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the new transfer pricing documentary requirements

1. General information

In its judgement of 17 October 2001 (I R 103/00, DB 2001 S. 2474) the Federal Fiscal Court held that no specific documentary requirements exist in order to establish the appropriateness of transfer pricing between affiliated companies. Accordingly, a German subsidiary is under no obligation to submit the calculations of its parent company regarding the determination of the transfer prices to the tax office. As a result of this decision, the German Parliament passed a law that gives the legal provision for a new German transfer pricing documentation. The form and the type of the documentary requirements are not legally stipulated but it is set out in an ordinance (Rechtsverordnung) by the German Ministry of Finance. This ordinance was officially published on October, 28, 2003. Furtheron you will find the details of the required documentation.

2. Principles of the documentation requirements

According to Sec. 90 Para. 3 AO (Abgabenordnung, General Fiscal Code) the tax payer has to document that the principle of “dealing at arm’s length” is considered. All the circumstances concerning this principle are to be documented. Also included are allocation contracts and expatriates. The documents do have to describe the economic and legal environment of the transfer. Additionally the market and competition situation is to describe. 

Comparables that the company is using are to document as well. The very details of this documentation depend on the used transfer pricing method. This means that the following data concerning other transactions at arm’s length is required: prices, conditions of the transaction / business, cost split, profit mark-up, gross margin, net margin, profit split. Besides those data, forecastings and information concerning distribution, profit and cost planning are also to be provided.

3. Form, content and scope of the documentation

The documentation can be made in a written or electronically way. The form, content and scope of the documentation depends on the special case looked at, especially on the used transfer pricing method. You are not obliged to document more than one accepted transfer pricing method.

Generally the documentation is to be based on a single business transaction. Similar transactions can be treated as one, if there are similar functions and risks. Relevant information is to collect in situations of permanent transactions, if they are important. 

The documentation has to be in German, except the tax authorities accept another language on request. This depends on the lingual ability of the tax investigator. 

Basically the documentation is only supposed to be requested by the tax authorities for purposes of a tax investigation.

4. Timely documentation of exceptional transactions

If there are exceptional transactions, they are to be documented timely close to the transaction. Accepted by the tax authorities is a period of time of 6 months after finishing the fiscal year. 

Examples of exceptional transactions are: asset transactions within restructuring, fundamental changes of function and risk, transactions with influence on the transfer pricing which are the consequence of a change of the business strategy, conclusion or changing of long term contracts that do have a strong impact on the income.

5. Generally required documentation

Generally, according to the ordinance the following documents have to be provided:

a. General information about the shareholding relationship, business operation and organisational structure

· Description of the distribution of ownership as far as it is relevant for the transfer pricing. This is to provide in the beginning of the tax investigation and at the end

· Description of organisational and operative business structure as well as changes of the structure, including branches and partnerships

· Description of the business, e.g. services, manufacturing or distribution of goods, R+D

b. Business relation to affiliated companies

· Description of the business relation to affiliated companies. Overview of the manner of the relationship (e.g. buying goods, rendering services, granting loans and other transfer of use, allocation) and therefor the contracts and their changes

· Compilation of the fundamental immaterial assets that are in the possession of the reviewed company and which are used in connection with the affiliated business relationship.
c. Analysis of the functions and risks

· Information about the functions carried out and risks taken as well as any changes concerning the used assets, the terms of the contract, the chosen business strategy and the important market and competition circumstances.

· Description of the value chain and the contribution of the company in relation to  the affiliated company.

d. Transfer pricing analysis

· Description of the used transfer pricing method

· Explanation of the suitability of the transfer pricing method

· Documents of the transfer price calculations 

· Preparation of the comparables and documents of the adjustments

6. Required documents of exceptional transactions

The required documentation of exceptional transactions is specified as follows: 

a. Information about changing the business strategy (e.g. management strategy, market share strategy, changing of distribution channels) and other special circumstances like set-off of benefits, if there is an influence on the transfer pricing.

b. Concerning allocation: the contracts, if necessary the attachments, documents on the use of the allocation key and documents of the expected benefits of each company

c. Information about any advance pricing agreements with foreign tax authorities and similar agreements

d. Documents of transfer pricing adjustments, even if they are based on transfer pricing adjustments by foreign tax authorities. 

e. Documents which explain the reasons why the company do have losses and activities to avoid losses in the future. Those documents are required, if the company does have losses (based on transfer pricing) three years in a row.

7. Small companies: Code of practice

Concerning small companies the documentation requirements are supposed to be less strict. Anyway they have to fulfil the documentation in general, too. The exact kind of the relief is not clear up to now. Small companies are companies with revenues out of transfers of goods with affiliated companies less than five million Euros and with payments for other services less than EUR 500,000. 

8. Branches and partnerships

The documentation requirements are to be fulfilled by branches and partnerships, too.

9. Sanctions

If the taxpayer fails to follow these extended documentary requirements or does not (or not in due time) provide the documents requested, severe sanctions will take place. In such a case, Sec. 162 AO expressly provides for an estimation of the taxation basis. If no or no usable documentation is provided it is refutably assumed that the taxpayer’s income from business transactions with persons abroad was reduced by the affiliation. This will take into effect, if the documentation is provide too late, too. In an estimation, possible margins of arm’s length prices may be used to the detriment of the taxpayer. The additional amount of income (i.e. regardless of actually imposed extra tax) determined by the tax authorities will be subject to a penalty charge of EUR 5,000. The penalty charge will be increased to 5% up to 10% if the amount of EUR 5,000 is below this limit. The limit of the penalty can be up to EUR 1,000,000. The penalty charge is not tax deductible. 

10. Coming into effect

The ordinance comes into effect on June 30, 2003. The new rules are applicable for all business years starting after 31 December 2002, but penalties for non-compliance will apply for business years starting after 31 December 2003. 
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