
M any multinational groups face situations where the actual
year-end financial results of individual group companies
are not in line with the arm’s-length principle. 

This can be an issue for benchmarked ‘routine’ companies, such
as distributors or contract manufacturers, but also for more com-
plex situations with multiple entrepreneurs that participate in a
profit split. These deviations can be problematic as they drastically
increase the risks of tax litigation, raise the effective tax rate, and
can be in conflict with commercial incentives.

There are many reasons why a company’s earnings might fall
outside of the arm’s-length range, but most often this does not
result from deliberately wrong transfer pricing, but from economic
circumstances. Most businesses experience deviations between
budgeted and actual financials due to market developments or par-
ticular events. Deviation in sales can quickly ripple through to prof-
its, as fixed costs do not develop accordingly. 

Handling the risks of unexpected deviations
From the taxpayer’s perspective, unexpected deviations from
arm’s-length profits frequently lead to higher effective tax rates.
Such ineffective planning due to loss-making companies is increas-
ing cash tax payments and accrued taxes. 

Such deviations are also increasingly under scrutiny by field
transfer pricing audits. Often such deviations between actual and
arm’s-length results can be defended by a rigorous economic analy-
sis of the circumstances. However, not all tax authorities accept
results below the interquartile range. The adjustments by field tax
audits can lead to high tax payments, penalties and interest. These
issues cannot always be settled by mutual agreement procedures or
arbitration. 

Using adjustments wisely
Therefore, companies are increasingly using adjustment payments
to avoid large discrepancies in the first place. If done correctly, this
can significantly decrease tax risks – but can also be a contagious
point for many tax authorities if not done in line with local regula-
tions.

On the one hand, most transfer prices are tested ex-post after the
transactions as part of the annual documentation process. Many tax
authorities, including the Internal Revenue Service (IRS), require
that actual results are arm’s length and therefore implicitly pre-
scribe year-end adjustments.

On the other hand, the transfer pricing regulations of many
countries question the validity of ex ) adjustments in principle. For
example, German transfer pricing regulations do not accept ex post
adjustments based on the company’s profit. Tax authorities also
often treat adjustments sceptically and presume a certain arbitrari-
ness and profit shifting. Notably, these issues do not just apply to
corporate tax issues, but also to adjustments of customs duties, as
well as of VAT.

However, nearly all tax authorities – and local managers – accept
adjustment payments if they are done in line with their business.
There should be no retroactive adjustments of the total profit, but

rather the final price setting of deliveries, services and licence fees
leading to the right profit margin. This requires that at least some
product prices or licence fees are preliminary and finally adjusted
by using overall debit and credit notes.

The adjustments should be based on the monthly actuals in the
general ledger, using an algorithm, which leads to arm’s -length
profits. The system should be clearly agreed and documented in
advance, showing that the monthly adjustments are nothing else
than the final price setting and no ex post profit adjustments.

It is highly advisable that such adjustments are made monthly,
ideally when the VAT returns are filed, so that different VAT rates
and customs duties can be considered. Quarterly or yearly adjust-
ments are more complicated and regarded with more scrutiny by
tax authorities. Therefore we develop formulas (for example�in
Excel) that combine several accounts and develop a simple system
that leads to the targeted results within the interquartile range. The
implementation should not be more difficult than for the monthly
VAT returns.

We have assisted in the implementation of such systems for
clients in several industries. The systems can be applied easily , have
been accepted by all tax authorities, and facilitated the relation with
tax authorities. They reduced tax payments and the effective tax
rate.
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In the eighth in a series of articles on intangibles and finance, Philip de Homont and Alexander Voegele, NERA
Frankfurt, show how to handle transfer pricing adjustments.

Practical treatment of transfer
pricing adjustments

Multinationals should check their calendar for end of year financial results from
individual group companies


