Transfer
Pricing Forum

Transfer Pricing for the
International Practitioner

Reproduced with permission from Transfer Pricing Forum,
12 TPTPFU 2, 11/17/21. Copyrighf@ 2021 by The Bureau
of National Affairs, Inc. (800-372-1033) http://www.bna.com

(+) Bloomberg
Tax & Accounting

NOVEMBER 2021




Bloomberg
Tax & Accountlng Fall 2021 Transfer Pricing Forum

Germany

Philip de Homont
NERA Economic Consulting, Frankfurt

1. Has your country put in place any tax measures (statutory or administrative) in
response to the COVID-19 pandemic dealing with transfer pricing? Are those
measures in line with the published OECD “Guidance on the transfer pricing
implications of the COVID-19 pandemic”? How have these measures impacted
taxpayers?

While Germany has introduced various government assistance programs, it has not put in place specific
transfer pricing related measures in response to the COVID-19 pandemic. Consequently, Germany does not
have any regulations that mirror the OECD Guidance on transfer pricing implications of the COVID-19
pandemic.

That said, the general German transfer pricing guidelines and regulations (statutory and administrative) do
follow the same overarching principles of the overall OECD guidelines. In practice, the interpretation of
these guidelines can be expected to mostly conform to the OECD standard, i.e., there will be a focus on the
questions of how comparability can be ensured, which entity should bear losses and/or restructuring costs,
and how government assistance programs (domestic and abroad) should be accounted for.

Practically, the question of comparability between the taxpayer’s tested party and benchmarked
"comparables” is one of the hardest for taxpayers to solve, as reliable financial data for comparables is only
available with a delay of several years. Are these comparable companies loss-making today? Or, in some
industries, can they profit from the specific pandemic upticks? We will not know for several years, but
transfer prices need to be set today. Effectively, this means the taxpayer has to prepare adjustment
calculations, e.g., based on the fixed and marginal cost structure and the observable downturn (or upturn) in
demand.

Regarding loss-situations, Germany has issued new general transfer pricing guidelines (not specific to
COVID),' which have aligned the German transfer pricing rules with the OECD guidance on risk-assumption
and risk-management. This implies that in the future, risk-taking - and therefore the attribution of losses - will
not be based on pure formal contractual attribution, but rather on the actual conduct of the people
conducting risk-management functions.

' "Verwaltungsgrundséatze Verrechnungspreise - Grundséatze fur die Korrektur von Einkiinften geméf § 1
AStG”, 14™ July 2021.
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2. The OECD Transfer Pricing Guidelines (TPG) observe that a downturn economy
may trigger the need for business restructurings. How are MNEs in your jurisdiction
coping with the current situation? Are they implementing short-term measures (e.g.,
reviewing and revising intercompany agreements in response to COVID-19) or more
long-term and permanent measures (e.g., restructuring supply chains, etc.)?

The COVID-19 pandemic had a strongly divergent impact on different industries, with some seeing an
unprecedented drop in demand (e.g., aviation), while others saw an actual increase in business (e.g., digital
companies). For some industries, demand remained stable, but supply-chain disruptions had severe
consequences, especially for the highly integrated German economy. Notably, a relatively large number of
companies faced no or only minor disruptions.

The response of German companies to COVID-19 has likewise been varied according to how strongly they
were affected. It is thus impossible to identify a single dominant approach. That being said, in our
experience most companies have responded relatively conservatively with short-term measures and a largely
wait-and-see approach, rather than committing to any long-term permanent restructurings.

3. Are companies facing challenges in their transfer pricing analysis (or
benchmarking analysis) due to the economic impact of the global pandemic? Please
consider the following discussion points, if relevant: location of personnel, PE issues,
loss-making companies, supply chain disruptions, government assistance programs.

Companies are facing transfer pricing challenges due to the economic impact of the crisis in various ways.

First, multinational groups that are organized around a simple principal structure with one central
entrepreneurial company and various routine distribution and/or manufacturing companies can be
particularly hard pressed, as traditionally the routine companies are set to continue to earn a stable taxable
profit, while the downturn fully accrues to only the principal company. This imbalance can exacerbate the
problems further as the routine companies continue to make tax payments, while the overall group can be in
significant loss positions, ultimately leading to more cash outlaid in already challenging times.

In theory, this challenge could be met if it could be shown that independent companies performing similar
routine functions also suffer losses or at least earn a lower-than-normal margin. In practice, this can be
challenging as the data from independent companies is unlikely to be immediately available. Thus, in effect,
adjustment calculations must be performed.

Second, supply-chain disruptions both due to COVID-19 but also due to other factors (e.g., the blockage of
the Suez Canal) are likely to affect various groups, and the proper allocation of these risks is likely
insufficiently clarified in the transfer pricing policy, as most multinational groups did not have sufficiently
clear planning for such unexpected circumstances. A general reference to force majeure clauses in third-
party contracts is unlikely to be particularly helpful, except offering the insight that indeed independent
parties have conflicts over unforeseen events, too.

Effectively, taxpayers must therefore analyze these occurrences in detail and reflect on the economic
substance, i.e., in which party’s interest is it to incur pursuant losses and/or would other parties be willing to
ensure to take over some or all of the damages to ensure their long-term business model?
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Thirdly, the pandemic has accelerated some pre-existing trends like home office, remote work and virtual
teams, which have already posed challenges for traditional transfer pricing that is centered around very
clearly defined local functional profiles. These challenges will have to be met based on the rising use of
value chain analysis and multi-sided transfer pricing methods.

4. In relation to tax audits:

a. Have you seen, or do you foresee, an increase in transfer pricing tax audits as tax
authorities may seek supplementary revenues as the pandemic subsides? How do
you believe transfer pricing will compare to other tax issues as a target in a search for
supplementary revenue?

COVID-19 has hit the German fiscal situation doubly hard with the reduction of tax revenues and the
additional costs of various government assistance programs. Overall, the German government expected
pandemic-related costs of 1.3 trillion Euro. It is likely and generally expected that the German tax authorities
will try to collect additional tax revenues to cover this shortfall.

Transfer pricing had been an increasing focus of tax audits even before the pandemic, as it promises actual
additional tax revenues rather than a mere intertemporal shift. Furthermore, transfer pricing adjustments can
quickly become large, thus auditors have increasingly focused on transfer pricing rather than other areas of
taxation. Accordingly, federal and state tax authorities have increased their capabilities and training on
transfer pricing matters.

b. What actions are MNEs taking in anticipation of possible audits?

MNEs are somewhat slow to react to the new reality and the increased transfer pricing challenges, with some
still relying on simplistic transfer pricing analysis, hoping that it will continue to hold in the future. However,
some particularly challenging cases have been escalated to the financial courts, which are now showing a
greater willingness to address transfer pricing cases.

Philip de Homont is a Director at NERA Economic Consulting, Frankfurt. He may be contacted at:

Philip.De.Homont@nera.com

www.nera.com
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