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1. What are the main sources of transfer pricing
controversy (transfer pricing audits and disputes)
in your jurisdiction – e.g., characterization, choice
of method, choice of comparables, comparability
adjustments, related party agreements and
re-characterization, operation of the transfer
pricing policies? Do auditors receive instruction to
focus on these areas, or are they main sources of
controversy because auditors focus on them by
themselves?

L
ocal tax authorities usually decide to initiate

an audit based on the time elapsed since the

last audit, the size of the company, the extent

of previous adjustments, and whether they consider

any information contained in the tax returns as odd.

German field tax auditors use various profit level indi-

cators (PLIs) to identify companies and fields that

they want to scrutinise in greater detail. These PLIs

come variously from available financial statements,

tax returns, and field tax audits of companies in the

same industry. If the PLIs of a multinational tax payer

deviate from the ‘‘normal’’ level, the transfer pricing is

audited in detail.

The data sources vary significantly depending on

the individual case. Typically, transfer pricing (TP)

field tax audits are initiated in cases of high profits in

foreign entities, losses in Germany, questionable ben-

efits of service charges from a foreign parent, German

service costs that are not invoiced to foreign entities,

missing or low licence fees from foreign entities for

marketing intangibles that were developed in Ger-

many, high licence fees paid to foreign parents, miss-

ing remuneration for the relocation of functions to

foreign entities, interest payments to low tax coun-

tries, insurance premiums paid to captives in low tax

countries, year-end adjustment payments, and others.

The choice of method itself is normally not chal-

lenged, as long as the underlying characterisation of

companies is reasonable. For example, German audi-

tors might challenge the characterisation of a German

company’s activity as ‘‘routine’’, and therefore con-

clude that a simple mark-up on its costs or return on

sales would not be sufficient or at least should be ad-

justed.

Some field tax auditors use benchmarking analysis

from the beginning, typically on the basis of data from

Bureau van Dijk. A few field tax auditors perform

comparability adjustments for data provided by the

client in its documentation.

The selection of comparable companies is nearly

always a controversial topic, especially if the results

look questionable. Field tax auditors use the same da-

tabase for transactional net margin method (TNMM)

searches as taxpayers do, check the results, and

review the selected comparables very carefully. Spe-

cifically, they often question the comparability of

companies in light of their products, size, or market

reach. Comparable licence agreements are used less

frequently in Germany, and tax auditors typically rely

on the taxpayer to provide the documents, which they

also carefully review. Field tax auditors use compara-

bility adjustments regularly but are not always very

experienced in doing so.

From time to time, tax auditors re-characterise

transactions, e.g. when a ‘‘Relocation of Functions’’ is

replaced by the usage of marketing intangibles, or

when the cost basis of a mark-up transaction is

changed, typically to include costs that they deem

should be charged out. Licence fees for trademarks

are sometimes re-characterised by several licence fees

for a multitude of usages, e.g. brand, marketing intan-

gibles, and also services.

Related party agreements are checked in detail.

This is particularly important in Germany, where field

tax auditors often insist on agreements due to an as-

sumption that all terms have to be agreed ex-ante.

However, signed agreements are not strictly necessary

between countries with Organisation for Economic

Co-operation and Development (OECD) tax treaties,

but there needs to be a clear ex ante agreement be-

tween the parties on how to determine the elements of

future transfer pricing. A pure ex-post look without

any ex-ante predetermined elements is normally not

accepted. There are a lot of discussions among fiscal

authorities on what kind of ex-ante agreements would

be required in an arm’s-length setting.

Formal problems like backdating or wrong docu-

mentation of decisions may result in highly unpleas-

ant penal and criminal procedures in some German

states (e.g., Baden-Wuerttemberg, Bavaria, or North

Rhine–Westphalia). Sometimes, auditors calculate

the differences between ex-ante agreements and ex-

post outcomes and try to analyse whether these differ-

ences are due to an arm’s-length arrangement

accounting for the corresponding risks and chances.
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The focus areas of German audits develop some-

what naturally from a combination of the legal back-

ground, the practical experience of auditors, and the

topics that are taught in various seminars and confer-

ences. There are comparatively few formal instruc-

tions to focus on specific areas.

The formal background is given by the ‘‘Code on the

Field Tax Audits’’1, which forms the instruction for

field tax auditors, and the various ‘‘Administrative

Principles’’2, which detail how auditors have to audit

transfer prices and how transfer prices should be cal-

culated. There is general guidance, as well as guidance

for various specific transactions, such as for business

restructurings/relocations of functions, personnel sec-

ondments or cost allocations. Therefore, German field

tax auditors have far more detailed formal guidelines

than most of their foreign colleagues.

In general, German field tax auditors do not receive

additional instructions. But each field tax auditor has

a different background, different experience and

knowledge, and a varying inclination to tackle various

questions, so individual auditors naturally gravitate

towards certain questions. Auditors’ superiors do gen-

erally know these preferences in general and to some

degree base the decision of which auditor to send to a

specific company on this knowledge.

2. Do transfer pricing controversies arise more
often in certain businesses or industries than
in others; and if so, do you see this as being
related to the industry’s treatment of the main
sources you outlined above, or for some other
reason?

German field tax audits are organised by the states.

The degree of controversy depends primarily on the

state, because the size of the audit force and the level

of experience is very different from state to state. A

few states, like Baden-Württemberg, Bavaria, and

North Rhine-Westphalia, have big groups of excellent

field tax auditors, with comprehensive knowledge and

experience in transfer pricing, whereas other states

have not built up such groups. Baden-Württemberg

alone has a central office for the audits of large com-

panies, employing about 200 persons, including about

80 to 90 transfer pricing specialists.

In addition, several industries has been more

closely audited for transfer pricing than that of others.

The transfer pricing of most companies in the phar-

maceuticals, chemicals, automotive, and machinery

industries has always been in the centre of interest of

federal and state field tax auditors, except for those in

a few states that do not focus that much on transfer

pricing. The same applies to subsidiaries of certain

foreign companies in most industries. On the other

hand, other businesses have had quite comprehensive

field tax audits but without a focus on transfer pricing,

e.g., banking and insurance companies.

The Federal Tax Office participates in many field tax

audits and should guarantee a certain common level

of audit across all states. Due to the aging and retire-

ment of officials, the Federal Tax office has lost many

officials over the last few years. Whereas traditionally

110 to 120 experienced field tax auditors reviewed

companies’ transfer pricing, their participation de-

creased significantly over the last two to three years,

due to the training of new officials and the retirement

of existing ones. However, more than 600 new federal

field tax auditors are now finalising their training, and

about 200 to 250 auditors have started participating in

field tax audits during the last few months; the others

are still in the practical training phase and will follow

shortly. The practical ‘‘learning phase’’ on the job

might be challenging for all the participants of the

transfer pricing audits.

Therefore, there should be detailed audits of trans-

fer pricing in all states and for nearly all businesses

soon.

3. Are any recent or proposed changes in national
statute, case law or guidance (perhaps as a
reaction to the BEPS project) generating or
expected to generate new transfer pricing
controversy?

Germany’s existing transfer pricing guidelines have al-

ready created significant amount of controversies in

transfer pricing matters, and this is set to increase due

to the number of new auditors. Meanwhile, the up-

coming laws as well as the modernisation of various

guidelines due to the Base Erosion and Profit Shifting

(BEPS) project will likely increase the complexity of

these audits.

There have already been recent changes to German

transfer pricing regulations, which moved Germany

closer in line with the BEPS Actions:3

s In recent cases in 2014 and 2015,4 the highest

German tax court (‘‘BFH’’) treated the arm’s-length

principle of Art. 1, Foreign Tax Law as a treaty over-

ride. Therefore, the relation between Tax Treaties

and the arm’s-length principle must be adjusted.

s On January 27, 2016, Germany signed the Multilat-

eral Competent Authority Agreement (MCAA) for

the automatic exchange of Country-by-Country

(CbC) reports.

s The German Ministry of Finance and the state min-

istries have been working on new transfer pricing

guidelines for the last two years. The first draft is de-

layed and scheduled to be published in 2017, and it

is anticipated to be finalised by 2018.

The German Federal Ministry of Finance has re-

quested that the states start acting on OECD BEPS

Action 5 under existing tax laws as of April 2016. How-

ever, the states have stated that they need absolute

clarity that the information exchange would not be in

breach of tax secrecy rules. Therefore, on May 31,

2016, the Federal Ministry of Finance presented the

comprehensive draft of new laws (German Fiscal

Code, Foreign Tax, Income Tax, Corporate Tax, Trade

Tax and codes) dealing primarily with CbC reporting

and information exchange.5 While this draft is being

discussed, the existing tax laws are legally binding.

From a German point of view, the changes in this draft

are in line with Actions 13 and 5, 6, and 7 of the BEPS

Actions. Most parts of the new legislation deriving

from the draft will be applied for CbC reporting for

years starting from or after January 1, 2017.

Afterwards, the draft of a new guidance for the

BEPS Action Plans 8 to 10 in the form of an Ordinance

(‘‘Durchführungsverordnung’’) will be prepared in

2017, as well as new transfer pricing guidelines
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(‘‘Verwaltungsgrundsätze-

Fremdvergleichsgrundsatz’’).

4. What do you see as the best ways of avoiding
controversy – e.g., doing more thorough functional
analysis, benchmarking, making comparability
adjustments, ensuring that there are detailed
transfer pricing agreements or other
documentation, or formal or informal agreement
with the tax administration?

The main sources of controversy come from an insuf-

ficient or wrong economic foundation of the transfer

pricing documentation, or a mismatch between the

contractual form and the actual conduct of the par-

ties.

Therefore, the best way to avoid—or lessen—

controversy is to prepare better economic analysis

that reflects the actual commercial circumstances of

the transaction in a reasonable and logical form. In

particular, the functional analysis has to be much

more detailed than in the past. In the future, a func-

tional analysis should not be done one-sidedly, but be

amended in a detailed Value Chain Analysis. Addition-

ally, the risk analysis has to include information on

risk-taking, which is necessary for the calculation of

interest, licence fees, pricing, and etc. The traditional

function and risk analysis is no longer sufficient.

A comprehensive economic analysis, which is ap-

propriately translated into a transfer pricing system

and documented properly, should be seen as the ideal.

In practice, many small companies have not prepared

such documentation in the past. These companies are

increasingly facing substantial problems when they

first get audited on transfer pricing, which results in

previously unimaginable adjustments.

Regarding the level of documentation that needs to

be provided on TNMM searches, the absolute mini-

mum would be a comprehensive description of the

search and its results, especially since German field

tax auditors are accessing the Bureau van Dijk data-

base, on average, more than 100 times per day. Com-

parability adjustments are necessary in the majority

of cases. ‘‘Comparable’’ data on licence fees would

only be sufficient in case of routine/non-unique intel-

lectual property. All other licence fees have to be cal-

culated on the basis of profit splits or the ‘‘willingness

to pay’’.

Formal advance pricing agreements (APAs) with the

tax authorities can be very helpful, despite the fact

that they are expensive to obtain and in practice are

often not binding, due to changing circumstances for

the critical assumptions. Nevertheless APAs are ex-

tremely helpful because they build trust between tax-

payers and tax authorities. Meanwhile, informal

procedures and agreements may also be sufficient or

at least helpful in many cases.

Bilateral field tax audits with other countries can be

a useful tool as well. Such bilateral field tax audits

work well for bilateral issues and are very positive so

far. On the other hand, there is a risk that such bilat-

eral audits sometimes also result in huge adjustments

vis-à-vis third countries, which are not participating

in the bilateral field tax audit. In addition, Germany is

usually a few years late to auditing prior years. There-

fore, it is not easy to determine the years to be audited.

5. What are the options for achieving a successful

outcome of controversy – e.g., settlement through

negotiation, alternative dispute resolution,

litigation, invoking MAP at an early stage, APA

with a roll-back?In your jurisdiction, what are the

practical advantages or drawbacks from any of

these?

Most transfer pricing disputes in Germany are settled

within the audit on the basis of economic analysis.

Indeed, most serious problems can be solved when the

complex economic background of the cases is anal-

ysed well.

Negotiations alone are helpful to reduce high tax

payments but do not often lead to zero adjustment,

except when tax authorities bluff or do not want to go

to court or take part in mutual agreement procedures.

Negotiations are the conventional way to settle con-

troversy in Germany but are generally not very help-

ful, unless substantiated with economic analysis.

In practice, alternative dispute resolution does not

yet exist for German field tax audits but it may be used

in future. Similarly, Mutual Agreement Procedures

(MAPs) are not yet common during the early stage of

tax audits in Germany, primarily because of the time

lag until the cases would be handled by competent au-

thorities; particularly in cases where no report from

field tax auditors is available.

Controversies can be resolved through MAPs—in

Europe mainly on the basis of the European Arbitra-

tion Convention, and more rarely on the basis of Art.

25 of the tax treaties. Non-European cases are more or

less hopeless unless the tax treaty contains rules on

binding arbitration, such as the tax treaty with the

U.S.. In general, MAPs within Europe and with the

U.S. are settled with reasonable results, despite the

huge quantity of cases and the small number of per-

sons in the competent authority (over 300 MAP cases

outstanding end of 2015 in the German competent au-

thority6). The authors have had excellent experience

with MAPs.

The outcome of MAPs is sometimes tricky, due to

the fact that adjustments are made in the respective

historical years in Germany, whereas most foreign au-

thorities book the compromise in the year after the

end of MAPs. This leads to issues for the intermediate

period, in particular if there has been a restructuring.

The European Arbitration Convention does not oblige

taxpayers to accept the outcome of the MAPs. In this

sense, compromises can also be found in respect of

the timing of adjustments.

APAs with rollback are very convenient but only for

a small minority of cases. Keeping in mind the timing,

most field tax auditors are not willing to wait for years

for the unpredictable outcome of APAs. Therefore,

APAs with rollback can only be used for a very small

number of cases. The authors have used APAs with

rollback very successfully, for example for the change

of an entire TP-System from TNMM to Profit Split.
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6. How can greater certainty be achieved about
the future treatment of transfer pricing
arrangements – e.g., APAs, improving the
documentation, changing the policies, improving
the ways the policies are operated?

APAs and other rulings build trust between authori-

ties, taxpayers, and consultants. In this sense, APAs

have achieved excellent results in the past. In the ex-

perience of the authors, even very outdated APAs—

despite the fact that the underlying facts for several

‘‘critical assumptions’’ changed—have helped so that

even extreme cases were not questioned anymore. In

such cases, good citizens do not face problems even in

very difficult cases.

However, APAs of ‘‘bad citizens’’ (i.e., tax payers that

are perceived to use uncommonly aggressive tax plan-

ning or generally seen negatively in the public eye) are

not very helpful because the critical assumptions of

almost all APAs are not fulfilled a short time after the

signature, due to a fast-changing economic environ-

ment. Sometimes, the critical assumptions are obso-

lete even before the signature.

The documentation of almost all companies has to

be improved significantly. This is not only due to

Country-by-Country reporting and OECD BEPS, but

even more due to the increased number of transfer

pricing specialists (600 at the Federal Tax Office and

much more on the state level). The increased experi-

ence of field tax auditors makes the old traditional

standard documentation obsolete.

Value Chain analysis has to be included in the trans-

fer pricing documentation. Adjustments of the results

have to reflect the differences between the tested party

and comparable companies.

Benchmarking of licence fees will only be accepted

for routine intangibles where there is no contribution

by licencees. Therefore, licence fees for intangibles

have to be documented on the basis of value creation

and contribution by the parties.

The documentation of transfer pricing has to re-

spect OECD transfer pricing guidelines, the new

German legislation, and in particular the increased

knowledge and number of German field tax auditors.
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NOTES

1 Allgemeine Verwaltungsvorschrift für die Betriebsprü-

fung - Betriebsprüfungsordnung - (BpO 2000)
2 Verwaltungsgrundsätze, Verwaltungsgrundsätze-

Verfahren, Verwaltungsgrundsätze Funktionsverlager-

ung, Verwaltungsgrundsätze- Arbeitnehmerentsendung,

and Verwaltungsgrundsätze Kostenumlagen
3 Also compare to the article by the authors in 08/16

Transfer Pricing Forum Bloomberg BNA.
4 BFH-decisions 17 December 2014, I R 23/13 and 24

June 2015, I R 29/14.
5 BMF-Referentenentwurf, 31 Mai 2016, Entwurf eines

Gesetzes zur Umsetzung der Änderungen der EU-

Amtshilferichtlinie und von weiteren Masznahmen gegen

Gewinnkürzungen und -verlagerungen.
6 OECD Mutual Agreement Procedure Statistics for 2015

[http://www.oecd.org]
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