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Chapter I Income adjustment principles

1.1

1.2

1.3

A. Legislation governing income adjustment and the applicability of overlapping
legal provisions

If a taxpayer engages in foreign business relations with parties related to the taxpayer, it
must be examined whether the income derived from such business relations has been
determined on the basis of the arm’s length principle. In the case of sole proprietorships

and partnerships, the rules on

e cquity contributions (section4 (1) sentence 8 of the Income Tax Act

(Einkommenstenergeserz)) and

e withdrawals (section 4 (1) sentence 2 et seqq. of the Income Tax Act)

must be observed in this respect. In the case of corporations, the rules on

e hidden profit distribution (section 8 (3) sentence 2 of the Corporation Tax Act
(Konperschaftstenergesetz)) and

e hidden equity contributions (section 8 (3) sentence 3 et seqq. of the Corporation Tax
Act)

may apply.
Irrespective of the taxpayer’s legal form, section 1 of the External Tax Relations Act

(Aufenstenergeserz) must be observed in order to determine the relevant domestic income.

In cases involving permanent establishments, section 1 (5) of the External Tax Relations
Act and the Ordinance on the Allocation of Profits of Permanent Establishments
(Betriebsstattengewinnanfteilungsverordnung) must be observed. Under the above legislation,
permanent establishments are broadly treated as separate and independent enterprises for
the purposes of the arm’s length principle. In this respect, please refer to the Administrative
Principles for the Apportionment of Profits of Permanent Establishments
(Verwaltungsgrundsdtze Betriebsstittengewinnaufteilung) of 22 December 2016, Federal Tax
Gazette 1 2017 p. 182, as well as to the Federal Ministry of Finance circular of
17 December 2019 - IV B 5 - S 1341/19/10010 :003, Federal Tax Gazette I 2020 p. 84 on

permanent establishments without a personnel function.

As a general rule, the income adjustment provisions are independent of each other and
applicable in parallel. The wording “without prejudice to other provisions” contained in
section 1 (1) sentence 1 of the External Tax Relations Act does not establish any right to
choose whether to apply section 1 of the External Tax Relations Act or another income
adjustment rule that applies in parallel. Section 1 of the External Tax Relations Act is
applicable in addition to (see in particular paragraph 1.4) or, in special cases, in lieu of the
other adjustment rules if these adjustment rules do not guarantee that the relevant domestic
profit will be properly determined. The amount of the relevant domestic profit must be
determined on the basis of an overall assessment, taking into account adjustments and
counter adjustments; in this respect, the effects on income within the meaning of

section 20 (1) no 1 sentence 2 of the Income Tax Act are to be disregarded. Accordingly,
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1.4

if a proper determination of the relevant domestic profit would already be guaranteed by
applying the rules on hidden profit distribution or hidden equity contributions, section 1
of the External Tax Relations Act need not be applied. If the adjustments and
corresponding adjustments (consumption of benefits) offset each other domestically, only
section 1 of the External Tax Relations Act must be applied, and application of the other
adjustment rules is suspended — including at the shareholder level. This would be the case
if a consumption of benefits based on an adjustment under section 8 (3) sentence 2 of the
Corporation Tax Act would, in turn, need to be taken into account domestically because
the hidden profit distribution and the resulting consumption of benefits offset each other
in this respect (see Federal Fiscal Court judgment of 27 November 2019, I R 40/19
[formerly IR 14/16], BFH/NV [not published in the official collection] 2020 p. 1307).

If, in individual cases, the application of section 1 of the External Tax Relations Act only
results in more extensive legal implications in terms of the amounts, then the more far-
reaching adjustments must be made in addition to putting into effect the legal implications

of the other provisions (section 1 (1) sentence 4 of the External Tax Relations Act).

Example (hidden profit distribution): The company P-AG (which has its registered
office abroad) delivers goods to its subsidiary company, S-AG (which has its registered
office in Germany), at a price of €10 million. It is determined that the arm’s length prices
for such goods range from €5 million to €7 million. The fair market value should be
€7 million. As all of the goods were immediately resold, no additional on-balance sheet
adjustments need to be made. Under the rules governing hidden profit distribution, an
income adjustment to the fair market value (in this case €7 million) must now be performed.
This means that an income adjustment in the amount of €3 million must be performed in
respect of S-AG in accordance with section 8 (3) sentence 2 of the Corporation Tax Act.
As the value set by the taxpayer lies outside of the arm’s length range and the taxpayer has
not provided evidence for another value that is consistent with the arm’s length principle,
section 1 of the External Tax Relations Act provides for an additional adjustment to the
median (section 1 (3a) sentence 4 of the External Tax Relations Act); in this case the median
value is assumed to be €6 million. The additional adjustment under section 1 of the External

Tax Relations Act will therefore amount to €1 million.

Example (hidden withdrawals): P-AG (which has its registered office abroad) delivers
goods to its subsidiary partnership, S-GmbH & Co. KG (which has its place of
management in Germany), at a price of €10 million. It is determined that the arm’s length
prices for such goods range from €5 million to €7 million. The fair market value is deemed
to be €7 million. As all of the goods were immediately resold, no additional on-balance
sheet adjustments need to be made. Under the rules governing hidden withdrawals, an
income adjustment to the fair market value (in this case €7 million) must now be performed.
This means that an income adjustment of €3 million must be performed in respect of S-
GmbH & Co. KG in accordance with section 4 (1) sentence 2 of the Income Tax Act. As
the value set by the taxpayer lies outside of the arm’s length range and the taxpayer has not

provided evidence for another value that is consistent with the arm’s length principle,
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section 1 of the External Tax Relations Act provides for an additional adjustment to the
median (section 1 (3a) sentence 4 of the External Tax Relations Act); in this case the median
value is assumed to be €6 million. The additional adjustment under section 1 of the External

Tax Relations Act will therefore amount to €1 million.
Further practical examples of overlapping applicability:

Example (usage benefit): P-AG (which has its registered office in Germany) is the sole
shareholder of both S1 GmbH (which has its registered office in Germany) and S2 s.r.o.,
which has its registered office and place of management in the Czech Republic. ST GmbH
grants S2 s.r.o.an interest-free loan. The appropriate amount of interest would be

€10 million p.a.
Notwithstanding Article 9 of the German-Czech Double Taxation Agreement (DTA),

S1 GmbH’s income must be increased off-balance sheet by €10 million pursuant to
section 8 (3) sentence 2 of the Corporation Tax Act. As a consequence of this hidden profit
distribution, P-AG obtains other income within the meaning of section 20 (1) no 1
sentence 2 of the Income Tax Act and section 8 (1) of the Corporation Tax Act, in the
amount of €10 million, which must, as a general rule, be recorded as revenue in the financial
statements. However, as this is accompanied by a consumption of benefits in the same
amount on the expenditure side, there is no change in the tax accounts. As the financial
gain cannot be treated as an equity contribution, there is no increase in the acquisition costs
of the stake in S2 s.r.o0. Off the balance sheet, P-AG’s income must be adjusted by a total
of €9.5 million to cover the tax-free income according to section 8b (1) sentence 1 of the
Corporation Tax Act, while taking into account the non-deductible operating expenses

according to section 8b (5) of the Corporation Tax Act.

On the basis of Article 9 of the German-Czech DTA, the corresponding adjustment must
be performed in respect of S2 s.r.0., as the recipient of the benefit, and not in respect of P-
AG. In this respect, section 1 of the External Tax Relations Act now takes precedence over
section 8 (3) sentence 2 of the Corporation Tax Act, which means that, overall, it is now
only necessary to perform an off-balance sheet income adjustment, under section 1 of the

External Tax Relations Act, in respect of ST GmbH in the amount of €10 million.

Example (an asset that can be treated as an equity contribution): P-AG (which has
its registered office in Germany) is the sole shareholder of both S1 GmbH (which has its
registered office in Germany) and S2 s.r.o., which has its registered office and place of
management in the Czech Republic. S1 GmbH transfers an asset to S2 s.r.o0. free of charge.

The fair market value corresponds to the arm’s length price, which is €10 million.

Notwithstanding Article 9 of the German-Czech Double Taxation Agreement (DTA),
S1 GmbH’s income must be increased off-balance sheet by €10 million pursuant to
section 8 (3) sentence 2 of the Corporation Tax Act. As a consequence of this hidden profit
distribution, P-AG obtains other income within the meaning of section 20 (1) sentence 2
no 1 of the Income Tax Act and section 8 (1) of the Corporation Tax Act, in the amount

of €10 million, which must, as a general rule, be recorded as revenue in the financial
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1.5

1.6

1.7

statements. Off the balance sheet, P-AG’s income must be adjusted by a total of
€9.5 million to cover the tax-free income according to section 8b (1) sentence 1 of the
Corporation Tax Act, while taking into account the non-deductible operating expenses
according to section 8b (5) of the Corporation Tax Act. As this is a financial gain that can
be treated as a contribution, there is thus a hidden equity contribution and hence a
corresponding increase in the acquisition costs of the stake in S2 s.r.o. Hence a
consumption of benefits does not need to be recorded as an expense in respect of P-AG.
In the case of S2 s.r.0., there is a hidden equity contribution in the amount of €10 million,
which — if its income were subject to tax within Germany — would have to be subtracted
during the income tax calculation pursuant to section 8 (3) sentence 3 of the Corporation
Tax Act and added to the contribution account for tax purposes according to section 27 of

the Corporation Tax Act.

On the basis of Article 9 of the German-Czech DTA, the corresponding adjustment must
be performed in respect of S2 s.r.0., as the recipient of the benefit. As there has been a
hidden equity contribution in respect of S2 s.r.o, only section 8 (3) sentence 2 of the
Corporation Tax Act is applicable. Hence, it is not necessary to perform an additional off-

balance sheet income adjustment according to section 1 of the External Tax Relations Act.

The arm’s length principle is contained in every double taxation agreement (DTA)
concluded by Germany (in accordance with Article 9 (1) of the OECD-UN Model
Convention (MC)). The article of the relevant DTA that contains the reproduced wording
of Article 9 (1) of the OECD-UN MC thus allows for an income adjustment to be
performed on the basis of the arm’s length principle. The provisions on income
adjustments under national German tax law form the legal basis for the income adjustment.
Section 1 of the External Tax Relations Act implements the arm’s length principle (see
Bundestag printed paper VI/2883, 23 et seqq.). In this respect, application of the arm’s
length principle is not focused solely on the adjustment of a transfer price but also addresses
the basis of a business relationship and the other conditions associated with it (see Federal
Fiscal Court judgment of 27 February 2019, I R 81/17, Federal Tax Gazette 11 2020 p. 443
and Federal Fiscal Court judgment of 9 June 2021, I R 32/17, Federal Tax Gazette 11 2023
p. 686, paragraph 206 et seq).

In this regard, the provisions governing income adjustments under national German tax
law remain applicable even in cases of interwoven interests that are not specified in the
DTA. Even in such cases, application of the arm’s length principle is not precluded by a
DTA.

. Applicability in relation to controlled foreign company (CFC) rules

With the general exception of section 1 of the External Tax Relations Act (see Federal
Fiscal Court judgment of 20 April 1988, I R 41/82, Federal Tax Gazette IT 1988 p. 868),
the provisions on income adjustments apply also to business relations with interposed

companies within the meaning of section 5 of the External Tax Relations Act or
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1.8

intermediate companies within the meaning of sections 7 et seqq. of the External Tax

Relations Act.

For example: P-AG (which has its registered office in Germany) holds a 100% stake in S-
AG, which is based in a low-tax foreign country. This is an intermediate company within
the meaning of sections 7 et seqq. of the External Tax Relations Act; its total income should
be classified as passive. S-AG has business relations with E-AG (which is based in another
foreign country). S-AG grants a loan to E-AG in the amount of €1 million at an
inappropriately low interest rate (1%, whereas 10% would be consistent with the arm’s
length principle). An adjustment was not carried out by the foreign revenue administration.
When applying the controlled foreign company (CFC) rules, an income increase of €90,000
is not performed in respect of S-AG, as section 1 of the External Tax Relations Act does
not apply to the process of determining the income upon which the add-back amount is
based. Furthermore, the preconditions for an income adjustment based on the principles
governing hidden equity contributions or hidden profit distribution are not met in this case.

Hence, only €10,000 from the loan arrangement is to be added back in respect of P-AG.

Any double taxation of the same income that may result from this must be appropriately
reversed. Hence, when determining the amount of the intermediate company’s income that
is subject to CFC rules (section 10 (3) of the External Tax Relations Act), it may be
necessary to perform a corresponding adjustment (see Federal Fiscal Court judgment of
19 March 2002, I R 4/01, Federal Tax Gazette IT 2002 p. 644).

For example: P-AG (which has its registered office in Germany) has business relations
with its subsidiary company (S-AG), which is based abroad. This is an intermediate
company within the meaning of sections 7 et seqq. of the External Tax Relations Act; its
total income should be classified as passive. If P-AG’s income is lower as a result of these

business relations, it must first be adjusted in accordance with the arm’s length principle.

Alternative 1 (loan): P-AG grants a loan in the amount of €1 million to S-AG at a low
interest rate thatis inconsistent with the arm’s length principle (1%, whereas an arm’s length
rate would be 10%). Performing the adjustment provided for under section 1 of the
External Tax Relations Act results in P-AG’s income being increased by €90,000. A
corresponding adjustment is not carried out abroad in respect of S-AG. For the purposes
of applying the CFC rules, a notional corresponding adjustment, in the form of a discount,
must be carried out in respect of S-AG; this is to prevent the intermediate company’s
income being double taxed in the course of applying the CFC rules. The taxes deductible
under section 10 of the External Tax Relations Act (old version) or to be credited under
section 12 of the External Tax Relations Act must be reduced appropriately, even if no

corresponding adjustment is carried out abroad.

If the initial adjustment should be reversed during the course of a subsequent mutual
agreement procedure or arbitration procedure, the notional corresponding adjustment
might also need to be reversed and this would therefore need to be appropriately taken into

account when applying the CFC rules; see sections 174 and 175a of the Fiscal Code
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1.9

1.10

(Abgabenordnung). If the foreign country carries out a corresponding adjustment, the taxes

to be credited must also be adjusted.

Alternative 2: P-AG transfers an asset with a fair market value of €900,000 to S-AG free
of charge. The arm’s length price is €1 million. The adjustment provided for under section 1
of the External Tax Relations Act results in P-AG’s income being increased by €100,000
(the acquisition costs of the stake in S-AG have already been increased by €900,000 on the
balance sheet, as this was a hidden equity contribution of the asset). In the foreign country,
the asset was recognised directly in equity with a value of €900,000 in respect of S-AG, and
it will be amortised on a linear basis over a period of ten years. For the purposes of applying
the CFC rules, a notional corresponding adjustment must be carried out in respect of S-
AG in the form of an additional annual depreciation amount that corresponds to one tenth
of €100,000 = €10,000; this is to avoid the intermediate company’s income being double
taxed in the course of applying the CFC rules. The taxes deductible under section 10 of the
External Tax Relations Act (old version) or to be credited under section 12 of the External
Tax Relations Act must be reduced appropriately, even if no corresponding adjustment is

carried out abroad.

. Related parties (section 1 (2) of the External Tax Relations Act)

In order for an income adjustment to be made under section 1 of the External Tax
Relations Act, there must be underlying business relations between the taxpayer and a
related party (section 1 (2) of the External Tax Relations Act). In this respect, the parties
related to the taxpayer can be natural persons or legal entities and, under section 1 (1)
sentence 2 of the External Tax Relations Act, they can also be partnerships or co-

entrepreneurships.

Interrelations arising from a controlling influence (see section 1 (2) no 2 and no 3 (c) of the
External Tax Relations Act) may have a legal or factual basis, or they may result from the
combined effect of both. Natural persons may also be subject to the controlling influence
of other parties. Interrelations are deemed to be established as soon as it becomes possible

for a controlling influence to be exercised.

A taxpayer’s direct and indirect holdings must be added together for the purposes of
evaluating whether a party is related within the meaning of section 1 (2) of the External
Tax Relations Act (see Federal Fiscal Court judgment of 28 June 1978, I R 90/76, Federal
Tax Gazette II p. 590).

For example: Company A holds a 15% direct stake in the foreign company S1.
Furthermore, A acquires an additional 20% direct stake in the foreign company S2, which
in turn holds a 10% stake in the company S1. Company A therefore holds both direct and
indirect stakes in S1. In order to determine the total size of the stake, an economic approach
is applied. This means that the ownership ratio for indirect stakes is calculated on a pro rata
basis: 10% % 20% / 100% = 2%. Adopting an economic approach, A’s direct and indirect

stakes in the company S1 therefore amount to a total of 17%.



1.12

1.13

1.14

1.15

1.16

1.17

Influence does not need to be a controlling influence for it to be classified as influence that
is not based on business relations (see section 1 (2) no 4, first alternative, of the External
Tax Relations Act). However, the related person or the taxpayer must actually be capable
of exercising a general influence on the respective other party that is not based on the
business relations. Consequently, the possibility must exist that, as a result of this influence,
there is an insufficient conflict of interests for the terms of their business relations to be

negotiated on an arm’s length basis.

An own interest in realising the income of another party (see section 1 (2) no 4, second
alternative, of the External Tax Relations Act) may be of both an economic and a personal
nature (Federal Fiscal Court judgment of 19 January 1994, I R 93/93, Federal Tax
Gazette 11 1994 p. 725). The interest must relate to the actual income that is to be assessed.

The presence of an own interest in realising the income of the other party can also be
assumed in the case of all parties participating in networks and their organisational units. A
network is deemed to exist if persons acting in the exercise of their profession are
collaborating in pursuit of a common economic interest for a certain period of time (see
section 319b of the Commercial Code (Handelsgesetzbuch)). Hence a global network of legally
independent enterprises that are characterised, in particular, by their close strategic and

professional links within the network may also be considered related parties.

In individual cases, an own interest in the income of another party may also be assumed in
the case of pyramidal organisational structures. Pyramidal organisations are characterised,
for example, by the fact that their members are subject to a uniform set of rules or by-laws
and pursue a common goal (e.g. organising and carrying out a competition). In this respect,
it is essentially in the interests of all the members that the highest-level member of the
hierarchy or pyramidal structure should, in particular, be in a financially strong position, as

this can in turn result in positive effects for all of the other members.

.Business relations (section 1 (4) of the External Tax Relations Act)

Business relations are defined as individual or multiple connected economic operations
(transactions) between a taxpayer and a party related to the taxpayer (see section 1 (4) of
the External Tax Relations Act). This includes, by way of example, goods deliveries,
services, financing relationships, the licensing or transfer of intangible assets, the provision
of temporary workers and cost allocations. The critical factor is to assess whether or not
the transactions are economic in nature. In this respect, it does not matter whether the

agreed remuneration is appropriate, inappropriate or non-existent.

Business relations to countries outside Germany between related parties may also exist

through domestic or foreign permanent establishments.

Example 1: A domestic company maintains business relations with a related domestic
company that are attributable for tax purposes to a foreign permanent establishment of the

related company.
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1.18

1.19

1.20

1.21

1.22

Example 2: A foreign company maintains business relations with a related foreign
company that are attributable for tax purposes to a domestic permanent establishment of
the related company.

Example 3: A foreign company maintains business relations with a related foreign
company that are attributable for tax purposes to a domestic permanent establishment of
the foreign company.

Example 4: A domestic company maintains business relations with a related domestic
company that are attributable for tax purposes to a foreign permanent establishment of the

domestic company.

Business relations to countries outside Germany may also exist if a transaction takes place
between foreign related parties and this affects the amount of the domestic income of one

of the parties (e.g. in the case of leasing domestic real estate).

Agreements relating to articles of association do not constitute business relations. An
agreement relating to articles of association within the meaning of section 1 (4) of the
External Tax Relations Act is defined as an agreement that directly results in a legal change
in the shareholder status (e.g. the holding size or the participation rights); it is therefore an

agreement that governs the relationship between the company and the shareholders.

Formally recording a transaction or business relations in the articles of association does not
in itself constitute an agreement relating to articles of association that precludes the scope
of application of section 1 of the External Tax Relations Act, unless the transaction or
business relations lead to an actual change in the substantive shareholder status. Merely
recording a transaction or business relations in the articles of association cannot suffice for
the very reason that this would place the defining characteristic of business relations, and
hence the criterion pursuant to section 1 (4) of the External Tax Relations Act, within the
discretion of the parties involved. The decisive factor is instead the question of whether or
not the transaction is, under the corporate law applicable to the related party, based on an
agreement relating to articles of association that is linked to a change in the substantive
shareholder status (see Federal Fiscal Court judgment of 27 April 2000, I R 58/99, Federal
Tax Gazette 11 2001 p. 168 on capital reserves (Kapitalriicklage) in foreign commercial and

corporate law).

A transfer of voting rights may constitute business relations if this is accompanied by an
economic benefit that would be remunerated in the case of third parties dealing at arm’s

length.

For example: Company A GmbH has a 6% stake in the foreign-based corporation B Corp.
and a 30% stake in the foreign-based corporation C Corp. In turn, C Corp. has a 24% stake
in B Corp. In order to obtain certain tax and economic benefits, C Corp. requires a blocking
minority in the voting rights of B Corp. C Corp. could therefore merge with A GmbH to

form a shareholder pool and enter into a voting trust agreement.

In the course of business relations, terms and conditions must be agreed or imposed that

are compatible with the arm’s length principle. Such terms and conditions include, in
11



1.23

particular, agreements on prices, contract periods, (re-)payment terms, conditions of
performance, discounts or bonuses, price adjustment clauses, and collateral, as well as
options for amending and terminating contracts. Reductions in income that are due to the
fact that individual terms and conditions fail to satisfy the arm’s length principle are subject
to the adjustment prescribed in section 1 of the External Tax Relations Act (see Federal
Fiscal Court judgment of 9 June 2021, I R 32/17, Federal Tax Gazette II 2023 p. 686
paragraph 34 f.). However, the fact that individual terms fail to satisfy the arm’s length
principle does not mean that the business relations themselves should be deemed
inconsistent with the arm’s length principle. It is necessary to assess the overall

circumstances on a case-by-case basis.

Such terms and conditions do not include circumstances that cannot be influenced by the
related parties. These circumstances must be taken as given. Their effects on the price must
be taken into consideration. Such circumstances include, for example, statutory framework

conditions or the conditions of the particular market.

Chapter IT Relevance of the OECD Transfer Pricing Guidelines for the purposes of

examining cross-border business relations

2.1

2.2

2.3

With regard to the examination of income allocation, please refer to Annex 1 with the aim
of ensuring an international orientation and familiarisation with the OECD Transfer
Pricing Guidelines for Multinational Enterprises and Tax Administrations. This is the only
way to ensure that the arm’s length principle is implemented uniformly at the international

level and thus avoid double taxation as well as (double) non-taxation.

The OECD Transfer Pricing Guidelines support both taxpayers and tax administrations in
finding a solution for the particular individual case that is appropriate in an international
context. The German tax administration therefore generally refers to the OECD Transfer
Pricing Guidelines for orientation, within the framework of the applicable national law,
regardless of whether the case involves a situation that is subject to a DTA agreed with an
OECD member state, ot a non-OECD member state, or a situation where there is no
applicable DTA.

The question of whether a static or dynamic interpretation should be applied to the article
in the relevant DTA containing the reproduced wording of paragraph 1 of Article 9 of the
OECD MC or the UN MC (for jurisprudence generally supporting a static interpretation
of DTA provisions see, for example, Federal Fiscal Court judgment of 11 July 2018,
I R 44/16, Federal Tax Gazette II 2023 p. 430, among other references) is not relevant in
relation to the arm’s length principle (the Federal Fiscal Court judgments of
17 October 2001, I R 103/00, Federal Tax Gazette 2004 1I p. 171, and of 18 May 2021,
IR 4/17, Federal Tax Gazette I1I 2023 p. 678, paragraph 39, are also based on this
assumption). An article that reproduces paragraph 1 of Article 9 of the OECD MC or the
UN MC, and section 1 of the External Tax Relations Act, only imply that the arm’s length
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2.5

2.6

principle must be applied. The arm’s length principle is primarily based on the application
of economic principles that are time- and context-dependent (see the OECD 2017 Model
Commentary on Article 9, paragraph 1). The arm’s length principle is thus sufficiently
flexible that it can react to current developments, such as the increasing digitalisation of the
economy, and take these into account without additional legislative measures. Accordingly,
the OECD Transfer Pricing Guidelines must also be regarded as being in a state of
continuous development. The continuous revision of the OECD Transfer Pricing
Guidelines takes place within the scope of the possible interpretations of paragraph 1 of
Article 9 of the OECD MC and does not therefore constitute a new interpretation of this

article in any given case.

Further detailed specifications regarding the OECD Transfer Pricing Guidelines are set out

in the following paragraphs; these are necessary to ensure equitable taxation.

Furthermore, the announcements issued by the EU Joint Transfer Pricing Forum (JTPF)
may also be helpful for the purposes of examining cross-border business relations,

particularly if a situation needs to be assessed in relation to an EU member state.

With regard to developing countries and emerging economies in particular, the United
Nations Practical Manual on Transfer Pricing for Developing Countries also contains

supporting guidelines that are practical and helpful but non-binding.

Chapter III Guidelines

3.1

3.2

A. Arm’s length principle

Business relations between a taxpayer and a party related to the taxpayer must be assessed
for tax purposes according to whether or not the parties have behaved, or are behaving,
towards each other as if they were unrelated third parties (arm’s length test). In this respect,
the applicable criterion is the customary due diligence that a prudent and conscientious
business manager would be expected to exercise in respect of third parties (see Federal
Fiscal Court judgment of 16 March 1967, I 261/63, Federal Tax Gazette III 1967 p. 626;
Federal Fiscal Court judgment of 10 May 1967, 1 187/64, Federal Tax Gazette III 1967
p. 498). A prudent and conscientious business manager will exercise the necessary diligence
to determine the arm’s length price from the data which they have available or are able to
access. In this respect, the question of whether or not a payment is required and, if so, the
amount at which to set the arm’s length price, is always answered by reference to the

concept of two opposing prudent and conscientious business managers.

For the purposes of examining the business relations between a taxpayer and a party related
to the taxpayer, the decisive factor, according to section 1 (3) sentence 1 of the External
Tax Relations Act, is the actual circumstances, in terms of their economic substance, that
underlie the transaction in question (see Federal Fiscal Court judgment of 30 July 1965,
VI 288/63 U, Federal Tax Gazette 111 1965 p. 613; of 26 February 1970, 1 R 42/68, Federal
Tax Gazette II 1970 p. 419 and of 15 January 1974, VIII R 63/68, Federal Tax Gazette 11
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3.3

3.4

3.5

3.6

3.7

3.8

1974 p. 6006), i.e. the business relations that are actually conducted. Application of the arm’s
length principle therefore requires a comprehensive clarification of the facts and
circumstances on the part of taxpayers, in order to make it possible to carry out an

appropriate assessment of the individual case.

The arm’s length principle as such must be applied to both inbound and outbound cases

in a uniform manner.

The taxpayer’s membership of a multinational enterprise (MNE) group must be taken into
account when examining transfer prices in the contexts set out below. The aim is not to
determine the profits that the taxpayer would have achieved if it had been completely
independent, but rather the profits that it would have generated as a member of a group of
enterprises if the terms and conditions had been agreed as between unrelated third parties
(see, for example, paragraphs 3.71 and 3.126 on general group support). In this respect, the
non-dispositive legal circumstances that influence the price set between related parties must
also be considered (see paragraph 1.23). If, for example, the insolvency law that applies in
a given country stipulates that related parties must always be satisfied in subordinate
priority, then this circumstance can be properly taken into account for the purposes of
pricing the transaction (see Federal Fiscal Coutt judgment of 18 May 2021, I R 62/17,
Federal Tax Gazette II 2023 p. 723, paragraph 15).

As a first step in performing the arm’s length test, a function and risk analysis must be
carried out in respect of the parties to the transaction; see section 1 (3) sentence 2 of the
External Tax Relations Act. Here the key element is a risk control approach, where the
classification of risks is carried out on the basis of (personnel) functions for controlling the
risks, and also depends on the financial means available for the assumption of risks. In this
regard, “control” is defined as the ability to decide whether or not to accept and manage

risks, as well as the ability to exercise these decision-making functions (see paragraph 1.65
of Annex 1).

It is therefore necessary to analyse which of the parties to the transaction (particularly
enterprises) have the human resources and the actual opportunity to control risks, as well
as the financial means to assume them (see paragraph 1.61 of Annex 1). This generally
requires decision-makers to have the necessary skills and experience as well as an adequate

information base (see paragraph 1.66 of Annex 1).

The functions, risks and deployed assets that are attributed to an enterprise on the basis of
this analysis serve as a benchmark for measuring the significance of the activity within the
scope of the MNE group’s overall activities. A value-added analysis can be carried out on
the basis of a description of the MNE group’s value-added process. This forms the basis
for the functional and risk-appropriate allocation of the proportionate share of the profit

within the total profit of the MNE group.

When performing the arm’s length test, the alternative courses of action that are realistically

available must be taken into account. Acknowledging and noting membership of an MNE
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3.9

3.10

3.11

3.12

group, as well as the business strategies of MNE groups, is consistent with the arm’s length

principle.

. Transfer pricing methods and assessment techniques

The principles set out in Chapter II of Annex 1 are to be applied for the purposes of
determining and examining transfer prices. Transfer pricing methods include, in particular,
the:

a) comparable uncontrolled price method,

b) resale price method,

c) cost plus method,

d) transactional net margin method, and

e) the transactional profit split method (for a practical evaluation aid in this regard, see,
in particular, the working paper entitled: “The application of the profit split method
within the EU”, DOC:JTPF/002/2019/EN, issued by the JTPF).

The above list of methods is not intended to be exhaustive. Although the OECD also only
lists these five methods as transfer pricing methods, a combination of the methods may

nevertheless be appropriate in individual cases.

When using net profit indicators to determine arm’s length prices by means of the
transactional net margin method, it should be noted that non-operating items, such as
interest income and expenses, income and expenses arising from holdings, securities and
other financial investments, as well as income taxes, are generally excluded for the purposes
of determining the net profit (paragraph 2.86 of Annex 1). In individual cases, it may be
appropriate to take into account certain types of financing income or expenses (see
paragraph 2.87 of Annex 1). When calculating the net profit, it may also be necessary to
include the notional financing portions of operating income and expenses (e.g. the interest
component of allocations to pension provisions). This requires a precise examination of
the facts and circumstances with respect to the reasons underlying the financing
requirements and the effects on the pricing. With regard to the criteria for determining the

appropriate reference value for the net profit, see paragraph 2.92 et seqq. of Annex 1.

If no comparables can be identified for the purposes of determining an arm’s length price,
then it must be determined by establishing a hypothetical arm’s length price, as provided
for under section 1 (3) sentence 7 of the External Tax Relations Act, with due regard for
section 1 (1) sentence 3 of the External Tax Relations Act. This can generally be assumed

to be the case

a) if intangible assets or rights form the subject matter of a transaction,
b) if a business function relocation is taking place, or
¢) if no comparables can be identified for determining values when the methods specified

in paragraph 3.9 (e) are applied.
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3.13

3.14

3.15

3.16

3.17

Ci1
3.18

When using the hypothetical arm’s length method, economically recognised valuation
methods must be applied. Such recognised methods include, in particular, the income-
based valuation methods and the discounted cash flow methods, which are based on the
discounted value of the projected future income streams or cash flows for the subject of
valuation. As a general rule, all recognised valuation methods require, inter alia, realistic and
reliable values with respect to financial projections, growth rates, discount rates, service or

useful life, and tax effects.

When assessing a valuation method, the purpose of the valuation and, if applicable, the
assumptions and valuation parameters used in other valuations performed by the taxpayer
for non-tax purposes must be taken into account. In the event of any inconsistencies
between the assumptions applied in a valuation performed for transfer-pricing purposes
and the assumptions used in a valuation performed for other purposes in a chronologically

related context, an explanation must be requested from the taxpayer.

A fair market value determined in accordance with sections 9 and 11 (2) sentence 2 of the
Valuation Act (Bewertungsgeset) for shares in corporations or equity interests in partnerships
or assets may be taken as a reference point for the arm’s length price. As a general rule, the
net asset value according to section 11 (2) sentence 3 of the Valuation Act does not
constitute an arm’s length price. The simplified income-based valuation method according
to sections 199 et seqq. of the Valuation Act is a highly simplified valuation model, whereby
the past results are used as an indicator for the expected future results. It may be applied,
for example, in the case of estimates made due to a lack of cooperation on the part of the
taxpayer, in the event of serious difficulties in determining future results at the time of the
transaction, or in the case of forecasts that are implausible in the context of the arm’s length

principle.

Please refer to the JTPF’s “Report on the use of economic valuation techniques in transfer
pricing” (DOC:JTPF/003/2017/FINAL/EN) and Chapter VI of Annex 1, particulatly
D.2.6.3-D.2.6.4.5.

If the minimum price determined for the supplier using the hypothetical arm’s length
method is higher than the recipient’s maximum price, it will be necessary to examine
whether the cause of this has its origins in broader business relations. If this is not the case,
then the difference must be divided between the enterprises participating in the transaction
(paragraph 28 of the JTPF’s “Report on the use of economic valuation techniques in

transfer pricing”, op. cit.).

. Comparability analysis

Principles

When performing the comparability analysis referred to under section 1 (3) sentence 3 of

the External Tax Relations Act, the principles set out in Chapter III of Annex 1 must be
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3.19

3.20

3.21

applied. The reader is referred in particular to the JTPF’s “Report on the use of
compatables in the EU” (DOC:JTPF/007/2016/FINAL/EN).

Comparisons of how business relations are formed between third parties dealing at arm’s
length on the one hand, and between related parties on the other hand, as well as a
comparison of the results of independent enterprises with those of the examined enterprise,
will be informative only if, in each case, the circumstances underlying the respective
business relations have been identified and are comparable. When performing the
comparability analysis, all factors must be taken into account that could have an impact on

pricing. These include:

a) the contractual terms and conditions underlying the transaction (see paragraphs 1.42
to 1.50 of Annex 1);

b) the functions performed by the individual enterprises involved in the transaction,
taking into account the assets used and the risks assumed, including how those
functions relate to the wider generation of value by the MNE group to which the
parties belong, the circumstances surrounding the transaction, and industry practices
(functional and risk analysis, see paragraphs 1.51 et seqq. of Annex 1);

c) the characteristics of property transferred or services provided (see paragraphs 1.127
to 1.129 of Annex 1);

d) the economic circumstances of the parties and of the market in which the parties
operate (see paragraphs 1.130 to 1.133 of Annex 1);

e) the business strategies pursued by the parties (see paragraphs 1.134 to 1.138 of
Annex 1).

These factors in particular must be recorded as part of the record-keeping obligation
under section 90 (3) of the Fiscal Code (see 2020 Administrative Principles of
3 December 2020, Federal Tax Gazette I 2020 p. 1325).

Proper performance of the comparability analysis requires:

a) identification of the years for which data is being recorded;

b) a careful analysis of the taxpayet’s circumstances;

¢) a functional and risk analysis;

d) an assessment of existing internal comparables;

e) identification of accessible sources of information on external comparables;
f) selection of the most appropriate transfer pricing method;

2) identification of potential comparables;

h) identification and execution of comparability adjustments;

1) interpretation and utilisation of the collected data.

The analysis must generally be performed in accordance with the period taxation principle.
However, in order to take account of the economic impacts of business, product and
economic cycles, as well as one-off effects, it may be appropriate to carry out multi-year
analyses. Average values may therefore be used for comparables spanning several prior

years if this would generate comparables of better quality than those that would be obtained
17



3.22

C.2
3.23

3.24

from considering comparables relating to only one fiscal year (see items e) to i) of

Recommendation 6 of the JTPF’s “Report on the use of comparables in the EU”, op. cit.).

A state of comparability is not established if the terms of business or circumstances of a
transaction used for comparison purposes which have a non-negligible impact on the price
or profit differ from each other to such an extent that the differences cannot be eliminated
by means of adjustment calculations. This applies in particular if special, particularly
valuable intangible assets or rights form the subject matter of the transaction, or if the
relevant functions or risks differ significantly from each other in the course of business
relations. The same applies if, in respect of a transaction used for a comparison, the relevant
data used for assessing its comparability is so incomplete or unverifiable, or so unreliable
in terms of its quality, that no informational value can be ascribed to it. In such cases, no

usable comparables can be established.

Combining transactions

The comparability analysis should ideally be carried out on a transaction-by-transaction
basis. If, however, a taxpayer’s separate transactions are so closely linked or continuous that
they cannot be evaluated adequately on a separate basis, then these should be evaluated
together using the most appropriate transfer pricing method (paragraph 3.9 of Annex 1).

This applies in particular in cases of:

a) long-term contracts for the supply of goods and services,
b) uniform pricing for products that are closely linked in terms of their nature, production

processes or marketing processes (range evaluation).

If the taxpayer’s business strategy involves bundling certain transactions for the purpose of
earning an appropriate return across all of the transactions rather than necessarily on any
single product within the portfolio (portfolio approach), then these transactions must also
be analysed together (paragraphs 2.96 and 3.10 of Annex 1). However, this does not mean
that a uniform transfer pricing method should always be applied to such cases where a
taxpayer has bundled transactions together. It is also inconsistent with the arm’s length
principle if, when applying the portfolio approach at the level of a group of enterprises, a
taxpayer receives a payment below the customary arm’s length level in order to confer
benefits on another enterprise within the group (paragraph 3.10 and paragraph 1.130 of
Annex 1).

If several different services are provided under a contract as a complete package deal
(package evaluation, see paragraph 3.11 of Annex 1) for which a lump-sum price has been
agreed, the determination of separate prices for the individual services may be dispensed
with only if reliable arm’s length data is provided for the complete package, or if a value

can be determined reliably using the hypothetical arm’s length method.
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3.26

3.27

3.28

C4
3.29

3.30

Set-offs

As a general rule, set-offs of benefits received from a transaction against the detriments will
be consistent with the arm’s length principle only if the taxpayer has agreed to unfavourable
terms in transactions with the related party on the understanding that it will receive benefits,
by way of consideration, from the related party in connection with the business relations

concerned (paragraphs 3.13 to 3.16 of Annex 1).
A set-off requires that:

a) the transactions are inherently connected to each other,

b) the benefits received and the detriments can be quantified for the individual
transactions, and

) the set-off of benefits was intentionally agreed or formed part of the commercial basis

of the adverse transaction.

If a transaction results in a loss or an inappropriately low profit simply on account of the
pricing process, this detriment need only be accepted if it is set off against another

transaction executed with the same contracting party.

If the adverse conditions are not set off during the fiscal year in which they produced their
effects, a set-off will only serve to prevent the income adjustment that is actually required
if it is determined, by the end of the given fiscal year at the latest, when and against which
benefits the detriments are to be set off. The detriments must be set off within a clearly
defined period (see paragraph 3.14 of Annex 1; see also the principles relating to losses
under Chapter III; C.5). A set-off is also to be performed if the service giving rise to the

benefit is capitalised in the balance sheet.

Range evaluation

Application of the arm’s length principle frequently produces a range of comparables, all
of which are more or less equally reliable (paragraphs 3.55 to 3.62 of Annex 1). If it can be
identified that some of these values are based on transactions that exhibit a lower degree
of comparability than others, then these values should be excluded; see section 1 (32)
sentence 2 of the External Tax Relations Act. This will help to ensure that only those values

that are most appropriate for making a comparison remain in the range.

If the values that subsequently remain do not themselves provide any point of reference
for a particular narrowing-down, and if a number of values remain that allow for the
meaningful application of statistical methods for narrowing ranges, then, in accordance
with section 1 (3a) sentence 3 of the External Tax Relations Act, the interquartile method

is to be used to narrow down the range.

19



C.5
3.31

3.32

3.33

Losses

Independent enterprises would cease loss-making business activities if there was no
reasonable and economically sound expectation of being able to generate an adequate
overall profit within a clear time frame (see Federal Fiscal Court judgment of
17 February 1993, I R 3/92, Federal Tax Gazette 11 1993 p. 457; Federal Fiscal Court
judgment of 17 October 2001, I R 103/00, Federal Tax Gazette II 2004 p. 171; Federal
Fiscal Coutt judgment of 6 April 2005, I R 22/04, Federal Tax Gazette 11 2007 p. 658;
paragraph 3.64 of Annex 1). By contrast, it may make sound economic sense for an MNE
group to allow an enterprise within the group to persist with an unprofitable business
operation (see paragraph 1.149 of Annex 1). In such cases, the enterprise concerned must
be compensated by the enterprises receiving the benefit. The decisive factor in this regard

is the annual earnings before tax and, if applicable, before any profit transfer.

The organisation of operational processes falls within the scope of the freedom of
enterprises to organise operations as they see fit (unternehmerische Dispositionsfreibeii). 1f losses
are being realised, the reasons for the losses (e.g. local mismanagement or gaining market
share in the interests of the enterprise group) must also be identified, alongside the
functions actually being carried out, the risks assumed and the assets used. If an enterprise
has neither the relevant decision-making authority to accept risks nor the financial capacity
to assume such risks, it is inconsistent with the arm’s length principle to allocate risks and

the resulting expenses to this enterprise for tax purposes.

Independent enterprises that cannot be classified as entities with a strategic purpose
(Strategietriger) would therefore be unlikely to accept any protracted loss-making periods
(paragraph 3.64 of Annex 1) unless they could expect to generate an adequate overall profit
within a clearly defined calculation period. If such a comparable dependent enterprise fails
to generate an adequate overall profit from a business relationship within five fiscal years,

it must generally be assumed that:

a) the transfer prices are inappropriate;

b) transactions have not been identified and priced; or

c) the reasons for the expenses are partly due to the interests of other group members
(e.g. brand advertising, placeholder function in a specific market). In such cases, the
amount of an adjustment is calculated on the basis of a reimbursement of expenses
plus a profit mark-up and not, for example, on the basis of the service charges (e.g.

licences, interest, purchasing of goods) that may be paid to other group members.

Example (initial losses): Upon commencing its business activity, S1 GmbH records
losses during years 1 to 3. In order to produce an adequate total profit over the period
spanning years 1 to 5, a sufficient compensating profit must be generated during years 4
and 5.

Variation: S GmbH generates profits from its business activities during years 1 to 10 and

makes losses in years 11 to 13 (for example, as a result of introducing a new product). In
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3.34

3.35

3.36

3.37

C.6
3.38

3.39

order to produce an adequate total profit over the period spanning years 11 to 15, a

sufficient compensating profit must be generated during years 14 and 15.

In special circumstances, the time period may be longer (e.g. in the case of business models
that require high levels of initial investment upon start-up, or during periods of challenging
market conditions over which the group has no control) or shorter (e.g. in the case of
products with a short life cycle) than five years. If, at the time of the evaluation, it remains
uncertain as to whether or not an adequate total profit can be generated, the tax assessments
must, as a general rule, be made provisionally (section 165 (1) sentence 1 of the Fiscal
Code).

Evaluating whether an enterprise will generate an adequate (total) profit from performing
its routine functions within a clear time period also includes the question of whether or not
the profit generated is appropriately high when measured against the enterprise’s function
and risk profile. As a general rule, the reasonable annual earnings before tax and, if relevant,
any profit transfer, as calculated on the basis of commercial law, is applicable; in the case
of multiple business relations, the earnings from each separate business relationship must

be taken into account, unless the prerequisites set out under paragraph 3.23 are fulfilled.

An adjustment to the transfer prices set by the taxpayer may also be made if a distribution
company is supplied at the same prices as those for third parties dealing at arm’s length but
under different business conditions (e.g. market circumstances, revenue or cost situation

or contractual circumstances, such as an obligation to purchase the entire product range).

If an enterprise’s losses are set off by capital injections or capital replacement measures (e.g.
debt waivers, or a comfort letter) from or by other enterprises within the group, this is an
indication that the continuation of the unprofitable business activity is in the (joint) interests
of the MNE group.

Timing of the arm’s length test

The relevant point in time for the purposes of the arm’s length test is generally the time
when the contract was concluded, not the time when it was performed (Federal Fiscal Court
judgment of 9 March 1983, I R 182/78, Federal Tax Gazette II 1983 p. 744); see
section 1 (3) sentence 4 of the External Tax Relations Act. The taxpayer must therefore
ascertain all of the information necessary for price setting that was available at that point in
time and must take only this information into account. The taxpayer may draw upon
external comparables that have subsequently become known, provided that these relate to

the time when the transaction was agreed.

When negotiating contracts, a prudent and conscientious business manager would also
determine the possibility of agreeing potential termination and amendment options and,
similarly, would also check agreements with long durations in particular, in order to
establish whether or not an amendment to the agreement was legally possible, as well as

whether it was economically beneficial for their enterprise, or if any other realistic
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3.40

341

3.42

3.43

3.44

alternative courses of action were available. In such cases, the arm’s length test should
generally be carried out in respect of the date on which a prudent and conscientious
business manager would have restructured an existing business relationship or would have
entered into a new business relationship on the basis of other available and realistic

alternative courses of action.

When setting transfer prices, taxpayers may take into account internal planning data (e.g.
sales figures and revenues, the numbers of units in production runs and production costs,
marketing costs and other operating expenses) and conservative profit forecasts (planning
calculations). The use of planning calculations is particulatly relevant if the relevant transfer
pricing method is not used to calculate actual arm’s length prices but merely fair values for
certain key return figures (e.g. gross profit margins, cost mark-up rates, operating margins,

or returns on capital or investments).

Planning calculations must be justified on the basis of experience from previous periods
that have already expired and on the basis of commercial projections that are economically
well-founded and cautious (see Federal Fiscal Court judgment of 17 February 1993,
IR 3/92, Federal Tax Gazette 11 1993 p. 457). As a general rule, a comparison with the
actual trend in the underlying planning data and key return figures must be carried out
during the course of the year (target/actual comparison), in order to be able to react in
good time to changes in business performance. If an actual/target comparison is not carried
out during the course of the year, then a comparison of the planning calculation with the

actual result must at least be carried out at the end of the fiscal year.

If the actual result lies outside the range of arm’s length results for the relevant key return

figures, a subsequent adjustment of the result must be carried out.

Planning calculations should generally reflect the behaviours of parties dealing at arm’s
length. As an element of the comparability analysis, the planning calculations should help
in the process of identifying the conditions that would be established in price agreements
between enterprises that are independent enterprises with respect to each other. Where
transactions take place between independent enterprises, each enterprise has the
opportunity and the risk, even if it is only performing routine functions, of realising better
or worse results within a given time frame due to the fact that it is conducting its own
separate business activities. In the case of a conservative profit forecast, it should therefore
be possible, with the aid of the specified transfer prices and the projected planning data, to

determine a mean value within a range for the respective key return figures.

If subsequent adjustments made after conducting the target/actual comparison should
result in an enterprise being advantaged or disadvantaged (e.g. due to continuously being
at the top or bottom value in a range of appropriate results), such adjustments are generally

indicative of (contractual) terms that are inconsistent with the arm’s length principle.
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3.46

F.1
3.47

3.48

3.49

3.50

D. Administrative approaches to avoiding and resolving transfer pricing disputes

Please refer to the Guidance Note on International Mutual Agreement Procedures and
Arbitration Procedures (Dispute Resolution Procedures) in the Area of Taxes on Income
and Capital of 27 August 2021 (Federal Tax Gazette I 2021 p. 1495) and the Guidance
Note on Coordinated External Tax Audits with Tax Administrations of Other States and
Jurisdictions of 9 January 2017 (Federal Tax Gazette I 2017 p. 89).

. Documentation/documents

Please refer to the 2020 Administrative Principles of 3 December 2020 (Federal Tax
Gazette 1 2020 p. 1325) and the Ordinance on the Application of the Fiscal Code
(Anwendungserlass zur Abgabenordnung), particularly in relation to sections 90, 138a and 162.

. Intangible assets

Principles

The principles set out in Chapter VI of Annex 1 must be applied for the purposes of
examining income allocation in relation to the transfer or licensing of intangible assets
between related parties. In accordance with Chapter VI of Annex 1, intangible assets are

assets:

a) that are neither tangible assets or holdings nor financial assets,
b) that can be the object of a transaction without having to be individually transferable,
and

¢) that can confer on a party an actual or legal position with respect to that asset.

The transfer or licensing of intangible assets is to be remunerated if this takes place on the
basis of business relations and thus has a financial impact on the transferee, user, transferor

or licensor.

An entitlement to charge a fee in a given amount should therefore be assumed only if the
licensee can expect to receive an economic benefit from the licence that has been actually
or legally granted e.g. for the use of a company symbol, a registered trade name or a
trademark (see Federal Fiscal Court judgment of 21 January 2016, I R 22/14, Federal Tax
Gazette 11 2017 p. 3306, specifically regarding the analysis of the added value in relation to
the business activity), regardless of whether or not this benefit actually materialises (ex-ante
evaluation). The evaluation will then focus on the benefit that is expected to arise. Unrelated
third parties would be expected to review their agreements in the event that the anticipated

economic benefit does not arise (paragraph 3.39).

Setting off licensing fees will be inconsistent with the arm’s length principle if the licence
is granted in connection with supplies or services for which, in the case of parties dealing
at arm’s length, the licensing of intangible assets would be fully included in the price for

the supplies or services. This can be assumed to be the case in particular with regard to
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3.51

3.52

F.2
3.53

3.54

F.3
3.55

intangible assets that are used only in connection with the marketing activities of an
enterprise within an MNE group if that enterprise is clearly and exclusively marketing the
products of the MNE group. In cases where invoices are issued separately for supplies and
services on the one hand, and for the granting of such licences on the other hand, a set-off

of benefits and detriments must be accepted.

A prudent business manager would only pay a fee up to an amount that would still allow

for a reasonable operating profit to be retained from the use of the intangible asset.

The differentiation of intangible assets into hard-to-value intangibles (HTVI) and other
intangible assets, as addressed in paragraphs 6.186 to 6.195 of Annex 1, is irrelevant as

section 1a of the External Tax Relations Act contains a separate price adjustment clause.

DEMPE functions

The allocation of income from intangible assets should generally be based on the assumed
functions and risks and the measures for managing them, and does not therefore depend
solely on who is the owner or holder of the intangible assets. It should therefore be based
on the contributions to value creation that result from performance of the DEMPE
functions (development, enhancement, maintenance, protection and exploitation). A
separate functional and risk analysis will need to be carried out for the purposes of the
evaluation described above. The critical factor is to determine, with respect to the
development, enhancement, maintenance, protection and exploitation of the intangible
assets, which enterprises perform the substantive (personnel) functions; which have the
personnel and financial capacities to assume and manage the associated risks; and the extent
to which they use valuable intangible assets (paragraph 6.32 of Annex 1). This means that
the holder or owner of an intangible asset will not necessarily be entitled to ultimately
collect the income generated from it. If other enterprises assume DEMPE functions in
relation to the intangible asset, they will be entitled to receive an arm’s length share of the
income generated from the intangible asset (with regard to function-oriented remuneration,
see also Federal Fiscal Coutt judgment of 9 August 2000, I R 12/99, Federal Tax
Gazette 11 2001 p. 140). A specific transfer pricing method has not been prescribed for the
purposes of determining this share. The most appropriate transfer pricing method must

always be applied.

The general provisions governing the attribution of assets and income and determination

of the tax base (e.g. sections 39 to 42 of the Fiscal Code) remain unaffected by the above.

Use of company symbols and trademarks

As a general rule, a fee cannot be charged for the mere use of a company symbol within an
MNE group without any licensing of trademark rights or other intangible assets. The above
does not apply if economic benefits are obtained simply from the use of company symbols

and third parties can be excluded from such use.
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3.56

3.57

3.58

3.59

3.60

3.01

Remuneration must be paid for the use of a trademark right within an MNE group if use
of the trademark right generates economic benefits and third parties could be excluded
from such use under a legal system applicable in a geographic area in which such use is

taking place.

It may be appropriate to charge a fee for use of the trademark rights under the above
conditions even in cases where the trademark is identical to the company symbol, or

inseparably linked to it in terms of its economic aspects.

For example: Company A-GmbH (based in Germany) grants the group enterprise B-
SARL (based in France) a licence to use trademark A, so that B-SARL can use this in the

French market.

Alternative 1: The trademark protection for trademark A applies only in Germany. For
this reason, a fee cannot be charged for the granting of the licence due to the fact that B-

SARL could already use the trademark freely in the French market.

Alternative 2: The trademark protection for trademark A also applies in France. A fee can
therefore be charged for the granting of the licence due to the fact that B-SARL would not
be entitled to use the trademark freely in the French market. A-GmbH would be entitled
to prevent B-SARL from using the trademark.

Alternative 3: As with Alternative 2, the use of trademark A in the French market would
not lead to any economic benefit for B-SARL, since the trademark is completely unknown
in France. B-SARL must first implement marketing measures to raise awareness of the
trademark. While it might be appropriate in principle to charge a fee for granting the licence,

it would in practice not be of value.

In the context of marketing branded products, it is not usual practice for a separate fee to
be paid for the use of trademarks and company symbols, as the economic benefit that

results from this is already factored into the selling price for such products.

As a general rule, the amount of any licence fee is to be determined on the basis of the

hypothetical arm’s length method.

An estimated claim for damages based on a potential rights infringement will not generally

be consistent with the arm’s length principle, as:

a) the fact that the rights holder would generally permit their potential use would
otherwise be ignored, and
b) otherwise only a unilateral evaluation would be carried out and this would not reflect

a price-setting process.

The principles of the licence analogy recognised by the Federal Court of Justice
(Bundesgerichtshof) (see Federal Court of Justice judgment of 29 July 2009, 1 ZR 169/07,
GRUR 2010, p. 239) may serve as a starting point for reviewing individual cases. Any

punitive damages must be deducted.
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Supplies of goods

If any financing arrangements (e.g. payment targets that are not customary in the trade,
customer financing), supplies or services to be provided free by the customer, or ancillary
services are agreed in connection with the supply of goods or merchandise, this must be
reflected in the arm’s length price. A set-off of benefits may be permissible if separate

contracts have been concluded in respect of these services.

If an intangible asset (e.g. an industrial property right, a registered design right, a copyright,
an unprotected invention or other form of enrichment of the prior art, a plant variety right,
a trade or company secret, or a similar right or asset) is used in the manufacture of goods
or merchandise, the purchase and subsequent use or consumption of the goods or
merchandise by the purchaser does not usually involve an allowable fee-based use of the

intangible asset.

For transactions that fall under the scope of Chapter 3 of Annex 4, no objection will be
raised if the transfer price for these transactions is determined in accordance with the
simplified and coordinated approach described in Annex 4. This only applies if the business
relation in question is to a tax jurisdiction within the meaning of Annex 5 with which a
double taxation agreement exists and which is not deemed to be a non-cooperative tax

jurisdiction as defined in the Defence against Tax Havens Act (Steueroasen-Abwebrgesetz).

Services
Principle
The principles set out in Chapter VII of Annex 1 must be applied for the purposes of

examining income allocation in relation to the provision of services between related parties.

It would only be appropriate to charge a fee for a service (paragraphs 7.6 to 7.8 of Annex 1),

if:

a) an unrelated third party would be prepared, as the performing party, to provide the
service in exchange for a fee and another unrelated third party would be willing to pay
a fee for the service in question, or

b) an unrelated third party would have provided the service in-house for itself.

Brokering a service is a separate service in its own right. Only the costs of the brokerage
activity are to be taken into account. The costs of the brokered service must not be

included.

The services must have actually been provided and they must have been necessary. A mere
offer made within an MNE group does not suffice. It is acceptable for average fees to be
charged during periods of fluctuating output, provided that these reflect the services

actually rendered over a multi-year time period.
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On-demand services will only be eligible for a fee if an unrelated third party would also be
willing to pay a fee in order to have the possibility of availability if and when needed (option
value). As a general rule, an unrelated third party would not pay a fee for on-demand

services if

a) the likelihood that the service will be needed is low;
b) the benefit of having the services available on demand is negligible; or
¢) the services in question could be obtained promptly from other sources and the total

fees payable for the services would be lower than for the on-demand services.

Shareholder activities are not eligible for fees. The term “shareholder activities” refers to
the expenses incurred by an enterprise within an MNE group in order to perform an activity
or provide a service required on account of its status as the holder of an equity or financial-
ownership interest, or on account of the obligations associated with such status; see

paragraph 7.9 of Annex 1. This includes, in particular, activities or services:

a) of the board of directors or supervisory board, or comparable foreigh management or
supervisory bodies;

b) relating to meetings of shareholders of the parent company, issuing of shares in the
parent company and the stock exchange listing of the parent company;

c) relating to the legal structure of the MNE group as such;

d) relating to the protection and management of holdings, including management and
supervisory activities;

e) relating to the group’s corporate governance.

If an enterprise provides a service in the interests of the shareholder, the service provider

must be remunerated for this by the shareholder on an arm’s length basis.

Benefits arising from membership of an MNE group that do not involve an active

contribution, such as support within the MNE group, are not eligible for a fee.

When determining arm’s length prices for services, the cost plus method should generally
be applied, taking into account all necessary direct and indirect costs associated therewith,
unless the comparable uncontrolled price method is the most appropriate method to apply.
The same also applies generally to financing services and insurance and reinsurance

services.

If services are provided in connection with the supply of goods, they cannot be charged
for separately if consideration for such services is usually covered by the price of the goods
in dealings between third parties (e.g. warranties, maintenance services, or services usually

provided free of charge in the industry).

Routine services with low value added

In the case of low value-adding routine services provided between members of an MNE

group, the arm’s length price must generally be determined using the cost plus method. A
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cost mark-up of 5% will generally be regarded as consistent with the arm’s length principle,
provided that this is actually implemented uniformly and verifiably within the MNE group
(paragraph 7.61 of Annex 1).

A low value-adding routine service (paragraph 7.45 of Annex 1) means a service that is
performed by one or more members of an MNE group on behalf of one or more other

members of the group, and

a) 1is of a supportive nature;

b) does not form part of the core business activity of the MNE group with respect to
external dealings with third parties;

¢) does not require or involve the use or creation of unique or valuable intangible assets
for its performance;

d) does not involve the assumption or management of substantial risk by the service

provider and does not give rise to the creation of substantial risk.

Low value-adding routine services may therefore include, by way of example, services in
the area of accounting (e.g. maintenance of accounting records) or compliance with public-
law obligations (e.g. preparation of tax returns) as well as human resources activities (e.g.

staff recruitment) (paragraph 7.49 of Annex 1).

The following activities in particular do not qualify as low value-adding routine services
(paragraph 7.47 of Annex 1):

a) research and development,
b) manufacturing and production,

c) sales, marketing and distribution.

Intra-group allocations

The general principles for services set out previously in this chapter apply to intra-group
allocations. If an enterprise within an MNE group performs management and
administrative tasks centrally for other enterprises within the group, then the allocation of
the associated direct costs and overheads (e.g. general group administration, central
financial management) by means of an appropriate allocation formula (indirect billing,
intra-group allocations) to those enterprises benefiting from the services may be acceptable
if a direct allocation to the enterprises concerned would be possible only with a
disproportionate amount of work (paragraph 7.24 of Annex 1). Depending on the
particular task, appropriate allocation formulas may include, by way of example, turnover,
the number of staff employed, or the number of computer work stations (paragraph 7.25
of Annex 1). In order to enable the revenue authority to assess the appropriateness of the
intra-group allocations and the allocation formula, the extent of the services actually
provided in the interests of the respective recipient, and the reasonableness of the transfer
prices invoiced to or by the taxpayer in respect of those services, must be stated and

explained by the taxpayer as part of its obligations to cooperate.
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The calculation must be performed on the basis of actual costs. If the calculation is initially
performed on the basis of budgeted costs, an adjustment to the actual costs must be
performed by the end of the year at the latest and an appropriate allocation must be carried

out.

Posting of employees abroad

Please refer to the Federal Ministry of Finance circular of 12 December 2023 on “The Tax
Treatment of Wages under Double Taxation Agreements” (Federal Tax Gazette I 2023,
p. 2179). The arm’s length principle must also be observed with respect to the provision of

temporary workers.

H.Cost contributions

The principles set out in Chapter VIII of Annex 1 must be applied for the purposes of
examining income allocation based on cost contribution agreements between related

parties.

If several enterprises within an MNE group collaborate in their joint interests, share

common tisks and make contributions in order to:

a) develop assets jointly (development cost contributions) or

b) use services (service cost contributions),

the contributions must be evaluated at arm’s length prices and be remunerated by the
enterprises based on the benefits to be expected in each particular case (paragraphs 8.12
and 8.13 of Annex 1). Chapter I of Annex 1 should also therefore be followed for the
purposes of evaluating the respective contributions (paragraph 8.4 of Annex 1).
Contribution evaluations that are based purely on costs are generally inconsistent with the

arm’s length principle.

Please note, in particular, the possible exceptions to this rule, which are described in
paragraphs 8.27 and 8.28 of Annex 1. The preconditions for these exceptions may be
tulfilled, in particular, if:

a) the difference between the costs and the value is marginal (e.g. the provision of low
value-adding services);

b) the administrative expense would be considerable; or

¢) the values of the contributions correspond in terms of their amounts and therefore

balance out.

A party may only be accepted as a participant in a development cost contribution

arrangement if they:

a) have a legitimate expectation of realising a benefit from the development cost

contribution arrangement (paragraph 8.14 of Annex 1), and
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b) have the possibility to manage the risks that such a development cost contribution

arrangement entails for them (paragraph 8.15 of Annex 1).

If the enterprises terminate the development cost contribution arrangement, they are each
entitled to an arm’s length share of the results of the work (paragraph 8.49 of Annex 1).
The same applies accordingly if an enterprise withdraws from the development cost
contribution arrangement (paragraph 8.46 of Annex 1). If an enterprise joins a pre-existing
development cost contribution arrangement, it must pay an arm’s length fee to the other
participants in the development cost contribution arrangement as consideration for its
participation in the assets developed up to that point (paragraph 8.44 of Annex 1). It may
also be consistent with the arm’s length principle if significant changes in the allocation of

benefits are balanced out according to the same principle.

As a general rule, the cost contribution agreements must be reassessed regularly in order to
determine if any adjustments to the allocation formulas are necessary (paragraph 8.22 of
Annex 1).

. Business function relocation

Principles

For the purposes of examining income allocation in relation to a business function
relocation, the principles set out in Chapters I, VI and, in particular, Chapter IX of Annex 1
must also be applied in conformity with section 1 (3) sentence 7 and (3b), and section 1a,
of the External Tax Relations Act and the provisions of the Business Function Relocation

Otdinance (Funktionsverlagerungsverordnung).

Definition of business function

Based on the definition laid down in section 1 (1) of the Business Function Relocation
Ordinance, “business functions” are an expression of the division of responsibilities within
an enterprise. A business function is deemed to form an organic part of an enterprise if it
constitutes — within either the transferring or the transferee enterprise — a purpose-oriented,
definable activity that makes use of specific assets, intangible assets or other benefits in
order to generate profit contributions. It suffices if there is an evident internal economic
and organisational link between the subtasks concerned, such that, in the event of a
relocation, the enterprises concerned are able to identify specific cash flows or properly
definable profit impacts that the business activity in question can be expected to generate.

The same applies to business activities carried out within a group of enterprises.

Examples of business functions include: business activities consisting of business
management, research and development, materials procurement, warehousing, production,
packaging, sales, installation, processing or refinement of products, quality control,

financing, transport, organisation, administration, marketing or customer service. Risk
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monitoring activities and DEMPE functions (see paragraph 3.53) also constitute business

functions for the purposes of section 1 (3b) of the External Tax Relations Act.

In order to clearly demarcate a business function from other business activities, the business
function in question must, in cases of relocation, be defined on the basis of the activity and
the subject matter concerned, with reference to the assets used — including, in particular,
the intangible assets — as well as to the other benefits, and the opportunities and risks
specifically associated with the business activity in question. That understanding is based
on section 1 (2) sentence 1 of the Business Function Relocation Ordinance with respect to
the relocation of business functions and on sections 2 and 3 (1) of that ordinance with
respect to the valuation of those business functions. Examples of functions therefore
include the production of a specific product or specific product group, selling a specific

product or specific product group, or a specific business activity for a specific region.

Relocation of a business function

In order for a business function relocation to be deemed to exist, the execution of that
business function must be reduced or even terminated by the transferring enterprise. This
also includes downsizing business functions and reducing risks by transferring them from
an enterprise with a high business function- and risk profile to an enterprise with a low
business function- and risk profile. In this regard, please refer to Chapter IX, section B.1.1

of Annex 1. Typical examples include, in particular:

* switching from an internal producer to a contract manufacturer

* switching from a dealer trading on the enterprise’s own account to a commission agent
* switching from an in-house researcher/developer to a contract researcher/developer.

For the purposes of assessing a business function relocation, the decisive factor is the
results of the business function- and risk analyses carried out before and after the

restructuring operation, and the resulting changes (Chapter IX, Section B of Annex 1).

When assessing whether the transferee enterprise is able to perform a business function, it
does not matter whether the transferee enterprise also performs that function in the same
manner as the transferring enterprise. According to section 1 (2) of the Business Function
Relocation Ordinance, a business function is also regarded as being relocated in cases where
the transferee enterprise had already been performing a comparable business function
beforehand and is able to expand that function by taking over the transferring enterprise’s

business function.

For example: An enterprise (X) based in Germany manufactures and sells a product with
variants A, B and C for the domestic market and for foreign markets, including the foreign
country Y. The enterprise’s sales department handles the worldwide sales for all products
manufactured by X. Enterprise Y, a subsidiary of X, manufactures and sells X’s product in
country Y, in the form of the local variants D and E. Y also sells the variants A, B and C,
which it procures from X, on the local market. During fiscal year 01, X terminates its own
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operations aimed at selling variant A in country Y. In future, those sales operations will be
handled by Y. In fiscal year 03, Y also assumes the task of manufacturing variant A for the
local market in Y. Both the relocation of the operations for selling variant A in country Y,
which was effected in fiscal year 01, and the relocation of the manufacturing operations for
variant A, which was effected in fiscal year 03, each constitute separate business function
relocations. The fact that Y had previously performed similar business functions has no
bearing on the matter. It is also irrelevant whether Y uses its own machinery, production
know-how and the like in order to execute the assumed production function, or if such
assets are included in the transfer package. If such assets were to be transferred together
with the production function, they would form part of the business function as a whole
within the meaning of section 1 (3b) sentence 1 of the External Tax Relations Act, i.e. they
would form part of the transfer package.

If members of the transferring enterprise’s personnel are working for the transferee
enterprise in a context that has a direct economic connection with a business function
relocation, it should generally be assumed that those personnel are providing services on
behalf of the transferring enterprise. Such services and the related benefits to the transferee
are part of the transfer package. Those benefits may include, by way of example, knowledge
of the product or process know-how, knowledge of research projects, knowledge of the
business organisation, personal network relations with other group entities, knowledge of
the market or industry, or personal contracts in the context of consultancy business

services.

Assignments of personnel within the corporate group will not generally constitute a
relocation of a business function. However, a business function may be regarded as having
been relocated in cases involving a posted staff member if, for example, that staff member
were also to transfer their former area of responsibility within the posting enterprise, and
then perform the same activity within the transferee enterprise. This generally leads to a
reduction in the posting enterprise’s business activities, assets and benefits are transferred
or made available for use under licence, and there is a transfer of opportunities and risks.
In such cases, the provisions on function transfers take precedence over those on

secondment.

The process of relocating a business function may extend over several fiscal years.
According to section 1 (2) sentence 3 of the Business Function Relocation Ordinance,
business transactions are to be consolidated if they are realised within five fiscal years and
form, in economic terms, part of a single relocation process. If it is subsequently ascertained
that a business function relocation has taken place, that relocation is to be regarded as
having been realised at the time when the necessary conditions were met in economic terms
on account of the joint realisation of the business transactions concerned, i.e. the relocation
has been fully completed. The assumption that a single transfer extends over multiple
taxation periods must be based on objective criteria and not on the intention of the

participating enterprises.
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For example: The domestic enterprise P manufactures certain components. In
November 01, the management decides that a new local production site is to be constructed
for the Asian market. This will manufacture a specific product range that was previously
produced exclusively in the enterprise’s home country. The plan is to grant the new foreign
subsidiary, S, a licence of use over the necessary intangible assets. In January 02, various
external third parties are commissioned to develop decision-making criteria for the
purposes of selecting the site. In December 02, the construction contract is awarded for S’s
new production plant. S begins production in February 04, and P simultaneously terminates
its domestic production. As the function transfer extends over multiple financial years, a
combined analysis is necessary. This is already apparent from P’s planning. While the
individual business transactions do not constitute a relocation of business functions when
considered in isolation, when linked together in economic terms, they amount to a unified

relocation of business functions that was realised in fiscal year 04.

Pursuant to section 1 (3) of the Business Function Relocation Ordinance, intangible assets
are deemed to be significant in business function relocations if they are required for the
relocated business function (qualitative benchmark) and their arm’s length price amounts
to a total of more than 25% of the total of the individual prices of all assets included within
the transfer package (quantitative benchmark). In determining whether the qualitative
criterion is met, the elements of the transfer package (including goodwill items if applicable)
must be taken into account independently of whether they are recognised as assets. If
another type of benefit forms a component of the transfer package, then section 1 (3b)

sentence 2 of the External Tax Relations Act does not apply.

If a transferee enterprise that previously provided routine services exclusively to the
transferring enterprise subsequently begins providing some or all of those services to other
enterprises as an independent contractor, a distinction must be drawn between two

different scenatios:

* 'The transferee enterprise does not use any intangible assets or other benefits provided
by the transferring enterprise in connection with providing its services. That could be
the case if, for example, the remuneration paid by external third parties corresponds to
the amount that the transferring enterprise had previously paid for the services provided.

The provisions on function transfers do not apply.

* The transferee enterprise obtains prices from the other companies that are higher than
the remuneration previously paid for those services by the transferring enterprise, or if
higher prices should have been set in accordance with the arm’s length principle
(section 1 (4) of the Business Function Relocation Ordinance). At the time the services
are first rendered to the other enterprises, remuneration is to be charged with respect to
the sales made to those enterprises for the assets and other benefits previously made
available free of charge by the transferring enterprise for the purposes of providing the

services. The relevant assets and other benefits are to be deemed a transfer package,
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provided that the requirements for this are met in the individual case, e.g. if a former

contract manufacturer becomes an in-house manufacturet.

If, within a period of five years of a business function being assumed by the transferee
enterprise, there is no corresponding reduction in the transferring enterprise’s performance
of that business function, then no business function relocation has taken place but rather a
duplication of business functions, as referred to in section 1 (5) sentence 1 of the Business
Function Relocation Ordinance. For example, a duplication of business functions would
be deemed to exist if, despite the fact that production had commenced abroad, the domestic
enterprise continued to perform its previous production and sales activities unchanged. On
the other hand, a relocation of business functions would be deemed to exist if the sales
function were to be commenced abroad as a new business function and, as a consequence,
the sales function of the transferring enterprise were reduced (indicator: turnover), e.g.
because the transferee enterprise is supplying former customers of the transferring
enterprise. The question as to whether a business function has been terminated or reduced
is related to the turnover generated by the specific business function, and also encompasses
cases where one business function has been substituted by another business function.
According to section 1 (5) sentence 2 of the Business Function Relocation Ordinance, a
relocation of a business function is not deemed to take place if the reduction in that
business function has no direct economic link with the duplication of business functions.
That would be the case if, for example, the reduction were attributable to a case of force

majenre (e.g. a fire at a production plant).

Example a (termination of a business function without substitution): A product, A,
that has previously been manufactured and sold exclusively by the domestic parent
company (P), will in future be manufactured and sold only by its foreign subsidiary (S).
Ownership of the tangible and intangible assets is transferred to S. The manufacture and
sale of product A constitute business functions. As part of the process, P ceases to perform

those business functions.

Example b (termination of a business function with substitution): The facts are the
same as in example a, but the parent company (P) subsequently begins to manufacture and
sell the successor product, B, which is mainly based on other intangible assets. With the
same volume of staff, it generates a higher turnover than it generated with its predecessor
product, A. There has been a termination of business function in view of the fact that the
specific business functions consisting of the “manufacture and sale of product A” have
ceased in the home country. P no longer generates any turnover from those business
functions. The manufacture of product A and the manufacture of product B are each
different business functions because for the most part different intangible assets are used.
The fact that P has not made any staffing reductions and is even generating higher turnover

through its product B is irrelevant.

Example c (reduced business function): The facts are the same as in example a, but the

product, A, will in future be manufactured by P domestically as well as independently by S
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abroad; it will be sold by both P and S to Ps’ existing customers. This leads to a drop in
production for P and a corresponding decline in its turnover. There has therefore been a
reduction in the business functions since the process has led to a reduction in performance

of the business functions consisting of the manufacture and sale of product A by P.

Appropriate transfer prices based on the arm’s length principle are to be set for all assets,
intangible assets or other benefits that are transferred or made available under licence for
the purposes of duplicating business functions as well as for all services rendered in

connection with that purpose.

Transfer packages and valuation

Setting fully or partially comparable arm’s length values is generally not possible in the case
of transfer packages. This means that in cases involving business function relocations, it
will frequently be necessary to apply a hypothetical arm’s length price in accordance with
section 1 (3) sentence 7 of the External Tax Relations Act. For the purposes of setting the
transfer price to be applied in such cases, the main decisive factor is the expected future
financial benefits to be derived from the transfer package, as determined on the basis of a
commercial evaluation performed using a capital-value oriented method that is recognised
as a valuation standard, and is also customary for non-tax purposes in the normal course

of business.

When establishing a hypothetical arm’s length price, it may be necessary to consider
elements of an actual case of arm’s length conduct. That would be the case if, for example,
an internal calculation scheme or pricing procedure is used by taxpayers in comparable
situations, in respect of both related enterprises and external third parties, in business
function relocations (or for the purpose of granting licences for the use of assets, intangible
assets or other benefits), such as a licensing system linked to the expected income of the
licensee that conforms to business principles. This does not mean, however, that licence

fees can be taken from a database when determining a hypothetical arm’s length price.

The taxes to be taken into account when calculating the financial surpluses are the taxes on
the income of the relevant enterprise that can be expected to be assessed, or which have
actually been assessed and paid, after deducting any potential entitlements to a reduction.
The nominal tax rate is not relevant. In the case of corporations, the personal income tax
payable by the shareholders is not taken into account. In the case of sole traders and
partnerships, the personal income tax payable by the sole trader or partners must be taken
into account. The tax amount can however be assumed on a generalised basis to be equal
to the taxes on earnings that would be incurred if the entities involved in the transfer were
incorporated rather than unincorporated enterprises. A (potentially notional) tax burden on

profit distributions is not to be taken into account.
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Components of the transfer package

Business function relocations will frequently involve separate contracts for the transfer of
assets (sales), for the granting of rights of use over assets (e.g. leasing, licensing) and for the
provision of services (e.g. secondment of personnel), or the existence of those types of
contract will need to assumed in accordance with the arm’s length principle (section 1 (4)
sentence 2 of the External Tax Relations Act). If the value of the transfer package
determined in accordance with section 2 of the Business Function Relocation Ordinance
(value of the transfer package as a whole) exceeds the sum of the individual transfer prices,
a correction must be made to the value of the transfer package in accordance with section 1

of the External Tax Relations Act.

In the cases referred to in section 3 (2) of the Business Function Relocation Ordinance, the
transfer prices for the most recently realised transactions are to be established in accordance
with the arm’s length principle in such a manner that, together with the initially realised
business transactions, they correspond to the value of the transfer package as a whole
(section 2 of the Business Function Relocation Ordinance). This removes any need to alter
transfer prices for the transactions completed first and so avoids international double

taxation conflicts.

Capitalisation interest rate and capitalisation period (sections 4 and 5 of the
Business Function Relocation Ordinance)

An appropriate capitalisation interest rate corresponds to the rate of return on an alternative
investment that is equivalent to the subject of valuation with respect to its term, risk and
taxation level. Depending on the specific valuation method chosen, the return on equity,
or the return on both equity and borrowed capital, are to be taken into account in this
respect. The risk add-on method is to be used to calculate the capitalisation interest rate.
This method involves breaking down the capitalisation interest rate into its constituent
components consisting of the base interest rate and the risk add-on. The risk add-on is
calculated as the product of a market risk premium and a beta factor. To take account of a
perpetual annuity period, a growth discount must be factored into the capitalisation interest

rate.

In cases where business functions are downsized, the contractual relations associated with
the routine business functions that remain in the home country are usually renegotiated.
The contracts entered into in that respect will often include termination clauses, which may
or may not provide for an entitlement to compensation in the event that the contract is
terminated in a contractually compliant manner. Such provisions are to be examined for
conformity with the arm’s length principle in accordance with Chapter IX, Section F of

Annex 1.

In cases where a termination clause has been agreed upon that is consistent with the arm’s
length principle, routine business functions are to be evaluated by means of a scenario

analysis based on expected values that take account of both the financial surpluses that
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would arise in the event of continuation of the business function, and the financial surpluses
that would arise in the event of termination of the routine contract (e.g. shut-down costs

or compensation payments), in proportion to their respective probability of occurrence.

If the transferee enterprise’s own expenses associated with receiving or replacing intangible
assets have been taken into account when determining the expectation that the transferee
enterprise would generate financial surpluses, that would imply a longer period of use and
thus a longer capitalisation period for the business function. Regardless of whether such
expenses have been factored into the expectation that financial surpluses would be
generated, it may be appropriate to assume that, during the period of use, expectations will
decrease in relation to the key intangible assets concerned. If no expenses for the receipt
or replacement of intangible assets have been factored into the expectations that financial
surpluses would be generated for the transferee enterprise, that does not necessarily mean

that there is to be a shorter capitalisation period.

For the sake of simplicity, a uniform capitalisation period may be assumed as standard for

both the transferring enterprise and the transferee enterprise.

Determining the arm’s length range

Examples of how to determine the arm’s length range are set out in Annex 3.

For the transferring enterprise, the results generated from the business function in the past
may be used as initial points of reference for the lost financial surpluses (analysis of
historical data). For the purposes of determining the minimum price for the transferring
enterprise, it may also be important to consider whether, at the time of the business
function relocation, the factual or legal circumstances were such that the transferring
enterprise would itself have been able to continue performing the business function in the

future, without any restrictions.

In cases of loss, the lower limit of the arm’s length range for the transferring enterprise is
to be determined based on the expected losses and the shut-down costs. An independent
enterprise would face the same choice of retaining the function at an ongoing loss or
discontinuing it and incurring the costs of closure.

Example 1: The cash value of the results of the relocated function amounts to €-0.5 million
and the closure costs amount to €1.5 million. In view of the fact that the closure costs
(€-1.5 million) exceed the expected losses (€-0.5 million), an independent enterprise would,
as a minimum, demand the excess amount (€1 million) as remuneration for accepting the
transfer of that business function, since it would incur additional costs as a result of the
business function relocation. The minimum price is to be set at €1 million.

Example 2: The cash value of the results of the relocated business function amounts to
€-2.5 million and the closure costs amount to €1.5 million. If the closure costs
(€-1.5 million) are lower than the expected losses (€-2.5 million), it may make economic

sense for an independent enterprise to terminate that business function. Consequently, the
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business function relocation does not entail any economic disadvantages for the
transferring enterprise. The minimum price is therefore to be set at €0. An independent
enterprise would nevertheless attempt to minimise its costs with the aid of the revenues
that the business function was capable of generating. An arm’s length enterprise acquiring
the business function might certainly be willing to pay a remuneration for the transfer

package if taking on that business function would enable it to realise profits.

Example 3: The cash value of the results of the relocated business function amount to
€-2.5 million and the closure costs resulting from the relocation amount to €1.25 million.
If the business function had not been relocated, closure costs in the amount of
€1.75 million would have been incurred. If relocating the business function means that the
transferring enterprise can avoid closure costs, or the recurrent losses that are to be
expected from that business function (in this case: closure costs that are €0.5 million lower),
this is to be taken into account for the purposes of determining the minimum price. The

minimum price is therefore €-0.5 million.

Example 4: The cash value of the results of the relocated business function amounts to
€-1.5 million and the closure costs resulting from the relocation amount to €1.25 million.
If the relocation had not taken place, the closure costs would have amounted to €3 million.
The relocation (€-1.25 million) is the more favourable alternative than continuing to pursue
the loss-making business function (€-1.5 million). Closing down the business function
without relocating it (€-3 million) would not be a serious option. The minimum price is

therefore to be set at the value of the saving, i.e. €-0.25 million.

For the purposes of calculating the minimum price for the transferring enterprise, it is also
necessaty to take into account the tax burden associated with the business function
relocation (surtax, tax gross up/exit tax, see paragraph 9.56 in conjunction with

paragraph 6.178 of Annex 1).

In cases involving substitution of a technically or economically obsolete product, no
objections can be raised if a minimum price of zero is assumed under the following,

cumulative conditions for the transferring enterprise:

* Due to the introduction of a successor product, the product is no longer sold on the

main markets that were previously supplied.

* The relocation was necessary in order to commence domestic production of a direct

successor product with higher profit expectations.

e The intangible assets necessary for the relocated production operation, including the

process know-how, are made available under licence instead of being sold.

A case in which the transferring enterprise is no longer in a position to perform the business
function with its own resources, as referred to in section 6 (2) of the Business Function
Relocation Ordinance, may be deemed to exist if, for example, a customer strictly demands
the relocation or if it would no longer be reasonable for the transferring enterprise to supply

that market directly in the future due to the market’s geographical remoteness. The
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liquidation value, as referred to in section 6 (2) of the Business Function Relocation
Ordinance, corresponds to the difference between the liquidation proceeds from the
transferred economic assets and intangible assets, minus the economically associated debts
to be settled in connection with that liquidation, and the closure costs. The liquidation value

can also be negative.

For the purposes of calculating the maximum price for the transferee enterprise, the tax
effects resulting from acceptance of the relocated business function must also be taken into
account (e.g. writedowns on acquired assets, tax amortisation benefits; see paragraph 9.56

in conjunction with paragraph 6.178 of Annex 1).

If the arm’s length range is negative, that may be due to inappropriate assumptions in the

valuation model. In this respect, please also refer to paragraph 3.17.

Claims for damages, indemnification and compensation

Please refer to paragraph 9.79 of Annex 1. Examples of claims for damages,

indemnification and compensation include:

* statutory compensation claims asserted by a commercial agent, commission agent,
agents or authorised dealers under section 89b of the German Commercial Code

(Handelsgesetzbueh) or based on its application by analogy,

 contractually agreed damages, e.g. for the unamortised investments of an authorised

dealer made at the behest of the manufacturer,

 contractually agreed damages, e.g. for lost profits and incurred closure costs (e.g.

ongoing rental payments) in the event of early termination of the contract,
* claims based on a breach of a non-competition clause.

Claims based on a contractual or de facto exclusion of options that would otherwise be
available for one of the participating enterprises — such as those to which unrelated third
parties would be entitled — are also possible. In such cases, both perspectives must be taken

into account (paragraph 9.116 of Annex 1).

Application to cases involving permanent establishments (section 8 of the
Business Function Relocation Ordinance)

The rules governing business function relocations must also be applied to cases involving
business functions relocations between a permanent establishment and the rest of the
company, or between the permanent establishments of one enterprise. Please refer to the
OECD’s “2010 Report on the Attribution of Profits to Permanent Establishments”. The
Administrative Principles for the Apportionment of Profits of Permanent Establishments
(Verwaltungsgrundsdtze Betriebsstattengewinnanfteilung, Federal Ministry of Finance circular of
22 December 2016, Federal Tax Gazette I 2017 p. 182) remain unaffected.
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Financing relationships

General

The principles set out in Chapter X of Annex 1, in accordance with section 1 (3d) and 1 (3e)
of the External Tax Relations Act, must be applied for the purposes of assessing income

allocations based on financing relationships between related parties.

As is the case for other intra-group business relations, transactions relating to financing

activities must be accurately delineated on the basis of a functional and risk analysis.

The financing relationship in principle (section 1 (3d) sentence 1 no 1 of the
External Tax Relations Act)

The following comments relate to the correction of expenditures on financing with loan
capital that are inconsistent with the arm’s length principle. The question of whether, and
to what extent, a relevant financing relationship exists must be examined in relation to the
actual transaction in light of the specific circumstances (paragraphs 10.4, 10.6, 10.8 and
10.11 of Annex 1).

The essential criteria are the credible expectation that the debtor will be able to service the
debt (in particular in the form of interest and amortisation payments) and the serious
agreement to transfer capital for a period of time (section 1 (3d) sentence 1 no 1 (a) of the
External Tax Relations Act). Therefore it is particularly important to determine whether
sufficient assets or payment flows can be expected right from the beginning that will satisfy
the lender; this means that the assets purchased with the capital provided or other assets
belonging to the debtor can be included in the analysis. The transfer of capital is not deemed
to be inconsistent with the arm’s length principle simply because follow-up financing is
required. This must be judged as part of an overall assessment of the circumstances as a
whole. Additional indicators include the existence of a fixed repayment date (cf. Federal
Fiscal Court judgment of 6 November 2023, IV R 10/01, Federal Tax Gazette 11 2004,
p. 416 and Federal Fiscal Court judgment of 17 December 2014, I R 23/13, paragraph 20,
Federal Tax Gazette II 20106, p. 261), the obligation to pay interest and the associated
modalities, the right to enforce principal and interest payments, and the capacity of the
recipient of the financial resources to take out loans from unrelated third parties under

comparable circumstances (paragraph 10.12 of Annex 1).

This does not exclude the possibility that particularly high-risk financing relationships,
which are common under normal market conditions in the area of start-up financing, for
example, are compliant with the arm’s length principle. For example, this type of financing
takes place during enterprises’ early phases, when their risks, but also their chances of

growth, are especially high.

The financing must also be necessary for business purposes (section 1 (3d) sentence 1

no 1 (b) of the External Tax Relations Act). This is deemed to be the case in particular if
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the financing is necessary for the operation of the business or to maintain operational
capacity. In this context, this could involve, for example, the financing of operating
equipment or investments in facilities. A prudent and conscientious business manager
would not borrow capital on the market if there was not at least a reasonable prospect of
achieving a return that would cover the financing costs. Generally speaking, in this context
it can be assumed that an after-tax analysis will be carried out, unless the analysis is carried
out uniformly within the group of companies on the basis of pre-tax figures. In this context,
a prudent and conscientious business manager would also analyse what realistic alternative

courses of action were available to the borrowet.

The use of loan capital must also be in line with the company objective. A prudent and
conscientious business manager will endeavour to use the capital for the purpose of the
enterprise. Investing the funds in a call deposit account or in an intra-group cash pool,
especially if a high return could not be expected as a result, is generally not compatible with
an enterprise’s core business. However, this does not exclude keeping available liquidity
reserves or capital buffers that are in line with the arm’s length principle. Taking out a loan
for the purpose of distributing profits does not, in principle, contradict the objective of the

distributing enterprise within the framework of the enterprise’s usual distribution policy.

The business needs and the use of the capital are generally connected with each other. If,
for example, an enterprise borrows capital from a related party in order to finance an
acquisition, it would generally be consistent with the arm’s length principle to plan for a
capital buffer and to deposit this in the short term in, for example, an intra-group cash pool.
Similarly, depending on the function and risk profile, it can be consistent with the arm’s
length principle to borrow capital to fulfil regulatory requirements or to carry out a planned

investment.

The taxpayer must fulfil the conditions specified in section 1 (3d) sentence 1 no 1 of the
External Tax Relations Act on a cumulative basis. As part of establishing credibility, the
specific circumstances must be substantiated and presented in a coherent manner. It is
therefore sufficient if it is highly probable that the criteria are fulfilled. Accordingly, the
taxpayer must demonstrate whether and how the debt can be serviced. The rating that was
used to determine the interest rate at the time when the contract for the financing
relationship was concluded can be included in the establishment of credibility, if the rating
classification is of investment grade. In the case of short-term capital transfers, especially
from a cash pool, it can generally be assumed that the debt will be serviced. In addition, the
taxpayer must demonstrate what purpose they are pursuing with the transferred capital and
how the capital will be used. Calculations for forecasts or investments, which can also

include follow-up financing, can be used to this end, for example.

If the taxpayer cannot credibly establish that the conditions are fulfilled, then pursuant to
section 1 (3d) sentence 1 no 1 of the External Tax Relations Act, the financing relationship
does not comply with the arm’s length principle. In accordance with section 1 (1) of the

External Tax Relations Act, the reduction of income caused by the financing relationship
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must be reversed in the amount of the part that does not comply with the arm’s length
principle; this also includes associated costs such as, for example, commitment interest,

prepayment penalties and other incidental borrowing costs (see paragraph 10.13 of
Annex 1).

Section 41 of the Fiscal Code remains unaffected.

Arm’s length interest rate (section 1 (3d) sentence 1 no 2 of the External Tax
Relations Act)

When assessing the remuneration for a capital transfer (interest rate), the borrower’s
specific debtor risk (creditworthiness) must be taken into account in particular, in addition
to other factors such as, for example, the purpose of the loan, regulatory framework
conditions, maturity, exchange-rate risks, ESG (environmental, social, and governance)
risks, loan amount or collateral (see also paragraphs 10.88—10.108 of Annex 1). Only if the
overall assessment reveals an interest rate that does not comply with the arm’s length
principle, lying outside the bandwidth of arm’s length interest rates (cf. section 1 (3a) of the
External Tax Relations Act), and the income is reduced as a result in a way that is

incompatible with the arm’s length principle, does a correction need to be made.

Pursuant to section 1 (3d) sentence 1 no 2 of the External Tax Relations Act, the
creditworthiness of the group is generally decisive, unless the creditworthiness of the
respective borrower is better. In this context, the creditworthiness of the group reflects the
(loan default) risk that exists in a group and that a market participant would be taking on if
it transferred capital to one or more enterprises belonging to the group. In principle, the
interest rate that is to be determined is therefore oriented towards the creditworthiness of

the whole group.

The rating of the group of companies (in the sense of an Unternehmensgruppe) should have
the equivalent significance as the rating of the group (in the sense of a Kongern). In cases
where the scope of the enterprises belonging to a group of companies that are to be
included is different from that of a group in the sense of a Kongern, it should be examined

how rating agencies deal with this kind of situation; please also refer to paragraph 3.136.

If the group of companies has a rating in accordance with Article 2(1) of Regulation (EC)
No 1060/2009, as amended, then this rating must be used. Private ratings that are issued
by rating agencies on the basis of an individual application and which are exclusively
provided to the person who submitted the application and which are not intended for
public disclosure or for distribution to subscribers, must be used on a subordinate basis for
this purpose. A rating can also be produced using a standard ratings software that is
available on the market. However, in this situation the taxpayer must document how

qualitative factors were taken appropriately into account when carrying out the rating.

If the group of companies does not have a rating, then an existing rating for the uppermost

company in the group can also be used as a basis. If the uppermost company in the group
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does not have a rating, then it is acceptable, for reasons of simplicity, if a rating for the
group of companies is determined at the point in time that the loan is granted on the basis
of the group’s financing costs in relation to unrelated third parties. In addition, a
creditworthiness analysis for the group of companies that is prepared by the Deutsche
Bundesbank for the time that the contract for the financing relationship is concluded must

also be recognised.

Only if the taxpayer demonstrates that a rating derived from the group rating complies with
the arm’s length principle can such a rating be used to determine the interest rate.
Accordingly, the creditworthiness assessment, including the arm’s length quantitative and
qualitative factors, as well as the effects of the existence of the group of companies (general

group support, cf. paragraph 3.138) must be described, among other things.

The concept of “general group support” (Kongernriickhalt, also known as implicit support)
simply describes the legal and economic scope of the interrelations between affiliated
enterprises. General group support is not, therefore, a form of independent, legally
enforceable security, nor should it be invoked as a substitute for this. However, general
group support is an important factor when assessing the subjective probability of a
borrower defaulting on a loan and it thus has a de facto impact on the borrower’s
creditworthiness (Federal Fiscal Court judgment of 18 May 2021, I R 4/17, Federal Tax
Gazette 11 2023, p. 678). Depending on the economic position and importance of the
particular borrower within the group — and also taking into account the purpose for which
the loan was granted — the borrower would be expected to receive assistance in the event
of it experiencing economic difficulties. Hence the more important the borrower is for the
group of companies, the more readily it would receive support from the group. To the same
degree, taking an isolated view of the borrower becomes proportionately less significant in

terms of assessing creditworthiness.

When analysing general group support, the following aspects must be included in particular:

e the economic importance of the enterprise for the group of companies;

e the economic and strategic importance of the project being financed for the group of
companies;

e the probability that the enterprise will be sold within the next 12 months;

e whether the enterprise makes an economic contribution to a significant part of the group
of companies;

e whether the enterprise uses the name and/or the trademark of the group of companies;

e whether the enterprise contributes to important factors for the overall profit of the
group of companies;

o whether the enterprise is responsible for products and/or setvices from the group of
companies that generate the highest sales revenues within the group of companies; and

e whether the enterprise is active in geographical markets that are important for the group

of companies.
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creditworthiness.

The borrower’s function- and risk profile must also be taken into account when assessing

The result of the analysis is the determination of whether, and to what extent, the enterprise

is of strategic importance for the group of companies. This has a corresponding impact on

the rating of the specific enterprise.

Strategic importance
of the borrower for the group

Explanation of the

(strategic) importance

Potential
creditworthiness of the

of companies borrower
Top-down approaches
Core area Integral component of the Corresponds roughly to the
current identity and the future | credit rating of the group of
strategy of the group of companies
companies. The group of
companies will probably
support this enterprise under
all foreseeable circumstances.
Very strategic Almost an integral Generally one notch below

component of the current
identity and the future
strategy of the group of
companies. The group of
companies will probably

support these units.

the credit rating of the group
of companies

Bottom-up approaches

Strategically important

A less integral component of
the group of companies than
highly strategic units. The rest
of the group of companies
will probably provide
additional liquidity or capital
for support purposes. Some
factors allow doubts to arise
regarding the scope of the
support by the group of
companies, however.

As a rule, three notches
above the individual rating of
the borrower; restricted to the

group rating.

Moderately/less strategic

Not important enough to
justify an additional transfer
of liquidity, capital or risk by
the rest of the group of

As a rule, one notch above
the individual rating
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there is the possibility of a
certain amount of support by
the group of companies.

Not strategic No strategic importance for | As a rule, the individual rating

the group of companies. This | of the enterprise
enterprise could be sold off in
the short to medium term.
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Paragraph 3.135 applies accordingly to the creation of the rating. In order for the proof to
be supplied by the taxpayer, it is necessary that

e qualitative and quantitative factors are appropriately included in the rating for the
specific borrower;

e any distortions of the financial data that is decisive for the rating as a result of
transactions with related parties have been eliminated and consequently only data that
is in line with the arm’s length principle is used;

e the rating is understandable and reproducible, and

e the standard rating methodology that is used on the market at the time that the loan is

granted is used.

If an unrelated third party has used a different rating from the group rating in a comparable
situation, particularly with a view to loan volume and maturity, around the time that the
contract for the intra-group financing relationship is concluded, then this can be included
as proof. This only applies if the financing relationship with the unrelated third party is also
actually carried out. In addition, a creditworthiness analysis that is prepared by the Deutsche
Bundesbank for the time that the contract for the financing relationship is concluded must

also be recognised.

A knowledge advantage that exists due to the possibilities of influence and control
established under company law would be priced in between external third parties if it were
based on a contractually granted position. The extent and effects of the knowledge
advantage based on the structure of links between enterprises must be properly taken into

account in each individual case.

Both the collateralisation and the non-collateralisation of loans may be deemed to be
consistent with the arm’s length principle. The question of whether the lack of collateral
security for a loan is in line with the arm’s length principle depends on whether an unrelated
third party — potentially taking into consideration possible compensation for the risk —
would also have granted the loan under the same conditions (Federal Fiscal Court decision
of 13 January 2022, I R 15/21, Federal Tax Gazette II 2023 p. 675). If no collateral security
is provided between related parties, the extent to which this can be regarded as consistent

with the arm’s length principle will depend on the circumstances in the individual case. In
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the evaluation, the following aspects are of particular importance as part of an overall

assessment:

e Behaviour of the group of companies in relation to unrelated third parties: if collateral
is generally provided for external liabilities, then not providing collateral within the
group of companies would appear to be incompatible with the arm’s length principle.

¢ Economic advantage: if agreeing on collateral would be advantageous from an economic
perspective, in order to achieve a lower interest rate, for example, then an unrelated third

party would not do without collateral, with a view to maximising their profit.

e Realistic alternative courses of action that are available: if, for example, the borrower
were to require at the same time another loan from an unrelated third party, and the
provision of collateral to the unrelated third party would lead to a greater cost reduction
compared with the loan from the related party, then it would be more economically
advantageous to provide collateral for the loan from the unrelated third party. Hence
collateral would no longer realistically be available for the loan between the related
parties (assuming that the borrower did not have any other assets that would be suitable

for using as collateral).

e Expected satisfaction of claims: a significant factor is the question of whether there are
sufficient assets available, or whether enough assets would be available in the event of a
possible insolvency, in order to satisfy the relevant claims (see, inter alia, section 39 of
the Insolvency Code (Insolvenzordnung)).

e Amount of the loan: not every transfer of capital between unrelated third parties is
secured with collateral. Decisive criteria in this respect include, among other things, the
amount of the loan that is granted on the part of the lender, and the amount of risk that

the lender is able to take on.

e The lender’s business strategy: if the lender does not typically engage in (risky) financial
investments as part of its usual business activities, then the lender will generally attempt
to minimise its risks arising from these activities. This may therefore include requiring

collateral security to be provided when issuing loans.

In these scenarios, it must also be taken into account which options are available to the
related parties in each case and whether these would have led to more advantageous

conditions for the debtor (see paragraph 10.19 of Annex 1).

If the group of companies consistently applies the rating of the group of companies with
regard to all its domestic financing relationships (both inbound and outbound), then a
remuneration for increased creditworthiness (see paragraph 3.150) is also not to be applied

with regard to intra-group financing relationships.

See section 21 (la) sentence 2 of the External Tax Relations Act with regard to the
chronological scope of application. In the case of an intra-group cash pool, it is not the date
that the cash pooling system is implemented in itself that is decisive, but the date of the
respective capital transfer and capital acceptance, because in these cases the respective loan

relationships are generally short term (cf. paragraph 3.154). If the financing relationship is
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continued beyond 31 December 2024 in the form of a long-term debt obligation, then with
regard to the application of section 1 (3d) sentence 1 no 1 (a) of the External Tax Relations
Act, no objection will be raised if it can be plausibly demonstrated that the conditions are
fulfilled as of 31 December 2024. If relevant financing relationships are significantly
changed after 31 December 2023 and before 1 January 2025, then section 1 (3d) of the
External Tax Relations Act does not apply to expenditure that arises before the significant
change (cf. section 21 (1a) sentence 3 of the External Tax Relations Act). If the financing
relationship is significantly changed, then no objection will be raised with regard to the
application of section 1 (3d) sentence 1 no 1 (a) of the External Tax Relations Act if it can
be plausibly demonstrated that the conditions are fulfilled at the time of the significant

change.

Financing relationships as a low-function and low-risk service (section 1 (3e) of the
External Tax Relations Act)

The determination of an arm’s length price for transfers of loan capital between related
parties is generally based on the comparable uncontrolled price method (Federal Fiscal
Court, 18 May 2021, I R 4/17, Federal Tax Gazette II 2023, p. 678). The decisive
comparability factors in this respect are specified in paragraph 3.132. If a financing company
belonging to the group which does not have the ability and authority to control or bear the
risk of this financing transaction is involved as an intermediary, it is only entitled to a risk-
free return as remuneration for the brokerage, provision or passing on of the capital and the
associated low-function and low-risk service (see paragraphs 1.100, 1.103, 1.108 to 1.116,
and 10.25 of Annex 1). If as a consequence the granting of the loan and the actual control
of the associated functions or risks take place at different times, there is deemed to be an
additional transaction between the financing company and the company that exercises the
actual control of the functions or risks associated with the granting of the loan (Federal
Fiscal Court judgment of 18 May 2021, I R 4/17 Federal Tax Gazette II 2023, p. 678). The
decisive factor for this assessment is the risk associated with the transfer of capital. If the
latter company is a German company, the question of which remuneration is to be allocated
to this company must be checked. In principle, the remuneration is determined based on
the difference between the arm’s length interest rate and the risk-free return. Please note the
taxation under CFC rules in the case of a controlled foreign financing company (Federal
Ministry of Finance circular of 22 December 2023, Federal Tax Gazette 2023 I special issue
1, p. 2) and the documentation requirements (section 90 (3) of the Fiscal Code, Ordinance
on the Documentation of Profit Allocation (Gewinnabgrenzungsanfzeichnungsverordnung),
Federal Ministry of Finance circular of 3 December 2020, Federal Tax Gazette 1 2020
p. 1325) and the exchange of information within the framework of international
administrative cooperation (Federal Ministry of Finance circular of 17 August 2017, Federal
Tax Gazette I 2017 p. 1228).

Section 1 (3e) of the External Tax Relations Act does not have any impact on the procedure
described in paragraph 3.147. Section 1 (3¢) of the External Tax Relations Act only specifies
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that the activities mentioned therein, such as the activity of a financing company, must
generally be viewed as a low-function and low-risk service (see paragraphs 10.45, 10.40,
10.130 of Annex 1). Financing functions generally constitute support functions for the
value-creating core business (see paragraph 10.45 of Annex 1). It is a somewhat different
situation if, in particular, the financing function is a primary function and thus a core
component of the value creation model, such as in the banking or insurance sector (see
paragraph 10.47 of Annex 1). The determination of transfer prices is based on the system

which is set out in section 1 (3) of the External Tax Relations Act in particular.

If one of the activities specified in section 1 (3¢) of the External Tax Relations Act is carried
out in Germany, it does not necessarily mean that the competent revenue authority must
assume the existence of a low-function and low-risk service when determining transfer
prices. It can also demonstrate, on the basis of a functional and risk analysis, that the specific
activity is not a low-function and low-risk service; the documentation obligations remain
unaffected by this. The same conditions must apply to the requirements for proof as for the
taxpayer. These include that the specific circumstances must be substantiated and presented
in a coherent manner. It is therefore sufficient if it is highly probable that the criteria are
tulfilled.

Remuneration for better creditworthiness

3.150 If an enterprise provides proof of better creditworthiness, an arm’s length transfer price must

be set that reflects the benefit derived from this. The benefits may arise if at least one member
of an MNE group assumes an obligation with respect to an external third party to secure the
enterprise’s payment obligations. This may take the form of a guarantee, a surety bond, a
credit mandate, a binding comfort letter or real-estate collateral security. A transfer price
need only be set if the obliged party assumes an actual risk position. When determining the
arm’s length price to be set, it must generally be assumed that the benefits of better
creditworthiness are limited to the difference between the conditions that apply to the MNE

group as such and the conditions that apply to the enterprise assuming the obligation.

3.151 If an enterprise is only placed in a position to be able to raise capital from an external third

].6

party by means of an obligation assumed by the MNE group or a member of the MNE
group, the assumption of the obligation constitutes, in EU/EEA cases, a shatcholder
contribution (paragraph 3.69) if this is based on an economic reason, as contemplated in the
CJEU judgment of 31 May 2018 in Case C-382/16 (Hotrnbach).

Cash pool as a financing relationship within an MNE group

3.152  Cash pooling is a form of liquidity pooling within MNE groups. The cash pool manager

generally provides merely a low-function and low-risk service (paragraph 10.130 of
Annex 1); in this respect, the function and risk profile is the decisive factor in each

individual case. Accordingly, the remuneration due to the cash pool manager must, as a
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3.153

3.154

J.7
3.155

3.156

general rule, be determined using a cost-oriented method. It is acceptable if the cost mark-
up applied to the directly attributable costs lies between 5% and 10%. Financing costs are

not included in the tax base.

The enterprises participating in the cash pool must accept a pro rata share of the transfer
price in proportion to the total number of participants. Cash pooling arrangements are an
example of how synergy effects can be generated within MNE groups (paragraph 1.177 et
seqq. of Annex 1). However, it is not possible for these synergy effects to actually be
apportioned to individual enterprise units in a manner that is consistent with the costs-by-
cause principle. Hence, a special assessment must be carried out in the individual case,
taking into account the level of acceptance accorded to the arrangement abroad. Please
refer to Chapter X paragraph C.2.3.2 of Annex 1 regarding remuneration of cash pool

participants.

For example: Company P-AG (based in Germany) provides FinCo (based abroad) with
100% of its equity capital. FinCo acts as the cash pool manager and organises the cash pool
within the MNE group without managing or assuming any risks. The remuneration
depends on the outcome of the function and risk analysis. In this respect, the fee that is
due in respect of the cash pool manager activity is generally limited to the directly allocable
operating costs, such as for the use of personnel, including a profit mark-up that is
customary in the case of parties dealing at arm’s length. The costs, including the profit
mark-up, could be allocated proportionately according to the number of participants,

especially if this is carried out by means of intra-group allocations.

If the respective cash deposits and borrowings of the cash pool participants are not short-
term cash deposits and borrowings, they cannot be classified as part of the cash pool in
economic terms but rather as a set of individual long-term lending relationships which must

be treated accordingly (paragraph 10.122 of Annex 1).

Other financing instruments and self-insurers

Within MNE groups, the use of financing instruments as defined in section 1 (11) of the
Banking Act (Kreditwesengeserz) must be remunerated in a manner reflective of both the
market conditions prevailing at the time of the transaction’s execution and the arm’s length

principle, taking into account the distribution of risk among the contracting parties.

As consideration for undertaking its activity, a self-insurer must be remunerated in a
manner that reflects both the market conditions prevailing at the time of execution of the
transaction and also the arm’s length principle, taking into account the risks assumed, the

capitalisation requirements and the synergy effects arising from membership of the group.
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K. Price adjustment clause

3.157 In cases where a proper price adjustment clause has been contractually agreed, it is not

possible to apply section 1a of the External Tax Relations Act.

Chapter IV Other general principles

4.1
4.2

4.3

44

A. Primary adjustment

Please refer to the 2020 Administrative Principles of 3 December 2020 (op. cit.).

An adjustment must be carried out for the assessment period during which the respective
income reduction occurred. The adjustment amount must be allocated to the same income

type as that of the adjusted income.

. Dealing with compensatory payments

If, in transfer pricing cases, the parties compensate for an adjustment carried out by the
German revenue authority by means of compensatory payments that establish the state that

would have existed if the arm’s length principle had been observed, this compensation:

a) must, as a general rule, be treated as an equity contribution in the case of an adjustment
made due to acceptance of a hidden profit distribution from a domestic corporation
(see Federal Fiscal Court judgment of 29 May 1996,1R 118/93, Federal Tax Gazette 11
1997 p. 92);

b) must, as a general rule, be treated as a payment that generates shareholder income,
within the meaning of section 20 (1) no 1 of the Income Tax Act, in the case of an
adjustment made due to acceptance of a hidden equity contribution to a foreign

corporation;

¢) must be treated as an equity contribution in the case of an adjustment made due to
acceptance of a withdrawal, and as a withdrawal in the case of an adjustment made due

to an equity contribution;

d) must, in the case of transactions which have resulted in an adjustment based on
section 1 of the External Tax Relations Act, be set off, for reasons of fairness, off the
balance sheet with the surcharge applied for the purposes of the adjustment (see
Federal Fiscal Court judgment of 30 May 1990, 1 R 97/88, Federal Tax Gazette I1 1990
p. 875). This applies only if the compensatory payments are actually made within one

year of notification of the adjusted tax assessment notice.

If a stake in a related foreign company is sold, or if such a company is liquidated, and
transactions with shareholders from previous assessment periods have resulted in an
adjustment under section 1 of the External Tax Relations Act that has not yet been set off
(paragraph 4.3 (d)), the extent of the foreign company’s assets is greater than it would be if

the company had paid the shareholders a price that was consistent with the arm’s length
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4.5

4.6

principle. In such cases, in order to avoid double taxation, the adjustment amount applied
off the balance sheet may be deducted on grounds of equity (section 163 of the Fiscal
Code). The reduction may also result in a negative amount. If a capital gain or a liquidation
profit that has been reduced in accordance with this rule of equity by the adjustment
amount provided for in section 1 of the External Tax Relations Act should be lower than
the amount indicated in section 8b of the Corporation Tax Act, then the lump-sum non-
deductible operating expenses, within the meaning of section 8b (3) sentence 1 and (5)
sentence 1 of the Corporation Tax Act, must be determined only on the basis of the
reduced profit. Pursuant to section 8b (3) sentence 3 of the Corporation Tax Act, a capital
loss or liquidation loss that results from, or which is increased by, the application of this
rule of equity is to be fully recorded off the balance sheet so that the income of the
shareholder corporation will not, despite the application of the rule of equity, be affected
in the event of a loss. If application of the partial income procedure (section 3 no 40c and
section 3c (2) of the Income Tax Act) is required at the level of the shareholder, then, by
analogous application of section 3c (2) of the Income Tax Act, only 60% of the adjustment
amount under section 1 of the External Tax Relations Act may be taken into account when
determining the profit or loss. The same applies also in respect of a parent company insofar
as the adjustment under section 1 of the External Tax Relations Act is not performed in
respect of the parent company itself but rather in respect of its subsidiary company, and
provided that section1 of the External Tax Relations Act takes precedence over

section 8 (3) sentence 2 of the Corporation Tax Act.

In the case of liquidation, the reduction must be applied for the assessment period in which,
according to generally accepted accounting principles, any liquidation proceeds are to be
entered into the profit and loss account. A reduction at the time of the liquidation
resolution can only therefore be considered if winding up does not take place due to a lack

of assets in insolvency and there are no liquidation proceeds.

. Corresponding adjustments

If a foreign tax administration carries out an income adjustment, this may result in the
income of the domestic related-party taxpayer being subject to double taxation. If the
taxpayer then adjusts its future transfer prices, the transaction will be subject to the record-
keeping obligation under section 90 (3) of the Fiscal Code. A subsequent corresponding
adjustment need only be accepted insofar as it is permitted under the substantive and
procedural rules of German tax law. Under the substantive rules of German tax law, the
corresponding adjustment must be carried out in a manner that takes appropriate account
of the arm’s length principle from the outset; accordingly, any national restrictions on
deductions, such as the interest capping rule (section 4h of the Income Tax Act, section 8a
of the Corporation Tax Act), must be observed when performing the corresponding
adjustment. The period taxation principle must be observed. In terms of treaty law, the
articles in the relevant DTA containing the reproduced wording of Article 9 of the OECD

MC (particularly paragraph 2 of Article 9 of the OECD MC) establish an entitlement to a
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4.7

4.8

corresponding adjustment in the other contracting state, provided that the primary
adjustment is justified in the view of the tax administration in the aforementioned other
contracting state. Within the above framework, and alongside the domestic delimitation
rules, section 164 (2) and section 173 (1) no 2 of the Fiscal Code may also be applicable on
the German side as provisions providing for amendments, even if a mutual agreement
procedure or arbitration procedure has not first been conducted (unilateral remedy). In this
respect, section 175a of the Fiscal Code must be applied for the purposes of implementing
a mutual agreement procedure or an arbitration decision, which could also lead to an

additional corresponding adjustment.

D. Customs

The arm’s length price that is decisive for the purposes of the income adjustment may differ
from the customs value pursuant to Article 70 of the Union Customs Code (UCC;
Regulation (EU) 952/2013 of the European Patliament of 9 October 2013, Official Journal
L 269, p. 1) that forms the basis of the customs clearance, or from the import VAT value
used for levying the import VAT. Notwithstanding the above, the customs valuation may

serve as an additional aid for the purposes of determining arm’s length prices.

If any transfer pricing adjustments are made subsequently in the form of subsequent
charges by the seller, the declarant must report these to the competent main customs office
without undue delay (section 153 of the Fiscal Code). If subsequent transfer pricing
adjustments are made in the form of credit notes issued by the seller, this may sometimes
give rise to a reimbursement claim. However, this is subject to the precondition that the
substantive grounds for the adjustment, and its amount, were contractually agreed between
the parties to the sales contract prior to importation and that the adjustment is made in a

product-specific manner.

Chapter V Glossary

5.1

Please refer to the glossary provided in Annex 2 as well as the OECD’s Glossary of Tax

Terms.

Chapter VI Repeal of Federal Ministry of Finance circulars and applicability of this

circular

6.1

The Federal Ministry of Finance circular of 9 November 2001 on the “Principles for the
examination of income allocation between internationally associated enterprises in cases
where employees are posted abroad (Administrative Principles — Posting of Employees
Abroad)” (I erwaltungsgrundsétze — Arbeitnebmerentsendung), Federal Tax Gazette 1 2001 p. 796,
is hereby repealed.
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6.2 This circular, with the exception of paragraph 3.63a, applies for the first time to the 2024
assessment period. Paragraph 3.63a of this circular applies for the first time to the 2025

assessment period.

The Federal Ministry of Finance circular of 6 June 2023 on the “Principles for the
adjustment of income pursuant to section 1 of the External Tax Relations Act (2023
Administrative Principles on Transfer Pricing)” (IVerwaltungsgrundsdtze 1 ervechnungspreise
2023), Federal Tax Gazette 1 2023, p. 1093, applies for the last time to the 2023 assessment
period.

This circular will be published in Part I of the Federal Tax Gazette. It is already available for
download on the Federal Ministry of Finance website.
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Annex 1

Annex 1 of this circular corresponds to Annex 1 of the Federal Ministry of Finance circular of
6 June 2023 on the “Principles for the adjustment of income pursuant to section 1 of the External
Tax Relations Act (2023 Administrative Principles on Transfer Pricing)”, published in the Federal
Tax Gazette 2023 I, number 15, p. 1130.
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Annex 2

The definitions listed in the glossary provided in Annex 1 apply accordingly. The following glossary

therefore contains only definitions that are not included in the above-mentioned glossary.

Arm’s length price A transfer price which conforms to the arm’s length
principle

Assets Economic assets and benefits. Assets include, in particular,
tangible economic assets and intangible assets, including
intangible economic assets, holdings and financial
investments.

Benefits Benefits include, inter alia, a functioning business
organisation and an assembled workforce. They present the
opportunity to increase income or liquid assets.

Cash pool A cash pool is deemed to exist if the current account

balances of participating enterprises within an MNE group
are, on a regular basis, virtually or actually consolidated in a
collective account held by an enterprise within the MNE

group.

Cash pool manager

The enterprise within the MNE group that manages the
collective account

Circumstances ( Verhiltnisse)

This means, in particular:

a. the contractual conditions of a transaction, insofar
as these reflect the actual conduct of the parties to
the transaction in question;

b. the functions performed by the parties to the
transaction, taking into account the assets used and
the risks assumed, including the links between these
functions and the general value added of the MNE
group, the circumstances surrounding the
transaction and the common industry practices;

c. the characteristics of licensed or transferred assets
or services provided;

d. the economic circumstances of the parties to the
transaction and the relevant market conditions for
the transaction, including any locational advantages
and the legal framework conditions; and

e. the business strategies being pursued by the parties
to the transaction.

Comparables Prices and other terms of business, cost allocations, profit
mark-ups, gross margins, net margins, and profit splits that
are used especially for comparison purposes, provided that
the conditions of the underlying transaction are comparable.

EBT Earnings Before Taxes

Inbound case

A business relationship in which a service is received by a
domestic taxpayer

Multinational enterprise
group (MNE group)

This consists of at least two related parties, as defined in
section 1 (2) of the External Tax Relations Act, that are
based in different countries, or of at least one party with at
least one permanent establishment in another country. The
term “multinational enterprise group” (MNE group) is
therefore not identical to the term “group”.
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Net margin

The net profit from a transaction in relation to a reference
value that is appropriate under the circumstances of the
individual case

Outbound case

A business relationship in which a service is provided by a
domestic taxpayer

Position/function

A business activity consisting of a combination of similar
operational tasks performed by specific units or
departments within an enterprise. It forms an organic part
of an enterprise, even if there is not a branch of activity
(Teilbetrieb) in a fiscal sense.

Risk

The intrinsic possibility, in relation to a transaction within
the meaning of section 1 (4) of the External Tax Relations
Act, of events occurring that are not foreseeable due to the
unpredictability of the future, which may result in a
deviation from the planned target figures. The term “risk”
also includes the chance of a positive deviation from
planned target figures.

Routine enterprise

An enterprise, acting alone or together with other related
parties, that, on the basis of a functional and risk analysis for
the relevant transaction:

a. carries out the routine functions,

b. uses assets only to a very limited extent, and

c. assumes only low levels of risk

Self-insurer

An enterprise within an MNE group, or several MNE
groups, which offers over 50% of its insurance services to
enterprises within these MNE groups. For the purposes of
this assessment, the net premiums earned should in
particular be used as a basis.

Strategic entity

An enterprise, acting alone or together with other related
parties, that, on the basis of a functional and risk analysis for
the relevant transaction:
a. carries out the essential functions,
b. uses the significant tangible and intangible assets,
and
c. assumes the substantial risks.

Support within a
multinational enterprise
group (MNE group) (general

group support)

The concept of “general group support” simply describes
the legal and economic scope of the interrelations between
affiliated enterprises.

Value added

Value added measures the return from an economic activity
as the difference between the output of an economic entity
and the intermediate inputs required to achieve that output.
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Annex 3

See separate files
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Annex 4 and 5

Please refer to the OECD Website.
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Annex 3

Example of how to determine the value of business function relocations!
Factual situation and general assumptions
On 1 January of a given year, the domestic parent corporation (PC) transferred a transfer package to a

newly established foreign subsidiary corporation (SC).

In the view of the transferring PC, the sustainably realisable financial surplus (FS), as referred to in
section 2 of the Business Function Relocation Ordinance (Funktionsverlagerungsverordnung), which
the transferred business function can be expected to generate, amounts to €600,000 per year. In contrast,
the transferee SC expects there to be an FS of €700,000 per year. The domestic income tax burden on
the PC can be expected to be 25% (TBpc), whereas the foreign tax burden on the SC can be expected to
be 20% (TBgc).

The following additional assumptions apply equally to both enterprises:
- Inflow of the above-mentioned FS will take place in arrears as of the valuation date.
- Full financing through equity capital (PC and SC are debt free).
- Application of the capital asset pricing model (CAPM).

- Capitalisation interest rate with equivalent terms (i) for all future periods (T):

Marktrisikoprdmie vor personlichen Ertragsteuern MRP g, 8,00%
x Betafaktor fiir das Eigenkapital Bex 1,00
= Risikozuschlag 8,00%
+ Risikoloser (Basis-)Zinssatz Ie 2,00%
= Erwartete Rendite der Eigenkapitalgeber Tpx =1 10,00%
Scenario A

— Taking into account typical synergy effects and tax effects (section 2 of the Business
Function Relocation Ordinance)
In addition to the general specifications (see above), an unlimited capitalisation period is to be assumed.

It is also to be assumed that the book values (BVpc) of the assets included in the transfer package are
fully amortised in Germany for tax purposes. It is further assumed that those assets can be amortised
abroad for tax purposes over three years using the straight line method (stl_NDg(). The sum of the values

of those assets should correspond to the total value of the transfer package.

a) Calculation of the minimum price for the PC (EXIT tax example)
aa) Earnings value (NPV) from the PC’s perspective

FUug _ 600 TEUR

NPVyo =
MG G 10%

= 6.000 TEUR

ab) PC’s minimum price, taking into account the EXIT tax from the transfer

! The calculation variables used in the examples are based on simplistic assumptions and hence are not
comparable with real market conditions.
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NPVMG - (SU_MG X BWMG) _ 6.000 TEUR - (25% x 0 TEUR)
(1- 50 o) 1-25%

= 8.000 TEUR

Mindestpreisy, g =

b) Calculation of the maximum price for the SC (tax amortisation benefit example):

ba) Earnings value (NPV) from the SC’s perspective

FUrg 700 TEUR
G 10%

NPV, = = 7.000 TEUR

bb) SC’s maximum price, taking into account the tax amortisation benefit (TAB)

Periode ntl—bis_ﬂ

Diskontsitze: 1 + (1 + irg)" L 09091 08264] 07513
x AfA in % p.a. fiir st NDqg 33% 33%! 33%
= Barwerte der AfA i 03030, 02755 02504
X sy 16 20%! 20% 20%
= Steuerersparnis aus AfA i 0,0606: 0,0551; 0,0501

— Summe dieser Steuerersparnisse (StE):  0,1658
— Step-Up-Factory,g: 1 +(1-StE) = 1+(1-0,1658) = 1,1987

Hochstpreist = NPVyg x Step-Up-Factorg

7.000 TEUR  x 1,1987 8.391 TEUR

¢) Calculation of the arm’s length value:
A minimum price of €8,000,000 and a maximum price of €8,391,000 are to be assumed. As there are
no reasons to suggest that the mean value of the arm’s length range should not be used as the arm’s

length value, calculating the mean value thus gives an arm’s length value of €8,196,000.

Scenario B
— Limited capitalisation periods
In addition to the general specifications (see above), it is to be assumed, based on anticipated future

trends, that the capitalisation period will have to be limited to three years for the PC (Tpc = 3) and to
five years for the SC (Tsc =5). Substantiated reasons for the above capitalisation periods have been
presented (section 5 of the Business Function Relocation Ordinance). Within the limits stated above, it
is expected that the same annual financial surpluses will be achieved in each period (t). It is also assumed
that the book values (BVp) of the assets included in the transfer package still amount to €1,000,000 in

Germany. The step-up factorrag for the SC remains 1.1987.

a) Calculation of the minimum price (limited capitalisation period example):

aa) Earnings value (NPV) from the PC’s perspective
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Periodeny ;s : : .
Diskontsdtze: 1 + (1 +iyg)' 0,9091 0,8264 0,7513

x  Zahlungsiiberschiisse (FUyg) i 600 TEUR! 600 TEUR; 600 TEUR
= Barwerte in t, i 545 TEUR: 496 TEUR: 451 TEUR
— Summe der Barwerte in ty = NPVyq: 1.492 TEUR

ab) PC’s minimum price, taking into account the EXIT tax from the transfer

NPVyi6 - (Sy mg X BWye)  1.492 TEUR - (25% x 1.000 TEUR)
(1 -5y mo) 1-25%

Mindestpreis ;g =

b) Calculation of the maximum price for the SC (tax amortisation benefit example):

ba) Earnings value (NPV) from the SC’s perspective

Periodeny s (s 1 : : :
Diskontsitze: 1 + (1 + irg)' 0,9091 0,8264: 0,7513; 0,6830: 0,6209
x  Zahlungsiiberschiisse (FUrg)! 700 TEUR! 700 TEUR! 700 TEUR: 700 TEUR: 700 TEUR
= Barwerte in t, { 636 TEUR! 579 TEUR! 526 TEUR: 478 TEUR! 435 TEUR

— Summe der Barwerte in ty = NPVq: 2.654 TEUR

bb) SC’s maximum price, taking into account the tax amortisation benefit (TAB)

— Step-Up-Factory,p unverdndert ggii. Fallvariante A: 1,1987

NPV x Step-Up-Factorrag =
2.654 TEUR  x 1,1987

Hochstpreis g

3.181 TEUR

¢) Calculation of the arm’s length value:
The minimum pricepc amounts to €1,656,000 and the maximum pricesc amounts to €3,181,000. As there
is nothing to suggest that the mean value (€2,419,000) of the arm’s length range should not be used to

determine the arm’s length value, that value is to be used as the basis for taxation.

Modification of scenario B
— Price adjustment clause
During the subsequent audit it is identified that — contrary to the original plan (see scenario B, letter b))

— the SC had achieved actual financial surpluses (FS) of €805,000 (instead of €700,000) and still
continues to achieve those surpluses in Year 6 (now Tsc = 6). In the future, however, no further financial
surpluses (FS) can be expected from the transfer package. The parties (PC and SC) had neither agreed
upon a price adjustment clause nor entered into a licensing agreement. The taxpayer was unable to refute
the statutory assumption pursuant to section la sentence 1 of the External Tax Relations Act
(Auflensteuergesetz) that there was uncertainty about the agreed price at the time of the transfer and that
independent third parties would have agreed an appropriate adjustment rule. The previous minimum
valuepc in the amount of €1,656,000 remains valid without any changes. The new maximum pricesc is

calculated as follows:
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Periodeny p; ¢s
Diskontsitze: 1 + (1 + irg)"

a) New earnings value (NPV) from the SC’s perspective

x Zahlungsiiberschiisse (FUr) {805 TEUR: 805 TEUR:805 TEUR 805 TEUR: 805 TEUR:805 TEUR

1 2! :
09091;  08264;  0,7513;  06830; 06209 05645

= Barwerte in t,

1732 TEUR 665 TEUR | 605 TEUR: 550 TEUR} 500 TEUR |454 TEUR

— Summe der Barwerte in ty = NPVyq: 3.506 TEUR

b) SC’s new maximum price, taking into account the tax amortisation benefit (TAB)

— Step-Up-Factory,p unverdndert ggii. Fallvariante A: 1,1987

Hoéchstpreistrc = NPV g x Step-Up-Factorrap

3.506 TEUR  x 1,1987

4.203 TEUR

Due to the SC’s actual trend in profits, there is a new maximum price of €4,203,000. The mean value of

the new arm’s length range (€1,656,000 to €4,203,000) is €2,930,000. There is a substantial deviation

as referred to in section la sentence 1 of the External Tax Relations Act, since the actual value of

€2,930,000 is more than the value of €2,903,000 (the former hypothetical arm’s length value of

€2,419,000 plus 20%) (section la sentence 3 of the External Tax Relations Act). Pursuant to

section la sentence 5 of the External Tax Relations Act, an appropriate adjustment amount of €511,000

is calculated (€2,930,000 less €2,419,000). In accordance with section 1 (1) sentence 1 of the External

Tax Relations Act, the income must be adjusted accordingly.
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Annex 3 - Translations of the tables and formulas

The following table contains translations of the terms used in the tables and formulas in Annex

3. Please note that “TEUR” stands “for thousands of euros”. For example, “600 TEUR” =

€600,000.
German English
Page 1, | Marktrisikopramie vor persénlichen Market risk premium before personal
table 1 | Ertragsteuern income tax

MRP,st MRPgr (market risk premium before tax)

Betafaktor fiir das Eigenkapital Beta factor for the equity capital

EK EC (equity capital)

Risikozuschlag Risk add-on

Risikoloser (Basis-)Zinssatz Risk-free (base) interest rate

Erwartete Rendite der Eigenkapitalgeber Equity provider’s anticipated returns

Page 1, | NPVue NPVpc (net present value,

formula parent corporation)

aa)
FUwme FSec (financial surplus, parent corporation)
600 TEUR €600,000

Page 2, | Mindestpreis Minimum price

formula

ab)

NPV NPVpc (net present value,
parent corporation)

Su_16 TBsc (tax burden, subsidiary corporation)

BWwe BVpc (book value, parent corporation)

Page 2, | Perioden Periods
table 2

tl_bis_t3 tl to t3

Diskontsatze Discount rates

TG SC (subsidiary corporation)

AfAin % p.a. fur stl_NDrg Depreciation rate in % p.a. for
stl_NDsc (straight line method,
subsidiary corporation)

Barwerte der AfA Depreciation cash value

Su_te TBsc (tax burden, subsidiary corporation)

Steuerersparnis aus AfA Tax saving from depreciation

Summe dieser Steuerersparnisse (StE) Total tax savings (TTS)

Step-Up-Factormas Step-up factorms

StE TTS

Hochstpreiste Maximum pricesc

NPV NPVsc (net present value,
subsidiary corporation)

Step-Up-Factormas Step-up factorms

Page 3, | Perioden Periods
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table 3

tl_bis_t3 tl to t3

Diskontsatze Discount rates

MG PC (parent corporation)
Zahlungstiberschiisse Financial surpluses

FUwme FSec (financial surplus, parent corporation)

Barwerte in to

Net present values in to

Summe der Barwerte in to

Total net present values in to

NPVwme

NPVec (net present value,
parent corporation)

Page 3, | Mindestpreiswc Minimum pricepc (parent corporation)
formula
ab)
NPV NPVpc (net present value,
parent corporation)
Su_mc TBpc (tax burden, parent corporation)
BWwc BVpc (book value, parent corporation)
Page 3 | Perioden Periods
table 4
tl_bis_t5 tl to t5
Diskontsatze Discount rates
TG SC (subsidiary corporation)
Zahlungsiberschiisse Financial surpluses
FUrs FSsc (financial surplus, subsidiary
corporation)
Barwerte in to Net present values in to
Summe der Barwerte in to Total net present values in to
NPVre NPVsc (net present value,
subsidiary corporation)
Page 3, | Step-Up-Factorms unverandert ggu. Step-up factorms unchanged compared
formula | Fallvariante A: with scenario A:
bb)
Hochstpreiste Maximum pricesc (subsidiary corporation)
NPVre NPVsc (net present value,
subsidiary corporation)
Step-Up-Factorms Step-up factorme
Page 4 | Perioden Periods
table 5
tl_bis_t5 tl to_t5
Diskontsdtze Discount rates
TG SC (subsidiary corporation)
Zahlungsiberschisse Financial surpluses
FUrs FSsc (financial surplus, subsidiary

corporation)

Barwerte in to

Net present values in to

Summe der Barwerte in to

Total net present values in to
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NPV+

NPVsc (net present value,
subsidiary corporation)

Page 4,
formula
b)

Step-Up-Factorms unverandert ggi.

Fallvariante A:

Step-up factorms unchanged compared
with scenario A:

Hochstpreiste

Maximum pricesc (subsidiary corporation)

NPV+

NPVsc (net present value,
subsidiary corporation)

Step-Up-Factormas

Step-up factorme
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