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CHAPTER 2

OECD Transfer Pricing Guidelines

Andrew Cousins & Danny Beeton

§2.01 THE OECD TRANSFER PRICING GUIDELINES

[A]  Purpose of the OECD Transfer Pricing Guidelines

The Organisation for Economic Cooperat.ion and Develop.mfent {OECD] T ranfifer
Pricing Guidelines for Multinational Enterprises and Tax Adma(mstr(’mons (her eina lef,
‘OECD Guidelines’) provide guidance on the application of t-he arm’s length principle’,
the international consensus on transfer pricing set out in Artu_:lfe 9 of both the OECD and
UN Model Tax Conventions. The OECD Guidelines were originally approv.ed in 1‘9.95,
were substantially revised in 2010 and have been subject to further extenlswe revision
in 2015, subsequent to the Base Erosion and Profit Shifting (‘BEPS’) Pro]eFt: .

The OECD Guidelines represent the culmination of thought on the pr1c1pg Issues
posed by intra-group trade consequent upon globalization. The rise of multmaﬂogal
enterprises (‘MNEs’) and the growth of intra-group trade, with the r.esu]_tant potelntllal
to misallocate profits, led to the unilateral introduction of domzlestlc transfer pricing
legislation, first in the United States and subsequently in other nations (now more than
100), to prevent the erosion of those countries’ tax base. _

The risk of double taxation on the MNE, with its potential to impede the
development of cross-border trade and investment, led to the development of bilat.eral
Income tax treaties in the twentieth century. From the 1920s, the League of Nations
took a lead in developing international cooperation on direct taxes, publishing a model
lax convention in 1928, which aimed to eliminate double taxation, while also prevent-
Ing escape from taxation. .

In 1933, the League’s Fiscal Committee prepared a draft multilateral convention
on the allocation of profits, revised in 1935, which advocated treating a permanent
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establishment as if it were a separate enterprise and determining its income baseg
what has subsequently come to be known as the arm’s length principle, :

Since the OECD was formed in 1961, its purpose has been to help Coupy
develop policies together to promote economic growth and healthy labour Hlar.-
boost investment and trade, support sustainable development, raise living stapgq, o
and improve the functioning of markets. The OECD consists of thirty-four Me
countries and is in accession talks with Colombia, Costa Rica, Latvia, Lithuania and,
Russian Federation.! '

The OECD became the suceessor to the League in leading development of Moge
tax convention and in 1963 the arm’s length principle was expressed again thygyy
Article 9 (on Associated Enterprises) of The OECD Model Tax Convention on In ,
and Capital (‘the OECD Model Tax Convention’). 1

The OECD Model Tax Convention has been embraced by most deye oper
countries with relatively minor adaptations and, with some more significant mogifje.
tions, by much of the rest of the world. Accordingly, the arm’s length principle tnd
has universal application as it forms the basis of an extensive network of bilagy
income tax treaties between QECD member countries and between QECD mem
countries and non-OECD economies and of transfer pricing rules in nearly evey
country’s domestic legislation.

In 1979 the OECD issued a report on Transfer Pricing and Multinational Enter
prises, providing practical guidance for the implementation of the arm’s leng
principle under Article 9. This original document was amended from time to time, gy
in 1995 the OECD formally issued a more substantive document entitled Transfy:
Pricing Guidelines for Multinational Enterprises and Tax Administrations, A revise
version of the Guidelines was issued in July 2010.

The 2010 version introduced new guidance in Chapters I to Il on the selection gl
the most appropriate transfer pricing method to the circumstances of the case,
practical application of transactional profit methods (the transactional net margih
method and the profit split method), and the performance of comparability analyses,
Moreover, the 2010 Guidelines introduced a new Chapter IX dedicated to transfer
pricing aspects of business restructurings. The Guidelines continue to be subject o
review and have been revised again in 2015 as a consequence of the work undertaken
under the BEPS Project.

As the name suggests, the OECD Guidelines are designed to provide guidancels
tax administrations and MNEs alike. Some tax authorities refer to the OECD Guidelines
as the basis of their countries’ own transfer pricing legislation, but the guidelines ai
accorded general authority and applicability in a wide range of OECD and non-OECH
countries, representing as they do internationally agreed principles and guidelines for
the application of the arm’s length principle, of which Article 9 of the tax conventioni
the authoritative statement. On the same basis, MNEs refer to the OECD Guidelines, i
order to limit the risks of economic double taxation associated with related-partj
cross-border transactions.

1. The accession process for the Russian Federation is currently suspended.
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The OECD Guidelines state that:

‘delines are intended to help tax administrations_(of bo?h OECD meml_)er
- Gl-ndemd non-member countries) and MNEs by indicating ways _10‘1’-|_nd
e factory solutions to transfer pricing cases, thereby minimising
e atap( administrations and between tax administrations and M[\.TES
conflicts g tly litigation. The Guidelines analyse the methods for evaluating
s COsdl}(tians of commercial and financial relations within an MNE
e CO’[s] length principle and discuss the practical application of those
satiiyd?eﬂaiz? also include a discussion of global formulary apportionment.
methods.

ber countries are encouraged to follow these Guidelines in their
e e]E r pricing practices, and taxpayers are encouraged to follow thgse
\fallljjating for tax purposes whethgr their transfer pricing colinp_llfz
g rm’s length principle. Tax administrations are enu_)ura_ged to take m'
i taxpayer’s commercial judgment about the application of the arm’s
?ccotl;]n;;i}:lii;zpin their examnination practices and to undertake their analyses of
eng

2. 2
transfer pricing from that perspective.

OEC
domestic trgns
Guidelines in €

[B] Contents of the OECD Transfer Pricing Guidelines

dv noted, the OECD Guidelines were substantially revised in 2015 as a resulll of
. duc,ted under the BEPS Action Plan. The following paragraphs describe
. C? Ilof the 2010 OECD Guidelines amended to take account of subsequent
;2;;?:: ﬂ}; particular those introduced in October 2015 as an outcome of the BEPS

ject. .
B The OECD Guidelines contain nine chapters. These chapters are:

() “The Arm’s Length Principle’: This chapter provides the backlground to the
standard against which international related-party _Lransactlons e:re mear;
sured. It includes discussion of a suggested alternatlvg to the arm’s 1er.1§t
approach, global formulary apportionm_ent, only _to reject it, and. prc?\n esf
guidance on performing a transfer pricing anahfsls through apphcan_op 0
the arm’s length principle. Extensively reworked in 2015, the latest revisions
emphasise the importance of accurately cleline:fltmg th_e actual 'transacuon
and provide an analytical framework to determine which associated enter-
prise assumes risk for transfer pricing purpoges. _ f

(II) “Transfer Pricing Methods’: Chapter II describes the selection process for
finding the most appropriate transfer pricing met_hgd for a particular case
and goes on to describe the recognised transfer pnc1_ng mt?thm?sl for assess-
ing intercompany transactions, these being of two kinds: ‘traditional [rar.ls—
action methods’ and ‘transactional profit methods’. The forme‘r comprise
the comparable uncontrolled price (‘CUP’) method, Lhelresale price method
and the cost plus method, while transactional profit mfethod_s are the
transactional net margin method and the transactional profit split method.

2. OECD Guidelines, Preface paras 15 and 16,
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3 Chapter = |
' ibuti s’: This chapter discusses cost contribu-
i 'COHlparabimy Analysis’: This chapter provides practical Tecommgy: (vin) ‘Cost fonitiillan }'\érg;lggnl;i?\?een two or Ifnore associated enterprises.
tions for performing a co mparability analysis, from the preliminary .., tion arrangements ( s

Y anap
sis of the conditions of the controlled transaction to the selection of

MOst appropriate transfer pricing method, through to the identificagjg,
potential comparables and ultimately a conclusion about whether1
controlled transactions being examined are consistent with tha ay,
length principle.

(IV) *Administrative Approaches to Avoiding and Resolving Transfer Prig,
Disputes’: Chapter 1V proposes various approaches for mim’mising tra _'
fer pricing disputes and helping resolve disputes caused by trangfy
pricing adjustments, with a view to avoiding double taxation, It coy
compliance practices by tax administrations and methods for facilitagy,
resolution of transfer pricing issues between administrations, inclhug :
the mutual agreement procedure, arbitration and simultaneous tax exanj.
nations, as well as devices for minimizing transfer pricing dispygy
between tax administrations and taxpayers, such as safe harboyrg ang
advance pricing agreements.

(V) ‘Documentation’: This chapter provides guidance for tax administratig,
to take into account in developing rules and/or procedures on dOCL]Jn@

tation to be obtained from taxpayers in connection with a transfer pricigy
enquiry or risk assessment. It also provides guidance to assist taxpayersj
identifying documentation that would be most helpful in showing thy
their transactions satisfy the arm’s length principle and hence in resolyj

transfer pricing issues and facilitating tax examinations. Wholly revisedjg

2015, the chapter newly advocates a three-tiered system of transfer pricing

documentation, comprising a Country-by-Country Report (‘ChC Report))

a master file and local files.

‘Special Considerations for Intangible Property’: This chapter deals spe

cifically with the use and transfer of intangibles between entities of ay

MNE. The chapter has been wholly revised in 2015 and now provides

extensive guidance on the determination of arm’s length conditions for (he

use or transfer of intangibles, including identification of intangibles, a

well as an examination of legal ownership and other contractual terms,

together with guidance on the evaluation of the conduct of the partiel
based on functions, assets and risks. The new chapter outlines S0me:

typical scenarios involving intangibles and is supplemented by many ey
illustrative examples.

(VII) “Special Considerations for Intra-Grou

guidance for determining whether services have been provided by ont
member of an MNE to other entities of the group and for establishing
arm’s length prices for such services. Again, this chapter has been wholl
revised in 2015. Some examples are provided of intra-group services and
more focus is now given ta low value-adding intra-group services, witll
respect to which a simplified approach for determining arm’s lenglh
pricing is proposed, including a simplified benefits test.

ain, this chapter has been wholly revised in 2015 as a r_es.u'lt of the
E Junder the BEPS Project. It provides a general definition and
e 'donzf the concept of CCAs and guidance as to the application of the
OVE?L:‘”]EW th principle to CCAs, including guidance on how to measure
. S'bi?iins to a CCA and whether balancing payments are needed. It
;?(I)‘;r;ses suggestions for structuring and docume_ntin’g ?C/'-\S. ) e
‘ fer Pricing Aspects of Business Restructurings™: T hls_ o apFer .
- how the arm’s length principle should apply to business restruc-
o [:1d in particular to subsequent reallocation of profits among _the
mr]}i%ifs of the restructuring MNE. Chapter IX was not subjec-t to rev151_on
g;epart of the BEPS Project and consequently there are Soms dlscre;j)flgltcifz
between the text and that of the revised Chapte}'s, n(‘)tably'[ e egan; pation
of risk in Chapter I and Chapter VI. The OECD is working in 0
address these discrepancies and has n}ade clear that wherel a (:ont e
exists between Chapter IX and the revised chapters, the revisions
precedence.

[1] The Arm’s Length Principle

[a] Statement of the Arm’s Length Principle

The arm’s length principle is the standard on which the OECD Guidelinles larle llaa%sed.
According to the definition in the OECD Guidelines, the arm’s length principle is:

The international standard that OECD Member countries havfe a[gllrgedAs,rttli({J:;J;cig l?;;
ini i oses. It is set forth in
for determining transfer prices for tax purp fe ‘
tlif:dOECD Model Tax Convention as follows: where colndltlfcims a.rcl m?ft?m{:;
i i i i al re
i e terprises in their commercial or financi i
imposed between the two en e : fandla reaton
i i i tween independent enterp .
ch differ from those which would be made et
:;1;1 any profits which would, but for those conditions, have accrueq to one of ll};e
enterprises, but, by reason of those conditions, have nc_)t s0 3accmed, may be
included in the profits of that enterprise and taxed accordingly.

(VD)

In other words, the arm’s length principle requires Lhat_ the amount charged bs;fotﬁz
related party to another for a given product, asset or service mus_t be _the samfe aes e
parties were not related. An arm’s length price for a transaction JlS thertei’l or et
the price of that transaction would be on the open market. The arm’s lengE p.n C pEls
follows the ‘separate entity approach’ of treating ﬁlembers of an MN _gloupThe
Separate entities rather than as inseparable parts of a smglen uplfled busmes;‘;. e
OECD Guidelines note some of the flaws of the arm’s length pn_nmple, su_ch ast e af,
that it may not always account for the economies of scale and mt’errelatlon qf d'wf;biz
activities created by integrated businesses. Nonetheless, the arm’s length princip

P Services’: This chapter provides

3. OECD Guidelines, Glossary, ‘Arm’s length principle’.
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deemed to be theoretically sound, on the grounds that it is conside
best basis on which to approximate the workings of the open
transferred and services rendered between associated p
broad parity of tax treatment for members of MNE groups and independent enterpy
avoiding the creation of tax advantages or disadvantages that would distort pey
competitiveness and so promoting the growth of international trade and investpes
The view among OECD member countries is therefor

should continue to govern the evaluation of transfer
prises.

red to Provige
market fop -
arties. It is also held tg Dro

e that the arm’s length Dringin
prices among associateq ol

(b] A Non-arm’s-Length A pproach: Global Formulary Apportionment

Were it to be applied, global formular
earned by an MNE group on a conso

different countries on the basis of a predetermined and mechanistic formula, g
OECD Guidelines note that generally speaking there would be three essential comu
nents to applying global formulary apportionment: (i) determining which en ,
within the MNE comprise the global consolidated entity on which to apply ‘
apportionment, (ii) accurately determining what the global profits are, and (i
establishing a viable formula for allocating the profits, based, for example, on so
combination of costs, assets, payroll and sales. The ;

formula for allocation of profiy
would be predetermined for all taxpayers rather than determined on a case-hy-g
basis.

y apportionment would allocate the global prafis

The OECD Guidelines include the reasons that proponents of global formulay
apportionment advance for adoption of this method, including greater administraf ]
convenience and certainty for taxpayers, a reduction
and a closer alignment with economic reality, based on the argument that it is difi u
10 assess the separate Operating entities of an MNE and to determine accu rately eachg
these entities’ contribution to the overall MNE’s profit, particularly in highly integrale
groups.

OECD member countries, as stated in the Gui
tions for formulary apportionment.* The primary reason provided is that this methgl
cannot adequately protect against double taxation, there being no internationd
consensus on the predetermined formulae to be used. Itis argued that each jurisdietio
would seek to devise its formulary apportionment on the basis of self-interest, and i
such, different results would be yielded by different jurisdictions. The risk of i
avoidance through the artificial manipulation of the components of the formulae by

taxpayers would be high, Furthermore, an extraordinary degree of internation
cooperation would be necessary for the universal adoption of a new system, the failu®
of which would inevitably lead to double taxation, as some countries still applied (i€
arm’s length standard. The arbitrariness of predetermined formulae and their disregii
for market conditions and the circumstances of individual enterprises are also held i
be significant concerns. A number of other problems are identified, including he

—— e =
4, OECD Guidelines, Ch. 1, para. 1.21.

of compliance costs for taxpaye

delines, do not accept the propos

lidated basis among the associated enterprigsyy
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chaple

distor“ng effe

f exchange rate movements and difficult.jes in cleterm_ining the sale.s of

N the valuation of assets, especially in the valuation of intangible

each gaber 20C 1 ulary apportionment abandons the separate entity approach,

Y- pbe! o n a consolidated basis, therefore failing to recognize important

ing the MNE group © separate company efficiencies and other company-specific

aphical dlffer'encetst:e OECD Guidelines reject the global formulary approach and

gct_,l;s;ocij provide a reasonable means of assessing an arm’s length price
0

factors. In Fo
e that 1t :
petween (WO related parties.

[  Guidance for Applying the Arm’s Length Principle
C

bility analysis’ is held to be at the heart of the a.rm’s 1fength princi.pl.e, based

e 1 4 f the conditions in a controlled transaction with the conditions that
e ;ctrln parlbfg;nomade had the parties been independent and undertaking a compa-
e hov i i stances.
ke traﬂsfiCUC’“ Umgeorf i?lr;f zlel:ea(fglzl:scé:riz the accurate delineation of the controlled

Th.e e &S_PECD of Chapter [ has been wholly rewritten in 2015 as a result of Fhe
uansacthn- Semfnlaces a new emphasis on this delineation of the actual transa.ctlon
e anb'lli)t analysis. Contractual arrangements still form the starting point of
e Cmr'lpamt1 ];rity is provided on the relationship between contractual arrange-
e bucl Cct Knowledge of the conduct of the parties to the transaction is
ment's ' CO]n Znt‘to assess whether there are contradictions between contractual
CU?{;::I;SHEE Z:'ld conduct, to fill in gaps in the contractual arrangements and to
o ; Ticing purposes.
m[erplrte:sttrllic?;;:rymzsof?;eii[f];ffliepeconiriiczily relevant characteristics of the com-
mercial or financial relations between the associated enterprises, ttérgdug}:iézaﬁgie;
standing of the industry sector in which the MNE group .operates and i gnu aon o
how the entities within the group operate before analyzing the economically

isti transaction.

Charaf[flisztcl;fu?rintizzlly relevant characteristics or comparability factmjs that need tc.] be
identified in the commercial or financial relationg between .the associated enterprises
for the accurate delineation of the actual transaction comprise:

ms of the transaction;
gg ?Eﬁzighl;ai)siormed by the parties to the transaction, taking into account
assets used and risks assumed; .
the characteristics of the property transferred or services provided;
the economic circumstances of the parties and of the market; and
the business strategies pursued by the parties.

1

The contractual terms of the transaction, where they exist, bein_g the first factor
ofcomparability, serve as the starting point for delineating the trans.acpon aﬂd_ how the
fesponsibilities, risks and anticipated outcomes arising from their interaction were
intended to be divided at the time of entering into the contract. However, actgal
business transactions undertaken by associated enterprises must be a<.:curate1y' delin-
faled and, where the economic reality of the transaction is inconsistent with the
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written contract, the transfer pricing analysis should be based on the characterjgfjo
the transaction reflected in the conduct of the parties. '

The second factor of comparability is the functional analysis. In delineatipg
controlled transaction and determining comparability between controlled and u '
trolled transactions or entities, a functional analysis is necessary, which Seeks
identify the economically significant activities and responsibilities undertaken,
used or contributed, and risks assumed by the parties to the transactions. '

In the 2015 revision, substantially more guidance on risk has been Provideg
part of the guidance on the functional analysis. The chapter now includes a frameyy
for performing the risk analysis.® A materiality threshold is included within the ﬁa
work, whereby economically significant risks need to be identified with specificipy

The chapter recognizes ‘risk-return trade-offs’, supporting the notion thy i
economically rational to take on (or lay off) risk in return for higher (or lowe
anticipated neminal income. Contrel over risk has been clarified and the finapg
capacity to assume a risk is included as a criterion on equal footing with control i
analysis on assumption of risk. Contractual allocations of risk are respected only wi
they are supported by actual decision-making.

The guidance helps to determine accurately the actual contributions made by
associated enterprise that solely provides capital. Where the capital provider doesy
exercise control over the investment risks that may give rise to premium returns, (i
associated enterprise should expect no more than a risk-free return. '

The third comparability factor is the characteristics of the property or servie
being transferred, differences in which often account for differences in value in
open market. Important considerations may include the physical features of
property, its quality and reliability, the availability and volume of supply. The O
Guidelines state that the weight attributed to this factor of comparability will depend :
the transfer pricing method selected. The requirement for comparability of goodsal
services transferred is strictest for the comparable uncontrolled price method (s
below). |

The fourth economically relevant characteristic or comparability factor is

economic circumstances of the parties to the transactions being compared and of ll¥
markets. The Guidelines provide examples of circumstances that may be relevantli
determining market comparability, including the geographic location, the size of(l
markets, the extent of competition in the markets, the availability of substitute goof
or services, consumer purchasing power, the regulation of the market, and the cost#
production. !
Finally, the fifth economically relevant characteristic or comparability factorto
examined is the business strategy of the parties involved in the transactions beil
compared. Such strategies take inte account such factors with a bearing on the condl
of the business as innovation and new product development, degree of diversificalld
risk aversion and so on. They may also include market penetration schemes b
temporarily charge a lower price for comparable products in the same market.

5.  OECD Guidelines, Ch. I, para. 1.60.

78

Chapter 2: OF

consistent W ith t

cD Transfer Pricing Guidelines §2.01[B]

antially new guidance is now provided on recognition of the accurately

e action. Where the characteristics of the accurately delineated transac-

el trgﬂs be inc.onsistent with the written contract, the OECD encourage pricing

figs ¢ . he accurate delineation. Non-recognition is not encouraged except

eptional circumstances. The circumstances where non-recognition may

“nda-ex'c lf d to the notion of commercial rationality and whether unrelated parties

g ethe arrangements under comparable economic circumstances.

wouldT;geriiw Chapter I also provides additional guidance on:

locational savings and other local market features;
_ assembled workforce; and
_ MNE group synergies.
In the context of Chapter I, there is a follow-up project being undertaken by the
QECD in 2016/2017 on financial transactions, owing to the important interaction with

{he work on interest deductibility and on risks.

2] Transfer Pricing Methods

Chapter II describes the ‘traditional transaction methods’” and the ‘trtansactional profit
methods’ that can be used to establish whether the transfer prices set between
associated enterprises are consistent with the arm’s length principle. Traditional
\ransaction methods are the comparable uncontrolled price method or CUP method,
the resale price method, and the cost plus method. Transactional profit methods are the
\ransactional net margin method and the transactional profit split method.

The OECD has, in its 2010 update, abolished its reliance on a hierarchical
preference for transfer pricing methods; all the methods it recognizes may now be
pqually analysed in order to assess whether they are appropriate to a specific case. The
OECD Guidelines now state that selection of a transfer pricing method aims at finding
the most appropriate method for a particular case. Thus, the selection process should
take account of:

the respective strengths and weaknesses of the OECD recognized methods; the
appropriateness of the method considered in view of the nature of the controlled
transaction, determined in particular through a functional analysis; the availability
of reliable information (in particular on uncontrolled comparables) needed to
apply the selected method and/or other methods; and the degree of comparability
between controlled and uncontrolled transactions.®

However, traditional transaction methods are regarded as the most direct means to
establish whether the conditions of the commercial and financial relations between
associated enterprises are at arm’s lengih. Consequently, if all methods are applicable
il an equally reliable manner, the CUP method is to be preferred to any other method
and the traditional transaction method is preferable to the transactional profit method.”

— OO

6. QECD Guidelines, Ch. 11, para. 2.2.
7. OECD Guidelines, Ch, 11, para. 2.3.
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. ]MPORTANCE OF TP FOR MULTINATIONAL COMPANIES
OPERATING WITHIN BELGIUM

Belgian tax authorities have become increasingly aware of TP issues. On 28
the Belgian tax authorities issued their first TP Circular Letter, in which they
d the principles of the OECD Transfer Pricing Guidelines for Multinational
and Tax Administrations (OECD Guidelines)." The Circular Letter was
s increase the awareness of the tax authorities. When the Belgian government
| the EU Arbitration Convention of 23 July 1990 in 2000, a Circular Letter was
¢ the Belgian tax authorities on the application of the Arbitration Convention.
s one of the components of the defensive aspects of TP.* Another Circular Letter
in 2006 containing guidelines for TP audits and transfer pricing documenta-
J.'i
e Law of 24 December 2002, effective 1 January 2003, introduced advanced
(Rulings) that allow taxpayers to seek confirmation in advance on the tax
ces of their transactions, including their TP policy. Further changes to this
m have followed with the Law of 21 June 2004, and the new ruling
on became active 1 January 2005. The intention of these developments in
on was to give foreign investors in Belgium certainty regarding the tax
equences of their transactions. The advanced decision legislation forced the
Jal tax authorities to become more and more skilled in TP.

Cular No. AFZ/98-0003 dated 28 Jun. 1999,
No. AFZ/]NTERN. 1B/98-0170 dated 7 Jul. 2000.
No. Ci.RH.421/580.456 (AOIF 40/2006) dated 14 Nov. 2006.
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In June, 2004, Article 185 section 2 in the Belgian Income T
implemented the arm’s-length principle in Belgium. Before that time, T
Belgian tax law were based on ‘abnormal or benevolent advantages’,

With the introduction of the internationally accepted arm’s-length stang;
the new ruling system, Belgium offers important tax incentives for Ul
enterprises doing business in Belgium. ‘Excess profit rulings’ provide ap impg,
opportunity; they allow downward profit adjustments while a COTrespondmg i
adjustment is not a necessity.* |-

A TP Unit (“Cel Verrekenprijzen/Cellule Prix de Transfert’) was officialjy
lished on 1 July 2006. This Unit acts as a knowledge-centre. It 8iVes technin:
operational assistance related to TP audits and it also performs TP audits,

Apart from the developments in TP, Belgium has introduced other tax jpopn
1o attract foreign investors, such as the notional interest deduction (NID) regje
the patent income deduction regime. The implementation of these tax inceni
Belgian tax practice has also increased the awareness and skills of the B‘e]

authorities, and in particular, the Ruling Commission in TP matters. Hence, a5 Bels 9

has become a favourable location for finance and treasury companies, 1p comp;

central entrepreneurs efc., the importance of TP for multinational companies 0per
in Belgium has grown substantially. '

§5.02 REGULATORY FRAMEWORK

[A] Legal Authority

Until mid 2004, the arm’s-length principle in the strict sense of the concept Was |
available in Belgian domestic tax law. The Belgian tax authorities did however |y
other resources to challenge the transfer prices of Belgian taxpayers and subseque

adjust their taxable basis. Under Article 26 ITC the Belgian tax authorities ¢

8n Belgian tax law as much as possible willi
international rules.” Article 185 section 2 ITC was introduced to guarantee thal
taxable basis of a Belgian taxpayer can be adjusted to take into account the am
length principle, The Belgian legislator deemed it necessary to complete the intrad
tion of the arm’s-length principle with an amendment to the regulations on the
system. In this respect, the introduction and explicit recogn 1 '
arm’s-length principle will increase the legal security of the taxpayer which will
a better investment climate and economy in Belgium.®

il
o

Reference is also made to s. 8.1.

Reference is also made to ss 8.2, and 8.3.

The Law of 21 Jun. 2004, Belgian Official Gazette, 9 Jul. 2004.
Parl. Doc. Chamber, 200372004, No. 1079/001, 2003/2004, 9.
Parl. Doc. Chamber, 2003/2004, No. 1079/001, 2003/2004, 6.
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Article 185 Section 2 ITC

5 sectio

ises which form part of a multinational group of associated
n:gnwi{h respect to their cross-border mutual relations:
an

n 2 ITC reads as follows:

r (WO en
nrises . . - .
rises in their commercial or financial relations,
(@ “'her.e.beminrgﬁitewoi ?ﬁfﬁgﬂed that differ from those that would be made
o ndent enterprises, then, any profits that one of the enterprises
pce) mdepelized without those conditions, but has not by reason of thase
woul.d.have reaa be included in the profits of that enterpris_e; _ ‘
. 'Yncluded in the profit of an enterprise which is alsg included in
- p‘mh; . lo[her enterprise, and the so included profit consists of pr.oﬁt
e the prqflt ‘ anenterpriqe would have realized if between the two enterprises
o thiv Oﬂ')?rns WOUl\d be made that would have been made betwe.en
sugh :r?gflllrtjinterprises, then, the profit of the first - mentioned enterprise
indep

will be adjusted in an appropriate way.

first i isi twithstanding the application of the

. ion applies by advanced decision nq : ; :

.secngrt]hepel;imination of double taxation in connection with the a_d]ustme.nt of
n?ltagsociated enterprises (90/436) of 23 July 1990 and the internationa
G .

ventions for the avoidance of double taxation.

1
hl% section 2 is exclusively applicable to cross-border commercial and financial
selatons: |
E helween a Belgian company and a non-Belgian company which are members o
N inati f associated enterprises;
{lie same multinational group of a - .
: :;heiween a Belgian establishment and a non-Belgian establishment of another
l’femerprise of the same multinational group of associat.ed enterprises; .
between a Belgian company and a non-Belgian establishment of another e.glal
*A!l“cémpany which are members of the same multinational group of associated
enterprises; _ . -
- - between a Belgian establishment and its non—Belg'lan head (?fﬁce, N
- - beiween a Belgian establishment and a non-Belgian establishment of the tia ‘
c;ampany which are located in a country other than the country of the hea
office.”

Scope of Application

The application of this Article is not restricted 'Fo non-Belgian enterprises 01:
Stablishments located in EU countries or countries which have concluded a conven
tion for the avoidance of double taxation with Belgium. . o

: With respect to the term ‘multinational group of assoc1at§d enterprises’,
Cireular of 1999 refers to the wording of Article 11,1° of the Belgian Company Corlie,
Which defines ‘associated enterprises to a certain enterprise’ as enterprises which
m.%/mo&) dated 4 Jul. 2006, No. 3.
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- ible in
exercise control over that enterprise or over which that enterprise EXeICisey o, ducing Article 185 §2. b) IfTC, ?Dwél;za;sdaﬁ;ifgf:;;sﬁsfcﬁzeﬂ%ffl
enterprises which are members to a consortium to which the enterprise js a1 s outside the applieation ol iax reat.n‘ Janning opportunity, that is, ‘excess
and any other enterprises which are, by means of its management board, ',, . Wle 185 §2 b) ITC offer an mte_res i g p ey

control of the aforementioned enterprises. 3 s This is further discussed in section §d- e ;;an only be applied

Article 185 §2 does not apply to domestic controlled transactions, crggg e m'ﬂle basis of the 1aw,.upward. anctlhdown\lf\l:j;"ﬁ ;in ];Sthe bitration Convention
transactions between a company and an individual or between two individuals 3 \oanced Decision, notwlthstandulg e.zp?lce o bl faztinn.
uncontrolled transactions. On this point, Article 185 §2 differs from Article 9 of mmmational conventions on .tl.le avoi at apply Article 185 §2 a) to proceed with
OECD Model Convention which can be applied to enterprises carried on by indi, "~ his means that the tax auth_orltles cann? t];:lia)lfﬂe it aherE HE
als.'” The Belgian legislator has not deemed it necessary to apply Article 185 §p, : ard adjustment of a Belgl‘an ta_xpayer 8 o Fowever. i those situations,
situations as there is not the same level of complexity of the relationships tion of the above convennons‘ls lﬂOt rlfqlfst.elé 16 ITC t,o make an upward
individual is involved."" Transactions among individuals are covered by Article gian tax authorities could still invoke Artic
: nent. esislator has ‘made a mistake’: the Belgian tax
(o] Adjustments mrd}f;gultg lljzgijfg ttlglzsl;l'\[jhiitiile 185 §2 a) to adjust the profit of a Belgign
On the basis of Article 185 §2 a), the profit that a Belgian COMPpany or 3 pa . :visthout an Advanced Decision.'* It remains -to be ;een h;v;rntjnx a;l\t,telg?ttlsz
establishment of a non-Belgian company that is a member of a multinationa) g o deal with this in the future, and vlvhethgr the law will bfe_ c a?ge (.’f non.);pphca,tion
should have realized in arm’s-length conditions on the occasion of a Crossbg ommission requests in practice to include the con IFEon. 7P ot i
commercial or financial controlled transaction may be included in its taxable py . - 185 §2 a) ITC in the demands fo_r an Advanced D?c_lsmnhui ot 185-§2 2)
The profit will be added to the Belgian company or establishment’s taxable - pe an indication that the tax guthorl(tju;s ar_e-of1 the opinion tha
reporting it as a disallowed expense on the tax return. : 1 be applied without an Advanced Decision. . .

On the basis of Article 185 §2 b) ITC, a Belgian company or a Belgian estal [ n'sge‘zus lI())L;ical that a downward adjustment on the 1?3.51shof ﬁrtll.cle 1(;805 Hii Z]Sii(;fﬁ
ment is, under certain conditions, allowed to make a downward profit adjustment ly be requested through an Advar_m.ed Decision with t i 1_U m(g;ommission .
corporate income tax purposes. If it can be justified that the accounting result exy ' ently, the legislator is of the 9p1n10n that only the du mgﬁt sfutmenis.
the arm’s-length result, this difference can be exempt from tax. tly skilled to decide in this delicate matter of downward pro ]

According to the parliamentary works, the corresponding downward adj
should be determined in accordance with the arm’s-length principle. An adjus
should only be made to the extent that the Belgian tax authorities are of the opi - : : 3 : le
the profit adjustment was justified. Therefore, the corresponding adjustmznt A 6 allows the Belgian tax authorities to include in a Belgian ti(clj’ ?rir)ri;g:i]an
not be made if the profit in the other country has been increased to exce s the abnormal or benevolent advantages granted by the taxpiye into account to
arm’s-length standard.'® Contrary to Article 9 §2 of the OECD Model Convention. . y or establishment, except if the.se advaqtgges arPT taken bk el
185 §2 b) ITC offers the legal basis to reduce the taxable basis without actual or ik e the taxable basis of the non-Belgian beneficiary. This excep

Abnormal or Benevolent Advantage Granted: Article 26 ITC

double taxation ‘escape clause’. However, Slae; SLERIT DRBEAD DEIATT;iCl'e 2f6 tt]iztsBetIE;:reL
- ; ; i able basis ¢
The downward adjustment of the profit of a Belgian taxpayer is reported| Siluations where the advantages can pe 1r1(11udeclt tn (tifeltee;a;‘ijn o the recipient's taxable
annual corporate income tax return through an increase in the taxable reserves al ' even if they have been taken into account {o

beginning of the year." BASiS (‘exceptions to the escape clause’).

While the upward adjustment was already included in Belgian tax law b Article 26 ITC reads as follows:
2004 under Article 26 ITC, the downward adjustment was not yet provided o ‘when an enterprise established in Belgium grants abnormal or benevolent advan-
Belgian tax law. The absence of the legal basis for a downward adjustment in B s, these advantages are to be added to the enterprise’s profits unless the
domestic tax law created problems where such adjustment was required as a ntages are relevant for ascertaining the taxable income of the beneficiaries
the mutual agreement procedure (MAP) under the treaties or EU arbitration proc ‘. ereof.

For instance, commercial or financial relations between an enterprise carried
individual in Belgium and a controlled non-Belgian entity fall within the scope of app!
Art. 9 OECD Model Convention but not within the scope of 185§2 ITC. =4 575
Parl, Doc. Chamber, 2003/2004, No. 1079/001, 2003/2004, 10, I i & 5. Huysman, TR V. 2006, 06/7, S6184evia7s.
Parl. Doc. Chamber, 2003/2004, No. 1079/001, 2003/2004. 11. an Crombrugge & S. Huysman, T.R.V. 2006, 06/7, '
Circular Ci. RH.421/569.019 (AOIF 25/2006) dated 4 Jul. 2006, No. 8.
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paragraph one, the abnormg)
prise’s profits when granteq g

Notwithstanding the limitation contained in

2 Although the law does not impose a
; moment of the sale. A
sctives at the
lent advantages are to be added to the enter

B ethod, one should use the valuation method which, tal‘dng into
%lua;]um ;nfactual circumstances of the transaction, could be considered to
e 24
P conomic value of the shares. _ | I
Ll e ” | or benevolent advantage could consist of an exorbitant in :
N b o The value of the abnormal or benevolent advantage must be
B 2 ipient.
erspective of the recipient. .
E :hef I:he Lajlbnormal or benevolent advantage granted is added to the
nt 0
o basis as a disallowed expense.

(1) a taxpayer mentioned in Article 227 (i.e., non
enterprise established in Belgium has any direc
interdependence whatsoever;

(2) a taxpayer mentioned in Article 227 or to a forei
pursuant to the legislative provisions
established, are not subject to income t
considerably more favourable than tha
dent in Belgium;

(3) a taxpayer mentioned in Article 227 who is sharing common inte
the taxpayer or the establishment mentioned inlor2 (above),

-residents) With wi

8N establishman
of the country of Which
ax or are governed by 5

t which governs the enteryy

amou
taxabl

. Escape Clause
i t on the basis of Article 26 can be made if the advantagesal ar(?
e Jnsu?tirjlning the taxable income of the beneficiaries_of the_ abnorm, 011
. tages. It is not required that the advantagg is sub).ect to al;:ltu;'a
ﬁ?d\;ar;df of.the beneficiary. For instance, the beneficiary might be able to
eha .
¥ i ith i d losses.
received with its carried forwar
'ad‘_fantagethe Belgian Minister of Finance, an abnormal or benevolent
ilillllgbtodeemed to be taken into account for determination of the tg);abzlz
; iary i i it, Article
iciary i i Belgian company. As a result,
- heneficiary if the beneficiary is a : :
b?fliflbe?leﬁciary of the abnormal or benevolent advantage is ;? Bt?tlglatlf
[ i i tax.” According to the Minister o
subiject to the Belgian corporate income din :
3111111;]13‘16(1 circumstances this tolerance does not apply if it would result in ;n
iﬂ_ exemption or deduction in the hands of the company .thail gr}e}mti1 t ef
| i i ffectively taxed in the hands o
olent advantage, without being e . _
mar?(:;e;]e advantage.®® While the profit of the Belgian taxpayer _gr.antm% tl;e
wi j icle 26 ITC, the Belgian beneficiary of the
s will not be adjusted based on Artic ! !
‘ I:ight face adverse Belgian tax consequences on the basis of Articles 79 and

Belgian tax law does not define ‘abnormal or
the Administrative Guidelines of the Belgian tax au
benevolent advantage is basically any enrichment
without accurate and actual consideration s

Pursuant to the Guidelines, an advanta
without, from the perspective of the grantor of the advantage, real compens
is equivalent to the advantage granted.'” Abnormal is that which is cong
customary way of things, the rules and the established practice or, alsg
contrary to that what is usual in similar situations.'® A benevolent advaﬁ
advantage that is granted without a contractual obligation or that is granted w

any consideration.”” An intentional element is not required.*® The identj
beneficiary is irrelevant.2!

benevolent advantage’. g
thorities state that an abng
of the recipient of the ady

ge is an enrichment of the

Whether an abnormal or benevolent advantage is granted is a factual matte
economic circumstances of the moment, the situation in which parties involved ag
the factual circumstances of the case should be taken into consideration

To determine the value of shares, it is generally accepted that one sho
take into account the future return, to the extent that the parties are awar

13 Dec. 2002, F.J.F. 2003, 278.

; 1so 5. 6
of First Instance Louvain, 26 Jan. 2007, T.F.R. 2007, No. 322, 428 &dev; see a
- |

16. Administrative Guidelines to ITC, No. 26/17.

17.  Administrative Guidelines to ITC, No. 26/16.

18.  Administrative Guidelines to ITC, No.
-cass.be > ; Liége 24 Mar. 2006, F.J.I. 2
2010, Fise.Koer, 11/247,

19.  Administrative Guidelines to ITC, No. 26/16; Cass. 22 Sep. 2011, <www.cass.be>.

20.  Court of First Instance Mons 18 Jan. 2006, Fiscoloog No. 1019, 10: a Belgian compal
received an invoice from an Irish company to be paid in German currency. By mi
company paid the amount in USD which was higher than the amount due in Germ:
The Court held that the excess part constitutes an abnormal or benevolent advantage.

21. Contra: Court of First Instance Namur 25 Sep. 2002, F.J.F. 2003, No. 1, 50,

22, Antwerp 28 Jun. 2011, Fiscoloog 2011, No. 1265, 11; Brussels 29 Jun. 2007, T.F.R.
338, 329; Antwerp 4 Apr. 2006, F.IF. 2007, No. 2, 143; Court of First Instance An
2003, F.J.F. 2004, No. 5, 421; Liege 20 Mar. 2002, F".J.F. 2006, No. 3, 277: Court of Fi

Antwerp. 25 Oct. 2002, Fisc.Koer. 2003, No. 4, 250 and F.JF. 2004, No. 2, 122. Referencé
made to ss 2.4. and 7.2.

strative Guidelines to 1TC, No. 26/22. . TE
.oiF;E:[nstance Ligge, 1 Apr. 2003, F.J.F. 2005, No. 10, 1026; Blljl‘l?ﬁ‘ls lgé\(/)lgy 1%1%054, F353;
0. 7, 609; Court of First Instance Antwerp, 3 Oct. 2007, Ftscz.woii;‘. Ant‘;verp- 15; o
L of First Instance Ghent, 14 Feb. 2011,%‘;301;8% 2011, No. 1249, 12;

.Fisc. 1999, No. 26, 4 and Fisc.Koer. 4 . :
gtilg“f?tl of Mr Cooreman dated 26 Apr. 1990, Q. and A., SenatE,A]Z 111;1;3 1322%115;}3
No. 302 of Mr Cooreman dated 9 Mar. 1993, Q. and A., Senate, ISA prio(}{; 21901., iy
866 of Mrs Pieters dated 29 Jun. 2005, Q. and A., Chamber,]f.?lggasr. 7()92, 2
916 of Mr de Seny of 9 Dec. 1994, Q. and A., Senate, 14 Fed. Se’nate ) Ma. S,

No. 3 of Mrs Nelis-Van Liedekerke dated 14 Jul. 1995, Q. an A., Se P,\s i e
9, Fisc.Koer. 96/255. A company acquired shares at an oxc'erestlmatecltpr;(;)fi;3 el gl
ax exempl, the advantage resulting from the overprice was never axthat 2 ek o

iciary. Losses on shares not being tax deductible, one could_ sayh LEE Depony
t neutral. However, in case of liquidation of the company of which tf e gd afe iy
old, part of the loss on the shares is tax deductible (up to the amount of paid up

26/16 and, for example, Cass. 22 Sep. 2011
008, No. 2, 146 and Court of First Instance
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advantage is granted to 1 non-
taxpayer who has granted the advanta
ascertain the taxable basis of this non-
as applicable in its country of residence, th
the three exceptions are applicable. The impact of this position i

most cases, an abnormal or benevolent
payer.?

The profit adjustment will be made i
advantage has been taken into acco
the beneficiary is:

Natalie

The Belgian Minister of Finance has confirmed that if the abnorr |
Belgian taxpayer which is not associated wity the B,
ge and the advantage is taken intg acogyy

Belgian taxpayer on the basis of the tax regs
€ escape clause should apply Unlegg o

S Very limifpq o
AN associajeq

nal gp beng

advantage is granted to

[b] Exceptions to the Escape Clause

rrespective of whether the abnormal

or bEl'lE‘v
unt to determine the beneficiary’s ta

Xable hag):

(1) a non-resident company with which the enterprise establis
has any direct or indirect relationship of interdependence
relationship of interdependency is Dbresent when:
~ anon-resident enterprise (individual or comp

several Belgian resident enterprises (individy

a Belgian resident enterprise (individual or company) directly controls g

or several non-resident enterprises (individuals or companies);

- oneor several Belgian resident enterprises (individuals or company) g

one or several non-resident enterprises (individuals or companies)
controlled by a third person or an enterpris

€, or are part of the same gy
and, thus, have an indirect relationship o

f interdependency (it does 1
matter whether the person or the third enterprise that creates the interde
pendency is a resident of a Member State of the European Union or g ‘
third State).?" The relationship of interdependency could also be based
the fact that the boards of directors of both companies are composed infly
Samme way o a great extent, that one entity is to a great extent dependen. ]
another entity for the purchase of its raw materials or know how or (s
one entity is the only customer of another entity. The relationship
interdependency is a factual matter.

As mentioned above, Article 261l
does not apply if the beneficiary is a related Belgian company. According

an answer of the Minister of Finance to a Parliamentary Question of 19
Article 26 ITC would apply if the beneficiary is a Belgian establishmento

4 non-Belgian company.®' Thig viewpoint could trigger double taxatioh
and is therefore questionable.

hed in Bely
Whatsoever,

any) directly controls gy,
als or companies):

e

29;

30.
31.

Parl. Q. No. 472 of Mr Eerdekens dated 6 Oct. 2000, Q. and A., Chamber, 5 Feb. 2001, 6985:%%
also ‘Les Prix de Transfert’, T. Vanwelkenhuyzen, 46,

Circular No. AFZ/INTERN, 1B/98-0170 dated 7 Jul. 2000.
Parl. Q. No. 1255 of Mrs Pieters dated 23 Feh, 1998, Q. and A., Chamber, 20 Apr. 1998, 123
The Minister confirmed that Art. 26 applies in a situation where a Belgian company selli#&
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i n-Belgian establishment which, pursuant to
(22 non—.Belg}aH Cgii?ggszrf Elihgomuntrgy of which they_are estab}ished, are not
the legislative tax or are governed by a tax regime coumderably more
e mcomt(}elat which governs the enterprise resident in Belgium. :Fhe
e thag fine ‘considerably more advantageous’. The phrases ‘mot
law does D.Ot ee tax’ and ‘governed by a tax regime considerab.ly molrle1
e mC’Ourle a[cso referred to in the Belgian tax provisi_on; deellhng w%t
advantagE_OHS‘ ; exe}nption regime. In this context, a tax regime 15j consid-
- parucl[?aflﬂfgl more advantageous’ if the applicable tax rate is beloW
ered ‘wn.mdflraef)f]ective tax rate (as applied to a tax base:* calculated EIB
i ethe Belgian rules) is below 15%. The tax regimes gf the .
i re not considerably more advantageous.* Accordl{lg to t e
B St‘att'ez athe countries appearing on the list for the participation
- a'-lt_th] 1‘2 lthe ones meant in this Article;* . N
o 'aI ompany that shares common interests Wlt.h the ta).gpayerl
4 ahHOD;aBSIIiISIrlllgnt nl:l)entioned in (1) or (2).0n the basis o‘;f ’[hl(i ngetptgog :fg: alfl
. volent benefit can be added to ;
"l Cl?‘ﬂﬂse’ al?l: E?;Zr[::;l::el;i:it;}d to a non-Belgian taxpayer (sub]ecF o
. Staxae im(e) which has common interests with.a non-Belglan
it " felated to the Belgian company or common mteres?s with a
. e 1?11 any or non-Belgian establishment which is sub]ec.t to a
nOD-Belglafll Coorz advantageous tax regime. This exceptior.l ha_s been 1mple-
CORS]derabymid the sirategy of ‘stepping stone’, that is, mterpos1.ng a
e 1_0 . to avoid application of (1) and (2) where the ultlmat‘e
B i ny mentioned under (1) and (2). Itis
e EfDdVame:lgeorlsbergxrzrtl)llajrltyadvantage is actually transferred to
required that the abnorm

the company mentioned under (1) and (2).

i it i der than the
inition of ‘common interests’ is not Clefﬂ”, but it is broa | o
'mlaﬁg:h?;fof interdependence’ definition. Conlunon mterestfcm_lhi:lr,lltf?[re ;r;z‘;aen
hemed t where two independent enterprises are part t_) ajo A
| p thorities need to prove that an advantage is granted and tha
adv r:‘: ee ti?;t?:llorglral or benevolent.* It is then the taxpayer who needs to pr?:fatll(lea;
mezzcage clause applies, that is, that the abn_ormal or bene;o.leilt ag;:[r:tatiee ;aten
Ite account for ascertaining the taxable basis of the bene 1(I:1a ;{io e e,scape e
shilts back to the tax authorities to prove that one of the exception:

ippliES.ss

hich the German
business against book value to a German related company as a result of whic
company would avail of a taxable Belgian establishment.
2. Amcle 203 ITC. . -850
43 Cauwenbergh P. in Vennootschap & Belg/s}}lé‘lgeﬂ, Deel XIIL, 4-850.
M Administrative Guidelines to ITC, No. 26/48. ) ier 2006, No. 7, 498,
35. For example, Court of First Instance Mons 18 Jan. 2006, Fisc. Koerier 2
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MORTANCE OF TRANSFER PRICING FOR MULTINATIONAL
COMPANIES OPERATING WITHIN GERMANY

ing rules have assumed major importance in the German tax practice due
ments in business, such as the increase in international transactions and the
o of a globalized economy. A global strategy is necessary for many companies
to remain competitive. Therefore, internal structures and functions are often
based on a global approach. Furthermore, due to uncertain business
well as financial and economic crises, business approaches may need to be

uently, many local governments and tax authorities have adjusted tax and
ng rules to meet new needs. In Germany, it has been observed that many
& tax rules tend to secure or increase the German tax basis, while the
lion tax rate has been decreased as of fiscal years 2008 for the last time.

legislation has resulted in stricter transfer pricing rules and documentation
ts, and transfer pricing rules are still being developed. Furthermore, new
of the German fiscal courts, the European Court of Justice and the work of the
in particular concerning the BEPS program, are influencing transfer pricing
his means that multinational companies have to review the latest status of
and the view taken by the German tax authorities on a frequent basis. They
0 need to adjust their transfer pricing documentation and tax filings to new
ients in order to avoid adjustments and penalties.
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assessments may not be adjusted after the
reached,

f1] Statutory Rules

, the provisions includ initi
e € a definition of
rovi i o |
([:))f Hoij]e IIY].’H, where the assets or income of the German taxpayer are relcaimd e
s eilr[n ?]—Iength. transactions with related barties, the income l;CEd o
yer shall be adjusted accordingly. The statutory references are a Gf :th:‘ S
§ tollows:

(Authorized QOECD Approach; AQA)
(5) Section 4 para :
agraph 1 sentence 1 German Inc
apl come T i
Steuergesetz): Principles of income determination A

(6) Secti
) Section § paragraph 3 German Corporation Tax Act (Koerperschaff-

trlbutions/constructive dividends

(8) Section 90 German G
e eneral Tax Code (Ap ] =
providing information and documentatii}n SeenoR gl Oblgtcy

(9) Regulations regarding the document
graph 3 German Genera] Tax Code
2003 (BGBL I, 2003, p. 2295)

(10) Secrion 162 German General Tax Co
Income increase and charge of penalt

ation requirements of section 90 para-
(Abgabenordnung) of 13 November

de (Abgabenordnung): Right for an
les by the German tax authorities

r 10: Germany §10.02[A]

Cl p[e
Regarding (1): section 1 pa.ragraph. 1-4 German Foreign Tax Act (Aufen-
rgesé‘IZ] grants the tax authorities the right to adjust a German taxpayer’s taxable
me from cross-border transactions with related parties if the transactions were not
> [m's—leﬂgth- Consequently, any cross-border business transaction with related
ies, which includes corporations as well as partnerships, has to be carried out at its

fair market value (gemeiner Wert). In this context, the term ‘related party’ may be

<ed on a direct or indirect shareholding of at least 25%, a dominating influence, any
other possible influence, or it may be based on identical interests or an acting in
concert. _
Regarding (2) and (3): sentences 9-12 of section 1 paragraph 3 German Foreign
Tax Act (Augensteuergesetz) focuses on the determination and adjustment of transfer
prices in case of a business restructuring and the cross-border transfer of business
functions. Additionally, on 12 August 2008, regulations (FVerlV) regarding the provi-
ons on a transfer of business functions were issued.'

Regarding (4): section 1 paragraph 5 German Foreign Tax Act (Aufen-
stenergesetz) provides for detailed rules on the determination of taxable profit of a
permanent establishment. Such rules basically refer to the Authorized OECD Approach
(A0A) and are applicable as of fiscal years ending in 2013, provided that a double tax
ireaty does not include contrary rules, and the German taxpayer can prove that the
other state has actually taxed the income and a double taxation would result if the AOA
is used. Thus, the profit determination of a permanent establishment (e.g., branch or
dependent agent) has generally to be based on the arm’s-length principle, assuming
that the permanent establishment is a separate entity.

Regarding (5): section 4 paragraph 1 sentence 1 German Income Tax Act
(Einkommensteuergesetz) is the basic rule on how to determine the taxable income of
an enterprise. Basically, the equity at the end of the fiscal year has to be compared with
the equity at the beginning of such fiscal year. Any difference has to be increased by all
withdrawals of the current fiscal year, and has to be reduced by all contributions of the
shareholder during such fiscal year. The remaining result is the profit, which becomes
subject to tax, but may be adjusted based on specific tax rules (e.g., regarding
non-deduciible expenses, limitation of interest deduction, tax-free income, etc.).

In particular, a withdrawal (e.g., for private purposes) or a contribution (e.g.,
private property) not connected to the business must not affect the amount of taxable
income. For example, if an asset is taken out of the business by a shareholder, such
withdrawal has to be carried out at the so-called partial value (Teilwert). Partial value
15 defined as the value an asset purchaser would pay for the single asset if he/she were
buying the entire business.

If the shareholder contributes an asset to the business without any remuneration,
the asset may be capitalized (in most cases) at partial value (Teilwert), which is then
the basis for any depreciation. The partial value (Teilwert) is often equal to the

sl

L. See Verordnung zur Anwendung des Fremdvergleichsgrundsatzes nach §1 Abs., 1 AuRen-
steuergesetz in Faellen grenzueberschreitender Funktionsverlagerung (Funktionsver-
lagerungsverordnung - FVerlV) of 12 Aug. 2008, BGBI I, 2008, 1680, update of 26 June 2013,

BGBI 11, 2013, 1809.
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| Angelik, Thieg
arm’s-length value of the assets, but there are some major exceptions

g;ﬁzli}ra;ug ;)rfI ralatltlurrent asset is basgd on its full cost but excludes 5 T)rrg;_sttance, the
(without any s L;alzfnt dehve:rs. Its products to its German s:ubsidia1 P
were dol p g e parent’s mcome cannot be increased becaus Iy for Cos|

€red at partial value (Teilwert), Moreover, it should b e the Produggg

tangibl i i e
glbie or intangible property could pe subject to a contribution Whﬂored that only

. » €reas the Usi
€ of

Foreign Y

- rgm;sz ;‘;(trlt] ﬁﬁf;niZelﬁrgesetz) would apply, resulting in an adjustment p
o o] bemeeg : 1ere1_fore, such transactions — independently whetl-f -
oy cartied. corporations or partnerships - result in profit re i ?r e
purposes, e

Cmss_gs;cee;rilrl]rf Z pzr;;znent establi.shment outside Germany, the transfer of 5
i - Germanplosesr}tent estz.ibhsllnnent of the same taxpayer results jp 5 i as.ser
e i/r os .1 s taxation right throu gh such transfer, This is generaj?pnal
e il(l (s y I; 1; place (GermaIIly has concluded more than ninety d ¥ the
. meth;d) o bey all double talx treaties the exemption method (rather thaOUbIe
o). B2 exeen ?greed with Il.?SpEECt to business income and permﬂthe
Europaea), if th‘e SE tranns.‘lfifar]::J Iiltsolillgzeag?ﬁf:n:vgith o it e £ (SOCH::?:

. agement into an

f;aiilfcgifil c{;frrrieesdui)t;?g t‘?;{?s over a time period of five yearso EE;EEeA:;EE isfti}]e'
Regarding (6): Ft;flc;gé?;i?r]lmpeaq e e

o : S, section 8 paragraph 3 German Co i
i (Ee mﬁ?ﬁ;ﬁgﬁgﬁ:ﬁﬁiﬂ stal(es. that a hidden distribution of p];iﬁnzgnzﬁ
s o paple admm]—-t e.term hldd?n profit distribution’ ig defined by extensive
(Koemerscmﬁsteuemdm_s.ratlve regulations on the German Corporation Tax Act
a Soreemtg e inien). Un_der these regulations, a hidden profit distribution js
by e 1o prevented mu_:rease of assets of a corporation which is caused
increase affo o L2e comlpeully.to its shareholder and the decrease or prevented
b lAEIaﬁonSh}.)oraftlon § Income. A decrease or prevented increase of profits is
SN undg)r tzhthe shareholder to the corporation if a prudent and diligent
e g ﬂ,] e san.le facts and circumstances, would not have accepted
I the prevented increase of asseis vis-a-vis a person who is ngt a

steuergese i
oy ,i] Féiiéil‘;t;; ;otdj{)mestlc and cross-border transactions, whereas section 1
Comenalls, o c (‘ uf‘iensteuergesetz) relates to cross-border tfransactions only.
Steuergese}z] 1 palaglaph.3 German Corporation Tax Act (Koerperschaft-
e has to be tested prior to section 1 German Forei
e | reign Tax Act (Aufen-
It sh i i
pal‘agraphousld g;loted glat a hrdden L')rofll distribution which is based on section 8
man Corporation Tax Act (Koerperschaftsteuergesetz) triggers

e e

2. See
5. 4g German Income Tax Act (Ea'nkommensteuerqeserz}
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jthholding tax Om dividends, similar to an ordinary profit distribution. Generally, a
withholding tax (the current local rate of 25% plus a 5.5% solidarity surcharge
{hereon, that is, a combined 26.375%) applies, unless a certificate is available, siating
2 lower rate based on a double tax treaty, or the 0% EU withholding tax rate on
gividends. If no double tax treaty applies or the EU parent-subsidiary directive is not
appﬁcab}e, the withholding tax may be reduced by 2/5, that is, down to 15% plus a
5.5% solidarity surcharge thereon (combined 15.825%), for foreign parent compa-
s 3 To apply for any such certificate or reduction, the taxpayer has to demonstrate
sufficient substance within the meaning of section 50d paragraph 3 German Income
Tax Act (Emkommensteuergesetz], if the shareholder was not directly entitled to such
relief and has to fulfil several other (formal) requirements, similar to an application for
hholding tax reduction under a double tax treaty or the European parent-

Jocal

nies.

a wit
subsidiary directive.

The substance tules of section 50d paragraph 3 German Income Tax Act
(Emkommensteuergesetz) apply to any non-German parent company of a German
corporation if dividends are paid, including hidden profit distributions. Under such
rales, a non-German corporation (intermediate) will not be entitled to a reduced
withholding tax rate in terms of any applicable double tax treaty or the benefits of the
European parent-subsidiary directive or a withholding tax reduction based on section
443 paragraph 9 German Income Tax Act (Einkommensteuergesetz), if the require-
ments are not met. In particular, a reduced withholding tax rate is denied:

(1) to the extent that the shareholders of the intermediate corporation would
not be entitled to the reduction if they would have invested directly; and

(2) as far as the functional requirements of Article 50d paragraph 3 German
Income Tax Act (Einkommensteuergesetz) are not fulfilled, that is, the

company derives harmful revenue.

Such functional requirements are met:

(1) as far as the intermediate corporation generates its gross income from its
own active business activities; or
(2) in regard to the intermediate corporation’s gross income that is not
generated from its own business activities if:
(a) there are economic or other important reasons for the use of the
intermediate company in view of the respective income; and
(b} the foreign company is adequately equipped for carrying out its own
business activities (i.e., economic assets such as personnel and office
space, etc.; outsourcing is not sufficient) and for participating in the

general commerce.

Section 50d paragraph 3 German Income Tax Act (Einkommensteuergesetz) was
amended as of 1 January 2012, in response to the infringement procedure initiated by

3. Sees. 44a para. 9 German Income Tax Act (Einkommensteuergesetz).
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the European Commission against Germany in 2010, Under the old rules, ¢,

€ with-
s 1f the
Own ﬂCfi\Je
g apDTOach
bjECthe of
lief, fo the

holding tax reduction was denied to an intermediate corporation, inter alig
corporation did not generate more than 10% of its gross income from itg
business activities. The European Commission considered this all-or-nothin
as disproportionate and going beyond what is liecessary to attain the o
preventing tax evasion. The amended rules provide now for a Pro-rata re
extent the functional requirements are met, The burden of proof is on the p
intermediate corporation.

in general commerce. Furthermore, the interposition of an EU corporation eap only
qualify if the interposed corporation participates in general commierce within the
Member State of its jurisdiction in an active, permanent and Dersistent fashiop
Services for gIoup companies qualify as business activities if invoiced at arm’s-length,
However, the understanding of the German tax authorities to apply a reduced

withholding tax rate on 3 Pro-rata approach over all income types if the interposed

, only
because the Interposed entity also carries out not-accepted activities (e.g., dividengd

from a non-active participation outside the EU).

Regarding (7): For corporations, section 40 German Corporation Tax Regulations
[Koerperschaftsteuemfchrlinien) rules that a contribution of assets by the shareholder
(or another related party) does not increase the taxable income if the contribution
qualifies as a hidden capital contribution (verdeckte Einlage). This rule has its legal
basis in section 4 paragraph 1 sentence 1 German Income Tax Act (Einkommen-
steuergesetz) in conjunction with section 8 paragraph 1 German Corporation Tax Act
(Koerperschaffsreuergesetz) .

A hidden capital contribution (verdeckte Einlage) can be assumed if a shareholder
or a related party of the shareholder makes g contribution to the corporation without

shareholder relationship, This is the case if a third party (a non-shareholder) - by
applying the prudent business manager standard - would not have agreed to the
conditions of the transaction. Similar to the principles of a hidden profit distribution,
the rules governing hidden capital contributions have been developed by jurispru-
dence.

As a result of a hidden capital contribution, the taxable income of the parties to
the transaction must he adjusted accordingly. The taxable income of the recipient may
not be affected by the contribution, for example, a contributed asset has to be

-_

4. See Schreiben betr, Entlastu ngsberechtigung ausiaendischer Gesellschafter (§50d Abs. 3 ESIC)
as of 24 Jan. 2012, No. IVB 3 - § 241 1/07/]0016).
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chapte
. lized against capital reserve in the tax balance sheet_. Furtherrgore, the taxablef
gepiel = 8 German parent company must generally be increased in the amount o
. O'ftilt?one;nd the parent’s book value of the shares in the subsidiary has to be
e contrl .

gﬂeased acc?rdiﬁgl\iufliritsa)éoll]igﬁzzi to section 4 paragraph 1 sentence 1 German

g (Einkommensteuergesetz) which applies to non-corporate taxpayers.
. ty or the rendering of services to a company free of charge or below
F Pl 3i::g is not within the scope of the contribution rules. However, t.he
e the rendering of services below an arm’s-length price to a foreign
E Of'pmpmy grerman corporation would become subject to an income adjustment
Su?jf:f lsaerc{iszfl Eli German Foreign Tax Act (Auﬁensonlﬂierg;setzi P
1 i : the 2001 landmar

ol Ifl ey ICJ;FH)S that put the burden of proof for a
B e to aibere o the o _' -length principle on the tax authority, the
taxpayl?f's S égdiihaecrfoigh?glfy? ggdsexteg sivg docui)nenta.tion requi.remems W.E]'E
138151{;3“;3:(1";’]? Stléll;n German General Tax Code (Abgabenordnllr;g]hAtccordu;g; 'i: ;S{;ﬁg
E abenordnung), the taxpay ;
e Ge;??:qifs:tertzlli"zzei?i;lgijﬁiate documentation Wit_h respect_ to the
top repa.re an]:()L:xlA[rJeen related’ parties. In October 2003, the German Ministry _crf Fu;sil.nce:
Uanstiafjnfe;l;ions (GAufzV) with respect to the details of the documentation obliga
enac
P ding (10): If the documentation requirements regarding transfer prlc.m‘g i:nrg

RP:SEF ; G r.man tax authorities are allowed to incre-ase the taxable inco
e itional (non-deductible) penalties based on section 162
(upper range) and to charge additiona

German General Tax Code (Abgabenordniing).

[2] Administrative Decrees -
i i ovisions
The German tax authorities have issued decrees on the ll'ltE!TpI‘etatl.D[.l of th({ei [zlrocumen_
[ the statutory rules and on their understanding of the transfer pricing an
0 ; . .
tation rules which are applicable in Germany:

), i din,
(1) Administrative decree of 23 February 1985'_ [BStIBl I, 19.83’1.13' Zl]BJ? including
main transfer pricing rules (‘1983 Adminmtratwgﬁu;aég 9mes : .122) S
ini i ber 1999 (BStBI I, . P g
2) Administrative decree of 30 Decem : ; =
& allocation and cost sharing agreements (‘Cost Sharing Decree’),

04, 171.
R Decision& irltoalg{t]][.]al?fulrfdol(j;)fza?gl !v?nslt]?ﬂilg;gighnungen im Sir;n\e”dess 2?0} ?Rlsévs
1 i?be e}gér?;?silsgr%gz(Gewinnabgrenzungsaufzeichnungsverog%r;t; ngB s_t B(lj ?UZ(Z)B, e; 74
20(?3 BStBI I, 2003, 2296, including las_t update of 26 Jup.k e renz,ung A ol
7. See S)chreiben betr. Grundsaetze fuer die Pruefung der Ein un3 2 bg e e g
. verbundenen Unternehmen (Verwaltungsgrundsaetze) as of 23 Feb. " i

i i and 2005. _ _ g
8 gzece]%ciil?r%i%zgaE)?eir()f(lll?u?d;;ftze fuer die Pruefung der Einkunftsabgrenzung durch Um age’

99, BStBLI, 1999
vertraege zwischen international verbundenen Unternehmen as of 30 Dec. 19
1122,
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(3) Administrative decree of 12 April 2005 (BStBI

. g L, 2005, p, 270), inclygj
Imain transfer pricing rules and documentation requirementg (2005
ministrative Guidelines’).’ Ad-

In 1983, the German Ministry of Finance published its first administrau
guidelines. The 1983 Administrative Guidelines include instructions for the app]itatj:e
of section 1 German Foreign Tax Act (Aufensteuergesetz), along with , dEtajle:
description of the applicable transfer pricing methods. Although most of these gyig o
lines are still in force, in 1999, the part dealing with cost-sharing agreements y,.
replaced with a new letter from the German Ministry of Finance.

In 2005, in response to the revised OECD tra
transfer pricing documentation obligations, the
new administrative guidelines. The 2005 Admini
1983 Administrative Guidelines.

Furthermore, the tax authorities have started to upd
specific subjects, in particular:

nsfer pricing guidelines a
German Ministry of Fip
strative Guidelineg partl

nd the New
ance issyeq
Y Teplace he

ate and to add regulations oy

— Administrative decree of 31 July 1995 (Internationales Steuerrecht 1995, p. 539)
on formal requirements of a profit allocation between related parties and 3 profit
determination of permanent establishments (“Decree on formal issues’), 10

- Administrative decree of 24 December 1999 (BStBI I, 1999, p. 1076) on Dermanen

establishment regulations and its adjustment in 2000, 2004, 2009, 2010, 2013 and
2014 {*PE Decree’). !

- Administrative decree of 9 November 2001 (BStBI I, 2001, P. 796) on the
secondment of personnel (‘Secondment Decree) '?

- Administrative decree of 13 October 2010 (BStBI 1, 2010, P. 774) on tax rules
regarding the transfer of business functions '3

_— e

9. See Grundsaetze fuer die Pruefung der Einkunftsabgrenzung zwischen nahestehenden Per-
sonen mit grenzueberschreitenden Geschaeftsbeziehungen in Bezug auf Ermittlungs- und
Mitwirkungspflichten, Berichtigungen sowie auf Verstaendigungs- und EU-Schiedsverfahren
[Verwallungsgrundsaetze—\ferfahren) as of 12 Apr. 2005, BStBI I, 2005, 570.

10.  See Erlass betr. Einkunftsabgrenzung bei international
Rahmen der Betriebssraettengewinnermittlung;
nungspreise’ inlaendischer Unternehmen/Betri
Stammhaus im Ausland as of 31 Jul, 1995, Inte

11.  See Grundsaetze der Verwaltung fue
staetten international taetiger Unter:

verbundenen Unternehmen und im

Pruefhinweise fuer die Pruefung der ‘Verrech-

ebsstaetten mit verbundenen Unternehmen/

rnationales Steuerrecht 1995, 539,

r die Pruefung der Aufteilung der Einkuenite bei Betriebs-

nehmen (Betriebsstaetten-‘v’erwaltungsgrundsaetze) as of

mended on 20 Nov, 2000, BStBI 1, 2000, 1509, on 29 Sep.

- 00 25 Aug. 2009, BStBI 1, 2009, 888, and on 16 Apr. 2010, BStBL, 2010,

354, on 20 June 2013, BStBI [, 2013, 980 and on 26 Sep. 2014, BStBI 1, 2014, 1258,

12. See Schreiben betr. Grundsaetze fuer die Pruefung der Einkunftsabgrenzung zwischen inter-
national verbundenen Unternehmen in Faellen der Arbeitnehmerentsendung (Verwaltungsgru-
ndsaetze — Arheitnelunerentsendung) as of 9 Nov. 2001, BStBI [, 2001, 796.

13. See Grundsaetze fuer die Pruefung der Einkunfisabgrenzung zwischen nahe stehenden
Personen in Faellen von grenzueberschreitenden Funktionsverlagerungen (Verwaltungsgrund-
saetze Funktinnsver]agerung) as of 13 Oct, 2010, BStB] I, 2010, 774.
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apte -

mp dministrative decrees indicate to the taxpayer how .the tax authorities will
The admin tions (e.g., flow of goods, rendering of services, T_ra[.lsfer of assets).f

reat SPeClﬁ.lC tran;icecﬁv;s f(;r 1the tax auditor concerning the tax audit treatment g
{hey Prcv%d.e : ses, and they ensure the uniform application of rules and metho 1—51
jansfer pnm.ng Tab rx;iceq Although the German tax authorities are bound _to suc
yilhin the ﬂi(;?(pzl;er may take a different view in appeals procedures against tax
éecr:::;etlienotices and before the tax courts.
2sse

Statutory Period of Limitation

[3]

purposes, the standard statutory per.iod of limitatimll fri}(;‘acro;s;rrfi);;tﬁg
stoms duty is one year, generally t.atartmg after the ca g it i

k. i?cirilrllsmtion resulting in the consumption tax or cps{tjoiﬁzy ;Jlt]ifl. o 2 longer

- imitati io

L:l:;' \ 15_ iy fou'r ye;rrlsx;vllj:: tz‘;e:ét:;ish\rmn;znf(i}lgdp:;d whether a tax audit has

periOd S depeclil dinfted A longer statute of limitation applies in Germany for ta);

. o 21:1 uil'aln clases of illegal tax avoidance/tax evasion the statute o

. b ;‘aiz yea.;rs;. in cases of tax fraud it is ten years.

for German fax

fimitation is

(B Relationship to OECD Guidelines

ideli transfer
ny is a member of the OECD and has approved the OECDt Gurlg?}ir:;i:i)gns i
. i i essed reservations about ce
ici spite having previously express : n -
pﬂ’-:én%" izqzuch as those dealing with profit-based pricing mg[h%dsls: Ir;?::nnm re;;u“
- iti tate that the OECD Guidelin
i German tax authorities sta delr : "
sema;vestocfbt]}ilgaticn of a Member State, and courts or companies cannot claim any
in a direc GERY
i the OECD Guidelines. _ S
i baseii Or(;ECD Guidelines have to be regarded as a comprolmlse .of thermation
- tSietes it can be argued that room is left for further national uglerpf) i
4 . . § . O
Membercer?nan tax perspective, it may be highlighted that in pamcula.rd ee :
; sidered:
f)l;?rfgigies in the 2010 OECD Guidelines are generally followed or con

i icatl e than
2.11: The arm’s-length principle does not require the application of n_mliiﬁcam
- No.2.11: ‘ :
I:i?e transfer pricing method; the best-method-appr oach could create a sig
axpayers. . . e
burdznléor'lt"axga;ers and tax administrations shall take special ca.re tai;ln e
_ ot i a :
No'traim in relying on the burden of proof in the course of the examin
res
ricing case. ——
Ll\rl?)nsie;; Thegapplication of any arm’s-length method can only be
inf('eration which is available to thg ?axpaztelrl.od T RR—
ifi cing m 3 _
= 1.35: When a specific transfer pric o e
Slfide 3t0 account for differences between the controlled and i?ﬁ?;ltizqmred -
tions that would significantly affect the price charged or r
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independent enterprises. In no event ¢

an unadjusted industry average rety
themselves establish arm’s-length conditions. g

= No. 2.6: The profit split method and other profii-based pricin
particular the US comparable profits method)
line with recognized OECD methods, for exa
approach.

- No. 4.28: Rules on penalties shall consider that an imposition o
‘no-fault’ penalty based on the mere existence of an understatement

amount would be unduly harsh when it is attributable to good faith
than negligence or an actual intent to avoid tax.

& Methggg (in
can only be dceepted if they 4ra in

mple, considering 3 transactinnal

fa sizable
of a Certaip
€TTOT rathgy

[C] Transfer Pricing Penalty Framework

If the taxpayer does not produce transfer pricing documentation,
documentation is materially unusable, or if it is recognized th
documentation has not been created in due time as required byl
be assumed that the income of the taxpayer is higher than re
taxpayer is permitted to rebut this legal presumption. If the ta
proof to the contrary, the tax authorities are allowed to estima
basis (e.g., up to the upper range to the burden of the taxpayer)

or the transfer Pricing
at the transfer Pricing
aw (see below), jt will
ported. However, the
XPayer cannot proyide
te or to increase the tax
in line with section 162

Based on section 90 baragraph 3 German General Tax Code

firms have to submit appropriate documentation (which is in
within sixty days upon the t

[Abgabenordnung),

essence not unusahle)
ax authorities” request during a tax audit. However, this

more, the time frame of sixty days is reduced to thirty days for extraordinary business
transactions (e.g., restructuring or change of sales systems) or similar matters of major

importance; an extension may only be granted upon application and the presentation
of good reasons.

The tax authorities are allowed to char
ments are not fulfilled. The taxpayer has
documentation has not been produced or if t
However, the penalty has to be § % 10 10% of the additional income that is assessed as
a result of the non-production of the records, if this amount exceeds EUR 5,000. If the
documentation is produced after the sixty-day period or the thirty-day period, a
minimum penalty of EUR 100 per day will be due, up to EUR 1 million. Such penalties

do not qualify as taxes and are not tax deductible. The following table provides an
overview of the penalties that can be assessed:

ge penalties if the documentation require-
to pay a penalty of EUR 5,000 if the
he documentation is materially unusable.

§10.02[D]
10: Germany

chapter

B Penalty

e -109 income increase, at least
= ; unusable documents were 5%-10% of the in
No 0

EUR 5,000
at least EUR 100 per day of delay, max.
EUR 1,000,000

proﬂded
ate filing of useful documents

] Arm’s-Length Standard

: basic principle in
islati s-length approach as the .
x legislation uses the arm ! s
German .ta 5 Smpriate transfer prices. Therefore, based on s!ectlon 1 Ge.rmaill armi_
detefmml;jg ﬁgnsteuerge?etz] the 1983 Administrative Guidelines establish the -~
; ’ ied i ‘ini I S
e (‘ [éiple as the standard to be applied in determining whether an entity
length print I i
; transfer pricing is correct. ’ o
mterwmpalgng to the tax authorities, under the arm’s-length stand?lrd tof seezarrie[j
. lled transaction has to
i esetz), a controlle .
oreign Tax Act (Aufensteuerg En e
GeHTlfigFr theg%ame conditions as an uncontrolled transact.lon tha_t_was LE[(I)‘E =
ou; 4 E;rket Ll"he comparison has to be based on the ordinary diligence P
. : i i is-a-vis a third party.
ilicent managing director vis-a-vis : . . o
# dglgelrally it ghas to be assumed that prices between third parties are agrr_ef aons
- : ; i i T, 1
fional basis, that is, separately for each delivery or service. }Illoutre:rel el
c ) 5, & _ _ : »
ura'n;afor various deliveries or services is common in the rrﬁrket, such a total p
- : i levant transactions.
broken down into the rele nsar o -
E “S‘;d an‘:Zant to the 1983 Administrative Guidelines, Data for estabhsdhmgdtraglreed
. i 1egotiated and a
i to be taken from prices neg ;
i tween related parties has - s ey
Emese?lethird parties on a free market. This procedure may be supported by
etwe 2

E“Hg
= S[OCR HlaIkEt [)IICES WplLal [JIICES Of 4a SpeC] 1C Hldl.lST.l')i Hla_[ke‘ aIld Dthel market
?

i ation; _ .
;Jnrfigcre?actually agreed by the taxpayer, a related party or a third party o

relevant market; ' < ek have an
profit margins, calculation schemes or any other economical basi

influence on the price setting on a free market.

However, such data has to be appropriately adjusted 111d(.}f1%d:nt§ed§t;$;:f ;12
relevant transfer price. The adjustments must cover any ﬂlee e
controlled and uncentrolled transaction that woulld affe.cf 1ra§ ‘ (.ﬁ o i
common discounts have to be considered. A resulting pricing rang

i i international
14, See Schreiben betr. Grundsaetze fuer die Pruefung der Einku [;f;sgbgrelr;ggngfils)teél]?, o
‘ vi?bucndenen Unte.rnehmen (Verwalmngsgrundsaetg? ias of eb. ;
i i 99 and 2005), No. 1.1.1 and 2. . ‘ Sl
15 ‘{a‘mcgl%mg'blé%dg:f %fnllidsaeu_e fuer die Pruefung der Emkunfqts?bgrelgzsl_;n% Eteé]ulx 1311-983) nel
- Vgibkucncll-glen Unle.mehrnen (Verwaltungsgrundsaetze) as of 23 Feb. ;
(including updates of 1999 and 2005), No. 2.1.4.
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used in a controlled transaction in the same manner as
uncontrolled transaction, considering the common negotiati
payer, the relevant market sector and the general market.

would be dgpe

; in ap
0N practice pf th,

€ fax.

§10.03 DETERMINING THE APPROPRIATE INTERCOMPANY PRICE

[A] Method Selection

Based on the arm’s-length approach, the German tax authorities
three standard (traditional transactional) transfer pricing methods,
the 1983 Administrative Guidelines, that conform to the OECD
respect. The German corporation tax reform 2008 first codified whi
methods have to be applied and the manner in which this must
paragraph 3 German Foreign Tax Act (Auflensteuergesetz) stip
pricing should be based on one of the following methods:

historically applied
briefly describeq in
Guidelines iy this
ch transfer Pricing
be done, Section |
ulates that ransfer

- Comparable uncontrolled price (CUP) method: Method of
price charged between unrelated entities in respect of
comparable circumstances.

- Resale price method: Method of pricing based on the price at which a product i
resold less a percentage of the resale price.

= Cost-plus method: Method of pricing based on the costs in
age of those costs. In case of administrative services, the
generally accept a markup of 5%-109%.

pricing based on the
a comparable transactiop jp

curred plus a percent-
German tax authoritjes

The 2005 Administrative Guidelines, released in response to the revision of the
1995 OECD Guidelines, permit use of the fransactional net margin method (TNMM)
and the profit split method in specific situations in addition to the three standard
pricing methods. However, German tax authorities generally only accept the TNMM if
routine transactions are concerned, no or only very limited risk is taken (e.g., in the
case of an agent or commissionaire) and sufficient (and comparable) data is available
in a database (e.g., Amadeus, published by Bureau van Dijk). The TNMM may also be
used to verify (plausibility check) the results of one of the three standard methods,
The Profit Split Method is regarded as a last resort, to be used when the other
three methods may not give reliable results. It has to be assumed that the profit split
method would only be accepted in rare cases. The German tax authorities refer to
‘global trading’ as an example, that is, if various
cross-border project (targeting and fulfilment)
possible.

group entities are involved in a joint
and no allocation of single amounts is

In contrast to this, the comparable profit method is still not accepted by the
German tax authorities.

Generally, it is left to the taxpayer to determine which transfer pricing method is

most appropriate in a particular case. Therefore, it is only necessary to provide
sufficient documentation regarding one method to the German tax authorities. How-
ever, the transfer pricing method chosen has to be in line with the analysis of chances
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ks to be taken by the different related parties invplved {fun.ctional. analysi‘s)., for
le, the remuneration has to appropriately consudel.' who is makmg decisions,
e - (intangible) assets and who carries out a function or takes a risk. ‘
. ln tax authorities follow a strict transaction-based approach. A grouping of

Gerlgaallowed only if the criteria have been set clearly in a@vance, an@ thg
rgduct§ ] e comparable and of approximately the same value (or if the groupu_lg is
. alb third parties). In other words, a separation by products, produ_ct' lines
Wpica”Y doﬂf}u ys would be decisive. The same applies to different German entities. A
e grin panalysis and documentation generally has to be applied to. each
e gemity An analysis covering all German entities as a whole is not
Ger{n'aﬂ grzzggitionallly each German entity has to be in the position to demonstrate
sufflClEDt_- tercompany,agreements were concluded in advance were carried out as
R md that products or services have actually been received.
agreedshaﬂ bove-mentioned standard methods take precedence over any othfer transfer

ici ; n?eihod if arm’s-length prices can clearly be determined based on rel_lablle data.
B i e determination is less clear, adjustments have to be made considering the
Hmc'}'l afplet(; and circumstances of the underlying case. This may include the use of
e arables, such as gross-margins, cost-plus rates and provision rates. ‘
-~ COml;.'vecr if ‘e)ven limited comparable arm’s-length prices cannot be determ,med,

h iﬁgical ;rm's—length comparison has to be carried out. This ‘price categon_r was
a k. d with effect as of 1 January 2008. A hypothetical arm’s—length comparllsgn is
mtroguce a simulation of a price determination process (fictitious prlcle neg_otlatmns
ngx‘:zeeonnindependent third parties), and assumes that full infonlnatiog;s.av?lilellt;:férlan

i i i ation has led to extensive crificism 1 -
DaIUCUlEt‘;; }11: naostsililnl]ipntéovrvlifl'f :;lela]ln:s;?ario. Furthermore, the German tax authorities
:;cr)ilg Siike to use the hypothetical arm’s-length cpmparison ona gt;ner.al ]ES:;Q v;l;irbefii
many authors in literature want to limit the appl'lcatlon to cases Te gmng he transier
of a business function. The result of the delscnbed w?rklng step is a rangin m}at ces
which generally all qualify as being in line with the arm .s-length test, asi;;llm 1”igc e
lower limit of the seller’s price is below the upper limit of an accep_ta fe I:CHUH_ o=
buyer. These upper and lower prices need to be ca]c‘ulated by using '1_1‘1 non- and
risk-adjusted interest rates, and they constitute the settle_ment me];rlgm ];m’S-length
transfer price shall be the price which corresponds most likely lto e e;o il
principle. Unless no such specific price c?n be Idemonstrated as being approp ;

i i be used as final transfer price. .
mem?;czgliej ;Sntloary 2008, the median value also applies if the tral‘u?fer pnces;secé ;1;2
not within the arm’s-length range. In such a case, the tax author.mes may a ]u?,

i i -calculate the taxable income accordingly.
transfer price to the median value and may re-ca . ; . e
However, if there is one price which most likely applies, ﬂllS. 1'.1eeds to be usz i
to OECD Guidelines). Tt should be noted that the tax authorities are ?ll(;lwe to ai f] -
transfer prices even to the taxpayer’s most disadvantageous end of the range

icing documentation is available. , y
Hans{f\rdﬂifcl)llllilly, the taxpayer has to narrow the rang.e of denv.eid (lmtllngg cc(])lr;ptao—
rable) arm’s-length prices, for example, by using the interquartl EOIII:; :1 Tax 0
the change of section 1 paragraph 3 sentence 3 German g

and ris
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