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the company to be transferred (called the “relocation package”) aimed at the future cash-flow that 
could arise from the business function related to the relocated package. 
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ket or whether they require adjustments, as ap-
plicable. Individual transactions in a consortium, 
which lack comparable market prices hurdles 
this control procedure even more. The relocation 
of overall business functions in the framework 
of a restructuring process (for example, produc-
tion and distribution of a given product in a given 
region), normally constitutes individual transac-
tions of a consortium with a great potential for 
tax avoidance or tax evasion.

On such basis, this paper seeks to provide a 
brief summary of the methods enabling, pursu-
ant to German tax law, to determine appropriate 
transfer pricing policies, with special focus on 
the new provisions regarding relocation of func-
tions introduced by the Corporate Tax Reform 
Act of 2008.

To such end, the article is divided in two titles 
subsequent to this introduction. Firstly, we pres-
ent a summary of the methods allowed in Ger-
many to determine transfer pricing policies. The 
second title addresses provisions on the reloca-
tion of functions and focuses on the valuation of 
the relocated function. The paper ends with a 
brief overview of German regulations. 

This article is largely based on a paper present-
ed on 24 November of 2010 in the framework of 
a seminar on transfer pricing regulations in Latin 
America, organized by InWEnt (Capacity Build-
ing International, Germany), CIAT (Inter-Amer-
ican Center of Tax Administrations) and DIAN 
(National Tax and Customs Directorate, Colom-
bia) in Bogota, Colombia.1 

Presently, globalized value chains are the norm 
in many economic sectors. Manufacturing and 
the services required in producing and distribut-
ing numerous products are disseminated over 
several countries. Frequently, the process of 
generating the value required in developing the 
end products is undertaken by related parties. 
Based on estimations, over 60% of worldwide 
trade is managed in consortia (refer to European 
Commission, 2001, p. 23). Therefore, the great 
influence that agreed transfer pricing policies ex-
ert on these transactions in the geographic dis-
tribution of the tax base, as determined within 
consortia, shall not be underestimated. Although 
conflicting interests may be assumed when two 
unrelated companies participate – this principle 
being the requirement of market prices’ genera-
tion – this difference in interests does not apply 
in the case of two related companies. Therefore, 
consortia tend to define their internal prices (also) 
under tax criteria. This entails great efforts for 
the tax authorities in determining whether such 
transfer pricing policies are in line with the mar-
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Fundamentals

Although the parties to a consortium may re-
main legally independent companies, they are 
normally under the headquarters’ financial man-
agement. Frequently, this situation is correctly 
described with the term “business unit with legal 
diversity” (Sigloch, J., 2010, p. 465). Therefore, 
the transactions among companies belonging to 
the same consortium lack the conflicting inter-
ests that are a feature of the economically unre-
lated parties in the market. 

Tax authorities address this type of situation 
based on two options (refer to Sigloch, J., 2010, 
p. 471):

(1) For tax purposes, they may treat the con-
sortium as a single company. In this case, 
the internal transactions of the consortium 
and the transfer pricing policies defined for 
them bear no influence on the consortium 
tax base assessment. Currently, discussions 
are underway on the applicable solutions in 
the framework of a consolidated tax base 
for consortia in Europe. Nevertheless, to 
date, little progress has been made (refer to 
Spengel, Ch./Oestreicher, A., 2009, p. 773). 
The greatest difficulty in this case is the dis-
tribution of the tax base or revenue among 
the different countries where the members 
of the  consortium are based.

(2) The different members of a consortium shall 
pay taxes as financially unrelated compa-
nies. This entails controlling and, eventu-
ally, correcting the transfer pricing amounts 
defined for internal consortium transactions, 
comparable with similar market prices. In 
other words, it requires taking as the basis 

a price that in similar conditions, would also 
have been agreed by external third-parties. 
This method is normally called, briefly, deal-
ing at arm´s length principle. This is an inter-
nationally-applied principle, but the methods 
to determine transfer pricing policies differ 
from one country to another, to a given ex-
tent, in spite of the fact that many countries 
follow the OECD transfer pricing guidelines 
(OECD, 2010).

In Germany, the Arm´s length principle is defined 
in the International Taxation Act (AStG, Außen-
steuergesetz):

„When a taxpayer’s income resulting from a 
cross-border commercial relation with a related 
individual is reduced by the fact that the income 
statement is based on different conditions, es-
pecially prices (transfer pricing), from those that 
would have been agreed under equal or simi-
lar conditions by unrelated third-parties (arm´s 
length principle), such income, regardless of oth-
er provisions, shall be determined as if it would 
have occurred in conditions agreed by unrelated 
third-parties.“

Similarly, this principle also exists in certain 
provisions on national transactions exclusively 
(such as, concealed distribution of dividends). 

The following chart (Chart 1) illustrates the two 
alternatives.

1. THE ARM´S LENGTH PRINCIPLE IN GERMANY
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1.2  Methods to identify profits in the consortium
The following chart (Chart 2) presents a summary of the existing methods to define profits in a con-
sortium (for a similar chart, refer to Schmidt, L./Sigloch, J./Henselmann, K., (2005), p. 378):

Graphic 2: Transfer pricing methods

Transfer pricing methods

Determining appropriate prices Determining appropriate profits

Profit split methods Profit comparing methods

Comparable uncontrolled 
price method

Resale price method

Cost plus method

Transactional profit 
split method

Transactional net
margin method

Global comparable
profit method

Global formulary 
apportionment method

Graphic 1: Different approaches to group taxation
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By principle, a distinction is made between the 
transactional prices methods and the profit-
based methods. The transactional prices meth-
ods (comparable uncontrolled price method, re-
sale price method, cost plus method) are also 
called “standard methods”. The profit-based 
methods require distinguishing between the dis-
aggregation (apportionment) of profits and the 
profit comparable methods. Both may refer to 
the individual transaction under analysis (trans-
actional-profits methods) as well as the global 
business profit (global profits methods). 

The applicable methods in determining price 
based on the Arm’s length principle depend on 
the relevant comparable transaction compara-
bility with available comparable transactions. In 
order to determine the comparable basis, the fol-
lowing aspects shall be analyzed, among others: 

• quantity and quality of the transaction’s as-
sets/services, 

• other contractual conditions (such as terms 
of payment, guarantees), 

• functions and risks assumed by the compa-
nies involved (for example, companies with 
routine functions that do not assume signifi-
cant market risks, companies who are strate-
gic partners assuming considerable market 
risks), 

• prevailing market conditions (such as, com-
petition). 

Based on the outcome of this comparability 
analysis, German tax law defines three catego-
ries for the arm's length principle: 

(1) The unlimited arm's length principle: the 
comparable transactions are identical in 
their essential features or the comparable 
price may be adjusted without difficulties to 
the existing differences. In such cases, tax 
law provides for the application of the stan-
dard methods.

(2) The limited arm's length principle: the com-
parable transactions are not identical in their 
essential features, but by greater adjust-
ments to the comparable prices, compara-
bility is still possible. In this case, the stan-
dard methods as well as the transactional 
profits methods apply. 

(3)  The hypothetical arm's length principle: no 
transactions are available that may be made 
comparable with the transaction subject to 
control, even if greater adjustments were 
applied. In fact, the application of the hypo-
thetical arm's length principle seeks to simu-
late the price negotiation and determination 
process among unrelated parties. To such 
end, a minimum price is defined, from the 
standpoint of the supplying company, and a 
maximum price from the standpoint of the 
company who is the beneficiary of the good 
or service. The applicable transfer price 
shall range between the minimum price and 
the maximum price in the so-called “transac-
tional margin” (when applicable). 

The global profit comparable method and the 
global profit apportionment method are not ad-
missible in any case. 

The following chart (Chart 3) presents a sum-
mary of the three categories and the applicability 
of the transfer pricing methods according to Ger-
man tax law:  
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Graphic 3: Classes of comparability

Classes of comparability

unlimited comparability

Identical economic conditions
or

differences which can easily
be taken into account with small

adjustments (e.g. payment conditions)
or

differences which are not relevant for the
transaction price

Limited comparability

Economic conditions are not identical 
but 

differences can be taken 
into account with 

major adjustments

Incomparability

Economic conditions are not identical
and

differences cannot be taken into account
even with major adjustments

(e.g. intangible assets, “functions“)

Comparable uncontrolled
price method x x ./.

Resale price method x x ./.

Cost plus method x x ./.

Transactional net margin 
method ./. x ./.

Transactional profit split 
method ./. x ./.

Global comparable 
profit method ./. ./. ./.

Global formulary 
apportionment method ./. ./. ./.

Comparable uncontrolled
price method x x ./.

Resale price method x x ./.

Cost plus method x x ./.

Transactional net margin 
method ./. x ./.

Transactional profit split 
method ./. x ./.

Global comparable 
profit method ./. ./. ./.

Global formulary 
apportionment method ./. ./. ./.

Hypothetical arm´s length principle

2. THE GERMAN RuLES FOR RELOCATION OF FuNCTIONS

The following notions are exclusively centered 
on the so-called relocation of functions, in which 
the hypothetical arm’s length principle applies as 
a general rule.

2.1 Fundamentals

The Corporate Tax Reform Act of 2008 intro-
duced in Germany the legal fundamentals for 
the relocation of functions in the International 
Taxation Act. Pursuant to this law, relocation of 
functions shall apply when:

• a national corporation 
• by relocating the use or transfer of tangible 

and intangible assets and services 

• and the applicable opportunities and risks 
(implying the notion of future expected prof-
its/losses) 

• enables a foreign related company 
• to perform a function until that moment per-

formed by the relocating company
• and such function, upon completing the re-

location, is discontinued or performed on a 
(very) limited basis. 

The overall relocated financial assets and the 
applicable risks and opportunities are called the 
relocation package. The following chart (Chart 4) 
illustrates the rule. 
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The legal definition allows for extensive interpretation. In order to explain when the relocation of func-
tions applies, a number of examples are provided (Charts 5 and 6)

Graphic 4: Business restructuring – “Transfer of functions”

Graphic 5: Tansfer of functions – examples I
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2.2 Determining the function price

2.2.1 Methods to calculate the function relocation price

The following chart (Chart 7) presents a summary of the rules and exceptions applicable in the as-
sessment of relocation packages in the framework of relocations of functions:

Graphic 6: Tansfer of functions – examples II

Graphic 7: Determining the price of a transfer package

Determining the price of a transfer package

Rule (1)
Valuation of the transfer package as a whole

Exception (2) 
Valuation of the individual assets contained

in the transfer package, if
(to be proved by the transfering company):

Rule
(1-1) 

no comparable at 
arm´s length price for the
transfer package exists: 

hypothetical
at arm´s length principle:

simulation of the negotiation
process between

independent parties

Exception
(1-2) 

comparable at arm´s
length price for the

transfer package exists:
unlimited or limited

comparability

Exception (2-1)
no transfer of important intangible 
assets (important asset: 
value of asset > 25% of total value)

Exception (2-2)
sum of individual values ≈
total value of the transfer package

Exception (2-3)
transfer of at least one important
intangible asset (value of asset > 25% 
of total value) which is clearly
identified (in general valuation of this
intangible asset according to the
hypothetical arm´s length principle)

Alternative (1-1-1)
indirect method
valuation of GM1

and GM2 before and 
after the transfer 
of the function

Alternative (1-1-2)
direct method

direct valuation of 
the function
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In order to value a relocation package, in gen-
eral, a global evaluation is required (also see 
Oestreicher, A./Hundeshagen, Ch., 2009, p. 
145). Since it may be impossible to determine 
comparable, or to a certain extent comparable, 
market values for the relocated functions (al-
ternative 1-2 of the foregoing chart), the hypo-
thetical arm’s length principle is normally applied 
(alternative 1-1). It shall be calculated accord-
ing to the cut-off prices’ calculation, known in 
the theory of business valuations. The company 
relocating the function determines the minimum 
price to be requested; while the function benefi-
ciary company calculates the maximum price it 
is willing to pay for the relocation package. The 
maximum price indicates the maximum value 
that the beneficiary company is able to pay with-
out impairing its situation should it never acquire 
the relocation package. If the maximum price of 
the beneficiary company exceeds the minimum 

price of the company relocating the function, a 
positive transactional margin is created, accord-
ing to which both parties would reach, through 
their negotiations, the transaction price. There-
fore, the transfer pricing applicable shall also 
stand in the range of this transactional margin. 
The key evaluation parameters in calculating the 
respective cut off prices are: 

• future profits and cash-flows expected from 
the performance of the function after tax (the 
law mentions only profits; nevertheless, a 
company valuation must be based on cash-
flows),

• life of the relocation function as a capitaliza-
tion period, 

• capitalization rate adjusted to risk after tax.

The following chart (Chart 8) presents a sum-
mary of the procedure:

Graphic 8: Calculating the maximum and minimum price – valuation steps

t0 t1 t2 t3

Present 
value

CF1
after taxes ...

...
time

Capitalization period:
- expected useful life of the function
- if there is no clear end: limitless duration

CF2
after taxes

CF3
after taxes

To be discounted with:
Capitalization rate = revenue rate of an alternative investment

risk free rate of interest free
+  risk surcharge
./. taxes
= revenue rate of an alternative investment

expected 
profits/
cash flows (CF): 

Minimum price of 
the seller based on 
the future cash flow

Selling company

Buying company

Maximum price of the buyer 
based on the 
future cash flow

Margin of agreement:
transfer price is determined as:
- the most probable value within the 

margin of agreement 
- the average value of the 

margin of agreement

Minimum price of 
the seller based on 
the future cash flow

Selling company

Buying company

Maximum price of the buyer 
based on the 
future cash flow

Margin of agreement:
transfer price is determined as:
- the most probable value within the 

margin of agreement 
- the average value of the 

margin of agreement
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Since it shall be frequently difficult to directly 
forecast future profits (cash-flows) from an in-
dividual function (alternative 1-1-2), many times 
only the indirect method applies to value the re-
location package (alternative 1-1-1). In this case, 
the value of the relocation package is defined as 
the difference in company values before and af-
ter the relocation of functions. Given the fact that 
this shall be performed by the company relocat-
ing the function as well as the beneficiary com-
pany, four (!) business valuations are required. 
In exceptional cases, it is possible to depart the 
principle of global valuation of the relocation 
package and conduct an individual evaluation of 
the relocated financial assets (alternatives 2-1, 
2-2 and 2-3 on Chart 7) (also see Greil, S., 2010, 
p. 479):

• No transfers of intangible assets (exception 
2-1): an intangible asset is considered es-
sential if its value exceeds 25% of the total 
relocation package value. If no intangible as-
set is relocated or if its value is under 25% 
of the total value, an individual valuation of 
the relocated assets may be performed (for 
example, the relocation of a company’s ac-
counting shall be covered in this exception). 
Should several intangible assets be relocat-
ed in the framework of the relocation of func-
tions, its value shall be added to determine 
whether the amount exceeds the 25% cap 
or not.

• The sum of the individual values of the relo-
cated assets equals the value of the reloca-
tion package (exception 2-2): if the sum of 
the individual relocated values ranges within 
the transactional margin applicable in a glob-
al valuation, the sum of the individually val-
ued assets may be used as transfer pricing. 
Nevertheless, this exception does not entail 
laxer rules for taxpayers, since overall, an 
individual valuation and a global valuation 
shall be required.  

• Transfer of at least one essential intangible 
asset that is accurately described (exception 
2-3): when at least one essential intangible 
asset forms part of the relocation package 
(value > 25%) and is accurately described 

by the taxpayer, it is also possible to forego 
a global valuation of the relocation package. 
Nevertheless, on many occasions, it shall be 
necessary to apply the hypothetical arm's 
length principle for the accurately described 
intangible asset. Contrary to exception 2-1, 
this exception does not require adding the 
values from several intangible financial as-
sets. In particular, this third exception gener-
ates many questions that still remained un-
answered. 

2.2.2 Function valuation ­ example

Explanation on the indirect global valuation of a 
relocation package with a simplified example:

A consortium company (CC1) relocates a spe-
cific function with all the tangible and intangible 
assets required in performing the function of an-
other consortium company (CC2). The latter also 
assumes all the inherent risks and opportunities 
in the future performance of the function. In or-
der to simplify the example, we assume that the 
function shall only be performed for an additional 
three years. In order to determine the cap prices 
for the relocation package of CC1 and CC2, the 
values of companies before and after the reloca-
tion of functions shall be determined. To such end, 
future cash-flows (and profits) shall be estimated 
before and after the relocation of functions. It is 
assumed that the interest rate for the alternative 
investment adjusted by risk (capitalization rate), 
is 10% before tax in both countries and it shall be 
reduced by the tax burden applicable. The capi-
talization rate after tax is determined as the capi-
talization rate before tax multiplied by the factor 
of one less the tax base. (Such assumptions on 
the capitalization rate and the tax consideration 
have been greatly simplified. Nevertheless, they 
are necessary in order to explain the principles 
of the procedure). For simplification purposes, 
risk surcharges, normally different according 
to the company, are identical for both compa-
nies and shall not change as a consequence 
of the relocation of functions. The calculations 
are presented on the following chart (Chart 9): 
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Graphic 9: Determining the price of the transfer package – example I

In the case of CC1, the difference between the company value before the function relocation  (275) 
and the company value after the relocation (191) equals the minimum price for the relocation pack-
age. The maximum price from the standpoint of CC2 is formed as the difference between the value of 
the company after the function relocation (227) and the value of the company before relocation (82) 
as defined in the following chart (Chart 10): 

Graphic 10: Determining the price of the transfer package – example II
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Upon comparing the cap prices, we obtain a pos-
itive transactional margin between 84 (minimum 
price CC1) and 145 (maximum price CC2). By 
principle, admissible transfer pricing is deemed 
to be any value within the transactional mar-
gin, provided it meets the arm’s length principle. 
When in doubt, the average value of the trans-
actional margin is taken (114.5) as the relocation 
package transfer pricing admitted from the tax 
standpoint. 

A factor that is not taken into consideration in the 
calculations is taxation of a possible profit from 
the sale in CC1 and the tax effects of the amor-
tization of the assets acquired in CC2. Should 
these tax consequences be included in the con-
siderations, new cut-off prices shall apply for 
CC1 and CC2 and, therefore, a new transactional 
margin as well: 

• Owing to the taxation of the sales profit, CC1 
should increase the minimum price required 

for the sale of the relocation package not to 
produce impairment of their financial sta-
tus. Therefore, the minimum price of CC1 
increases from 84 to 94 (for the calculation, 
see Chart 11).

• Should CC2 apply the total price paid for the 
relocation package as purchase expens-
es for the assets purchased (an infrequent 
case), an additional amortization potential 
arises and a tax discharge effect that in-
creases the purchase cap price for CC2. In 
a simple example, the maximum price would 
increase from 145 to 163 (see Chart 11 for 
the calculation 11). 

• Therefore, the new transactional margin 
goes from 94 to 163 with an average value 
of 128.5.

The following chart (Chart 11) illustrates the cal-
culations applicable:

Graphic 11: Determining the price of the transfer package – example III 
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3. CONCLuSIONS

With the new regulation on the determination of 
fiscally approved transfer pricing policies for the 
relocation of functions, another highly complex 
regulation was introduced in German tax law. 
For its theoretical evaluation – we still do not rely 
on many practical experiences – the following 
items may be mentioned: 

• The valuation of assets or sections of com-
panies (relocation packages) centered on 
future cash-flow is in line with the valuation 
theory. 

• A global indirect valuation of the relocation 
packages requires four company valuations. 
In order to deduct the relevant cash-flows for 
valuation and the relevant profits as the tax 
base, it is necessary to draft, on a case by 
case basis, planned balance sheets, planned 
profits and losses accounts and planned fi-
nancial calculations, all of which shall be 
concerted. This is very onerous for the tax-
payer and implies, based on the estimations 
required, significant legal uncertainty with 
respect to the approval of transfer pricing by 
the tax administration. 

• Determining a capitalization rate adjusted 
by risk and taxes is highly complicated. The 
risk surcharge also depends, among others, 
on the capital structure that may be modified 
with the relocation of a function. Even with-
out modifying the capital structure, the indi-
vidual risk of each company may vary before 
and after the relocation of functions. In fact, 
this would be the rule, since the relocation 
of the function also entails relocation of the 
opportunities and risks inherent in the perfor-
mance of the function. This requires deter-
mining a number of risk-adjusted capitaliza-
tion rates. 

• German tax authorities determine applicable 
taxes on the future foreign profits generat-
ed as of the date of the function relocation. 
This could be interpreted as a very broad 
taxation power of the German tax authorities 
and, eventually, deemed a violation of the 
European law of freedom of establishment. 
A negative argument may be the fact that, 
as of the function relocation date, only the 
sale price that would have been agreed be-
tween two rationally behaving unrelated par-
ties was considered for taxation purposes. In 
general, the tax authority of the country of 
the seller headquarters is entitled to levy the 
sale profits.

• If the tax authority of the country of the head-
quarters for company acquiring the function 
does not accept transfer pricing as deter-
mined by the German tax authority, the par-
ties are faced with the risk of double taxation 
on future profits. The German tax authority 
levies such profits as of the date of the func-
tion relocation, and the foreign tax authority 
levies them as of the date of realization of 
the profits based on the amortization poten-
tial that is not generated at the time of acqui-
sition. 

• From the standpoint of economic policy, we 
may argue that many companies decide 
early on against headquarters in Germany, 
basing such decision on the fact that the tax 
barriers for subsequent relocation of func-
tions from Germany to a foreign jurisdiction 
are very high.
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