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Issue One  
          
Does the country permit a taxpayer to make a unilateral adjustment to amounts reflected in 
financial statements to bring the tax return into compliance with transfer pricing rules?  
          
In principle, unilateral adjustments can be accepted by the German tax authorities under some strict 
requirements, as discussed in answer to Question 2, below. Formally, the price-setting mechanism and 
the factors with which adjustments are calculated must be set down in a written contract. The factors 
should—to be acceptable— not include reaching a particular operating result of one of the involved 
entities.1 
          
However, in practice, the handling of adjustments has moderated over the last couple of years. Germany 
has mandatory mutual agreement procedures with other EU countries and the United States, which are 
its most important export markets. For the German tax authorities, it would not be sensible to question an 
adjustment to an arm's length standard, as this should—in principle—simply represent the anticipated 
result of any arbitration. Therefore, German tax authorities have come to accept many transfer pricing 
adjustments, as they seek to bring the results into line with the arm's length standard—especially vis-à-vis 
the US and other EU countries. 
          
Germany uses the arm's length principle as an ex-ante mechanism, expecting that pricing policies will be 
developed and documented to produce arm's length prices as transactions occur, whereas some other 
EU countries follow an ex-post approach, which relies on after-the-fact analysis and adjustment to 
transactions occurring in a period. On a European level this has been addressed by the EU Joint Transfer 
Pricing Forum. The EUJTPF recommends that an adjustment should be accepted if: (a) the taxpayer 
made a sufficient effort to achieve an arm's length result; (b) changes are in the books of both related 
parties; (c) the approach was applied consistently; and (d) adjustments were made prior to the tax 
declaration and the taxpayer is able to explain why the budgeted numbers differ from the actual 
numbers.2 
          
An alternative to making an adjustment is to base transfer prices on a multi-year analysis. An effective 
adjustment can also be made by modifying transfer prices over multiple years if this agreement reflects 
the interests of both related parties, which should therefore be accepted by the tax authorities 
(benefit-sharing).3 Nevertheless, it is very preferable to provide evidence, e.g. in form of a written 
contract, that these changes have been agreed on at the beginning of the transaction year.4 
          
Issue Two  
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If permitted, what conditions are imposed on making those adjustments, and what procedure 
must be followed in order to be permitted to make that adjustment?  
          
In practice, the abovementioned requirements have become less restrictive over the last couple of years. 
Formally, the interpretation by the tax authorities of the German law is that the mechanism to make 
adjustments must be stated in advance with no possibility of later exertion of influence by one of the 
related parties. The calculation of an adjustment must be based on factors that were uncertain at the time 
(such as the calculation being based on reference rates or the prices for natural gas being based on the 
development of the oil price).5 
          
In practice, as long as an adjustment has been agreed upon in advance, and is not related to deriving a 
particular profit margin, it should always be accepted. This means that there must be an explicit ex ante 
algorithm that transforms the transactions from the profit and loss accounts to an adjustment. It is 
consequently a transaction-based year-end adjustment, which should not result in any problems with the 
German tax authorities. 
          
Furthermore, recent German jurisprudence has weakened the necessity for written contracts. According 
to latest German court decisions,6 a written contract is not essential, as long as both parties had an 
understanding of how to adjust prices to achieve arm's length profits, and the applicable tax treaty follows 
Article 6 of the OECD's model tax treaty. Therefore, the strict requirements have somewhat weakened. 
Nevertheless, it is still advisable to use a written contract. 
          
Theoretically the point of view of Germany tax authorities is to explicitly disallow adjustments based on 
the operating result of a related party—even in order to adjust an entity to arm's length ranges determined 
by the transactional net margin method (TNMM). In practice, this stance also has somewhat weakened, 
since Germany relies on the arm's length standard in many tax treaties. Moreover, many intercompany 
relations involve the use of intangibles, which are often covered by licensee fees. Since licensee fees 
themselves are often profit-dependent and between third parties are often to be paid after the 
measurement period (akin to adjustment payments), similar systems between related parties are often 
accepted. 
            
Issue Three  
          
If a post-closing adjustment relates to the price paid for imported goods, must a corresponding 
adjustment be made to prices previously reported for customs purposes? (And does this result in 
penalties?)  
          
In principle, the customs value is determined through the transaction value method. The starting point is 
usually the actual price paid. However, the transaction value method cannot be used if the price is 
influenced through related parties. After the import the declarant must provide all information to enable 
the customs authorities to determine the customs value based on the transaction value. Subsequent 
revisions of the declaration and therefore the customs value are not possible and do therefore not 
influence the declared customs value. However, if there is a contractual agreement of the exact 
conditions of the transfer pricing adjustments, they may be accepted. These need to be set when the 
good is imported. 
          
If a correction of transfer prices must be made after the declaration and increase of purchase price, this 
must be communicated to the customs authorities. Otherwise the declarant can be considered guilty of 
tax evasion.7 If the adjustment decreases the price, the declarant can, in principle, ask for a refund. 
Further difficulties can arise since the adjustment is usually not based on individual sales. In these cases 
a prior arrangement with the customs authorities is advisable. 
                     
For More Information  
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Dr. Alexander Voegele, Philip de Homont, and Dr. Florian Sarnetzki can be contacted, respectively, at: 
            
Alexander.Voegele@nera.com 
            
Philip.de.Homont@nera.com 
            
Florian.Sarnetzki@nera.com 
            
http://www.nera.com 
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