transfer pricing in Germany,
section 6.3 will set out the historical background of the German transfer
pricing rules. Section 6.4 sums up the main aspects of Germany’s
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transfer pricing legislation. Against the background of these introduc-
tory considerations, the core topic of this contribution is dealt with in
sections 6.5 to 6.7. The domestic approaches to resolving transfer pricing
disputes in Germany are discussed in section 6.3, while section 6.6
complements the domestic view with a survey of bilateral and multilat-
eral approaches. In section 6.7 advance pricing agreements are explored,
The chapter is rounded off with some concluding remarks.

6.2 Economic and institutional context

Germany is regarded as having the highest-performing economy in
Europe. Taking GDP as the basis, in 2010 Germany occupied fourth
position in the worldwide comparison. In that year its GDP amounted
to 2,497.6 billion euro.’ Among the most essential reasons for Germany’s
strong performance are high productivity of labour, a first-class infra-
structure in an advantageous setting within the EU, and marked
innovatory strength associated with a high percentage of research-
intensive industries, above-average spending on research and development,
mumerous patents and world leading sectors both in terms of market
volume and growth potential {information and communication, the
chemical industry and plastics, transport and logistics, photovoltaic and
medical technology). Adding to these factors are legal certainty, an efficlent
legal system and a transparent, independent judiciary. A fact also of rele-
vance to foreign investors is that Germany constitutes a market consisting
of more than 80 million consurmners (20 per cent of the European market),
disposing over a high per capita income. Based on a per capita purchasing
power of 19,684 euro (2010), Germany ranks among the top ten countries
in the European comparison. -

The German economy is focused on industry-produced goods and
services, whereas raw materials and agricultural production are of only
minor economic significance. The major trading partners are other
industrialised countries, a considerable overall surplus arising from for-
eign trade. In 2010 the rise in German exports ran into double figures.
2011 is exhibiting a similarly dynamic development in this respect.
Specialised products of high guality secure the position of German com-
panies in their particular export markets, Among the most important

! Statistisches Bundesamt, Gross domestic product 2010 for Germany, supporting docu-
mentation for the press conference on 12 January 2011 in Wiesbaden.
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export products are those of the automobile industry while raw materials
for energy generation figure most strongly on the import side.

Consolidated German (directly and indirectly) held investments
abroad (stock of EDI assets, all sectors, in million euros) are shown in
Table 6.1. o

German investments in further European countries such as the Neth-
eslands, Belgium, Luxembourg, France and Itely follow in this order with
smaller investment volumes.?

Consolidated foreign (directly and indirectly) held investments in
Germany (stock of FDI liabilities, afl sectors, in million euros) are shown
in Table 6.2.

Again, foreign investments by further European countries follow with
smaller investment volumes. In the case of foréign direct investment

Table 6.1 Consolidated German (directly and indirectly) held
investrnents abroad

Stock of FDI

assets, all sectors Per cent Per cent Per cent
(in millien euros) 2007 of GDP 2008 of GDP 2009 of GDP
Total 904,661 37.3 953,505 383 984,540 40.%
EU 27 504,263 20;8 542,943 218 561,610 234
United States 207,578 8.6 211,607 8.5 217,040 240
United Kingdom 119,761 4.9 09,679 440 120,854 50

Table 6.2 Consolidated foreign (directly and indirectly) held investments
in Germany

Stock of FDI

liabilities, all sectors Per cent Per cent Per cent
{in million euros) 2007 of GDP 2008 of GDP 2009 of GDP
Total 472,453 19.5 479,808 193 469,745 19.5
EU 27 348,824 14.4 358,915 14.4 361422 150
United States 54,186 2.2 47,247 1.2 36,£33 1.5
The Netherlands 105,501 44 107,962 4.3 110,621 4.6

2 Deutsche Bundesbank/Eurosystern, Survey on direct investments, Special publication:

Statistics, 10 April 2011, p. 6 ef seq.
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(FDI) liabilities, these countries are Luxembourg, the United Kingdom,
France and Italy (in this order).” These figures place Germany sixth in
the UNCTAD ranking 2009, characterising Germany as an investment
location of worldwide significance. In the years 2000 to 2009, FDI
liabilities rose annually by an average of 5 per cent. The leading
important sectors for foreign investment indude information and com-
munication technology, software, services, motor vehicles, engineering
and the chemical industry. _ _
Germany’s favourable location conditions do have their price.
Besides a major share in the federal budget that is spent on social security
{54.2 per cent), the largest items on the budget agenda are general services
{17.0 per cent), business enterprises® (5.12 per cent), education
and research (4.8 per cent) and transport and telecommunications -
(3.9 per cent)® which are financed to a very great extent by taxes. Accord-
ingly, in 2010 federal expenditure amounting to 303.7 billion curos was
finded by tax revenue totalling 226.2 billion euros, administrative mcome
of 33.1 billion euros, coin income of 0.3 billion euros and 2 net borrowing of
440 billion euros.® These figures fliustrate the importance of taxes in
funding federal expenditure and Germany’s international competitiveness,
The role played by federal taxes (above all consumer taxes) in the
federal tax revenue as a whole (article 106 I of the Basic Law (Grundge-
setz, GG)) is relatively small {36.1 per cent). A greater role in the federal
tax revenue is played by the taxes accrued jointly to the Pederation, the
Linder, and the mumnicipalities (income tax, corporate income tax and
value added tax) and the federal share in the trade tax (making up 74.2
per cent in total).” The joint taxes (article 106 III GG), Lénder taxes
(article 106 II GG) and the municipal taxes (article 106 Vi GG3) also
serve to finance tasks allocated by the German Basic Law to the Linder
and the municipalities (article 104a GG), with the result that with regard
to the significance of tax in Germany the development of total tax
revenue in the Federal Republic is of interest. This total tax revenue is
created in the Federal Republic from a total of more than 40 individual
types of tax, which generate significant levels of revenue only in part.
Important types of tax in the area of direct taxation are in particular

* Ibid. p. 42 et seq. * These enterprises operate primarily in the fransport sector.

3 Pederal Ministry of Financs, Overview of the Federal Budget 2010, p. 17 ef seq.

® Federal Ministry of Finance, Press Communication No. 1/2011, 13 January 2011L

7 Please note that negative income from EU payments is 1o be deducted; in 2010 this
amounted to 11.3 per cent of the Federal Republic’s tax revenue.
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Table 6.3 Developmient of German ‘tax revenue 1970 to 2010

1980 1950 2000 2004 2003 2006 - 2007 2008 2009 2010

1970

109.1 147.9 129.3 128.7 140.2 156.8 174.6 161.6 155.1

75.8

26.0

Income

{6.4)
12.0

(6.7)
72

(7.0)
15.9

(6.5)

229

(6.1)

229

(5.8)
16.3

(5.9)

13.1

(7.2)
235

(8.3)
154

{9.6)
10.9

(7.2)

tax
Corporate

{1.4) (1.2} (1.1) (0.5) (06.7) (L0 0.9) (0.6) {02} 0.5)

{12}

ncome
tax
Value

-

47.8 75.5 140.8 137.4 139.7 146.7 169.6 176.0 177.Q 180.0

19.5

(7.2)

34.6

(7.4)
32.4

(7.1)

4140

(7.0}
40.1

{6.3)
38.4

(6.3)
31.0

(6.3)

284

(5.1}

27.0

58)
9.8

{6.1)

13.9

(5.4)

added tax
Trade tax

5.5

(1.4)

39.8

(1.3)

39.8

(1.6)

39.2

(1.7}

39,0

(L7

3929

(14)

40.1

(1.3)

41.8

(1.3}

37.8

(1.5)

17.7

(1.8)

10.9

(1.5)

5.9

Minerat oil

(L4) (1.4) {1.8) (1.9) (1.8) (1.7} (1.6} {1.6) {L.7) {1.56)

(1.6}

and

energy
taxes

* Figures in billion euros. The figures in brackets indicate the leve] of revenue as a percentage of GDP.
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income fax, corporate income tax and trade tax. As far as indirect taxes
are concerned, value added tax and taxes on mineral oil and other
sources of energy produce the highest revenue. The development of tax
revenue over the past thirty years is shown in Table 6.3 (in billion euros).

As can be seen from Table 6.3, income tax and value added tax carry
the greatest weight in this context. Income tax is due on income of
natural persons having their residence or habitual place of abode in
Germany. This group of taxpayers includes sole traders and partaers in
a partnership with business operations. Value added tax is payzble on
goods and services within Germany, import of goods and intra-commu-
nity acquisitions. Corporate entities and, in particular, companies
Emited by shares, are subject to corporate tax. Their contribution to
total tax revenue is low, amounting to approximately 0.5 per cent of
GDP. However, this figure should not lead to the conclusion that the
correct determination of income with respect to these companies
{including examination of transfer prices vis-g-vis affiliated companies)
is of subordinate significance. Correct determination catries significance
for reasons of equal taxation of companies operating in the legal form of
limited companies and sole traders and partnerships alone.

Intra-group transfer pricing also features centrally in Germany because
cross-border business activities are carried out primarily by enterprises in
the legal form of limited companies. Taking the information provided in
financial statements as a basis, foreign direct investments are carried out
first and foremost by limited companies (93.9 per cent of all companies
involved), whereas only a small fraction of the relevant sharcholdings
are held by partnerships (6.1 per cent). In both cases, the lion’s share of
these assets is held by large enterprises. Here, the number of limited
companies accounts for 86.1 per cent, whereas the relevant fraction is
5.1 per cent in the case of partnerships.® In this context, Table 6.4
Hlustrates the volume of German FDI in terms of the number and size
of FDI companies.

As far as FDI liabilities are concerned, the share of investinents carried
out in the legal form of a limited company is even higher (95.4 per cent),
whereas the number of partnerships held by foreign investors accounts
for only 4.6 per cent, As a result, it emerges that tax transfer pricing may
exercise a large impact on corporate tax revenue in the first instance.
Moreover, since corporate tax revenue is derived from a relatively small

® Bureau van Dijk, Database AMADEUS, update 172, 2009,
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Table 6.4 Volume of German FDI in terms of the number and size
of FDI companies '

Number of Net Balance sheet  Sales
companies oequity  total revenies
Directly held FDI? 20,156 40.7 241.6 43.5
Indirectly held FDI 11,118 50.1 187.0 81.2
German limited 59,072 9.38 32.08 46.39
companies” ’

“ Deutsche Bundeshank/Eurosystem, Survey on Direct Investments, Special
publication: Statistics, 10 April 2011, p. 6 et seq.; this information refers to the
year 2009,

¥ Deutsche Bundesbank, Verhdltniszahlen aus Jahresabschliissen deutscher
Unternehmen von 2087 bis 2008, Mirz 2011 {Ratios taken from financial
statements of German enterprises 2007 to 2008); the year referred to here is 2007.

number of entesprises, the focus is on large companies. Corporale tax
statistics show that approximately 10 per cent of all German limited
companies contribute some 90 per cent of the corporate tax budget.”

6.3 Historical background of transfer pricing rules
6.3.1 Beginnings in Germany

In the international context, the prime purpose of tax transfer prices
today Is to attribute tax jurisdiction between or among contracting
states, Their goal is to avoid the shifting of enterprises’ profits to
affiliated companies subject to taxation in a different jurisdiction. In
Germany, the topic ‘shifting profits abroad’ was already dealt with
in income tax legislation dating from 1925 and 1934. Section 33 of the
Income Tax Act (ITA) 1925 reads:!°

(1) If, as & result of special agreements between the taxpayer and a party
not subject to unlimited taxation, the profit of a domestic trade or
business is clearly not in proportion with the profit that would
otherwise be achieved in business transactions of comparable or
similar nature, said profit, or at least the usual return on capital

13 Statistisches Bundesamt, Corporate Tax Statistics 2004. :
German Reichstag, Drucksache dated 27 April 1925 111 1924/25 No. 795, Reichsstenerbiatt
{Gersnan Tax Gozerte, R5¢Bl) 1925, 198,
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serving this trade or business, can be taken as the basis for determin-
ing the income of the domestic trade or business. In the meaning of
this provision, in addition to fixed assets, capital is deemed to include
also current assets, in particular goods, products, and inventory.

{2) The provision given in section 1 of ITA 1925 does not apply if the
taxpayer provides evidence that neither does he hold a share in the
assets or profit of the foreign trade or business, nor does the owner of
said foreign entity participate significantly in the profit or the assets

"of his trade or business.

Application of these provisions had proven inadequate, since in part
they entailed processes that took place mainly abroad. As a consequence,
they failed to be effective in cases where the taxpayer was not willing to
cooperate in terms of clarifying details of events possibly incurring
taxation. A further practical difficulty was that it was also necessary 1o
determine profits that would have accrued without these particular
foreign relationships.' It was the intention of section 30 of the ITA
1934 to overcome these difficulties by simplifying considerably the
preconditions and implementation. It reads:

Taxation in the event of foreign business connections: The tax authorities of
the German federal state {Land) can, in the case of income from agricul-
ture and forestry, from trade or business, or from self-employrent,
determine the income tax as a fixed amount without reference to the
resuit reported, if particular direct or indirect connections of the trade or
business 10 a person who is either not subject to domestic taxation or
only subject to limited domestic taxation make a reduction of profi
possible. The authorities of the German federal state decide in their
own discretion.

According to the grounds stated for this legislation, by virtue of being
placed under the discretion of the tax office at the level of the Land
(federal state), this provision grants these offices an additional compe-
tence. This discretion was to be exercised in such a way that the Reich
(Germany) received as income tax any portion of the profits to which it
was rightfully due. For these purposes, the provision was only to be
applied in cases where there were indications that the profit had indeed
been reduced. This provision was not to be applied if the actual business
situation called for profit reductions of this kind (for example, as 2
consequence of ‘export prices set strategically for market penetration

U Reichsfinanzmninisterivm, Explanations regarding the Income Tax Act of 16 October
1934, published in Reichsgesezblate (German Law Gazette, RGEI) 11934, 1005, Berlin,
8 January 1935, RStBl No. 3, 1935, 48.
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purposes’). Unlike the previous regulation which only referred to income
from trade or business, the specific taxation of foreign business transac-
tions according to section 30 of the ITA 1934 had also to be applied to
income from agriculture and forestry as well as to profit income accruing
to self-employed persons (i.e., all types of profit income).

In 1938, the Reichsfinanzhof (Supreme Tax Court) had to hand down
a ruling on the prerequisites of the ‘fixed amount taxation’ in the case of
foreign business relationships according to section 30 of the ITA 1934.
Here, the tax office entrusted with the case (the tax office at the level of
the federal state) came to the conclusion that the profits of the company
involved were noticeably lower than the results achieved by comparable
companies. Moreover, they saw a possibility that shifting -of profits
abroad had taken place by way of specific transfer pricing. The German
Tax Court confirmed that based on the wording of the law, the tax office
was not required to provide evidence that such a shifting of profits had
indeed taken place if this was deemed probable according to “experience
of life’ The court, however, ruled the taxpayer was entitled to provide
evidence to the contrary. It thus pointed out that the tax office was not

permitted to ‘ignore without mote ado’ the evidence that might counter

its conclusions.'* As a consequence the German Tax Court handed back
the case to the tax office for further deliberation,

In applying these limitations to the provisions of section 30 of the ITA
1934 the Supreme Tax Court was approaching the principles that still
govern the way in which estimates for tax purposes have to be carried
out in Germany today. The more difficult it is for the tax authorities to
identify without doubt the basis for taxation, the stricter the demands
made on the taxpayer to contribute information leading to clarification
of the case. It was, and remains, incompatible with the principles of
equal taxation, however, to base taxation in the form of a fixed amount
only on the condition that a profit reduction might have taken placeas a
result of foreign business relationships, irrespective of whether any profit
reductions actually occurred.

Nevertheless, for reasons of legal protection, the German Bundesfi-
nanzhof (Federal Tax Court) found in 1959 that section 30 of the ITA
1934 was not compatible with the Basic Law of the Federal Republic of
Germany as later enacted.’® For the German Federal Tax Court, the

lj Cf. Reichsfinanzhof, ruling of 21 December 1938 VI 537/38, RS1BI 1939, 308,
* Bundesfinanzhof, ruling of 7 April 1959 12/58 S, Bundessteuerblatt { Federal Tax Gazette,
BStBI) OI 1959, 233.
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specific nature of this provision lay not only in the fact that the tax
(rather than the profit) was to be determined by way of estimates. It
regarded it as being of greater significance that tax assessment was
shifted from the local tax office to the tax office of the federal state.
The consequence of this shift of competence to the tax office of the
federal state {now Oberfinanzdirektion, regional fiscal office) was that
the taxpayers’ recourse to the law was reduced. The only possibility
available was appeal to the German Federal Tax Court. The task of this
highest Federal Court is scrutinising decisions only with respect to
proper application of the law, whereas it is not entitled to undertake
its own evaluation of the actual facts of the case. Since recourse to the
law in Germany requires at least one appellate instance entitled to
examine whether the actual facts and circumstances of a case have been*
properly taken into account (article 19(4) of the Basic Law) the German
Bederal Tax Court found section 30 of the ITA 1934 to be no longer
applicable. The authority of the German Federal Tax Court for non-
application of this provision arose from the fact that it was promulgated
prior to the enactment of the Basic Law and had not been subject to
further parliamentary debate since.

6.3.2 Development of current rules

At the same tirne, the tax differentials between the Federal Republic of
Germany and ‘some states’ ~ presented strong incentives to use special
structuring measures in the international arena to produce tax advan-
tages that could not be effectively countered via the law applicable at that
time in Germany. Combating the exploitation of unjustified tax advan-
tages was also held back by the fact that the German tax authorities’
sovereign powers of investigation did not extend beyond the German
borders and the low-tax states concerned steadfastly rejected the idea
of concluding agreements on administrative and legal assistance or
providing other states with tax information. In a report of the German
Federal government to the German parliament explicitly naming the
tax differentials vis-d-vis Switzerland and Liechtenstein, Luxembourg,
the Bahamas, Bermuda, the Netherlands Antilles and Panama, these
attempts to circumnavigate unlimited liability to taxation were

% Report of the Federa} Govermment to the German Bundestag of 23 June 1964 on the
distortions of competition arfsing from transfer of seat abroad and from tax differentials
between states, German Bundestag, Drucksache TV/2412, 25.
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registered. Moreover the observation was made that relocation of
income and assets had increased also due to the fact that income was
being shifted to base companies abroad with the help of tax transfer
price planning.'®

The finance ministries of the German Linder reacted to this report from
the German government by issuing a coordinated decree, wﬂh the same
wording in each case (Steueroasenerlass, Tax Haven Decree).! Accordmg
to this decree, in the event of income or assets being shifted to associated
companies or other independent legal entities in tax haven countries by
persons subject to unlimited tax Hability, the tax authorities were asked to
scrutinise whether the contracts, business transactions or asset {ransfers
as reported indeed corresponded to the facts of the case, If not, they
could not be recognised for tax purposes. This order was to be applied
in particular if there was no exchange of goods or services. It referred,
however, explicitly also to those cases in which remuneration was paid or
received for goods or services in an amount exceeding or falling below the
amount an independent third party would have paid or demanded.

As this order to correct profits lacked the necessary legal basis,
however,"’ the finance ministry called for preparation of a legal regula-
tion. This took as its basis a report by the Tax Reform Commission on
the tax law. pertaining to foreign transactions'® which culminated in a
German governmental resolution on ‘principles for a law to preserve tax
equality within foreign business connections and to ephance the situ-
ation with respect to tax competition in the context of investing
abroad.” These principles formed a first basis for the later enacted legal

5 Ibid. 10, 13 ef seq., 19 et seq., 21, 23 et seq.

¥ Cf. e.g, Decree of the Finance Minister of Lower Saxony of 14 June 1965 S 1301~99-31 1,
_ BStBI 11 1965, 74.

¥ Cf, Wassermeyer, in Flick, Wassermeyer and Baumhoff, Kemmentar zum Auflensteuerrecht,
) 1973/2009, s. 1 of the Foreign Tax Act (FTA) No. 18.

" See Federal Ministry of Finance, Report by the Tax Reform Commission on the Tax Law

Pertaining to Foreign Transactions, Issue 16 (Boan, 1970); this Tex Reform Committee

came to the conclusion that the national tax provisions which are based on the legal

relationship of domestic enterprises had proved to be insufficient for correct taxation of

foreign enterprises with interests in Germany, for business transactions between a

domestic enterprise and a controlled foreign corporation, an appropriate correction on

request was already guaranteed by faw already in force. But it was seen as necessary to

impose by way of procedural legislation a more extensive duty to provide information

and evidence on domestic shareholders in foreign corporations, see ibid. p. 38 et seq.,

p. 66 ef seq.

These principles and grounds for the legislation can be read, for example, in Der Betrieb

1871, 165 ef seq.
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provisions on ‘adjustment of income’ (section 1 of the Act on Taxation
in respect of Connections Abroad (Foreign Tax Act), Gesetz iiber d1e
Besteuerung bei Auslandsbeziehungen (Aufensteuergesetz) (FTA)).*
Section 1 of this regulation reads:

(1) If the income of 2 taxpayer from foreign business relationships with a
retated party has been reduced, in that within the framework of such
foreign business relstionships he agrees terms other than those on
which mutually independent third parties would have agreed in simitar
or comparable circumstances, it is to be adjusted, other provisions
notwithstanding, to that which would have resulted from those terms
aswould have been agreed between mutually independent third parties.

Two further sections state:

(a) the conditions deeming the parties to be ‘related’; and

(b) that a necessary estimate is to be based, in the absence of other
appropriate indications, on the interest on the capital employed in
the business or the net profit on turnover normally to be expected
under usual circurnstances,

While the conditions deeming the parties to be ‘related’ continue to
apply today without any change, the regulations applying to estimates
were revised with effect from the 2008 assessment period. The new
version of the law makes it clear that in assessing the net profit on
turnover normally to be expected, or the interest on the capital
employed in the business, the functions carried out, the assets employed
and the risks assumed have to be taken into consideration.

Oner the course of time, the norm has also been subject to changes with
respect to its scope of application, On the one hand, Bundesfinanzhof
rulings concerning the term ‘business relationship’ caused the legislator
to regulate which transactions are covered by the norm. On the other
hand, changes also arose with respect to the type of income involved.
Whereas in this connection the norm was originally applicable to
relationships forming part of an activity carried out independently,
sustainably, with the intention of achieving profit, and within general
business operations (not applicable to ‘private’ loans of a natural person

2 Gesetz zar Wahrung der steuerfichen GleichmiBigkeit bel Austandsbeziehungen und
zur Verbe-serung der steuerlichen Wettbewerbslage bei Auslandsinvestitionen, law to
preserve tax equality within fore.ign business connections and to enhance the situation
with respect to tax competition in the context of investing abroad of 8 September 1972,
BGRBLT 1972 No: 98, 1713,
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holding their participation in the foreign corporation in private prop-
erty),z1 in 1992 the legislator inserted a further section (section 4, now
section 5} in which the term ‘business relationship’ was defined.* This
determined that a business relationship in the sense of section 1 of the
FTA must lead to income from business activities (agriculture and
forestry, sale ar trade or self-employed activity) or rent or lease either
on the part of the taxpayer or on that of the related party.

The German Pederal ‘Tax Courts interpretation of the norm,
according to which business relationships do not include such transac-
tions leading to the fact that the domestic taxpayer and the foreign
corporation constitute related parties, gave rise to a further change. As
a consequerice, the German Federal Tax Court regarded the assumption
of guarantees without remuneration or interest-free loans of a German
parent company to its foreign subsidiary as not fulfilling the prerequis-
ites of a business relationship if, according to the foreign company law,
the guarantee or loan was to be deemed equity (substituting for
equity).”> Where this was not the case, granting an interest-free loan
could be treated as a business relationship.®® In order to cover all
business relationships contractually agreed, the definition of the term
‘business relationship’ was extended in 1993 such that it now covers ‘any
contractual relationship affecting income, other than an agreement
between a company and its shareholders’® Accordingly, it is essential
that apart from the shareholding there is an exchange of goods or

* Cf. Bundesfinanzhof, ruling of 3 December 1990 R 54788, BS(BL 1T 1991, 2871 however,
where business loans are concerned, this reguiation was and continues to be applicable
even in the case that the income of the foreign controlled company is texed at the level of

. its patent company (application of CFC rules), cf. Bundesfinanzhof, ruling of 19 Mazch
2002 I R 4/01, BStBi 11 2002, 644.

2 Gesetz zur Entlastung der Familien und zur Verbesserung der Rahmenbedingungen fiir
Investitionen und Arbeitsplétze, Law to provide relief for families and to improve the

2 climate for investment and jobs of 25 February 1992, BGBL1 1992 No. 9, 5 324,

See Bundesfinanzhof, resolution and rulings of 29 April 2009 1 R 26/08, BITI/NV 2009,
1648; of 27 August 2008 I R 28/07, BEH/NV 2009/123; of 29 November 2000 T R 85/99,
BS5tBL 11 2002, 720; and already ruling of 30 May 1990 I R 97/8R, BStB If 1990, 875. In the
more recent cases the Bundesfinanzhof has repeatedly made clear that its interpretation
did not require change although the legislator defined the term ‘business relationship’
{new s. 4} in 1992; the tax authorities accepted this interpretation, see Federal Ministry of
Finance, communication of 12 January 2010, BStBl I 2010, 34

2‘? Vgl. Bundesfinanzhof, ruling of 23 June 2010 IR 37/09, BStE] 1 2018, §95.

% Gesetz zum Abbau von Steuerverginstigungen und Aushahmeregelungen (Steuerver-
giinstigungsabbaugesetz), Tax Preference Reduction Act of 16 May 2003, BGBL I 2003
Ne. 19, 666.
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services. This applies also if the contractual agreement (for example the
granting of a guarantee by a parent company for the benefit of a
subsidiary) is taken up in the bylaws or has the character of substituting
equity (due to the foreign company being undercapitalised). However, if
the transaction {for example, the granting of a guarantee or a letter of
comfort) has its basis in the shareholder refationship the transaction
does not constitute a business relationship. : :

In 2008 the regulations concerning ‘adjustment of income’ were again
revised and a new section (as section 3) was included. Section 1(1) of the
ETA. currently reads as follows:

(1) If the income of 2 taxpayer from a foreign business relationship with a
related party has been reduced by basing its determination on terms,
especially on pricing (transfer pricing), other than those on which mutu-
ally independent third parties would have agreed in similar or comparable
circumstances (anm’s length principle), it is to be adjusted, other provis
sions notwithstanding, to that which would have resulted from those
terms as woulld have been agreed between mutually independent third
parties. The arm’s length principleisto be applied on theassumption that
the mutually independent third parties had knowledge of all significant
factors of the business relationship and were guided by the principles of
orderly and conscientious business managers. Where the application of
the arm’s length principle leads to farther-reaching adjustrnents than
under other provisions, the farther-reaching adjustments are to be made
in addition to the consequences from those other provisions

In this version the ‘adjustment of income’ refers explicitly also to
pricing (transfer pricing). It is also assumed that the contracting parties
know of all significant factors of the business relationship and are acting
in a ‘prudent’ manner. Finally, it is determined how this norm stands in
relation to other adjustment norms and laid down that the various
adjustments are to be applied in parallel manner.

The new section 3 regulates the order of priority of the admissible
transfer pricing methods and prescribes how to apply price and margin
ranges. It also brings the ‘hypothetical arm’s length comparison’ into
the canon of transfer pricing methods, supplements this method with
subsequent adjustments and regulates how the hypothetical arm’s length
compatison is to be applied to business transactions forming a transfer
of function. Finally, this section gives the government {and not the
legislator) the power to regulate the details of applying the arm’s length
principle via decree law. These regulations will be subject to closer
elaboration in the following section.
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6.4 Main aspects of Germany’s transfer pricing legislation
6.4.1 Corrective instruments

In order to prevent affiliated companies from shifting taxable profits or
deductible expenses out of or into Germany by way of inappropriate
transfer pricing arrangements of business conditions, the German tax
legislator has created five basic defence mechanisms with respect to
adjustment of income. The following instruments have to be taken into
account in this context:

. general provisions on the attribution of assets and income and on
the determination of tax base (sections 39 to 42 of the Fiscal Code
{Abgabenordnung) (FC));

. hidden profit distribution (section 8(3) of the Corporate Tax Act
(Korperschaftsteuergesetz), (CTA));

+ hidden capital contribution (section 8(1) of the CTA in connection
with section 4(1) sentences 3, 7 of the Income Tax Act (Binkommen-
steuergesetz} (ITA)Y;

+ deduction of interest costs for corporate entities (interest stripping
rule) (section 8a of the CTA in connection with section 4h of the ITA);
and '

. adjustment of income in the case of business connections abroad
{section 1 of the Foreign Tax Act {(Auflensteuergesetz) (ETA)).

The general provisions on the attribution of assets and income and on
the determination of tax base apply to all areas of tax law and prohibit all
manner of abusive arrangements. Of particular importance here is the
fact that assets may not be attributed to the legal owner if someone other
than the legal owner (‘the economic owner’) in fact exercises control
over the asset in such a way that he can exclude the legal owner from
having influence over the asset (section 39(1) of the FC).*® It is also
significant that it is irrelevant in the taxation context whether legal
transactions are or become invalid. A comparable situation applies in
connection with paper transactions. If a paper transaction is to cover up
another transaction the latter is relevant for tax purposes {section 41 of
the FC). But for practical purposes it is most relevant that tax laws may
not be circumvented by using legal planning possibilities in abusive

26 ' - 3 . ‘ . '
Examples of this are trust relziionships, ownership reservation and particular leasing
arrangements.
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ways. Abuse is deemed to exist where an inappropriate legal planning
option is chosen leading to a tax advantage for the taxpayer or a third
party compated to the result of an appropriate arrangement, in a manner
not intended by the law. In cases such as these the tax authorities are
entitled to levy tax corresponding to that arising from business transac-
tions with appropriate legal arrangements (section 42 of the FC). Shifting
income to a controfled company can be abusive if the company has no
economic substance because no offices exist and the company does not
dispose of other necessary resources, for example. In the individual case,
however, it needs to be examined whether particular tax laws contain
special relevant provision. In this sense, with regard to the above example,
the regulations concerning controlled foreign companies as set outin the
Foreign Tax Act take precedence (section 7 et seq. of the FTA). Likewise, -
in respect to transfer prices or business conditions, the provisions of
the particular tax laws take priosity. In this context, the general legal
instruments for adjusting income are ‘hidden profit distributions’ and
‘hidden capital contributions’

Profit distributions or dividend payments of all kinds cannot be
deducted from taxable income. This also applies to ‘hidden distribu-
tions’ usually resulting from profit shifts between related parties. The
Corporate Tax Act mentions, but does not define, the term ‘hidden
distribution’. According to the definition by the Federal Tax Court, a
hidden distribution is ‘a loss in net assets or prevention of an increase in
net assets as a result of the corporate relationship which affects the level
of income and is not the consequence of a resolution drawn up in
accordance with company law for the distribution of profits’ It is to be
added back to profit. A hidden distribution will be assumed wherever a
company appears to have accepted business or financial disadvantages in
favour of one or more of its shareholders or their related parties, unless
an ‘orderly and conscientious business manager’ would also have done
so within a third-party relationship under otherwise similar circam-
stances. Payment of excess prices for goods or services purchased by
the company/subsidiary is an example. Another example of a hidden
profit distribution is the charging of inappropriately low prices for goods
and services rendered to the shareholder/parent company.

The corollary of a ‘hidden distribution’ of profits is the ‘hidden
contribution’ of capital. Hidden contributions do not increase the profit
of the recipient, but are also not deductible expenses for the (domestic)
contributor. A hidden capital contribution must be a tangible benefit
granted by a shareholder in that capacity (section 4(1) sentence 7 of the



204 NORTH AMERICA AND EUROPE

ITA). If these grants increased the profit, they are to be deducted
when the income of the company is determined. Whether or not this
contribution is a result of the corporate relationship is gauged by
reference to the same yardstick: Would an orderly and conscientious
business manager have given the same benefit to a third party? Examples
of such hidden contributions are supply of goods to a company/
subsidiary at subnormal prices, and supply or rendering of goods
and services to the sharcholder/parent company at excessive prices.
Intangible benefits, however, do not qualify as contributable assets.?”
The effect on profit of rendering services or loans at sub-par rates
cannot, therefore, be adjusted with the help of the legal instrument of
the hidden capital contribution.

Unlike the hidden profit distribution, the interest stripping rule places
particular weight on combating profit shifting via group finance. Its aim
is, in principle, the limitation of shareholder debt financing. The legal
basis of the corresponding provision is to be found in corporate tax law
and applies only to inbound cases. According to the interest stripping
rule, which is also applicable for corporations {section 8a(l) of the
CTA), net interest expenses paid by German taxpayers are only deduct-
ible for tax purposes up to 30 per cent of an entity’s EBITDA (earnings
before interests, taxes, depreciation and amortisation). In general, the
interest expense can, however, be deducted without restriction, if:

(a) the net interest expenses of the company are lower than 3 million
euros in the relevant tax period (section 4h(2a) of the ITA); or

(b) the company is not, or only in part, a member of a corporate group

- (‘corporate group clause’) (section 4h(2b) of the I'TA); or

(¢} the company is a member of a corporate group and the company’s

++ equity ratio equals (with a 2 per cent tolerance) or exceeds the equity
ratio of the controlled group as a whole (‘escape clause’) (section 4h
(2¢) of the ITA). '

In order to prevent income shifting, the exception rules of this
regulation are somewhat stronger for corporations than for individual
taxpayers. The ‘corporate group clause’ applies only if the corporation’s
interest payment for shareholder debt does not exceed 10 per cent of the
corporation’s total net interest expense. Shareholder debt is assumed
when the debt is granted (i) by a substantial shareholder (shareholding

¥ See, e.g., Bundesfinanzhof, Judgment of 24 May 1984 I R 156/78, BStBI I 1984, 747.
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of more than 25 per cent); (il) by a related party of the substantial -
shareholder; or (iii} by a third person who has rights of recourse over
one of the persons mentioned abave (section 8a(2) of the CTA). By the
same token, the ‘escape clause’ applies only if the corporatior’s interest
payment or the interest payment of another affiliated company for
shareholder debt does not exceed 10 per cent of the corporation’s
total net interest expense. Interest payments are only relevant for this
purpose if the corresponding loans are shown as liabilities in the fully
consolidated accounts of the relevant corporate group (section 8a(3) of
the CTA).

6.4.2 How German law defines the armv’s length principle

Section 1 of the FTA deals with the ‘adjustment of income’ This provi-
sion does not interfere with the other corrective instruments and gives
them priority. This applies in particular in the case of hidden profit
distributions and hidden capital contributions. Unlike the hidden profit
distribution and hidden capital contribution, the ‘adjustment of income’
which transforms the arm’s length principle of international double
taxation treaties into German law, is limited to cross-border cases and
business relationships with related parties. The currently valid version of
the arm’s length principle according to German law {section 1(1) of the
FTA) has already been presented in the course of the section on historical
background.

In order to guarantee uniform application of the law, executive
authorities (in tax matters, the German Ministry of Finance) can with
the approval with the Bundesrat (Pederal Council) be empowered by law
to set details of application for these legal provisions. In the area of
transfer prices, the legislator has made use of this possibility in the deter-
mination of type, context and scope of the documentation required®
and in connection with the cross-border transfer of functions.” Purther
reference will be made to this below. The tax administration has no other
powers to issue legally binding regulations.

Irrespective of this, however, the authorities are able to issue adminis-
trative regulations in the interests of achieving equal application of the

% Ordinance regarding the Documentation of Profit Atiributions of 13 November 2003,
BGBI [ 2003, 2296, most recently revised by art. 9 of the Company Tax Reform 2008 of
14 August 2007, BGBI I 2007, § 1912, :

# Ordinance regarding the ‘Transfer of Functions of 12 Angust 2008, BGBI I 2008, $ 1680,
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laws. Such administrative regulations consist of the Pederal government’s
guidelines, the communications of the Ministry of Finance, the decrees
of the State Finance Ministries, and the orders of the Higher Tax Offices.
Although' these are not legally binding for the individual taxpayer,
they exert a de facto binding effect. They contain orders of an authority
to 2 lower authority or an official within an authority, are binding on the
officers of the tax authorities, and reflect the position of the tax adminis-
tration with respect to individual cases or questions of doubt.

Among the most important administrative regulations in the area of
trar}sfer pricing, interpreting the legal provisicns on the ‘adjustment
of income’ (section 1(1) of the FTA) from the perspective of the tax
authorities, are:

. Grundsitze zar Anwendung des AuBensteuergesetzes,® Principles
regarding the Application of the Foreign Tax Act;

» Grundsitze fiir die Priifung der Einkunftsabgrenzung bei international
verbundenen Unternehmen (Verwaltungsgrundsitze),”® Principles
regarding the Audit of the Attribution of Income in Internationally
Affiliated Companies (‘Administrative Principles’);

. Grundsétze fiir die Priifung der Einkunftsabgrenzung durch Umlage-
vertrige zwischen inmternational verbundenen Unternehmen,*
Principles regarding the Audit of Profit Allocation using Cost Sharing
Agreements by Internationally Affiliated Companies;

« Grundsitze fur die Prafung der Einkunftsabgrenzung zwischen
-international verbundenen Unternehmen in Fillen der Arbeitnehmer-
entsendung (Verwaltungsgrundsitze — Arbeitnehmerentsendung),”
Principles regarding the Audit of the Attribution of Income among

20 Federa! Ministry of Finance, Communication of 14 May 2004, IV B 4-S 1340-11/04,
BStBL 12004, 3 Special Issue 1; replaces Pederal Ministry of Finance, Communication of
2 Decemb'er' 1994, VI C 7-5 1340-20/94, BStBl I 1995, Special lssue 1; replaces
Federal Ministry of Finance, Communication of 11 July 1974, IV C 1-5 1340-32{74,
" BStBL I 1974, 442,
Federal Ministry of Finance, Communication of 23 February 1983, IV € 53-8 1341-4/83,
BSthl 1 1983, § 218;. repealed in part by the Administrative Principles regarding
Procedures, Federal Ministry of Finance, Comemunication of 12 Aprit 2005, IV B 4-S
w2 1341-1/05, BStBI T 2005, 570.
Federal Ministry of Finance, Communication of 30 December 1999, IV B 4-5 1341—
. 14/99, BStBi 11999, 1122.
" Federal Ministry of Finance, Communication of  November 2001, IV B 4-5 1341-20/01,
BStBI 12001, 796.
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Internationally Affiliated Companies in Cases of the Posting of Workers
(*Administrative Principles regarding the Posting of Workers’),

Of central importance here are the Administrative Principles dating
from 1983. This is underlined by the fact that today’s version of the
older principles regarding the application of the Foreign Tax Act
contains no regulations of its own with respect to related persons, the
corrective yardstick (arm’s length principle), and the treatment of
adjustments, but simply refers to the Administrative Principles. The
principles regarding the application of the Foreign Tax Act only provide
interpretations as to the form of adjustment and the term “business
relationship’

The Administrative Principles give a detailed interpretation of the
legal provisions regarding international atiribution of income and
include positions on various types of inter-company transactions.
Originally, these principles provided guidelines on cost sharing arrange-
ments, adjustment methods and related procedural aspects. In the
course of revising and adjusting these principles in line with develop-
ments at the level of the OECD, the Federal Ministry of Finance issued
regulations governing these areas in a separate communication. The
communication regarding cost sharing arrangements deals with details
concerning application of the atm’s length principle as far as they affect
general prerequisites for application, the allocable amount, the alloca-
tion mechanism, special cases, documentation and provision of

_evidence. The Administrative Principles regarding the Posting of

Workers regulate in particular the attribution of expenses associated
with the posting of staff, relevant qualification criteria, special arrange-
ments, questions of treatrent for tax purposes, and the procedure and
duties concerning provision of evidence and cooperation.

In the aftermath of a Pederal Tax Court case in 2001 which
will be discussed in the following section, section 1 of the FTA has
been supplemented with documentation and penalty provisions.
These are:

. documentation requirements for cross-border transactions with
related parties including permanent establishments (section 90(3) of
the Fiscal Code);

. consequences of inadequate or missing documentation, including in
particular the rebuttable assumption of a need for profit adjustments
and the allowance to estimate income by use of least favourable point
in a price range (section 162(4) of the FC); and
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. penalties (5 to 10 per cent of profit adjustment with certain ceilings
and restrictions) in the case that the taxpayer is non-compliant with
documentation requirements (section 162(4} of the FC).

Additional detail to the latter provisions were laid down in a legal
ordinance and explained in the context of administrative principles
(binding for subordinate authorities). These provisions and regulations
comprise:

. Verordnung zu Art, Inhalt und Umfang von Aufzeichnungen im Sinne
des § 90 Abs. 3 der Abgabenordnung {Gewinnabgrenzungsaufzeich-
nungsverordnung — GAufzV), Ordinance regarding the type, content
and scope of records in the meaning of section 30(3) of the FC (Ordin-
ance regarding the Documentation of Profit Attributions);** and

. Grundsitze fiir die Prisfung der Einkunftsabgrenzung zwischen nahe
stehenden Personen mit grenziiberschreitenden Geschiftsbeziehungen
in Bezug auf Ermittiungs- und Mitwirkungspflichten, Berichtigungen
sowie auf Verstindigungs- und EU-Schiedsverfahren (Verwaltungs-
grundsitze-Verfahren),”® Principles for the audit of the attribution of
income between related parties with cross-border business relation-
ships with reference to the obligation to determine transfer prices and
to cooperate with the tax administration, adjustments as well as their
implications in terms of competent authority and EU arbitration
procedures (Administrative Principles regarding Procedures).

The ordinance governs the type, content and scope of records in the
case of ordinary, specific and exceptional business transactions. Besides a
duty to documnent the facts and circumstances on which the transactions
between related parties are based, the ordinance explicitly demands also

‘evidence on the appropriateness of transfer prices applied (grounds for
the suitability of the transfer pricing methods used, calculations and
comparable data). In addition, the administrative principles regarding
procedure reflect the position of the tax authorities regarding questions
dealing with duties of the tax authorities, participants’ duties to cooper-
ate, legal consequences of failure to cooperate, implementation of

* Ordinance regarding the Documentation of Profit Attributions of 13 Novernber 2003,
BGEI I 2003, 2296, most recently amended by art. 9 of the 2008 Company Tax Reform
Act of 14 August 2007, BGBI [ 2007, 1912.

%5 Federal Ministry of Finance, Communication of 12 April 2005, 1V B 4-5 1341-1/05,
BStBL I 2005, 570.
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adjustments and process of transfer price corrections and mrutual agree-
ment or arbitration procedures. The details of this communication,
which runs to more than 70 pages in length, cannot be given here. But
for practical purposes the statements it includes on choice of method
and application of database analyses and benchmarking studies are of
particular relevance.

Under the 2008 Company Tax Reform Act, section 1 of the FTA
obtained a new subsection determining the order and the prerequisites
for applying the internationally accepted transfer pricing methods in
accordance with German law. Moreover, the ‘hypothetical arm’s length
comparison’ was specified in more detail, as were its application in cases
of the transfer of functions, and the possibilities of retrospective price
adjustments. o

The focus of the changes to the arm’s length principle in German
tax law (section 1 of the FTA) is on the determination of a hierarchy
and the terms of application for individual transfer-pricing methods.
Consequently, for intra-group cross-border business transactions, the
German Foreign Tax Act requires the transfer price to be determined
primarily according to the comparable uncontrolled price method, the
resale price method or the cost plus method. The condition for this is .
that arm’s length values can be found that, after adjustment as appro-
priate in view of the functions performed, the assets employed and the
opportunities and risks assumed are comparable without limitation to
those methods; several such values form a range. If no such arm’s
length values can be found, the application of a suitable transfer
pricing method is to be based on values of limited comparability as
appropriately adjusted. If no third party values of at least limited
comparability can be found, the taxpayer is to base his income deter-
mination on a hypothetical third-party comparison. For this, ke is to
estimate the lowest price for the seller and the highest price for the
buyer on the basis of a functional analysis and internal planning
calculations. This scope for agreement is to follow from the profit
expectations (profit potential) of each party. The price to be taken is
that most likely to accord with the arm’s length principle. If no other
value is plausibly put forward, the mean of the scope for agreement is
to be taken. '

Where a function including the related opportunities and risks is
transferred, accompanied by assets and other advantages transferred or
lent for which no arm’s length value of even limited comparability can
be found, the taxpayer shall determine the scope for agreement on the
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basis of the transfer of the function as a whole (transfer package). This
has to be done on the basis of capitalisation at adequate interest rates.
The piece-meal determination of the transfer prices for all assets and
services transferred, as appropriately adjusted, is to be accepted if the
taxpayer can show convincingly either that no important intangibles or
advantages, or the use thereof, were transferred with the function or

that the sum of the piece-meal prices is equivalent to the arm’s length

price for the transfer package as a whole.

Where significant intangibles and advantages derive from a business
connection and the future profitability varies significantly from the
assumption on which the transfer price was based, there is to be a
refutable presumption that, at the time of the contract, there was
uncertainty as to future profits, and independent third parties would
have agreed on a suitable price adjustment provision. If no such
provision was agreed and there is a significant variance during the furst
ten years from the date of the contract, the adjustment is to be made in
an appropriate lump sum amount as a correction to the original
transfer price with tax effect for the business year following that in
‘which the variance occurred.

Like the documentation provisions, this addition to the application
of the arr’s length principle in Germany has also been supplemented by a
legal ordinance dealing with the taxation of transfer of functions, and has
been explained in corresponding administrative principles, These are:

. Verordnung zur Anwendung des Fremdvergleichsgrundsatzes nach § 1
Abs, 1 des AuRensteuergesetzes in Fillen grenziiberschreitender Funk-
tionsverlagerungen {Funktionsverfagerungsverordnung - FVerlV),
Ordinance on the application of the arm’s length principle pursuant
té section 1(1) of the FTA in cases of cross-border transfer of functlons
(Ordinance regarding the Transfer of Punctions);™®

. Grundsitze fiir die Prisfung der Einkunfisabgrenzung zwischen nahe
stehenden Personen in Fillen von grenziiberschreitenden Funktions-
verlagerungen  (Verwaltungsgrundsitze  Funktionsverlagerung),”
Administrative Principles regarding the Transfer of Functions.

At the core of this ordinance and these administrative principles
are the mew terms ‘function) ‘transfer of function’ and ‘transfer

ZE‘ Ordinance regarding the Transfer of Punctions of 12 August 2008, BGBI 1 2008, 1680,
7 Federal Ministry of Finance, Communication of 13 October 2016, IV B 5-5 1341/08/
16003, BStBL I 2016, 774. ]
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package’, which are discussed in the international arena under the
headings of ‘business reorganisation, ‘transfer of an activity’ and
‘transfer of something of value’ In the context of the German regu-
lations, the spotlight is on provisions regarding the determination of
the value associated with the assets and other advantages bundled in
a ‘transfer package’ (assets and other advantages such as goodwill
forming an integrated part of a business), and on the conclusion
resultmg for the determination of respective transfer prices. Setting
arm’s length prices for intangible assets and transfer packages will be
discussed in greater detail in the next section as these currently have
no QECD parailels.

Ultimately, in 2011 the Ministry of Finance issued a decree
regarding bad debt losses on a receivable from a foreign related party. -
This is:

. Anwendung des § 1 AStG auf Fille von Teillwertabschreibungen urnd
andere Wertminderungen auf Darlehen an verbundene auslindische
Unternehmen,”® Application of section 1 of the FTA to write-downs to
going concern value and to other impairments regarding lcans to
foreign related companies.

The Ministry made it clear that a bad debt loss on a receivable from a
foreign related party is only allowable where the taxpayer can show that
a third party would not have taken steps beforehand to recover or
secure the outstanding sum. It suggests that this could be the case
where it was clearly in the business interests of the lender not to pursue
debt recovery vigorously in order to maintain trading relationships.
However, it offers no other examples of an acceptable write-down. The
Ministry’s reasoning is based on the arm’s length requirement of the
Foreign Tax Act which includes adequate security for a related party
debt. Adequate security can, however, be seen in overall group support
to enable a subsidiary to meet its debts as they fall due. Accordingly, no
charge can be made for enhanced risk of default within a group. On the
other hand, a default itself demonstrates the failure of that support.
Hence the debt would have arisen, or been allowed to remain, in other
than arm’s length circumstances. Its write-off is therefore per se
disallowable.

2 Tederal Ministry of Finance, Conumunication of 29 March 2611, IV B 5-5 1341709/
10004, BS:Bl I 2011, 277.



212 NORTH AMERICA AND EUROPE

6.4.3 Determining the arm’s length price for intangible assets
and transfer packages according to the concepts of the hypothetical
arnt’s length method

Steps

In order to determine the values of the relevant profit potentials, it is
necessary to:

(i) identify the anticipated future benefits associated with the trans-
ferred asset or transfer package;
(i) determine the useful lives of the corresponding assets; and
(iii) establish the required rate of return for purposes of calculating the
net present value of the profit potential associated with the assets or
transfer packages transferred.

- The minimum and maximum prices are further determined by action
alternatives as well as the transaction costs including, but not limited to,
taxes on capital gains arising in the course of the transfer or sale of assets
or other benefits (e.g., goodwill).

{i) Determination of anticipated future benefits

According to the guidelines provided by the German tax authorities, the

relevant income for determining the net present value of anticipated
future benefits refers to the financial surpluses net of expenses, interest
on debt capital and taxes flowing to the enterprise over the useful life of
the asset or transfer package transferred. Typically, these cash flows are
derived from planned results.

As taxes on income typically reduce to varying extent the cash flows
attributable to the asset or transfer package and the cash flows of an
investment alternative {represented by the cost of capital), corporate
taxes have to be taken into account as expenses on the level of the
corporate entity. Relevant amounts are those taxes that will presumably
be assessed or have actually been assessed, paid and, as the case may be,
already reduced by a given tax relief. Different views exist on whether or
not to take personal taxes on corporate dividends into account.

From the perspective of the acquiring enterprise, it is to be noted that
the acquisition of (2 bundle of) assets is associated with tax amortisation
benefits. The need to take this benefit on board results from the fact that
the corporate tax to be paid is calculated on the basis of cash flows
(whereas the tax base is corporate income). If looking at (parts of) an
enterprise as a whole, it is 1ot uncommon to factor in the corresponding
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tax benefits on a global basis, This global procedure, however, is not
without difficulties as it does not allow for an appropriate allocation of
the purchase price to the individual assets transferred. Instead, it would
be more consistent to differentiate between the assets involved in the
transfer when adding the tax amortisation benefit to the net present
value of the anticipated cash flows. '

(ii) Determination of the discount period/useful lives

Regarding transfer of activities, the German administrative guidelines
require us to act on the assumption that the useful lives of the assets
involved are not limited {i.e., to calculate the net present value based on
an infinite capitalisation period) when determining the profit potential
of an enterprise as a whole. This does not hold if reasons speaking in.
favour of a shorter capitalisation period exist or can credibly be shown.

(ili) Determination of the required rate of return

In order to determine the required rate of return, the customary
interest rate regarding a quasi-riskless investment serves as a point of
departure. More precisely, the calculation is to be based on riskless
investments, the duration of which is equivalent to the expected term-
of the activity or the useful lives of significant intangible assets. Where
capitalisation is to be based on an unlimited period of time, the rate of
return regarding a comparable investment of a term as long as possible
should be decisive. '

The basic interest rate is to be increased by a premium reflecting
the risk of the underlying investment. Where the subjects of valuation
are activities, such premiums are to be determined by looking at the
customary market return which may be earned when carrying out
comparable activities. ’

Determination of the arm’s length price

The scope for agreement is determined by minimum and maximum
prices that the seller and acquirer wish to achieve or are prepared to pay.
Such a scope for agreement results if the minimum price of the seller falls

“below the maximum price of the acquirer. In determining the minimum

price, the seller loaks at the profit potential associated with the asset(s)
and other benefits transferred. Moreover, the expected costs arising as a
consequence of the transfer (e.g., costs associated with closing down an
enterprise or terminating an activity but also possible taxes on capital
gains relating to the asset transfer) factor into this calculation. In this
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context, options realistically available to the seller (e.g., outsourcing a
production activity by way of contract manufacturing) are to be taken
into account.

When determining the maximum price, thé acquiring company looks

at the profit potential that it expects to realise through making use of the -

asset to be transferred or the activity to be carried out. In this context,
options realistically available to the acquiring company are to be taken
into account, assuming that the acquiring company is independent from
the seller and is able to make use of complete information.

Regarding the scope for agreement, the price to be taken is that most

likely to accord with the arm’s length principle. I no other value is

plausibly put forward, the mean of the scope for agreement is to be
tzken. This ‘mean solution’ is based on the assumption that (1) the
benefit accruing to the contracting parties corresponds to the difference
between the mean value and their minimum or maximum price and (2)
the allocation of related benefits for the parties is fair if these benefits are
of equal weight. Among third parties, moreover, bargaining skills, bar-
gaining power, haste and other impacting factors may play a role.

According to the German administrative principles, a ‘significant
determination’” justifying a later price adjustment is given if a retrospect-
ive calculation based on the actual development of profits shows that the
true transfer price is outside the original scope for agreement. In recon-
sidering this true transfer price, however, it is only correct to take those
developments into account for which uncertainty existed at the time of
the transfer, thus leading to some flawed assessment regarding later
developments. On the other hand, those changes in future developments
resulting from post-transaction activities (later investments or reorgan-
isation measures) should not be teken into account when retrospectively
calculating the ‘true’ transfer price.

6.5 'Transfer pricing disputes: domestic approaches
6.5.1 Final meeting in tax audits

In the interests of an equitable determination and assessment of tax
relevant facts and circumstances, tax authorities in Germany can order
tax audits to be carried out. The tax authorities decide with due discretion
whether and, if so, when a tax audit is to be conducted. Taxable parties
subject to tax audits are put into categories in terms of size which distin-
guish between large businesses, medinm-sized businesses, small
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Table 6.5 Taxable parties subject to tax audits in Germany over
the period 2007 to 2010

Numbers of businesses 2007 2008 2009 2010

Large businesses 170,060 170,060 170,060 191,638
Medium-sized businesses 758,051 . 758,051 758,051 799,135
Small businesses 1,141,147 1,141,147 1,141,147 1,189,727
Very small businesses 6,321,466 6,321,466 6,321,466 6,391,015

Table 6.6 Additional revenue and interest as a result of tax audits
in Germany over the period 2007 to 2010

Additional revenuve and interest 2007 2008 2009 20610

Large businesses 13,196 13,974 15,292 11,916
Mediuvm-sized businesses 1,387 1,330 1,253~ 1,349
Small businesses : 626 666 690 879
Very small businesses 817 1,018 1,058 972

” Indications in billien eurcs

businesses and very small businesses. The determination of the number of
businesses and classification into size categories takes place, as a rule, every
three years. As of 1 January 2010 the figures shown in Table 6.5 resulted.

Tn 2010, audits of trading or business enterprises, the businesses of
self-employed persons, agricultural of forestry businesses of 2l sizes and
associations of builder-owners, loss-allocating companies and other
taxable parties have led to additional tax and interest amounting to
approximately 16.8 billion euros. Broken down according to the various
size categories the results are as shown in Table 6.6. '

Even though the greater part of additional tax (2010: 71.1 per cent)
arises from audit of the large businesses, for reasons of equitability these
audits cannot be limited to this category. For the years 2007 to 2010 the
number of audits and audit cycles within the size categories were as
shown in Table 6.7.

As a general rule no special audits are carried out for transfer prices.
Instead, transfer price auditing is carried out in the framework of the
regular tax audit which normally covers a period of three to five years.
However, the tax audit of interest has, over recent years, increasingly
been focused on the area of transfer pricing, with relevant training of the
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Table 6.7 Number of audits and audit cycles in Germany over
the period 2007 to 2010 within the categories in terms of size

Number of tax audits and

audit cycles 2007 2008 2009 2010
Large businesses 38,662 39,885 38,988 40,502
Audit cycle 4.4 4.3 44 4.7
Medium-sized businesses 59,068 56,999 55,157 55,315
Audit eyde 28 133 137 145

Smal and very small businesses 115,645 113,752 112,379 105,086

Table 6.8 Nusmbers of tax auditors in Germany over the period
2007 to 2010

2007 2008 2009 2010

Numbers of tax auditofs 13,646 13,337 13,332 13,210

auditors and the involvement of specialists from the Federal Central Tax
Office and the Regional Tax Offices. For the purposes of conducting tax
audits, more than 13,000 auditors were employed over recent years (see
Table 6.8).

Furthermore, 173 auditors from the Federal Central Tax Office took
part in a total of 601 tax audits supported by Regional Tax Offices and
completed in 2010,

Experience shows that personal exchange between the authorities and
the taxpayers has dispute-arbitrating effect. This is why a meeting
concerning the result of the tax audit is to be held at the end of the
process (final meeting), unless, as a result of the tax andit, there is no
change to the tax base, or if the taxpayer decides to forego such a
meeting. In the course of a final meeting, as well as disputed matters,
the legal assessment of the results of the audit and its tax consequences
will be discussed (section 201 of the FC). Although this event is some-
times described as a kind of ‘oriental bazaar) in many cases the final
meeting results in the tax authority and the taxpayer reaching consensus
on the tax treatment. This is particularly true in the area of transfer
pricing. In cases where the taxpayer and the tax authorities cannot agree
on a common view in the course of the tax audit, the taxpayer is entitled
to take legal recourse with respect to the tax assessment.
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6.5.2 Appeals procedure

In Germany, administrative courts have the task of protecting subjects in
the case of official action, In tax matters, the tax courts are called upon
to judge as specialised administrative courts. In order to prevent tax
courts being flooded with law suits, the court procedure is proceeded
by an administrative appeals procedure which gives the tax authority
the opportunity to scrutinise the cases once agein (‘preliminary proced-
ure’). Unlike the courts the tax authorities are bound by administrative
regulations (guidelines, communications, orders and decrees).

In tax matters, the administrative appeals procedure is termed
Einspruch (objection), If such an objection is admissible,” the tax author-
ities are required not only to reassess the initial decision in its entire
scope, but also to clarify the facts and circumstances of the case. Upon
application or {in certain circurnstances) ex officio, the authorities are
required to open the tax documentation and may (ex officie) or should
(upon application by the applicant) discuss the facts and legal status of
the case prior to making the appeal decision (hearing). This regulation
serves, on the ome hand, to realise the principle of ‘rechtliches
Gehr (legal hearing) (section 91(1) of the FC) and, on the other hand,
has the further aim of promoting mutual solution of the appeal, thereby
reducing the number of disputes to be dealt with in court,*°

Should the objection be found to be (partly) justified, the tax
authorities can take remedial action by (partly) withdrawing, amending
or waiving the contested administrative act (section 367 of the EC).
A formal decision is only needed if the tax authorities provide no remedy
to the appeal, If, from the perspective of the tax authorities, the appeal
is unjustified or inadmissible, it is rejected as being unfounded
(section 366 of the EC) or is formally declared to be inadmissible
(section 358 of the FC).

If the out-of-court legal remedy fails to bring success, in disputes
concerning tax matters the taxpayer can take recourse to the fiscal

% The preconditions for this are that the objection is available by law in the case at hand,
the taxpayer is permitted to make an objection because he is burdened by an adniinis-
trative act as a result of a breach of the law, a flawed application of the law or
inappropriate exercising of discretion, that he has legal and tax capacity, that he has
observed the prescribed form and period of objection, that he is in need of legal
protection and the objection has not been withdrawn,

0 8q explicitly Deutscher Bundestag, printed matter 12/6959, on s. 364a of the EC, 131,
printed matter 12/7427, on s. 264z of the FC, 37,
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court,** The tax jurisdiction is an independent arm.of the national
jurisdiction exercised through specific administrative courts. Unlike the
general administrative jurisdiction, it is structured on two levels. The tax
courts decide in a first legal action as an interlocutory hearing (section 35
of the Finanzgerichtsordnung (Code of Procedure of Fiscal Courts, CPFC)
whereas the Pederal Tax Court deals explicitly with court of appeals
proceedings for appeals and complaints against initial decisions of the
tax courts (section 36 of the CPFC). But review of the facts and circum-
stantces by the tax courts requires the fulfilment of admissibility conditions.
In addition to the formal preconditions {admissibility of recourse to the
tax courts, courts jurisdiction, proper commencement of the action,
observation of compliance with the titne period), they include the right
of action, the legal capacity as an involved party and legal capacity to act,
and in particular also a legitimate interest to take legal action.

In tax court proceedings, the tax court is required ex officio to investi-
gate the facts and circumstances { ‘investigative principle’). Court rulings
result in principle from an oral hearing. Irrespective of this, all persons
have a right to be legally heard (article 103(1) of the Basic Law). This
right includes in particular the fact that a judgment can only be based on
facts and evidence concerning which the participating parties were able
to express themselves {‘right of expression’). With regard to the standard
of evidence, the Code of Procedure of Fiscal Courts favours a coopera-
tive division of responsibility between the participating parties.
A possible breach of legal procedural duties {duties relating to recording,
to storage, presentation and cooperation) has to be taken inte account.
According to this distribution, a taxpayer may not gain advantage as a
result of violating his duties to-cooperate. In this sense the law is geared
to the participants’ sphere of responsibility. If the deficit in clarification
stems from insufficient or Jacking cooperation on the part of the fax-
paver, the standard of evidence in the case of facts giving rise to or
raising tax is lowered. Here, the tax authority is required to carry the
objective burden of proof. But the standard of evidence remains high if
tax-relieving or tax-diminishing facts are not clarified due to lack of
cooperation (section 162 of the FC). For facts relieving or limiting the
authorities’ claim to tax, the burden of proof lies with the taxpayer.

! Unlike actions for rescission or actions requesting a change of a legal right or status,
aiming at the annulment or amendment of an administrative decision, general actions
for injunction or actions for 2 declaratory judgment need no preliminary procedure
(5. 40 of the Finanzgerichtsordnung, Code of Procedure of Fiscal Courts).
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Legal remedies are the revision appeal and complaint to the Pederal
‘Tax Court. Revision appeals are directed against judgments whereas
complaints can be made in the context of all other decisions or reso-
lutions of the tax court. Revision appeals have to be admitted as a
general principle. The tax court or, in the event of a complaint being
laid before the Federal Tax Court in respect to the denial of admissibility,
the Federal Tax Court may only admit a revision appeal if:

(a) the legal matter is of significance in principle (revision appeal on a
matter of principle);

(b) the further development of law requires a decision by the Federat Tax
Court (revision appeal on a matter of further development of law);

(¢) ensuring uniform rulings makes a decision by the Federal Tax Court -
necessary (revision appeal for nniformity of rulings); or

(d) a procedural flaw exists upon which the decision could have formed
the basis of the ruling (revision appeal on procedural matters).

The revision appeal is decided by the Federal Tax Court. If there are
deemed to be grounds for the revision appeal, the court has to reach decision
jtself. The precondition for this is that the legal matter is ready for decision.
Otherwise the decision of the (lower) taxcourt is to be cancelled and thelegal
matter is to be referred back to the tax court for hearing, negotiation and
decision. This referral back is necessary in particular where further deter-
mination of facts has to be carried out since the Federal Tax Court is not an
interlocutory instance (no new facts and evidence may be presented to the

_ Pederal Tax Court which is bound by the findings of the lower tax court).

If the basic tights of a taxpayer who has exhausted the pessibilities of
legal recourse ta the specific courts are violated, an appeal before the
Federal Constitutional Court is admissible. In a similar way, the legal
matter may be referred to the European Court of Justice if there is a
question of European law being violated.

6.5.3 Important court rulings with respect to transfer pricing

QOverview

As presented when discussing the corrective instruments, in Germany five
basic defence mechanisms with respect to the adjustment of income exist.
In this context, the general legal instruments for adjusting income are
‘hidden profit distributions’ and ‘hidden capital contributions’ section 1
of the FTA (‘adjustment of income’) does not interfere with these
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corrective instruments and gives them priority. As a consequence, it
commes as no surprise that in the area of profit attribution, by far the
greatest number of rulings handed down by the Federal Tax Court dealt
with questions regarding ‘hidden profit distribution’ In relation to a
controlling business manager, hidden profit distributions already emerge
if the underlying transaction lacks a clear and seriously agreed, written
agreement set up in advance.”” As a consequence, the courts typically
verify whether transactions between affiliated parties are based on upfront
{written) agreements and result in an income allocation comparable to
that arising from transactions between third parties. In comparison to
“hidden profit distributions) court rulings on ‘hidden capital contribu-
tions’ are less numerous. But court rulings on the adjustments of income
according to section 1 of the FTA show the lowest level of distribution.

Concerning the attribution of profits to affiliated companies, the
rulings of the Federal Tax Court relating to:

. the transfer of a market and a customer base;

. the interpretation of the legal term ‘business relationship’;
. the interest rate to be applied;

. permanent loss situations;

. licensing a trade and a company name;

. cooperative dutles; and

. transfer prices concerning goods

are of particular importance for the determination of transfer prices in
Germany. ' '

# See, e.g, Bundesfinanzhof, Judgment of 6 December 1995 I R 88/94, BStBL II 1996, 383

.. {with reference to payment of management remuneration), Judgment of 17 May 1995
1R 147/93, BStR1 1T 1996, 204 (with reference to the terms of a pension agreement). The
arny's length principle does not address formal criteria. Where an exchange of goods oz
services has taken place, the only question to deal with in the framework of the arm's
length principle is the remuneration as usual in third party transactions. According to
the wording of the arm’s length principle it is not of significance whether the tertns of the
transaction were influenced by a related party. This was made clear in Germany by the
Cologne Tux Court which had to rule concerning (he relationship between the hidden
profit distributions and the armr’s length principle as set out in Article 9 of double
taxation treaties. The Tax Court of Cologne takes the view that the double taxation treaty
2s provided in Article 9 of the OECD Model Agreement develops a blocking effect
against hidden profit distributions in cases in which according to domestic law the profit
adjustment is based on purely format criteria, ¢f. Tax Court of Cologne of 22 August
2007, Deursches Steuerrecht, Entscheidungsdienst (journal) 2008, 696; of different opinion
Administrative Principles, Federal Ministry of Finance, Cornmunication of 12 April
2005, BStBl 2005 1, p. 570, No, 6.1.1.
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(i} Transfer of a market and a customer base

The court ruling I R 152/82 concerned the transfer of an ‘export
market’ free of charge by a lower-tier subsidiary to a higher-tier
subsidiary.®® As this ‘export market’ failed to fulfil the criteria of a
“Teilbetriel’ (operating unit) the local tax office came to the conclu-
sion that the transfer of this ‘market’ did not constitute a transfer of
goodwill. However, the tax office assessed this as a hidden distribu-
tion {transfer) of an asset comparable to goodwill, ‘market and
customer base’. The Federal Tax Court made it clear that the lower
tax court had not given duc consideration to the fact that according
to the taxpayer the custorners of the lower-tier subsidiary consisted
only of two group companies. If a hidden profit distribution was to
be assumed, the higher-tier subsidiary would have had to liave been -
in receipt of an asset value which it had not previously held. On the

_other hand, the Federal Tax Court found that the lower-tier subsid-

iary could have granted an advantage to the higher-tier subsidiary in
that it agreed to cancel immediately an existing contractual relation-
ship without demanding any compensation. Since this called for
further clarification of the facts, the revision appeal led to the can-
cellation of the ruling of the lower tax court and the referral back to
the lower tax court.

In contrast to the decision I R 152/82, the decision T R 150/82 of
the same date dealt with the transfer of an operating unit between
sister companies without compensation for the goodwill actually
concerned.** The Federal Tax Court saw this process as constituting
a hidden distribution of the goodwill to the common parent company
and its subsequent contribution to the sister company receiving the
advantage. In more recent decisions, the Federal Tax Court no longer
maintained the idea that for tax purposes the transfer of goodwill
could only be carried out in the context of an operaticn or an
operating unit.**

4% Bundesfinanzhof, Judgment of 20 August 1986 1 R 152/82, Bundesfinanzhaf Rulings/not
to be published (journal) 1987, 471.

4 pundesfinanzhof; Judgment of 20 August 1986 I R 150/82, BS:BL II 1987, £55.

# Cf Bundesfinanzhof, Judgment of 16 June 2004 X R 34/03, Bundesfinanzhof Rulings/not
to be published (journal) 2004, 170%; Judgment of 27 March 2001 I R 42/0C, BStRI 11
2001, #71.
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(ii) Interpretation of ‘Geschiftsbeziehung (business
relationship) as a legal term

" The interpretation of the term ‘business relationship’ by the Pederal Tax
Court (TR 97/88, 1 R 94/88, 1 R 85/99,1 R 5-6/02, I R 28/07, 1 R 26/08)*
has been discussed above in the course of describing the historical
development of section 1 of the FTA.*” The term ‘business relationship’
now covers ‘any contractual relationship affecting income, other than an
agreement between & company and its shareholders’

(iii) Interest rate to be applied

Judgment I R 93/93 concerned a loan agreement between German
shareholders and a Canadian corporation.® The local tax office found
the agreed interest rate to be inappropriately low and adjusted the profit
of the German shareholders on the basis of section 1 of the FTA. For the
purposes of this adjustment the local tax office tock as its orientation the
average interest rates payable in the year of dispute for current account
overdrafts, taking as a basis an interest rate of 14 per cent. The Federal
Tax Court ruled that in the case of loans of private individuals, the
decisive interest rate is in the first place the bank borrowing rate. When
taking the usual borrowing rate as a basis, it has to be borne in mind,
they found, that the loan was granted by private persons. It was 1o be
taken into account with interest-raising effect if insufficient collateral
was available for the loan. In the case that such circumstances justify no
other result, the tax court can, according to the Federal Tax Courl, take it
as a guiding basis that the loan granter and the loan recipient will in case
of doubt share equally the range between the usual bank lending rate and
borrowing rate.

" A similar result was already achieved in the Federal Tax Court’s
decision T R 83/87.% ‘The court ruled that the interest rate being appro-
priate for the individual case is to be determined by estimate within the
range between the usual bank lending rate and borrowing rate, giving

* Bundesinanzhof, Judgment of 30 May 1990 1 R 97/88, BStBl 11 1990, 875; Judgment of
5 December 1950 I R 94/88, BStBI If 1991, 287; Judgment of 22 Novermber 2000 1 R 85/95,
BStBI 11 2002, 720; Judgment of 28 April 2004 I R 5-6/02, BStBL 1 2005, 316; Judgment
of 27 August 2008 I R 28/07, Bundesfiranzhof Rulings/not fo be published (journal})
2003, 123.

# See section 6.3 abave.

% Bundesfinanzhof, Judgment of 19 January 1994 I R 93/93, BStBl [T 1994, 725,

# Bundesfinanzhof, Judgment of 28 February 1990 I R §3/87, BStBI IT 1990, 649.
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particular weight to the risk that the loan may not be repaid. The court
believes that, as a general rule, employing the bank lending rate is not
justified, in particular if the company in question is not. operating a
bank business and, therefore, is not burdened with the corresponding
expenses. Where no other evidence is perceptible, the arm’s length
principle does not preclude an assessment being based on the empirical
judgernent that private loan granter and loan recipients share equally the
range between the usual bank lending rate and borrowing rate.

(iv) Long-term losses

The decision T R 3/92 concerned a German distributor company
suffering from long-term losses resulting from the distribution of
pranded goods of its Danish parent company.” The tax auditors
objected to the fact that since the faunch of these products in Germany
the Danish parent company did not participate in the considerable
expenses that arose at the level of the German company from advertising
and introducing the products on the German market. As the auditors
expected the parent company to compensate its subsidiary for these
expenses, they treated the corresponding ‘waiver’ as hidden profit distri-
bution, The Tax Court decided in favour of the taxpayer and permitted
revision appeal to the Federal Tax Court. This latter court set the
decision of the tax court aside and, for purposes of further determin-
ation of the facts and circumstances, referred the legal matter back to the
tax court. The Federal Tax Court found that an orderly and diligent
business manager of a distributor company would introduce and selt
products in the market if, based on a careful forecast, he can expect an
appropriate total profit. In this context, it was to be assumed that in the
start-up phase the loss period does not exceed a horizon of three years.
But the conclusion reached by the tax court went no further than the
assumption that in the context of a long-term market strategy, the
distributor company achieves an appropriate profit. It did not, however,
state in concrete terms that in a long-term market strategy the company
will accrue an appropriate profit without participation of the producer
in the advertising and introductory costs. As the Federal Tax Court could
not itself scrutinise the considerations of the tax court, it deemed it
necessary for the facts and circumstances to be further clarified by the
latter court.

3 Bundesfinanzhof, Judgment of 17 February 1993 T R 3/92, BSiBI If 1993, 457,
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The case I R 92/00 dealt with the treatment of expenses in connec-
tion with the activities of a company suffering from long-term
losses.” ‘The Federal Tax Court stated that it cannot be decisive
whether the activity had promised to be successful when viewed in
retrospect, It was further to be taken into account that the profit
outlook for a new business activity can ohly be assessed after a start-
up phase has occurred, and that losses cannot constitute grounds for
assuming that there is no intention of achieving profit, provided that
the company reacts by taking suitable measures, This would only be
otherwise if it can be concluded that ne viable business plan exists, or
that the activity serves, from the outset, private interests or the
interests of the shareholder,

Losses also constitute the issue in question in the legal matrer
I R 22/04.3% The case concerned z distributor company which, after a
‘price rise, achieved only below-average yield from marketing the
products of its Swiss sister group company, and in the year of dispute
even had negative income. Following on from the judgment I R 3/92,
the Federal Tax Court ruled that a distributor company will not
normaily accept purchase prices which will only allow the products
concerned to be sold at a loss. The taxpayer was able to show that the
intra-group pricing was based on a price list applying equally in
relation to other buyers from the foreign sister company. But according
to the decision of the Federal Tax Court the employment of this
‘comparable uncontrolled price method’ requizes that the price under
consideration and the comparable price must be derived from at least
essentially similar exchange of goods or services. This is not the case if
on the basis of the prices stated, the distributor company has no
possibility of making an appropriate distributing profit {(disregarding
short-term, temporary ‘lean periods™). No fixed rules apply, but it is
one of the acknowledged principles that the cost price paid by a
distributor company can be checked with the help of the resale price
method, In this context, where companies distribute both products of
an associated company and comparable goods from other manufactur-
ers, looking at the margins earned on products from other manufacturers
can supply important reference information.

5\ Bundesfinanzhof, Judgment of 15 May 2001 I R 92/00, Bundesfinanzhof Relings {journal)

199, 217.
52 Bu;;desﬁnanzhof, Judgment of 6 April 2005 1 R 22/04, BS(BI II 2007, 658; see also

Judgment of 17 October 2001 TR 103/00, BS:BI [ 2004, 171.
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In the decision I R 103/00,> the Federal Tax Court ruled that substan-
tial losses over a three-year period elicit a refutable presumption that the
agreed transfer price is inappropriate and motivated by the company
refationship. This applies in particular if the trading of group-internally
manuafactured products constitutes more or less the entire business activ-
ity of the distributor company. In the context of its onus to present
evidence, the taxpayer can demonstrate why the development is in fact
due to other reasons. If the presentation of such evidence is successful,

" losses can be allowed even beyond the period of three years, provided that

the taxpayer implements any adjustment measures that may be necessary.

(v) Passing on zight of use of a group and brand name

The decision I R 12/99 concerned payment for the right of a group-affiliated
company to use the group name and logo.”™ The tax authorities treated the
licence charge paid as a hidden profit distribution. The tax court dismissed
the action brought against this decision since it recognised ro deductibility of
payments within the group constellation, The Federal Tax Court overruled
this decision and referred the case back to the tax court for further clarifica-
tion.of the facts. In its decision, the Federal Tax Court was following a point of
differentiation discussed in German specialist literature which resulted in the
view that rights to use of names and company names, on the one hand, are to
be distinguished from brand names and trademark rights, on the other.
Trademark rights as product-identifying designations are to be distinguished
from company names. This is necessary even when brand and company
names are identical; the right to use of the name must then be subordinate at
least 1o a certain extent to the right of trademark. It is thus decisive whether
the payment is made for granting entitlement to use of the company name or
for the brand name. The right of use to brand names stands in the foreground
if the rights connected with the granting of the brand are suited to promoting
sales. H the licence recipient is able to improve his own position, irrespective
of holding a good reputation of his own, he will be prepared to pay for the
granting of the trademark rights.

{(vi} Duty to cooperate

The judgment T R 103/00 caused the German legislator to undertake a
comprehensive overhaul of the regulations concerning taxpayer docu-
mentation and cooperation in the area of transfer prices. The crux of the

%> See section 6.5.3 below.
* Bundesfinanzhof, Judgment.of ¢ August 2000 [ R 12/99, BStRl 11 2001, 140.
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decision was determination of arm’s length price for products that a
German disttibutor company had purchased intra-group. In addition to
the questions of how these prices are to be set, what data is to be referred
to or used as the basis for the setting of the transfer prices, and how to
deal with a possible range of different products, the prime issue here
concerned clarification of the cooperation duties to be met by the
taxpayet. The significance of this judgment was underlined not only by
its length. It was also apparent i the fact that it took four years for the
tax authorities to recognise it officially® and put forward a proposal for
Jegislation.*®

The case concerned a group-affiliated distributor company generating
gross profit margins on product sales in Germany of 18 to 24 per cent.
The tax authorities saw fit to adjust the margins to 26 to 28 per cent. The
Federal Tax Court criticised this on the grounds that the estimate by the
tax court was in breach of the rules of procedure in that the tax court saw
the use of anonymous data as generally impermissible. According to the
court rulings of the Federal Tax Court the utilisation of anonymous data
is permissible. Should doubt exist as to the quality of data collection,
however, the legal relevance of this data can be lowered.

Moreover, the Federal Tax Court denied the duty of the taxpayer to
provide evidence for appropriate transfer prices in the disputed casé,
stating that at the time of the ruling, no specified documentation and
recording duties were in place. These statements have since become
obsolete in Germany, the legislator having introduced new regulations
in this respect in 2003,

In respect to methodology, the Federal Tax Court declared that an in-
house arm’s length comparison cannot be carried out on the basis of the
resale price method if the comparison involves only three non-affiiated
manufactarers, the purchases do not cover all the relevant years, and the
purchases constitute a maximum of 5 per cent of the overall turnover.
And the Pederal Tax Court also addressed the question as to whether, in
the event of a range of possible transfer prices resulting, the estimate
must be oriented to the high end, the low end or a median value. For the
setting of transfer prices in Germany the considerations of the Federal
Tax Court on this matter have been superseded, as the German legislator

# Bundesfinanzhof, Judgment of 17 October 2001 [ R 143/00, BStE! IT 2004, 171; reso-
lution of 10 May 2001, Bundesfinanhof Rulings (journal} 194, 360,

% See sections 6.3.2 and 6.4.2 above with respect to the initiative regarding documentation
and penalty provisions.
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set out detailed regulations on this in the 2008 Corporate Tax Reform.”’
Pursuant to these, the margin of possible arm’s length values, for
example, must be narrowed down if the setting of transfer prices is to
be based on values of limited comparability. The pronouncements con-
cerning losses given in the Federal Tax Court judgment T R 103/00 have
already been dealt with above.*®

(vii) Transfer prices for goods

As far ag is apparent, the Federal Tax Court has made statements on transfer
prices for goods in only three recent judgments. These were discussed above
in the context of sustained losses (IR 3/92,I R 22/ 04,1R 103/00), so that the
reader may be referred here to those judgments.™

(viii) Concerns based on European law

In view of the sense of ‘adjustment of income’, discussions have been in
progress in Germany concerning a possible conflict of section 1 of the
FTA, not only since the decision of the European Court of Justice in the
SGI matter.*® The ‘adjustment of income’ (section 1 of the FTA) is
limited to business transactions with foreign countries, so that due to
the existing differences between the various correction formulas both in
application and also in their legal consequences, many doubts exist as to
whether- the regulations of section 1 of the FTA are compatible with
European law. Particularly apparent is the difference in connection with
transfers of right of use, which in the cross-border context are covered
by section 1 of the FTA, while in the domestic context these are
exemnpted from correction. In addition, also reference to the arm’s length
principle and its implementation in detail (median value, the required
transparency of information, and the provisions for subsequent price
adjustment) give rise to unequal treatment of comparable facts and
circutnstances which differ only in their domestic or foreign context.
These differences are particularly striking in connection with the
regulations on shift of functions. If no third party values of limited

57 See section 6.4 above. %8 See section 6.5.3 above,

*® Bundesfinanzhof, Judgment of 17 February 1993 T R 3/92, BStBl I 1993, 457; Judgment
of 17 October 2002 I R 163/00, BStBL 11 2004, 171; Tudgment of 6 April 20051 R 22/04,
BStBL I1 2007, 658.

& Société de Gestion Industrielle (SGI) v. Etat belge {C-311/08), Buropean Cowrt of Tustice,
Judgment of the Court {Third Chamber) of 21 January 2010 (reference for a prelimninary
ruling from the Tribunal de premiére instance de Mons, Belgium) {2010] O] C63/8.
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comparability can be found, the taxpayer is to base his transfer pricing
on a hypothetical third-party comparison looking at the profit potential
for each party for the function to be transferred. Moreover, it should not
be overlooked that business relationships involving foreign transactions
between related parties are subject to higher documentation obligations
while also standing under particular sanctioning mechanisms (section 90(3)
of the FC; section 162(3}, (4) of the FC; and Ordinance regarding the
Documentation of Profit Attributions). Doubts concerning the compati-

bility of section 1 of the FTA with Furopean law have also been expressed

by the Federal Tax Court® and the Tax Courts of Disseldorf and Miin-
ster,”” though from the German perspective no presentation has yet been
made before the European Court of Justice.

6.6 Transfer pricing disputes: bilateral and multilateral approaches
6.6.1 Approaches employed

DTA mutual agreement and arbitration procedures

According to the relevant double taxation agreement (DTA} articles, a
mutual agreement procedure (MAP) can be initiated if there is a possi-
bility of double taxation occurring which the nation concerned cannot
prevent through unilateral measures (rmutual agreement procedure in
the narrower semse). Such procedures are designed to avoid double

_ taxation and in cases of transfer prices are aimed at achieving bilateral

agreement in contractually determining an adjustment of profit. Initi-
ation of 2 MAP is also possible in order to remove (i) difficulties or
doubts arising in the interpretation or application of a DTA (‘consult-

-ation procedure’) or {ii} cases of double taxation which are not dealt

with by double taxation agreements.®” A MAP may further be initiated if

® Bundesfinanzhof, Judgment of 29 November 2000, BStBI IT 2002, 720; Bundesfinanzhof,
Judgment of 21 June 2001, Bundesfinanzhof Rulings/not to be published (journal} 2001,
1169.

% Tax Court of Diisseldorf, Judgment of 19 February 2008, Tax Court Rufings {journal)
2008, 1008; court case waived by Bundesfinanzhof, Judgment of 29 April 2009, Bundes-

- finanzhof Rulings/not to be published (journal} 2009, 1648; Tax Court of Miinster,

Judgment of 22 February 2008, Tax Coswrr Rulings (journal) 2008, 923, revision
withdrawn,

® Ministry of Finance, Memorandum on international mutual agreement and arbitration
proceduzes in the field of taxes on income and capital, Communication of 13 July 2608
IV B 6-B 1360-340/06, BStBl I 2006, $ 461, No. 1.2.}; in comparison to the mutual
agreernent procedures, consultation procedures are of considerably lower significance.
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a DTA does not include a corresponding article. However; MAPs may
not result in the case being resolved, although from a German perspec-
tive in many casés they lead to a successful outcome.% Tt is possible for
the negotiations to end without a result or for the outcomes achieved to
be implemented incompletely or not at all. A problem commonly appar-
ent in this process is that the procedures frequently last too long and
there is no obligation for the parties to come to a consensus.

Arbitration procedures provide for the extension of a MAP in the
form of a ‘procedure for the binding resolution of disputes concerning
the interpretation or application of DTAs by one or several arbitrators’
on application by the taxpayer. This only applies if the competent
authorities are not able to come to an agreement within a certain given
period. The OECD gives this process a maximum duration of two years.
The period normally begins when the case in dispute (and its associated
documents) is submitted. However, this can only happen once double
taxation has actually occurred.

According to the OECD model, arbitration procedures can be applied
to all unreselved issues of the case. However, this does not hold for issues
already decided upon by a court in one of the nations involved. Nor is it
possible to pursue an arbitration procedure and domestic appeal in
parallel. Rather, the domestic appeal proceedings have to be interrupted
until the arbitration court has come to a decision. The taxpayer then has
the possibility of either accepting the arbitration decision and waiving
the domestic appeal or rejecting it and continuing with the domestic
appeal procedure.

EU arbitration procedure

The articles of the EU Arbitration Convention provide for a MAP in the
narrower sense only with respect to profit allocation issues between
associated enterprises and profit attribution to permanent establish-
ments. This includes also profit adjustments -arising from financial
transactions including loans and loan conditions provided that they
are based on the arm’s length principle.®® If the contracting states are
unable to come to an agreement In a MAP based on the Arbitration
Convention {phase 1), the procedure has then to be continued under the
conditions of an arbitration procedure according to the provisions of the
Arbitration Convention (phase 2).

# German Bundestag, printed matter 16/8027 of 11 February 2008, p. 7.
% Revised Code of Conduct, 2009/C322/01/01, [2008] OF C322/2, no. 2.
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6.6.2  Mutual agreement and arbitration procedures
according to DTAs

Germany has included the possibility of applying for the initiation of a
MAP in numerous DTAs.®® Here, the application can be submitted to
the tax authority locally responsible or to the Bundeszentralamt fir
Steuern (Federal Central Tax Office).’” The application can be made
also if an appeal is pending according to German tax law or the law of
another nation or legal redress has not yet been exhausted, and has to be
made without delay. Many DTAs contain specific time limitations which
have to be taken into account. Where no time limitation is stated in a
DTA, the German tax authorities do not in principle accept the initiation
of 2 MAP if a period of more than four years has elapsed between
notification of taxation and application by the taxpayer (see Table 6.9).

The precondition for making an application to initiate 8 MAP is that
taxation is not in line with the terms of a DTA. Where the application is
addressed to the German tax authorities, the tax administration first has
to examine whether the double taxation can be removed by way of a
domestic measure, If so, the German tax authorities are required to
undertake such measures. Otherwise, the Federal Central Tax Office
has to initiate a MAP, provided the relevant prerequisites are given.
In the case that the MAP is initiated by a foreign tax authority, the
German Federal Central Tax Office only examines the formal precondi-
tions (see Table 6.10).

Assuming that a MAP goes shead, the necessary facts and circum-
stances are to be determined ex officio by the locally responsible tax
authorities. The applicant is obliged to cooperate in this process. More-
over, the results of the investigations by the foreign tax authority are to
be considered. Over and above this, the DTA exchange of information
clauses and the provisions of the EG Amtshilfegesetz (European

% Ministry of Finance, Memorandurm on international mutual agreement and arbitration
procedures in the field of taxes on income and capital, Communication of 13 July 2004
IV B 6-B 1300-340/06, BStBI I 2006, § 461, no. %

 The Federal Ministry of Finance has transferred the responsibilities for tasks of a
competent authority with respect to MAPs according to DTA and the Arbitration
Convention to the Federal Tax Office (s. 5{1) no. 5 of the Finanzverwaltungsgesetz,
Tax Administration Act {TMA}}. See Federal Ministry of Finance, tasks of the Central
Federal Tax Office according to 5. 5{1) no. 5 of the TMA; Communication of 26 June
2011 IV B 5-0 1000/09/10507-04, BStBI 1 2011, § 674, The Federal Tax Office acts in
agreement with the responsible local authorities, It is the task of these autharities 10
implement the MAP domestically.
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‘Table 6.10 Development of Germun MAP inventory for the period
from 2006 to 2009

Closed or

Opening withdrawn  Ending
inventory with double inventory
on first Initiated ~ Completed  taxation on last
day of during during during day of
Reporting  reportig  reporting  reporting reporting reporting
period period petiod period period period
2006 444 212 155 25 476
2007 476 186 i25 11 526
2008 527 177 171 14 519
2009 519 178 127 - 12 343

Communities Administrative Assistance Act) are also to be taken into
account in the MAP. The tax authorities concerned can draw up together
a joint report on the result of these investigations proposing also a joint
assessment of the facts and ¢ircumstances and basic figures for obtaining
a solution. If it is possible for mutual agreement to be found with the
taxpayer by other channels, it is not necessary for a report to be pre-
pared. Irrespective of this, the taxpayer can submit applications in the
framework of the MAP and make statements on the facts and legal
questions under consideration, ‘The participants in the MAP, however,
are only the tax authorities of the contracting states, They are responsible
for achieving mutual agreement and notifying the taxpayer covered by
the DTA about the outcomes.

In order to implement the results of the MAP, the tax assessment
notice has, if necessary, to be amended. In this context, the German
Abgabenordnung (Fiscal Code) states that the period in which the tax
assessment natice can be subject to amendmennt shall not be deemed to
terminate before the end of one year following the effective date of
mutual agreement {section 175 of the Fiscal Code). The precondition
for amendments is that the applicant declares his consent to the imple-
mentation of the MAP, pending appeals are withdrawn and the applicant
agrees to forego making any appeals with respect to the outcome of the
MAP itself. In the event of a MAP failing to reach agreement, the locally
responsible tax authority is obliged to examine whether double taxation
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can be avoided by reference to factual inequity. German tax authorities
will not consider measures to achieve equitable treatment if the taxpayer
has not properly observed formal administrative requirements, has failed
to observe duties of cooperation, or has made false statements contrib-
uting to the double taxation that has occurred.

In a (small) number of its DTAs, Germany has included mutual
agreement provisions entailing binding arbitration. A first example of
this is the DTA with France,®® according to which an arbitration pane!
can be consulted if no mutual agreement can be found within two
yeats following submission of the application concerned (Article 25a
of the France DTA). A similar option is available also in the case of
the Canada DTA.®® According to this treaty, difficuities or doubts’
concerning its interpretation or application which cannot be dealt with
by the competent authorities can, by mutual consent of the competent
authorities, be submitted to an arbitration panel {Article 25(6) of the
Canada DTA).

The DTA arbitration clauses negotiated with Austria, Sweden and the
United States, however, are different. According to the Austria DTA,”
when it comes to arbitration the contracting states are required to refer
the case to the Furopean Court of Justice if difficulties or doubts arising
in interpreting the DTA cannot be resolved by the competent authorities
within three years of initiating the process on application by the
taxpayer. In a comparable way, the United States DTA prescribes &
mandatory arbitration procedure. However, in contrast to Ausiria, the
United States DTA details regulations for performing the obligatory
arbitration procedure. It begins in principle two years after initiation
of the procedure unless the competent authorities have previously agreed
on a different point in time-(Article 25(6) of the United States DTA).”!

According to the Sweden DTA,”® application of the ‘European
Convention for the Peaceful Settlement of Disputes”™ is prescribed in
the event that the contracting states cannot come to any agreement
in the MAP (Article 41(5) of the Sweden DTA), Accordingly, disputes
under international law are in principle resolved before the International

® France DTA of 20 Decemnber 2001, BGB! [ 2002, § 2372,

% Canada DTA of 19 April 2001, BGB! II 2002, § 671

™ Austria DTA of 24 August 2000, BGBL If 2002, § 735.

! VUnited States DTA of 4 June 2008, BStBE T 2008, $ 756.

7 Sweden DTA of 14 July 1992, BStB11 1994, § 422,

" Coundil of Europe, ETS No. 023, European Convention for the Peacefi:] Settlement of
Disputes, Strasbourg, 29 April 1957,
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Court of Justice in The Hague. But the contracting states can equally
agree to convene an arbitration court.

6.6.3 Mutual agreement and arbitration procedures
according to the EU Arbitration Convention

Within the EU the initiation of a mutual agreement or arbitration
procedure can also be based on the EU Arbitration Convention in the
case of profit adjustments between associated enterprises or the attribu-
tion of profits to permanent establishments.”* Legally, the arbitration
agreement has the status of a multilateral treaty under international law
standing at the same level as a bilateral DTA.”® As a consequence,
disputes concerning transfer pricing may be resolved by both the
Arbitration Convention and the DTA arbitration provision, As these
procedures cannot be pursued in parallel, the (first) initiated process
should have priority. This priority is normally without significance for
the conducting and implementation of the procedure since the German
Federal Ministry of Finance applies the relevant rules likewise for both
procedures.”® In terms of content, however, the provisions of the DTAs
and the Arbitration Convention are identical with the result that the
taxpayer may consider whether to base his application on potentially
more favourable provisions of a DTA. In this case a change to the more
favourable procedure should be possible as long as it is within the
relevant limitations period.”

" From the German perspective, dispute resolution on the basis of the
EU Arbitration Convention has proved to be a real success story. As far

7. See Chapter 5 ‘European Union’

7* Federal Ministry of Finance, Memorandum on international mutual agreement and

arbitration procedures in the field of taxes on income and capital, dated 13 July 2006

IV B 6-B 1300-340/06, BStEL I 2006, $ 461, L.1.2.

Ibid. 12.1.2.

77 Where no deadline for application has been laid down in the applicable DTA the German
tax awthorities do not approve initiation of an arbitration agreement if a taxpayer has
allowed a period of more than four years from notification of taxation to elapse before
applying if no specific circumstances have ruled out easlier application, sce Federal
Ministey of Finance, Communication of 13 July 2006, BStB] 1 2006, 461, no. 2.2.3;
according 1o the Arbitration Convention this application is to be submitted within a
period of three years from first notification of the taxation that has led to or could lead to
double taxation. This period starts upon receipt of the first tax assessment notice leading
to double taxation (Art. 6(1) sentence 2 of the Arbitration Convention); moreover
see Federal Ministry of Finance, Communication of 13 July 2006, BStB] 1 2006, 461,
no. 11.2.L

7

(=%
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as is known, there have only been three cases in the EU which have
proceeded to the second level of the relevant procedure (arbitration
level). Although the number of mutual agreement procedures has
remained consistently high, mutual agreement in the EU is achieved
within the prescribed period by almost all parties entering into & MAP.
This means that for all those opting for the procedure according to the
EU Arbitration Convention, double taxation is effectively cancelled out.

6.7 Pricing agreements
6.7.1 Subject matter

To minimise time-consuming disputes regarding the appropriateness of
tax transfer prices between the taxpayer and the tax authorities, for the
past few years the Federal Republic of Germany has made available the
instrument of the advance pricing agreement {(APA). With binding effect
within the agreed terms, an APA males it possible to fix:

(2) the transfer pricing method(s) to be employed,
{b) for a particular type of transaction, and
{¢) for a particular period of time,

with reference to the international allocation of income among the affili-
ated companies of a multinational enterprise. The same applies in the case
of APAs regarding the attribution of profits to permanent establishments
based on the army’s length principle. Generally, the parties to an APA agree
on a range of appropriate transfer prices or margins that are acceptable if
the enterprise makes use of the agreed transfer pricing method. With a
view to future transactions it is furthermore necessary to lay down certain
conditions which affect the nature of the business transactions under
consideration significantly, as ‘critical assumptions’. Such critical assump-
tions constitute a specific agreed contractual basis in the relationship
between the contracting parties to the APA. These critical assumptions
can include, for example, consistent shareholding ratios, and consistent
market conditions, market shares, business volumes and sales prices.
Provided that the conditions laid down in an APA are fulfilled,
the transfer prices applied are seen as being appropriate. As a
result, subsequent audits are limited in scope to the guestion of
whether the taxpayer has kept to the conditions agreed upon and
fulfilled his corresponding reporting duties. '
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Unlike the practice commonly found internationally, the German
system does not allow tax agreements between taxpayers and the
German tax authorities. However, on the basis of a DTA containing a
clause on mutual agreement procedures in line with Article 25 of the
OECD Model Tax Convention ot Article 6 of the EU Arbitration Con-
vention, concluding a mutual agreement is not only permissible in order
to resolve disputes concerning transactions that have already taken place
(see section 6.6 above) but may also cover future transactions and be
concluded in advance.”

Under international law, mutual agreements between Germany and a
foreign state are binding with the result that the terms of a mutual
agreement and the agreed provisions have to be observed. The instrument
at hand in Germany to implement the mutual agreement procedure (in
advance) is the binding (advance) ruling. Parties to the application
procedure for an APA are the taxpayer (applicant) and the Federal
Central Tax Office as ‘competent authority’ Parties to the -advance
agreement procedure itself are the ‘competent authorities’ of the
contracting states and not the taxpayer with the associated enterprise.
Parties to the advance ruling are the taxpayer (applicant) and the
locally responsible {ax office.

Since 2006, Germany has had concrete procedural regulations for
carrying out an APA. According to the German perception, the mutual
agreement between the competent authorities and the advance ruling
between the taxpayer and the locally responsible tax office form together
the APA (‘Doppelpack’). As a consequence, transfer price rulings can in
principle only be given if prior to this a mutual agreement has been
concluded. However, in the absence of a DTA the tax authorities may, upon
application, make a unilateral commitment if the circamstances appear to
allow this and there is justified interest in obtaining such ruling.”
A unilateral APA agreed by the taxpayer with a foreign tax authority is
not binding for the German tax authorities. The taxpayer, however, can
make an application for the German tax authorities to commit themselves
correspondingly in the sarne unilateral way.

7 (L Federal Ministry of Finance, Communication of 13 July 2006 IV B 6-5 1300-340/06,
BStBI T 2006, 461,

7 Cf. Pederal Ministry of Finance, Communication of 29 December 2003, BStBI [ 2003,
742,
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6.7.2 Procedure

Since 1 September 2004, the Federa] Central Tax Office as competent
authority has been responsible for carrying out the APA procedure in
Germany (section 5(1) No. 5 of the Finanzverwaltungsgesetz).” This is
the office that also concludes the APA with the foreign tax authorities.
With respect to the taxpayer, the local tax authorities of the Linder hold
responsibility. They give the advance ruling and issue the tax assessment
notices accordingly. '

APAs are application-dependent. For the purpose of appropriate
examination of transfer prices, applicants must inform the tax author-
ities fully of important facts known to them and assist them in the
further clarification of all facts and circumstances of the case. An appli-
cation requires justified interest on the part of the taxpayer in the
conducting and concluding of the APA procedure.

Among the documents and records required in many cases for pur-
poses of carrying out an APA are a description of shareholding ratios,
a description of the organisational and operative structure of the group,
a description of the operative areas, insofar as is required for the APA,
a description of the business relations with associated enterprises
(planned contractual arrangements), a description and explanation of
the functions and risks assumed, a list and brief description of the main
assets (in particular intangibles) of significance to the business relations
at issue, a description of the market situation, competition and the
business strategy/strategies chosen, a description and asscssment of the
planned value-added chains, and contributions from the companies
involved, and a list of all outstanding tax issues (also in relation to other
tax administrations) connected with the transactions to be covered
by the APA,

Prior to making the decision on whether to file for initiation of an
APA, ‘pre-filing meetings’ may be helpful. In such a prior meeting,
the subject and content of an APA are agreed upon. A further point
of discussion concerns the documents that will be required for
tonducting the procedure. Moreover, the time frame and prospects
of agreement with the foreign tax authorities can be explored.
Consultants can act in such pre-filing on a no-name basis on behalf

# Moreover, see Federal Ministry of Finance, Tasks of the Federal Central Tax Office
according to s. 5(1) no. 5 of the Finanzverwaltungsgesetz (Tax Administration Law),
Communication of 20 June 2011 IV B 5-O 1000/09/10507-04, BStBL [ 2011, § 674.
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of their clients. In cases such as these, however, any statements made
by the tax authorities are not binding.

Decisions with regard to content and area of application lie with the
taxpayer. As a result, the taxpayer can make his application in terms of
functions, persons or regions, making reference to transactions with
particular parties or countries. Any limitations must not be made arbi-
trarily. Implications for taxpayers in third countries have also to be taken
into account. As a rule, the subject matter of an APA relates to agreement
on employment of one or several transfer pricing methods for cerfain
tfansactions or types of transactions. In addition, the prices or margins,
arrangements for extrapolation of the agreement within the duration of
the APA, or adjustment measures can also be taken up in the agreement.
However, the tax authorities make provisions that go beyond the meth-
odology for determining transfer prices dependent on the fact that they
are underpinned by critical assumptions.

Example: Enterprise A applies to fix in advance the loan interest
rate for an intra-group loan with the help of an APA. If; for example,
A is planning to set a variable interest rate based on the development
of a particular index such as LIBOR, the premium is dependent on
A's creditworthiness. Here, it can be agreed upon that the relevant
premium is to be made dependent on the condition that A's rating or
creditworthiness does not change. This can be built in via critical
assumptions.®!

Typical ‘critical assumptions’ are, for example, consistent shareholding
ratios and consistent market conditions, market shares, business volumes,
seles prices {e.g., no drastic changes due to new technology), giving a
framework in each case. The German codes of practice also cite consis-
_ tent conditions, e.g, relating to supervisory rights, customs duties,
hnport and export restrictions, international payment transactions,
consistent allocation of functions and risks, consistent capital structure,
consistent business model, consistent exchange rates and interest
rates, tax levied in accordance with the APA in the other country, no
substantial changes to the tax circumstances prevailing in the other
country, and corrections to transfer prices by a third-party country not
involved in the APA, which have an effect on the APA. In the German view,
the taxpayer should put forward suggestions as to the critical assumptions
applying to the APA from his perspective. He should also elucidate to

8 Cf. QBCD Transfer Pricing Guidelines for Multinational Enterprises and Tax Adminis-
trations {July 2010} para. 4.125.
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what extent the proposed transfer price method aliows changes to the
critical assumptions to be taken into account. Critical assumptions and
the subject matter of the APA must be so interdependent that changes to
the critical assumptions are likely to influence or place in question the
material agreements of the APA.

In principle, APAs apply to a future time penod They therefore
normally begin with the start of the business year in which the APA
application is made. Under certain circumstances, the German tax
authorities approve an earlier starting point. Negotiations with the
foreign authorities on a roll back of the agreement to a period preceding
contractual terms are also possible.

The Federal Central Tax Office takes the decision to open an APA
procedure. This decision nrust take appropriate account of the taxpayer’s
interest. The application’s compatibility with German accounting prin-
ciples, the international enforceability and comsistency with economic
reality are also factors that play a role. If, for example, it becomes clear
that the taxpayer’s application is based primarily on an interest in tax
avoidance, the Federal Central Tax Office can, in mutual agreement with
the highest responsible authority in the Land, reject it. The same applies
if the taxpayer refuses to cooperate to the required extent or fails to
supply information.

Cooperation, information and flexibility in terms of time are signifi-
cant not only at the opening of the procedure but for the success of the
entire course of an APA. Although the applicant does not actually
participate in the agreement as the procedure is in the hands of the
Federal Central Tax Office (who concludes the agreement) and the tax
authorities of the Linder (which are involved in scrutinising it and
deciding upon it}, he has a duty to cooperate, to provide information,
and to submit documents.

Once an APA has been concluded, it is birding for the tax author-
ities involved. This depends on the fulfilment of the facts and
circumstances constituting the basis of the APA and the critical
assumptions. The tax authorities are, therefore, entitled to check
whether these conditions are being met in the framework of a
(regular) tax audit. If the conditions as set out in the critical assump-
tions are not fulfilled, the tax authorities are no longer bound by the
agreement, On the other hand, the tax authorities are not permitted
to deviate from the results of the APA if the audit reveals that the
taxpayer has applied it properly. They are also bound by the provi-
sions agreed in the APA even if the taxpayer chooses to employ
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deviating prices, margins and transfer pricing methods (and therefore
have a right to make corresponding adjustments). The taxpayer,

however, is not obliged to realise the transaction as planned and on

the basis of which the APA has been concluded. In this case, the APA
has no legal consequence.

6.8 Concluding remarks

The arm’s length principle as developed at the level of the OECD has

long been established in German tax law and will be ‘celebrating its

fortieth anniversary’ in 2012. Unlike the various domestic corrective

instruments (in particular the ‘hidden profit distribution’ and the
‘hidden capital contribution’) where the legal prerequisites and individ-
ual conditions result in large part from corresponding rulings of the
Pederal Tax Court, over the last forty years this principle has been
elaborated in paralle] with the work of the OECD by means of general
guidelines and specific regulations. The specific regulations congern in
particular the application of the arm’s length principle to permanent
establishments, cost sharing agreements, the posting of employees and
the transfer of functions (business reorganisations). Moreover, the obli-
gations of a German national regarding records and cooperation with
the tax administration with respect to foreign business relationships are
regulated and explained in detail. For these purposes, the legal basis of
the arm’s length principle in Germany {section I of the FTA)} to some
extent called for correction and amendment, Currently {(November
2011} the legisiator is working on a further exterision of the ‘adjustment
of income’ provision aiming at implementing in German {ax law the
‘2010 Authorised OECD Approacly regarding the attribution of profits
to permanent establishments.

Although the constituent elements of the arm’s length principle are
regulated in detail, the application of this principle to the individual
case remains difficult. It is not unusual for taxpayer and tax adminis-

- tration to be of a different opinion with respect to this application in a
given situation. According to experience gained in the past, however, in
most cases these disputes can be resolved in consultation with repre-
sentatives of the local tax office or the representatives of the Federal

.Central Tax Office during final meetings of a field audit. From inter-
views of tax directors it is known that companies seek to avoid the

- often long-lasting and cost-intensive domestic court procedures, espe-

clally since the result of such disputes is often uncertain. In this
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context, however, Germany constitutes no exception. A comprehensive
survey of all transfer pricing cases dealt with over the past decade by
the courts in Australia, Canada, the United Kingdom and the United
States shows that in this period no more than sixteen cases were
decided in court.® :

More succesful instruments appear to be advance pricing agreements
and mutual agreement procedures. Following the implementation of &
formal APA process in 2005, the APA team at the Federal Central Tax
Office has received an increasing number of APA requests from taxpayers
per vear. Although the average duration of an APA is some two to three
years, such a process makes it possible to fix the relevant conditions of

_a cross-border business relationship with binding effect within the

agreed terms.

Additionally, a consistently high number of double taxation issues are
resolved annually under the mutual agreement procedure. Here, the
average duration of such proceedings ranges between three and four
years. Bven if it is not known externally to what extent these proceedings
indeed result in resolving the underlying transfer pricing disputes, the
reported figures at EU level make it clear that dispute resolution on the
basis of the EU Arbitration Coavention has proved to be a real success
story. Against this background and as is apparent from more recent
double taxation agreements (although not all),*® it appears to best serve
the practical issues of corporate taxpayers that Germany places particular
emphasis on providing for the extension of mutual agreement proced-
ures in the form of a binding resolution of disputes (arbitration

procedures).

82 Cf J. Roin, “Transfer Pricing in the Courts: A Cross-Country Comparison’ in W. Schén
and K. A. Konrad, Fundamentals of International Transfer Pricing in Law and Ecortomics
{Berlin/Heidelberg, 2012); A. Oestreicher, ‘Comments on Julie Roin “Transfer Pricing in
the Courts: A Cross-Country Comparison’, in ibid. '

8 See, e.g,, Agreement between the Pederal Republic of Germany and the Principality of
Liechtenstein for the Avoidanrce of Double Taxation and Tax Evasion with respect to
Taxes on Income and Property of 17 November 2011; this, however, is not the case in
respect of the Agreement between the Federal Republic of Germany and the Republic
of Turkey for the Avoidance of Double Taxation and Tax Evasion with respect to
Taxes on Income of 19 September 2011, the Agreement between the Federal Republic
of Germany and the Republic of Hungary for the Aveidance of Double Taxation and
Tax BEvasion with respect to Taxes on Income and Property of 28 February 2011, and
the Agreement between the Federal Republic of Germany ané the Kingdom of Spain
for the Avoidance of Double Taxation and Tax Evasion with respect to Taxes on
Income of 3 February 2011,



