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Vl. Issue 6: Permanent establishments (PEs)

A. To what extent is arm’s length transfer pricing
considered to extinguish the need to attribute a separate
profit to a dependent agent PE?

The regulations on profit attribution to PEs
have come under pressure, and are under revi-
sion. Therefore the following description that

covers the status quo of the jurisdiction and regula-
tions might be somewhat abstract. In particular, while
German regulations do not generally follow the sepa-
rate entity approach, German authorities are aware
that this point of view is not compatible with the point
of view in many states with which double tax treaties
exist. Therefore the actual conduct is changing, which
is also reflected in many of the more recent German
double tax treaties. For example the treaties with the
UK, Turkey, Hungary, and Cyprus all contain the sepa-
rate entity approach.

B. How is profit attributed to a PE?

Profit is attributed to PEs on the basis of the arm’s
length principles, but in Germany the separate entity
approach is generally not used. Dealings between a
head office and a PE are not yet possible. Transactions
between the head office and a PE do not result in re-
alised profits prior external sales to other companies.1

C. Can head office services be charged to the PE with a
profit mark-up?

A PE is only a part of the company and therefore only
a part of the total profit of the company can be attrib-
uted to the PE. The total profit of the company has to
be split between the head office and the PEs. This split
can in principle be the form of the direct or indirect
method (under Art.7 § 4 Model tax treaty), however
under German tax law there is a priority for the direct
method. Hence in this sense the direct method can be
seen as the normal or regular case.

D. How are finance costs allocated to a PE?

The direct method calculates the profit of the PE on
the basis of the accounting rules and the German
rules of profit calculation. On the contrary, the indi-
rect method uses an appropriate (proper) allocation
formula for the split between the head office and the

PE. This allocation formula has to be chosen in such
way that it will lead to an economically appropriate
result.

In practice, companies use a mix of both methods,
where – to the larger extent – business and accounting
transactions provide the basis; and when such income
and expenses that are not clearly attributable to the
head office or the PE will be shared on the basis of ap-
propriate estimations. The principles of so-called
package deals can be used for the attribution of ex-
penses.

Vll. Issue 7: Intra-group services

A. When can services be charged for at cost?

Services can under certain circumstances be charged
for at cost in a pooling agreement. The relevant crite-
ria are extensive and regulated in the ‘‘Verwaltungsgr-
undsãtze Umlagevertrãge’’.2 Primarily, the entity
rendering the services must also be a beneficiary of
these services, and the services must be shown to ben-
efit all participants to the pool. Moreover, the alloca-
tion key between the various pool members must
reflect the benefits received by the respective party.

The costs that are charged can include a return on
equity in the amount of the risk-free, currency-specific
risk, but no further risk premia or other mark-up can
be charged in these situations. Services that are ren-
dered from a non-pool member must be remunerated
at arm’s length (i.e., with a mark-up).

B. Is there any special treatment for ‘‘low value’’
services? Are any safe harbours available for services?

There are no safe harbours or exceptions for ‘‘low
value’’ services. However, in certain exceptional cases
it may be possible not to charge a mark-up, for ex-
ample when the recipient of the service could generate
the service at lower cost himself,3 or when cost-based
prices without a mark-up are typical in the market for
this service.

A special case arises for permanent establishments.
The German tax authorities accept a safe harbour of
mark-ups of five to ten percent if the rendered service
is a ‘‘core activity’’ of the permanent establishment4. If
the rendered service is no core activity of the perma-
nent establishment, then the tax authorities might
assert that the services should be charged at costs.
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Vlll. Issue 8: Functional analysis

A. To what extent is it sufficient to analyse a single
‘‘tested party’’ or must both parties or the whole supply
chain be analysed?

It is sufficient to analyse a single tested party if the re-
sults of this party are clearly only influenced by the
transaction, while the results of the other party in the
transaction cannot be reliably tested. For example,
this might be the case for a contract manufacturer
that produces goods for a group’s headquarters with
significant intangibles.

B. To what extent are the results of the functional
analysis used to adjust price benchmarks?

The results of the functional analysis do influence the
identification and selection of comparables, but are
seldom used to adjust benchmarks. If significant dif-
ferences are found in the functional analysis, then in
general a benchmark will be rejected rather than ad-
justed, unless it can clearly be demonstrated that the
adjustment leads to reliable results.

lX. Issue 9: Comparable companies

A. Are secret comparables used?

The German transfer pricing regulations5 explicitly do
allow the German tax authorities to use secret compa-
rables to propose adjustments. However, while this
method can be used for proposed adjustments, the re-
liability of such information before a court is severely
limited due to the secrecy. Consequently, tax authori-
ties rarely use secret comparables except to get a first
impression of the case for themselves.

B. Are the results of non-independent companies
referred to as benchmarks?

The result of non-independent companies are not re-
ferred to as benchmarks, but prices between a non-
independent company and external third parties can
of course be used as an external CUP where appropri-
ate.

C. How comparable do comparables need to be?

A high degree of comparability is required in order to
use comparables. The German regulations explicitly
state that a pure database screening is insufficient,
and that additional measures (e.g., rigorous qualita-
tive screening) must be applied in order to gain com-
parable results.

X. Issue 10: Specific Industries

A. Are there certain industries that are significant in
your economy and which influence the general approach
to transfer pricing?

The German economy is relatively diverse, but has a
strong manufacturing and engineering background.
This results in significant car and machine goods in-
dustries, with a highly integrated international supply
chain. Typically the bulk of manufacturing is con-
ducted in other (particularly European and Asian)
countries, while assembly occurs in Germany, and
German headquarter companies conduct strong non-
routine, intangible-related activities (R&D, market-
ing).

B. Do they face any special transfer pricing rules?

This does influence the general approach to transfer
pricing in that a heavy emphasis is put on intangible
activities. German auditors are usually quite experi-
enced in the application of profit splits and other non-
routine methods.

The German transfer pricing regulations are not ex-
plicitly industry-specific however, with the important
exception of the banking industry (and banking activi-
ties). Nevertheless, some aspects are more relevant to
some industries; for example, the limit to interest de-
ductions (‘‘Zinsschranke’’) has a higher impact on
companies with high financial gearing which is more
typical for industries with stable cash-flows.
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NOTES
1 Ditz, Internationales Steuerrecht 2005 pp. 37 (43)

2 ‘‘Grundsãtze für die Prüfung der Einkunftsabgrenzung
durch Umlagevertrãge zwischen international verbun-
denen Unternehmen’’

3 Compare: Engler, in Voegele, Handbuch der Verrech-
nungspreise M 316

4 Verwaltungsgrundsãtze Betriebsstãtten Tz. 3.1.2

5 ,,Grundsãtze für die Prüfung der Einkunftsabgrenzung
zwischen nahestehenden Personen mit grenzüberschre-
itenden Geschãftsbeziehungen in Bezug auf Ermittlungs-
und Mitwirkungspflichten, Berichtigungen sowie auf
Verstãndigungs- und EU-Schiedsverfahren (Verwaltungs-
grundsãtze Verfahren)‘‘ § 2.6
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