
      [image: Cover]

   
   



	
		
			
			
		
		
				©
				NWB Verlag GmbH & Co. KG, Herne
		

		
				
				Alle Rechte vorbehalten.
		

		
				Dieses Buch und alle in ihm enthaltenen Beiträge und Abbildungen sind urheberrechtlich geschützt.
	Mit Ausnahmen der gesetzlich zugelassenen Fälle ist eine Verwertung ohne Einwilligung des Verlages unzulässig.
		

		
				ISBN: 978-3-482-02391-0
		

	
	

	
    
      FOREWORD
 
      The field of transfer pricing is perceived as extraordinarily complex and resembles a jungle of regulations worldwide in which
         only specialists know their way around, although in principle everything could be reduced to a globally unified standard:
         the arm’s length principle. According to this principle, cross-border business relationships between related parties or transactions
         between associated enterprises should be established as if they were conducted with a third party for tax purposes and thus
         for the allocation of taxation rights to different countries. Consequently, a market-conform action should be introduced into
         a multinational enterprise group, the economic unit of the group of companies should be partially ignored and the individual
         associated business units should be taxed on the basis of the separate entity approach. In order to ensure this, countries
         around the world have issued regulations. International standard setters such as the OECD or UN have drawn up extensive guidelines.
      
 
      It was difficult for us to enter this world and we would have liked to have had a manageable and practical book to help us
         get started. In view of this background we want to offer an entertaining, practical and structured introduction to the transfer pricing world with this book, which provides a necessary orientation and guidance for both beginners and for those who have been working
         in this field for years.
      
 
      This book is therefore addressed to all those who are (or want to be) interested in the topic, especially newcomers to the
         field of transfer pricing, students, especially in the field of law and economics, who are interested in the area of tax law
         or transfer pricing, students of law and economics, who are dedicated to tax law or tax theory, trainee tax consultants, consultants
         in the field of corporate taxation and transfer pricing, employees of tax authorities, employees in corporate tax departments
         and in controlling, public prosecutors and judges.
      
 
      We have deliberately chosen to base our approach on a concept that focuses on practical case application. The case study developed
         for this purpose is intended to introduce the topic. It focuses on a fictitious multinational enterprise group and its cross-border
         transactions. In each chapter, specific aspects are addressed in a structured manner, all of which relate to the one initial
         case. The focus in this book is clearly on a practice-oriented approach and basically covers all common transfer pricing issues.
         As the „world” of transfer pricing seems endless, we like to point out, that there are many aspects of this topic and individual
         special issues which are subject to specialist literature. Also, please bear in mind that all circumstances and effects depend on the individual case given. However, after studying the book or individual
         chapters, you will be able to manoeuvre your way through the jungle of regulations, to basically classify and solve transfer
         pricing issues, to address the right questions and you will have developed risk awareness.
      
 
      In a nutshell: the book serves as a helpful tool for practical work.
 
      This English language version of the original publication concentrates on the application of the OECD Transfer Pricing Guidelines
         for Multinational Enterprises and Tax Administrations and refers to the United Nations Practical Manual on Transfer Pricing
         for Developing Countries. The worldwide transfer pricing standards are defined here, allowing us to write a book that is generally
         applicable to all jurisdictions. At the same time, reference is repeatedly made to the design of the arm’s length principle
         in German tax law as a practical example.
      
 
      Berlin, May 2021, Eva and Dr. Stefan Greil 
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      1. Introduction – the arm’s length principle
  
      1.1. Description of the facts
 
      Zeitgaist multinational enterprise group. Zeitgaist AG has its headquarters and management in Frankfurt am Main (Germany). It has several subsidiaries and branches
         abroad and is the ultimate parent entity (UPE) of the multinational enterprise group (MNE group) „Zeitgaist”. The MNE group
         specializes in particular in the manufacturing and sale of watches. It also produces and sells accessories, such as bags and
         belts, to a small extent. With its products and 1,740 employees, it generates a consolidated turnover of approx. EUR 1 billion.
      
 
      Product range. The product range of the MNE group includes watches from three different brands, each of which is aimed at a different customer
         target group.1) 
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                  Watches. Under the brand „Fossa” watches are sold in the low budget range up to approx. EUR 1,000 per piece for everybody. This brand has been known for years and is registered in Switzerland. The brand is legally protected
                     worldwide.
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                  Chronometer. Under the brand name „Molexx”, chronometers are sold in the luxury segment from EUR 10,000 and above per piece for rather wealthy people who want to treat themselves to something special. This very traditional
                     and classic brand was registered at the German Patent and Trademark Office (DPMA). The trademark is legally protected worldwide.
                     The movements of these chronometers have been tested by an official test centre to prove a defined accuracy.
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                  Smartwatch. Under the „SmartGaist” brand, customizable smart watches are offered for those who want to keep up with the time. This is
                     a new brand which was only introduced to the Zeitgaist group’s business model four years ago. The brand was registered in
                     Switzerland. The brand is legally protected worldwide. 
                  

               
            

         
      
 
      Tab. 1: product range Zeitgaist group
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      Companies of the Zeitgaist group. The Zeitgaist group includes the following entities and permanent establishments (PEs):
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                  Zeitgaist AG (Frankfurt, Germany, Headquarters (UPE) – Administration centre and sales)

               
            

         
      

      
         
            
            
            
            
            
         
         
            
               
               	
               	  
                  PE in Paris (France, sales)
   
                  PE in Dubai (United Arab Emirates [UAE], sales)
   
                  PE in New York City (US, sales)
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                  Zeitgaist GmbH (Glashütte, Germany, Production and manufacturing)
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                  Zeitgaist Marken AG (Zurich, Switzerland, trademark administration)
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                  ScienceLab AG (Basel, Switzerland, concept, design, research and development)
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                  Southern Cape Proprietary Limited [Pty Ltd] (Cape Town, South Africa, raw materials and supplies)
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                  Zeitgaist Commodity Wholly Foreign Owned Enterprises [WFOE] (Beijing, China, raw materials and supplies)
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                  Zeitgaist Distribution Incorporated [Inc.] (Washington, US, distribution)
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                  Zeitgaist Europe besloten vennootschap [B.V.] (Rotterdam, Netherlands, distribution)
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                  Zeitgaist China (Beijing, China, sales and production)
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                  Zeitgaist Producción Sociedad de Responsabilidad Limitada [SRL] (Mexico City, Mexico, production and manufacturing)
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                  Zeitgaist Production Private Limited Company (Yangon, Myanmar, production and manufacturing)
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                  Zeitgaist Production Societate in nume colectiv (S.N.C.) (Timesoara, Romania, production and assembly)
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                  Zeitgaist Inc. (Palo Alto, US, Data Analytics, Research and Development)
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                  Zeitgaist Finance Limited Liability Company [LLC] (Singapore, Singapore, financing)
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                  Schmiermittel AG (Geneva, Switzerland, manufacturer of oils, greases and epilamens) 
                  

               
            

         
      
 
      Fig. 1: Overview Zeitgaist group

      [image: 338830.jpg]
  
       
      
 
      Fig. 2: Overview Zeitgaist group – Europe

      [image: 338832.jpg]
  
       
      
 
      Tab. 2: Overview of the MNE group’s functions
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      Profit and loss statement, consolidated balance sheet and extract from the CbCR. The following profit and loss statement and consolidated balance sheet comprise all business units. The country-specific
         report contains only the entities and countries listed above.
      
 
      Tab. 3: Profit and loss statement Zeitgaist group
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      Tab. 4: Consolidated Balance Sheet
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      Tab. 5: Extract from the CbCR (Table 1)
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      Tab. 6: Extract from the CbCR (Table 2)
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      1.2. Regulatory framework
 
      Preface. A significant volume of global trade consists of international transfers of goods and services, capital (such as money) and
         intangibles (such as intellectual property) within a group of associated companies with business establishments in two or
         more countries – so called MNE group. Such transfers are called intragroup transactions. There is evidence that intragroup
         trade has been growing steadily since the mid-20th century and arguably accounts for a high portion of all international transactions.
      
 
      An entity that is part of an MNE group is a multinational enterprise (MNE). MNE groups create organizational structures and
         develop strategies to arrange the cross-border production of goods and services in locations around the world and to determine
         the level of intra-entity or intra-group integration. The structure of transactions within an MNE group is determined by a
         combination of market and group driven forces which can differ from the open market conditions operating between independent
         parties. A large number of international transactions within MNEs are therefore not governed directly by market forces but
         driven by the common interest of the MNE group.
      
 
      For tax purposes, an MNE group is granted no separate legal personality. The individual entities which are part of the MNE
         group are therefore taxed as if they were legally and economically independent. In general, each enterprise within the MNE
         group is a separate entity. Therefore, each individual group member is subject to tax on the income arising to it on a residence
         or a source basis, depending on whether the country uses a residence-based or a source-based (or both) system. The taxable
         profits determined by income and expenses of an MNE can be influenced by transfer prices. Transfer prices influence the income
         of both parties involved in the cross-border transaction. Thus, it becomes important to establish the appropriate price, called
         the „arm’s length price”, for intragroup transfers of goods, intangibles and services to allocate taxation rights properly
         between states.
      
 
      Transfer pricing is the general term for the pricing of transactions between related parties. Transfer pricing therefore refers
         to the setting of prices for transactions between associated enterprises involving the transfer of physical goods, intangible
         assets or services. These transactions are also referred to as controlled transactions, as distinct from uncontrolled transactions
         between parties that are not associated with each other and can be assumed to operate independently (on an arm’s length basis)
         in setting terms for such transactions.
      
 
      The conditions of the relations between associated enterprises may differ from those between independent enterprises which
         are usually determined by external market forces. It should be emphasised that, even if transfer pricing may be used for tax
         avoidance, it should not be automatically assumed that associated enterprises manipulate their profits in order to decrease their tax
         burden. Between associated enterprises difficulties can arise to determine a market price. The transfer price must be in accordance
         with the so-called arm’s length principle (ALP), which is generally understood as the taxpayers applying a constructed (or
         fictional) market on their non-market transactions. The ALP was established as an attempt to objectify transfer prices and
         to allocate taxation rights properly between states. The ALP is based on economic principles and ensures a level playing field
         between associated and unrelated enterprises. Although the ALP has been criticized, it remains (for the time being) the globally
         accepted standard in this regard.
      
 
      Transfer prices which are not determined in an adequate manner affect tax liabilities and could lead to distortions. To correct
         distortions created by inadequate transfer prices, countries – in particular OECD member states – have agreed upon the adjustment
         of those transfer prices in accordance with the ALP.
      
  
      1.2.1. Adjustment of income – domestic law (Germany)
 
      In general, domestic issues are not considered in this book, instead we focus on the international aspects of transfer pricing.
         However, in the following we provide an example on how German tax authorities may adjust income. If no double tax treat y
         is concluded, the case at hand will be assessed regarding the cross-border transactions by national tax law only. As a consequence
         of the examination of the appropriateness of the transfer prices, taxable profit adjustments may follow. There are various
         rules in German tax law for this purpose, such as
      
 
      
         
            
            
            
            
            
         
         
            
               
               	[image: *]
               	
                  hidden profit distribution (Sec. 8 para 3 sent. 2 Corporation Tax Code)
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                  hidden capital contribution (Sec. 4 para. 1 Income Tax Code in conjunction with Sec. 8 para. 1 and 3 of the Corporation Tax
                     Code) and
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                  adjustment of income (Sec. 1 External Tax Relations Act).

               
            

         
      
 
      The profit adjustment can lead to a back-tax demand, to interest to be paid on it in accordance with Sec. 233a Fiscal Code
         and, if applicable, to penalty surcharges (e. g. Sec. 162 para. 4 Fiscal Code).
      
  
      1.2.1.1. Hidden profit distribution
 
      Sec. 8 para. 3 Sentence 2 of the Corporation Tax Code stipulates that hidden profit distribution shall not reduce the income
         of a corporation. The regulation itself does not provide any further explanation. 
      
 
      Thus, definition and further requirements for the interpretation of a hidden profit distribution was defined by judgements
         of the Federal Tax Court: a hidden profit distribution consists of (i) a decrease of a corporation’s assets or a prevention
         of the increase of a corporation’s assets caused (ii) by the corporation-shareholder relationship which (iii) reduced the
         income of the corporation and (iv) was not based on a regular profit resolution under company law.
      
 
      A hidden profit distribution also serves to adjust the allocation of the profit to the shareholder as well as to the company
         in cross-border situations and is intended to prevent a shift of the profit from the company to the shareholder. Whether a
         hidden profit distribution exists and, if so, to what extent, is to be assessed on the basis of an objective disproportion
         between performance and consideration.
      
   
      1.2.1.2. Hidden capital contribution
 
      Income can also be adjusted according to Sec. 4 para. 1 Income Tax Code in conjunction with Sec. 8 para. 1 and 3 of the Corporation
         Tax Code. Again, as for the definition of a hidden capital contribution, the regulation itself does not provide further explanation.
         Thus, definition and further requirements for the interpretation of a hidden capital contribution was defined by judgements:
         Where a shareholder or a related party of the shareholder makes a contribution to the corporation based on the shareholder
         relationship only, a hidden capital contribution can be assumed. If a hidden capital contribution takes place, the income
         of the parties involved are to be adjusted. It should be emphasized that the valuation of the contribution is based on the
         so-called partial value (Teilwert) according to Sec. 8 para. 1 Corporation Tax Code in conjunction with Sec. 6 para. 1 no.
         5, para 6 sent. 2 Income Tax Code. According to judgements, the partial value is generally equal to the market value and means
         the value an asset purchaser would pay when buying the enterprise as a whole.
      
 
      Only tangible assets or intangibles can be subject to a contribution, thus, the use of property or rendering services without
         remuneration for instance is not considered a contribution in this regard. Imbalances arise where the decreased income of
         the shareholder is not compensated and cannot be adjusted by the tax auditors by taking into account a hidden capital contribution.
      
   
      1.2.1.3. Section 1 External Tax Relations Act
 
      In addition to the aforementioned regulations, section 1 of the External Tax Relations Act (Außensteuergesetz – AStG) is a legal basis for adjusting domestic income (regarding cross-border intra-group transactions). Sec. 1 AStG stipulates that, „if a taxpayer’s income from international business relations with a related party is reduced as a result of the taxpayer agreeing on terms, particularly
         prices (transfer prices), that diverge from those which independent third parties would have agreed upon under the same or
         similar circumstances (arm’s length principle), the taxpayer’s income must, without prejudice to other provisions, be corrected
         in such a way that it reflects terms that would have been agreed between unrelated third parties.”
      
 
      Sec. 1 AStG is the only regulation in German tax law that explicitly refers to the ALP. If an income adjustment based on Sec. 1 AStG leads to a higher taxation than the hidden profit distribution and the hidden capital contribution, sec. 1 AStG is to be applied in this respect. An adjustment of income based on sec. 1 AStG requires related parties. Thus, the definition of the relationship between legally separate persons is stipulated in sec.
         1 para. 2 AStG. Persons are related if one of the following criteria is met, whereas „person” stands for individuals or entities likewise:
      
 
      
         
            
            
            
            
            
         
         
            
               
               	i.
               	
                  the person holds a direct or indirect share in the taxpayer amounting to at least one quarter (substantial participation)
                     or may directly or indirectly exercise a controlling influence over the taxpayer or vice versa the taxpayer holds a substantial
                     participation in the person or may exercise a direct or indirect controlling influence over this person; or
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                  a third person has a substantial participation in both the person and the taxpayer or may exercise a direct or indirect controlling
                     influence on both; or
                  

               
            

         
      

      
         
            
            
            
            
            
         
         
            
               
               	iii.
               	
                  the person or the taxpayer is able to exercise an influence extraneous to the business relationship over the taxpayer or the
                     person when concluding the terms and conditions of a business relationship or if one of them has an own interest regarding
                     the income generation of the other person.
                  

               
            

         
      
 
      Section 1 AStG applies to cross-border transactions between associated enterprises as well as to the income allocation between an enterprise
         and its foreign PE.
      
 
      Several ordinances and Finance Ministry circulars provide detailed information about German legislation relating to transfer
         pricing issues. Translations of these documents can be found on the Website2) of the German Federal Ministry of Finance. It should be emphasised that only the original documents in German language are
         authoritative for the application of the tax law. 
      
    
      1.2.2. Double taxation agreement
 
      The primary purpose of an Agreement for the Avoidance of Double Taxation and of Tax Evasion with respect to Taxes on Income and Capital (double taxation agreement – hereinafter DTA) generally is to avoid double taxation by allocating taxing rights between the
         treaty partner jurisdictions. DTAs also usually provide a mechanism (by way of credit or exemption) to address cases where
         taxpayers are subject to double taxation. If a cross-border transaction takes place between associated enterprises whose countries
         of residence have concluded a DTA between themselves, and the relevant DTA contains an article based on Article 9 of the OECD
         Model Tax Convention on Income and on Capital3) (hereinafter OECD-MTC) then the ALP must be considered for the allocation of taxation rights.
      
 
      The Commentaries on the Articles of the Model Tax Convention (hereinafter OECD-Commentary) and the OECD Transfer Pricing Guidelines
         for Multinational Enterprises and Tax Administrations (hereinafter TPG) are particularly relevant for interpreting the articles.
         DTAs, particularly with developing countries, are based on the United Nations Model Double Taxation Convention (hereinafter
         UN-Model). This also contains an article corresponding to Article 9 OECD-MTC. This means that the official United Nations
         Commentary and the United Nations Practical Manual on Transfer Pricing for Developing Countries (hereinafter TP-Manual) may
         have to be taken into account when interpreting articles, particularly in the case of more recent agreements with these countries.
         Since both model conventions basically follow the ALP, we refer primarily to the TPG.
      
 
      Article 9 (1) of the OECD-Model forms the basis of the adjustment of profits of associated enterprises for tax purposes by
         applying the ALP as the underlying standard – dealing at arm’s length; the provision thus presupposes the allocation of the
         right of taxation under Article 7 OECD-Model.
      
 
      By means of Article 9 OECD-MTC and the ALP as a legal fiction, taxation rights are therefore to be allocated according to
         a certain scale: profits should be taxed where they are generated economically. In the international context, the ALP is thus
         an expression of the territoriality principle and serves the principle of reason. It aims at an equitable allocation of taxation
         rights between states (inter-nation equity) and is intended to ensure that the same conditions of competition apply between
         independent and associated enterprises.
      
 
      This is accompanied by the more secondary objective of avoiding economic double taxation. This is to be ensured in particular
         by the corresponding adjustment in Article 9 (2) OECD-MTC, provided that the other state shares the view of the state which
         made the primary adjustment in terms of the reason and amount; thus, the avoidance of double taxation is a combination of Article
         9 (1) and (2) OECD-MTC.
      
 
      At the same time, it follows from the objectives of avoiding double taxation, the fair allocation of taxing rights and the
         associated taxation at the place of economic activity that tax evasion or tax avoidance is undesirable. The prevention of
         tax avoidance is thus to be regarded merely as a reflex to the actual objective of regulating the allocation of taxation rights
         between the Contracting States and not as an independent objective in itself. Thus, the ALP is always to be applied in the
         same way, irrespective of any (low) tax rates, and is not aimed, among other things, at addressing arrangements which use
         preferential regimes or low-taxing states. As long as economic substance is available in these states (in the form of exercising
         functions, assuming risks and using assets), a corresponding share of the group’s profits is also allocated to these states.
      
 
      The conditions for such an adjustment of profits are provided in Article 9 OECD-MTC and include the existence of associated
         enterprises in the Contracting States which are bound in their commercial or financial relations by agreed or imposed conditions
         which differ from those which independent enterprises would agree between themselves, whereby one of the two enterprises could
         have made higher profits without such agreements.
      
 
      If a Contracting State makes an transfer pricing adjustment with regard to cross-border intra-group transactions (so-called
         primary adjustment), the function of Article 9 (1) OECD-MTC is to limit such adjustments to the level of profits which would have accrued under
         conditions made between independent parties.
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      The application of Article 9 (1) OECD-MTC requires a connection between the enterprises concerned: 
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                  an enterprise of a Contracting State participates directly or indirectly in the management, control or capital of an enterprise
                     of the other Contracting State, or
                  

               
            

         
      

      
         
            
            
            
            
            
         
         
            
               
               	ii.
               	
                  the same persons participate directly or indirectly in the management, control or capital of an enterprise of a Contracting
                     State and an enterprise of the other Contracting State.
                  

               
            

         
      
 
      Article 9 (1) OECD-MTC distinguishes between the affiliation of two enterprises and the commercial or financial relations
         between them. It follows from this distinction that the shareholder relation that establishes or changes the relationship
         between the two enterprises must be excluded from the commercial and financial relationships. This does, however, not mean
         that the relations based on the shareholder relationship are excluded from Article 9 OECD-MTC. Shareholder relations may certainly
         qualify as financial relations unless they serve to establish or change the relationship between the two enterprises.
      
 
      Commercial or financial relations between the associated enterprises are to be bound by made or imposed conditions. The requirement
         of commercial or financial relations is to be understood on the basis of the interconnectedness of two enterprises. Commercial
         or financial relations are not a constituent element of the relationship between the two enterprises. The terms commercial
         and financial relations are not defined in Article 9 OECD-MTC. Therefore, they cannot be clearly defined and distinguished
         from each other. The broad terms were intended to cover all possible constellations.
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