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Abstract 

The purpose of this thesis is to analyse and compare the transfer pricing approaches 

held by the OECD, Germany and the United States when transferring an ongoing 

concern. The term “ongoing concern” in the OECD Transfer Pricing Guidelines is 

to be interpreted as very wide and to cover every case where a function is bundled 

with assets and risks. Even though there is no legal definition of the term , the defini-

tion of the OECD can still be said to represent the common definition of the term. 

When transferring an ongoing concern or a function the three approaches are all that 

it should be given a value that independent enterprises under similar circumstances 

would agree upon. Besides some particular cases, the OECD and German approach 

is that the function, assets and risks should be aggregated when determining the 

arm’s length price. The approach of United States is somewhat different, where an 

aggregation of the transactions is not always the case and goodwill and going concern 

value are not subject to the transfer pricing legislation. 

The comparability approaches and the transfer pricing methodologies of the three 

are is very similar, where some factors should be taken into account when determi-

nign the comparability between two transactions and with the selection of the most 

appropriate transfer pricing method applied to the transaction. The comparable un-

controlled price method should be seen as a primary transfer pricing method, and if 

it is not possible to find comparable transactions or to make reasonable accurate ad-

justments the profit split method should be applied. The hypothetical arm´s length 

test is the method that would be applied in such case according to the German legis-

lation. The selection of which valuation method to apply to the transfer depends on 

the facts and circumstances of the transfer.  
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1 Introduction 

1.1 Background 

In 2005 the round-table discussion sponsored by the Centre of Tax Policy and Administra-

tion of the Organization for Economic Cooperation and Development (OECD) addressed 

the tax implications of cross-border business restructurings. The reason for it was the un-

certainty regarding the taxation implications from a business restructuring, both from the 

perspective of the state from which the assets were transferred but also from the perspec-

tive of the restructured entity. The most uncertainty was concerning a restructuring involv-

ing intangible assets.1 

In 2005 the Committee on Fiscal Affairs (CFA) created a Joint Working Group (JWG) to 

work with these issues. The work done by the JWG and thereafter Working Party number 

six, responsible for the OECD Transfer Pricing Guidelines2 (TP Guidelines), lead to a dis-

cussion draft3.4 In 2010 the TP Guidelines were amended to also include chapter IX on 

transfer pricing aspects in business restructurings. Chapter IX was a consensus document 

that was approved by the Council of the OECD.5 The amendment is the biggest amend-

ment to the TP Guidelines since 1998.6 What is meant by business restructurings from a 

transfer pricing perspective is the cross-border redeployment of functions, assets and/or 

risks.7 

The new chapter IX contains a special section regarding the transfer of an activity (ongoing 

concern)8, which stipulates that the transfer of an ongoing concern (containing assets, func-

                                                 
1 http://www.oecd.org/tax/transfer-

pricing/2ndannualcentrefortaxpolicyandadministrationroundtablebusinessrestructuring.htm (2013-05-07). 

2 OECD Transfer Pricing Guidelines for Multinational Enterprises and Tax administrations July 2010. 

3 OECD Transfer Pricing Aspects of Business Restructurings: Discussion Draft for Public Comment 19 Sep-
tember 2008 to 19 February 2009. 

4 Ibid., para. 2. 

5 OECD Response of the Committee on Fiscal Affairs to the Comments Received on the September 2008 
Discussion Draft on the Transfer Pricing Aspects of Business Restructuring 22 July 2010, para. 13. 

6 Zorzi, A. and Greer, L., Restructuring guidance The OECD’s new guidelines help taxpayers and authorities 
deal with business restructuring, but questions still remain, CA magazine, November , Toronto 2011. p. 38. 

7 TP Guidelines, para. 9.1. 

8 TP Guidelines, Section D.3. 

http://www.oecd.org/tax/transfer-pricing/2ndannualcentrefortaxpolicyandadministrationroundtablebusinessrestructuring.htm
http://www.oecd.org/tax/transfer-pricing/2ndannualcentrefortaxpolicyandadministrationroundtablebusinessrestructuring.htm
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tions and/or risks)9 should not always be valued based on the value of the separate assets 

as such but on an aggregate basis.10 The general approach of chapter IX is that only the 

transfer of something of value should be compensated, if it would be compensated be-

tween independent enterprises under similar circumstances. It is thus relevant to under-

stand the restructuring and the changes of profit potential that takes place.11 The problem 

with determining the arm’s length price for a tangible or an intangible asset in a business 

restructuring becomes even more problematic when an ongoing concern is transferred. 

Most countries do not have specific legal or administrative rules for the valuation of an on-

going concern.12 

In 2010 the OECD invited public consultation regarding the transfer pricing issues of in-

tangibles. In January 2011 the CFA approved the scope of the OECD project on intangi-

bles.13 Some specific areas were addressed for further development, amongst others specif-

ic categories of intangibles such as R&D, differentiation between intangible transfers and 

services, marketing intangibles and also other intangibles and business attributes.14 Another 

specific area that was addressed for further development was the problem of valuating in-

tangibles and the possibility of providing financial valuation methods to determine the 

arm’s length price for intangibles.15 Working party number six is currently working on the 

project.  

The transfer of an ongoing concern shall be valued not on the separate value of the differ-

ent assets, but on an aggregate basis. The current work of the OECD on the transfer pric-

ing aspects of intangibles will therefore probably have much value in the determination of 

an arm’s length price for an ongoing concern. 

                                                 
9 TP Guidelines para. 9.93. 

10 Ibid., para. 9.94. 

11 Ibid., para. 9.65-68. 

12 Kroppen, H-K. and Silva, J. C., Cross-border business restructuring General report, IFA Cahiers, Volume 
96A, Paris 2011, p. 45. 

13 OECD Transfer Pricing and Intangibles: Scope of the OECD Project Document Approved by the Com-
mittee on Fiscal Affairs on 25 January 2011. 

14 Ibid., section D.3. 

15 Ibid., section D.7. 
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To this end, it is worth noting that the German Foreign Tax Act16 (FTA) contains a special 

provision regarding the transfer pricing treatment of relocation of functions. In 2008 Ger-

many adopted an act, the ordinance to relocation of functions17, to support the transfer 

price aspect of relocation of functions. In 2010 administrative guidelines18 was introduced 

to supplement the ordinance.19 It has been said that the German law on the subject is the 

most detailed and that they have the most detailed administrative guidelines for cross-

border business restructurings.20  

Agrements with other States which have become directly applicable domestic law has prec-

edence over domestic tax legislation, since it will represent lex specialis.21 Questions regard-

ing the legal status of the German laws on the issue with the adoption of the new chapter 

IX of the TP Guidelines and the interpretation of bilateral double taxation conventions 

have however arised.22 As long as the interpretation of the arm’s length principle differs be-

tween the German law and the TP Guidelines there is a risk of double taxation.23 

In the United States (U.S.) there is no specific act dealing with just the transfer of an ongo-

ing concern as such, there are more specific rules that should be applied in the specific 

case.24 The Veritas-case25 dealt with the transfer of pre-existing intangibles to a cost-sharing 

agreement (CSA). Given the U.S. statues and regulations on transfer pricing, it seems likely 

that this case may have effects on how to deal with intangibles in a transfer of an ongoing 

                                                 
16 Außensteuergesetz vom 8. September 1972 (BGBl. I S. 1713). 

17 Funktionsverlagerungsverordnung vom 12. August 2008 (BGBl. I S. 1680). 

18 Administrative Circular on the Guidelines for the Examination of Income Allocation between Affiliated 
Persons in Cases of Cross-Border Relocations of Functions (Administrative Guidelines – Relocation of 
Functions), published on October 13, 2010 (IV B 5 – S 1341/08/10003, 2010/0598886, Federal Tax Ga-
zette 2010 I p. 774). 

19 Bakker, A., Transfer Pricing Aspects of Business Restructurings: Streamlining all the way, IBFD, Amster-
dam 2009,  p. 272. 

20 Kroppen and Silva, General report, p.45. 

21 Abgabenordnung in der Fassung der Bekanntmachung vom 1. Oktober 2002 (BGBl. I S. 3866; 2003 I S. 
61), §2. 

22 Von Bredow, A., Reallokation von Funktionen in grenzüberschreitend tätigen Konzernen Eine Analyse der 
Ausgestaltung und Wirkung der Regelungen des Aussensteuergesetzes, Josef Eul Verlag GmbH, Köln 2011, 
p. 5. 

23 Ibid., p. 33. 

24 MacGregor, E. and Thomas, M. K., Transfer Pricing and Business Restructuring United States, The Bureau 
of National Affairs, August, Maryland 2010, p. 98-99. 

25 Veritas Software Corporation & Subsidiaries, et al. v. Commissioner, 133 T.C. No. 14 2009. 
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concern and also the treatment of goodwill, going concern value and workforce in place. 

The case did however leave some questions unanswered, for example how synergies should 

be dealt with from a transfer pricing perspective.26 Since 2009 there has been a proposal re-

garding amending the definition of intangible assets from a transfer pricing and a domestic 

perspective.27 It will be interesting to see if this will bring clearity to how to deal with 

goodwill, going concern value and synergies.  

The U.S. have their own double taxation convention28 model which they use as a starting 

point in negotiation with other countries. This conforms largely to the OECD Model Taxa-

tion Convention (MTC) which refers to the TP Guidelines. 29 If the U.S. transfer pricing 

legislation differs from the TP Guidelines there may be a case of double/non-taxation. 

1.2 Purpose 

This thesis will analyze the key issues arising from the transfer of an ongoing concern and 

how to determine the value of an ongoing concern of a privately held company to be com-

pliant with the arm's length principle, especially regarding profit / loss potential. This will 

be done by analyzing and comparing the approach of the OECD with the German and the 

U.S. approach on the issue. Within this background the analyzis will deal with the issue of 

comparability.  

1.3 Method 

1.3.1 Introduction (method used) 

The chapters of this thesis consists of two parts;  

- One descriptive part analyzing the transfer pricing legislation on the transfer of an 

ongoing concern of the OECD, Germany and the U.S..  

                                                 
26 Castro, L. F.M., Treatment of Synergy for Transfer Pricing Purposes: Code Secs. 367(d), 482 and 936-A 

Critical Analysis Based on TAM 200907024 and the Obama Administration’s Proposals, International Tax 
Journal, September-October, New York 2011, p. 40-55. 

27 Department of Treasury General Explanations of the Administration’s Fiscal Year 2010-2013 Revenue 
Proposals. 

28 U.S. Model Income Tax Convention (2006). 

29 Zollo, T. M., Cross-border business restructuring United States, IFA Cahiers, Volume 96A, Paris 2011, p. 
764. 
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- One comparative part comparing the different legislations on the issue. This means 

that the functions, more than the formal titles, of the different laws have been 

compared regarding the aspects of a transfer of an ongoing concern.30 

1.3.2 OECD 

When describing and analyzing the OECD materials on the issue, the TP Guidelines have 

been the main source of legislation. The preparatory work for chapter IX of the TP Guide-

lines has also been used to explain the purpose of the chapter. The preporatory work is not 

binding on national courts when interpreting double taxation conventions based on the 

OECD MTC, but still represents an important source of information since chapter IX of 

the TP Guidelines is a revision of the Discussion Draft and a consensus document en-

dorsed by all OECD member states.31.  

Anuschka Bakker, Transfer Pricing Aspects of Business Restructuirngs: Streamlining all the 

way is seen as a basic book describing the TP Guidelines. It has been used in a way to clari-

fy certain aspects of the work done by the OECD. 

1.3.3 German law 

When describing and analyzing German law on transfer pricing aspects of business restruc-

turings the Foreign Tax Act has been the main source. The Ordinance on the relocation of 

functions and the Administrative guidelines on the relocation of functions that are binding 

on tax courts and taxpayers have also been used. The Administrative guidelines can also be 

said to describe the intentions by the German legislator. The legal literature have also been 

used as guidance.  

The book Transfer pricing in Germany, Translation of important laws and regulations by 

Carsten Kratzer and Martin Blesgen32 has been an important help with the translation of 

the German law on the issue. Of equal importance has the translation provided by the 

Language Service of the Federal ministry of Finance been. 

                                                 
30 Thuronyi, V., Comparative tax law, Kluwer Law International, the Hague 2003, p.3-7 and Bogdan, M., 

Comparative law, Kluwer Law/Norstedts Juridik/TANO, Göteborg 1994, p. 21-25 and 57. 

31 Response to disc. Draft on business restructurings, para. 13. 

32 Kratzer, Carsten and Blesgen, Martin, Transfer Pricing in Germany Translation of important laws and regu-
lations, Verlag Dr. Otto Schmidt KG, Köln 2012. 
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1.3.4 U.S. legislation 

The statues and regulations regarding the transfer pricing and the arm’s length principle has 

been the main source when describing the U.S. legislation on the area. The specific provi-

sions are mainly found in section 482 of the Internal Revenue Code33 (IRC) and the follow-

ing federal regulations 1.48234. Given the importance of case law in the U.S., the relevant 

case law has been of great importance in interpreting the existing law. The Veritas case has 

been of particular interest. 

1.4 Delimitation  

This thesis will only deal with the key transfer pricing issues arising from the analysis of the 

notion “ongoing concern” and its valuation. It will not deal with the value added tax  issues 

arising in the context of business restructurings. The thesis will neither deal with the issues 

of a business restructuring involving a permanent establishment as a party of the transac-

tion, nor will it analyze the problem of non-recognitioning of a business restructuring. 

                                                 
33 United States Code Annotated Title 26. Internal Revenue Code. 

34 Code of Federal Regulations Title 26. Internal Revenue. 



 

 
7 

2 Definition of an ongoing concern 

2.1 Introduction 

To ensure that the conditions imposed in the restructuring between associated enterprises 

are at arm’s length one has to understand the restructuring in itself.35 When it then comes 

to applying the arm’s length principle to the restructuring it is of importance to recognize if 

there is a transfer of something of value, such as tangible and intangible assets,36 a transfer 

of an ongoing concern37 or if it is a termination or renegotiation of existing arrangements 

that an independent enterprise would be compensated for38. Seeing that the valuation of an 

ongoing concern in some cases shall be valued on an aggregate basis it is important to de-

fine how the term ongoing concern shall be interpreted. 

The same reasoning could be applied to the German law, where as it is held in the FTA, a 

special value should be set on the “package” including the function in itself, the corre-

sponding opportunities and risk and also the assets and other advantages that are trans-

ferred or provided.39 It is thus necessary to first determine how the term function is to be 

interpreted. 

2.2 OECD definition of an ongoing concern 

According to the TP Guidelines an ongoing concern is a functioning, economically inte-

grated business unit, which basically means assets bundled with the ability to perform cer-

tain functions and bear certain risks. There are some examples of what these functions, as-

sets and risks may consist of; tangible and intangible property, liabilities due to the holding 

of certain assets and functions. The inferred definition by the wording to the TP guidelines 

is though that there shall be a bundle of different assets, functions and risks.40   

What could constitute a transfer of an ongoing concern and be included in the transfer is a 

manufacturing activity transferred between associated enterprises. Included in this transfer 

                                                 
35 TP Guidelines, para. 9.50. 

36 Ibid., para. 9.75-92. 

37 Ibid., para. 9.93-98. 

38 Ibid., para. 9.100-122. 

39 FTA, §1, sect. 3, sentence 9. 

40 TP Guidelines, para. 9.93. 
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could be the machinery, equipment, inventories, patents, manufacturing processes and 

know-how and also key contracts with suppliers and customers.41  

An example could describe the problem; 

A German company, Ob GmbH, producing solutions for the extraction of rock minerals has an associated 

company, LL Ltd, in the U.S.. The management of Ob GmbH want to make the manufacturing of the 

product more efficient and redeploy a Research & Development (R&D) department from Germany to LL 

Ltd in the U.S.. Within this restructuring are researchers, technological equipment, contracts with suppliers, 

debts connected to the R&D department and to the employees etc.  

According to the definition given by the TP Guidelines this would constitute an ongoing concern that is be-

ing transferred and chapter IX would be applicable. This would also entitle the German tax administration 

to tax any gain arising from the transfer of the ongoing concern. 

Suppose that Ob GmbH executes the restructuring and in year two decides to transfer also a drill used in 

the preparatory work of the extraction of rock minerals to LL Ltd. This transfer will only consist of the 

drill.  

In this case it would be a redeployment of assets, functions and/or risks thus making chapter IX of the TP 

Guidelines applicable. It will however not be a transfer of an ongoing concern, but rather a transfer of a tan-

gible asset. 

2.3 Other definitions of an ongoing concern 

The term going concern value can be interpreted as “the value of the assets of a business 

considered as an operating whole”.42 Subtracting the term value from the definition and we 

are left with the definition of a going concern. The term going concern can also be inter-

preted as “a business that functions without the threat of liquidation for the forseeable fu-

ture…”43. 

2.4 German definition of a function 

According to the Ordinance on the relocation of functions a function is a business activity 

consisting of an aggregation of similar operation tasks that are performed by certain centers 

                                                 
41 TP Guidelines, para. 9.95. 

42 http://legal-dictionary.thefreedictionary.com/Going+Concern+Value, (2013-04-04). 

43 http://en.wikipedia.org/wiki/Going_concern, (2013-04-24). 

http://legal-dictionary.thefreedictionary.com/Going+Concern+Value
http://en.wikipedia.org/wiki/Going_concern
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or departments of an enterprise.44 It is an organic part of an enterprise without having to 

form a separable part of a business in a tax meaning,45 which means that a function needs 

to possess a certain economic independence and also can be allocated specific income and 

expenses and opportunities and risks.46 A function is thus something between a single asset 

and a separable part of a business.47 In order to distinguish a function from the rest of the 

enterprise it is necessary to define the concerned function with focus on the activity and  

the objective based on the assets employed and benefits as well as opportunities and risks 

connected with the activity.48 

An example could describe the definition 

Again using the examples with Ob GmbH and LL Ltd, but this time with a manufacturing department 

that will be transferred from Ob GmbH to LL Ltd. The department consists of machines, employees and 

know-how. Risks for fault in the manufactured products will also accompany the transfer.  

In this case it would be relatively certain that it is a transfer of a function and also the opportunities and 

risks related to the function. The special provisions regarding the relocation of a function are thus applicable 

and the package as such shall be given a certain value. 

2.5 Analysis 

The OECD definition of an ongoing concern is very wide. It covers every case where a 

specific function is bundled with corresponding assets and risks. The only case that is not 

included in the definition is when an asset, risks or a function is transferred alone. In that 

case, while it may still be a redeployment of the asset, the risk or the function and subject 

to chapter IX of the TP Guidelines, it would not seem to fulfill the definition of a transfer 

of an ongoing concern. 

There seems to be neither a civil law nor an accounting law definition of the term ongoing 

concern. There are however definitions of the terms going concern value and going con-

                                                 
44 Ordinance on the relocations of functions, §1, sect. 1, sentence 1. 

45 Ibid., sentence 2. 

46 Kratzer and Blesgen, Administrative guidelines on the relocation of functions, para. 18. 

47 Wolter, H., Cross-border business restructuring Germany, IFA Cahiers, Volume 96A, Paris 2011, p. 355. 

48 Kratzer and Blesgen, Administrative guidelines on the relocation of functions, para. 16. 
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cern (in the context of the going concern assumption49). Adjusting these definitions to ar-

rive at a casual common definition of the term going concern one can say that it is assets 

bundled with risks of a business considered as an operating whole, operating without the 

threat of liquidation for a forseeable future. The OECD definition fits quite well into this 

definition.  

The German definition of the term function is also very wide and covers every case where 

specific functions are transferred together with the corresponding opportunities and risks, 

operating as a whole and can be attributed income and expenses. It does however not need 

to form a separable part of a business. It is rather unclear whether the definition also co-

vers the case where the function and the corresponding opportunities and risks are to be 

seen as a separable part of a business. The wording of the FTA, the statutory ordinance on 

the relocation of functions and the administrative guidelines on the relocation of functions 

suggests that this may not be the case, which also seems to be the standpoint of the legal 

literature.  

If the German definition of a function is to be defined as something that is between a sin-

gle asset and a separable part of a business, this definition seems to be narrower than that 

of an ongoing concern as it is provided by the TP Guidelines. The latter definition covers 

also the case where the function and the corresponding assets and risks are to be seen as a 

separable part of a business. If the German definition of a function does cover also the 

case where the functions and the corresponding opportunities and risks constitutes a sepa-

rable part of a business, there seems to be no clear difference between the two definitions. 

                                                 
49 The going concern assumption is an assumption regarding an enterprises’ ability to continue with its opera-

tions for a reasonable period of time. Hahn, W. The going-concern assumption: its journey into GAAP, the 
CPA Journal, February, New York 2011, p. 26. 
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3 Transfer of an ongoing concern 

3.1 Introduction 

There are different ways to treat the transfer of an ongoing concern/function. The OECD 

and German approach is that there shall be an aggregation of the function, assets and risks 

when determining the arm’s length price.50 This is not always the case according to U.S. 

legislation.51 There are also differences between the approach held by the OECD and 

Germany and the approach of the U.S. regarding which elements that should be taken into 

consideration when determining the arm´s length price. 

3.2 Transfer of an ongoing concern under theTP Guidelines 

3.2.1 Special consideration for risks 

The new chapter IX contains a special section for the allocation of risks that should be 

considered when performing the functional analysis. The allocation of risks in a business 

restructuring is an important aspect of the functional analysis, due to the fact that an as-

sumption of higher risk would be compensated by a higher expected return. The allocation 

of risks is therefore of importance when determining the compensation for the restructur-

ing in itself and also for the post-restructuring adjustments.52 If the allocation of risks are 

deemed not to be at arm’s length an adjustment of the prices between the associated enter-

prises shall be made.53 

The consequences of an arm’s length risk allocation should be that the party allocated the 

risks should bear the costs of managing or mitigating the risk, bear the costs of the realiza-

tion of the risks and also generally be compensated by an increase in expected return.54  

The examination of risks starts with an examination of the contractual terms of the transac-

tion and correspondence or other communications between the parties.55 The reason for 

                                                 
50 TP Guidelines, para. 9.94 and FTA §1, sect. 3, sentence 9. 

51 C.F.R §1.482-1, f2i. 

52 TP Guidelines, para. 9.10. 

53 Ibid., para. 9.38. 

54 Ibid., para. 9.39. 

55 TP Guidelines, para. 9.11 and disc. draft on business restructuring, para. 26. 
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this is that it would be reasonable to expect associated parties to document in writing their 

allocation of risks.56 If there is no written contract or other documentation defining the al-

location of risks, the contractual relationship between the parties should be deducted from 

the parties conduct and of the economic principles that most often govern the relationship 

between independent enterprises.57 Tax authorities are entitled to challenge the allocation 

of risks if it is not in accordance with the economic substance of the transaction.58 

An example that might suffice to describe the situation; 

Again using the earlier group of companies, Ob GmbH and LL Ltd and the transfer of the R&D de-

partment from Ob GmbH to LL Ltd. The contract may contain a provision enacting that LL Ltd will 

bear the risk of the technological equipment. The actual conduct of the parties may be such as that Ob 

GmbH has signed an insurance for just damage to the technological equipment. 

In such case the tax administrations would be interested in, and are entitled, to challenge the contractual 

agreement of allocation of risks and instead investigate the conduct of the parties. As provided for by the TP 

Guidelines, it could also be relevant to examine which party bear the write-downs of the inventory in a re-

structuring.59  

When it comes to the determination if the allocation of risks is at arm’s length the problem 

lies in finding comparable uncontrolled transactions. If there are internal and external un-

controlled these comparable transactions should be used to determine if the allocation of 

risks in the restructuring is at arm’s length.60 If there is no comparable uncontrolled trans-

action it becomes necessary to determine whether or not the allocation of risks is the same 

as would be expected to have been agreed between independent enterprises under similar 

circumstances.61  

In the absence of comparable uncontrolled transactions to the controlled transaction an 

examination of the control of the risks are relevant, especially which party that has the 

                                                 
56 Disc. Draft on business restructuring, para. 25. 

57 TP Guidelines, para. 12. 

58 Ibid., para. 1.48-53. 

59 Ibid., para. 9.15. 

60 Ibid., para. 9.18. 

61 Ibid., para. 9.19. 
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greater control of the risks.62 In this context control means the capacity to make decisions 

to take on the risks and also decisions on whether and how to manage the risk.63 It is also 

relevant to examine the financial capacity to assume the risk. It could be the case that the 

party that should bear the risks according to the contract do not have the financial capacity 

to bear the risk if it materializes, and it is thus another party that would become the actual 

risk bearer.64 

3.2.2 Arm’s length compensation for the restructuring itself 

The determination if conditions in a business restructuring are at arm’s length is often done 

through a comparability analysis. What should be examined is particularly the functions 

performed, assets used and risks undertaken by the parties as well as the contractual terms, 

economic circumstances and business strategies.65 If there are comparable uncontrolled 

transactions, these will be used as a reference in the determination if the conditions in the 

transaction is at an arm’s length.66  

When there are no comparable uncontrolled transactions it has to be determined what 

conditions independent enterprises might have expected to agree on under similar circum-

stances. When doing this it could especially be useful to review the restructuring transac-

tions and the functions, assets and risks before and after the restructuring, the business rea-

sons for the restructuring and the expected benefit of it and also other options realisticly 

available to the parties in the transaction.67 When analyzing the restructuring it is important 

to bear in mind, as it is held above, that the contractual agreement may not reflect the actu-

al reality.68  

Business reasons underlying a restructuring are often synergies (economies of scale, need 

for specialization, increased efficiency, improved competitiveness). Anticipated synergies 

do however not need to be realized or lead to an increase in the profit of the multinational 

                                                 
62 Ibid., para. 9.22. 

63 Ibid., para. 9.23. 

64 Ibid., para. 9.29-32. 

65 Ibid., para. 9.50. 

66 Ibid., para. 9.51. 

67 Ibid., para. 9.52. 

68 Ibid., para. 9.53-54. 
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enterprise (MNE).69 If the anticipated synergies differ from the actual synergies the reasons 

for the difference might be something that need to be analysed. The analysis will be im-

portant in the determination of which party should bear the consequences of the difference 

for the transaction to be at an arm’s length.70  

The reason to examine other options available to the parties of a business restructuring 

when determining if the transaction is at arm’s length is based on the assumption that in-

dependent enterprises will evaluate the transaction with other realisticly available transac-

tions and only enter the transaction if there is no alternative that is clearly more attractive.71  

To do this an evaluation has to be made of if the terms of the controlled transaction would 

be acceptable to an independent enterprise faced with the same alternatives and under simi-

lar circumstances.72 This analysis has to be made from the perspective of both restructured 

entities, not just from the perspective of the MNE as a whole.73 

An example could describe the situation 

Once again using the example with Ob GmbH and LL Ltd. Ob GmbH is going to transfer the R&D 

department to LL Ltd. Assuming that there are no comparable uncontrolled transactions to the transaction 

it would be necessary what conditions independent enterprises would have expected to agree under similar cir-

cumstances.  

Before the transaction the employees, the technological equipment, the patents, the liquid funds and the risks 

associated with these are belonging to Ob GmbH. There is no debt of Ob GmbH to LL Ltd. After the re-

structuring the employees, the technological assets, the patents, the liquid funds and the risks associated with 

these will belong to LL Ltd. The business reasons for the restructuring is to make the production of the 

drills more efficient.  

Other options realisticly available to Ob GmbH is to transfer the R&D department to a Dutch company, 

GG BV. Due to the economic crisis in the Netherlands and the difficulties to fund an acquisition the price 

of the R&D-department would be significantly lower than the price offered by the price between Ob GmbH 

and LL Ltd. There is thus no realistictly available transaction that is clearly more attractive. 

                                                 
69 TP Guidelines, para. 9.58. 

70 Disc. Draft on business restructuring, para. 56. 

71 TP Guidelines, para. 9.59. 

72 Ibid., para. 9.60. 

73 Ibid., para. 9.63. 
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3.2.3 Reallocation of profit potential as a result of the restructuring 

Profit potential in the context of chapter IX does not mean an asset, but the potential car-

ried by rights or assets.74 The arm’s length principle does not require compensation for a 

decrease in an entity’s expected future profit, but rather a compensation for the transfer of 

something of value or the termination and renegotiation of existing arrangements.75 The 

term expected future profit, although it could sometimes be losses, is to be understood as 

profit potential.76  

The question then comes to what independent enterprises under similar circumstances 

would compensate the restructured entity.77 When determining if an independent enterprise 

would have compensated a restructured entity it is important to consider the aspects men-

tioned above; an understanding of the restructuring, the business reasons for the restruc-

turing and other options realisticly available to the parties.78 

3.2.4 Determination of an arm’s length price of an ongoing concern 

The transfer of an ongoing concern means the transfer of assets bundled with certain func-

tions and certain risks. The valuation of an ongoing concern should reflect all the valuable 

elements that would be compensated between independent enterprises in comparable cir-

cumstances.79 The valuation at arm’s length does not necessarily amount to the separate 

value of each element in the transaction. Instead the valuation of the separate elements 

could be done on an aggregate basis. Common valuation methods used in acquisition deals 

between independent parties may be useful in the determination of the arm’s length remu-

neration for the ongoing concern.80 The TP Guidelines does not mention any particular 

                                                 
74 Disc. Draft on business restructuring, para. 64. 

75 TP Guidelines, para. 9.65. 

76 Ibid., para. 9.66. 

77 Ibid., para. 9.65. 

78 Ibid., para. 9.68. 

79 Ibid., para. 9.93. 

80 Ibid., para. 9.94. 
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method, but it is likely that common valuation methods such as discounted cash flow 

methods or relative valuation methods may be applied.81 

The problem of determining the arm’s length price for an ongoing concern when there is a 

transfer of a loss-making activity becomes even more complicated. In such case it is neces-

sary to establish whether or not the transferor should compensate the transferee for taking 

over the activity in question. To determine this it is reasonable to look at whether or not an 

independent enterprise would have compensated another entity under similar circumstance, 

or if it would have considered other options (closing down the loss-making activity).82 

Again, taking the example with Ob GmbH and the transfer of the R&D department to LL Ltd. The 

transfer consists of the technical equipment, the personell, patents, liquid funds and debts connected to the 

deparment and the employees that are being transferred. As it is held in the earlier example, there is no re-

alisticly available alternative that is clearly more attractive for Ob GmbH. 

In this case, as it has been established in chapter 2, it would be a transfer of an ongoing concern. Assuming 

that the allocation of risks has been determined to be at an arm’s length. Assuming also that there is no 

comparable transaction to the transfer, it is relevant to determine what independent enterprises under similar 

circumstances would have expected to agree. The OECD approach in this case is that the valuation should 

be made on an aggregate basis rather than on a separate valuation of each element in the transaction. This 

is because of the fact that a valuation of an ongoing concern should reflect all the valuable elements that 

would be compensated in a transaction between independent enterprises in comparable circumstances.  

What is implied is that goodwill and going concern value also should be taken into consideration when de-

termining the arm’s length price for the ongoing concern. A further discussion on the work on these valuable 

elements will be discussed in section 3.2.5 below. Another reason to aggregate the transaction is due to the 

fact that the valuation will also capture the potential synergies between the assets in the transaction. 

The choice and implications of a specific valuation method to a specific transaction will be further discussed 

in chapter 6. For this example it may suffice to say that a discounted cash flow valuation may be appropri-

ate, provided that the R&D department produces cash flows, and that the discount rate is adjusted to an 

appropriate level. 

                                                 
81 Rasch, Stephan and Schmidtke, Richard, OECD Guidelines on Business Restructuring and German Trans-

fer of Functions Regulations: Do Both Jeopardize the Existing Arm’s Length Principle, International Trans-
fer Pricing Journal, January/February, Amsterdam 2011, p. 61. 

82 TP Guidelines, para. 9.97. 
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3.2.5 Current work on intangibles 

The discussion draft on intangibles points out that an intangible asset is something which is 

not a physical or a financial asset and is capable of being owned or controlled for use in 

commercial activities83. If chapter VI of the TP Guidelines is revised to be in accordance 

with the discussion draft, the determination of an intangible asset shall not be subject to 

accounting or general tax purposes, but should instead be based on whether or not the in-

tangible asset carries significant economic value.84 The identification of an intangible asset 

should also be differentiated from the valuation or the return attributable to the asset in a 

transaction.85 

The OECD does not try to define the term goodwill or ongoing concern value.  They do 

however acknowledge that the term goodwill can be interpreted as “the difference between 

the aggregate value of an operating business and the sum of the values of all separately 

identifiable assets”, or as “a representation of the future economic benefits associated with 

business assets that are not identifiable and separately recognized”. The term ongoing con-

cern value can be interpreted as “the value of the assembled assets of an operating business 

over and above the sum of the separate values of the individual assets”. Goodwill and on-

going concern value is not something that can be transferred separately from other busi-

ness assets.86  

The discussion draft puts emphasis on the fact that goodwill and ongoing concern value 

should be seen as an economically significant part of the compensation paid between inde-

pendent enterprises when assets of an operating business is transferred. It should however 

only be taken into consideration in appropriate situations. It can therefore be said that the 

position of the working party number six is that goodwill and ongoing concern value 

should be seen as identifiable intangible assets where it is appropriate.87 How the term ap-

propriate is to be interpreted is rather unclear. Seeing that goodwill and ongoing concern 

value is often something that is compensated between independent enterprises when trans-

ferring and ongoing concern it seems highly appropriate to treat them as intangible assets 

                                                 
83 Disc. draft on intangibles, para. 5. 

84 Ibid., para. 6. 

85 Ibid., para. 9. 

86 Ibid., para. 21. 

87 Ibid., para. 22. 
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in such transaction. Their approach is also that accounting and business valuation measures 

of goodwill and ongoing concern value in most instances are not relevant for transfer pric-

ing purposes.88 This is something that has been criticized seeing that, even though the role 

played by valuation principles are unclear, the underlying financial information is to be con-

sidered when determining the arm´s length remuneration for the goodwill or ongoing con-

cern value.89 

3.3 Relocation of a function under German law 

3.3.1 Introduction 

The arm’s length principle (Fremdvergleichsgrundsatz) is found in art. 1 of the FTA, which 

stipulates that income derived from a business relationship to foreign territory with an affil-

iated person that is reduced due to the fact that the taxable person determines the income 

on other conditions (especially prices) than those independent persons would agree on un-

der the same or similar circumstances regardless of other provisions, shall be adjusted. In 

such cases the income shall comply with the income unrelated parties would have generat-

ed based on their agreed terms and conditions.90  

With regard to the adjustment of the income it shall be assumed that the independent par-

ties know all essential circumstances of the business relationship and that they act in ac-

cordance with the principles of sound and prudent business management.91  

Affiliated persons are; persons that have direct or indirect share in the taxable person 

amounting to at least twenty five percent (substantial participation) or may directly or indi-

rectly exercise a controlling influence on the taxpayer. The same applies also the other way; 

when the taxable person directly or indirectly has a substantial participation or may directly 

or indirectly exercises a controlling influence on the other person.92 Two persons are also 

affiliated if a third person has a substantial participation in both persons or may directly or 

                                                 
88 Disc. draft on intangibles, para. 22. 

89 Helderman, Loek and Sporken, Eduard, Revision of the Special Considerations for Intangibles in Chapter 
IV of the OECD Transfer Pricing Guidelines and Related Provisions, International Transfer Pricing Jour-
nal, November/December,  Amsterdam 2012, p. 389-390. 

90 FTA, 1§, sect. 1, sentence 1. 

91 Ibid., sect. 1, sentence 2. 

92 Ibid., sect. 2, point 1. 
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indirectly exercise a controlling influence on both persons.93 Two persons are also affiliated 

if one person is able to exercise an influence extraneous to the business relationship over 

the other person when concluding the terms and conditions of a business relationship or 

has an own interest regarding the income generation of the other person.94 

3.3.2 Relocation of a function 

If a function, as it is defined in chapter 2.4, is relocated it should be given a value on the 

package as a whole, consisting of the corresponding risks and opportunities, assets and 

other advantages. This package should be given a value that independent enterprises would 

agree on under similar circumstances.95 When it is possible to find comparable uncon-

trolled transactions and estimate a price for the transfer package as a whole, using unre-

strictedly or restrictedly data, these transactions shall be used to estimate the arm’s length 

price for the package.96 If there are no comparable unrestrictedly or restrictedly data that 

can be determined the taxpayer is obliged to perform a hypothetical arm’s length test in or-

der to determine the arm’s length value of the transfer package.97  

When performing the hypothetical arm’s length test it is necessary to determine the mini-

mum price of a supplier and a maximum price of the recipient (range of mutual consent) 

based on a functional analysis and internal planning data from both parties involved in the 

transaction perspecitve.98 This range of mutual consent shall be based on the respective 

parties expected profit potential of the relocation.99 The determination of the maximum 

price of the recipient should be done under considerations of a functions and risk adequate 

capitalization interest rate.100 

                                                 
93 Ibid., sect. 2, point 2. 

94 FTA, §1, sect. 2, point 3. 

95 Ibid., sect.1 and sect. 3, sentence 9. 

96 Ibid., sect. 3, sentences 1-4 and Ordinance on the relocations of functions, §2, sect. 1, sentence 1. 

97 FTA, §1, sect. 3, sentence 5. 

98 Ibid., sentence 6. 

99 Ibid.. 

100 Ibid., sentence 9. 
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3.3.3 Special cases when the function should not be valued as a pack-

age 

If the taxpayer in a reliable manner shows that the relocation of the function has not con-

tained any essential intangible assets and advantages, the function shall be valued using the 

individual transfer prices for all assets and services in the relocation.101 An individual intan-

gible asset or advantage shall in these cases not exceed 25 per cent of the total value of all 

assets in the relocation.102 An example might be useful. 

Taking the example with the transfer of the R&D department from Ob GmbH to LL Ltd. The transfer 

consists of the technological equipment, patents, the employees, liquid funds and the debts connected to the 

department and the employees in the transfer.  

If a valuation according to the hypothethical arm’s length test would indicate and arm’s length price of 

1 234 647,52 Euros, and one of the patents would be valued to 350 000 Euros, the exception to when 

individual transfer prices shall be applied is not applicable. In this case the package should thus still be val-

ued on an aggregate basis. 

This also applies when the taxpayer in a reliable manner shows that the sum of the individ-

ual transfer prices measured by the evaluation of the transfer package as a whole complies 

with the arm’s length principle.103 It is thus still necessary to determine the range of mutual 

consent for the transfer package as a whole when applying the individual transfer prices.104 

This requires precise calculations of the individual assets and of the transfer package as a 

whole.105 If there is a difference between the sum of the price of the individual assets and 

the price for the transfer package as a whole it is necessary for the transferor to explain the 

difference and to justify why the sum of the individual transfer prices are at an arm’s 

length.106 

Individual transfer prices shall also be applied if the taxpayer credibly shows that at least 

one essential intangible asset was subject to the function transferred and the taxpayer can 

                                                 
101 FTA, §1 sect. 3, sentence 10, point 1. 

102 Ordinance on the relocation of functions, §1, sect. 5. 

103 FTA, §1, sect. 3, sentence 10, point 2. 

104 Ordinance on the relocation of functions, §2, sect. 3. 

105 Kratzer and Blesgen, Administrative guidelines on the relocation of functions, para. 72. 

106 Ibid., para. 73. 
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specify it exactly.107 Again, essential means that the value of the relevant intangible asset 

shall be more than 25 per cent of the total value of the transferred function. If the taxpayer 

can prove that this is the case the tax authorities has to accept the single asset valuation. It 

is thus a shift of burden of proof, from the taxpayer to the tax authorities.108 

3.3.4 Special rules regarding content of the relocation and limitation of 

the functioning of the transferring company 

There are some specific rules regarding the functions of the transferring company for the 

special rules of relocation of functions to be applicable. For the rules to be applicable there 

has to be a restriction for the transferring company of the exercise of the specific function 

that has been relocated (duplication of a function). The restriction has to last for at least 

five years after the function was relocated.109 

Another situation is the case where only assets are sold or provided for use or only services 

provided and those assets or services are not part of a relocation of functions. The specific 

rules regarding relocation of functions are not applicable in such case. The same goes for 

personnel that is seconded within the group without a transfer or a function, or if such a 

transaction would not be seen as a transfer of a function between independent parties.110 

3.3.5 The transfer package 

The transfer package that should be valued as a whole contains the specific function and its 

corresponding opportunities and risks, assets and other advantages transferred or otherwise 

provided.111 The legal and contractual structuring lies entirely in the hands of the managers 

of the parties involved in the transaction and has to be accepted by the tax authorities if the 

conditions complies with the arm´s length principle.112 If it is doubtful whether or not there 

                                                 
107 FTA, §1, sect. 3, sentence 10, point 3. 

108 Wolter, H., Cross-border business restructuring Germany, p. 354-355. 

109 Ordinance on the relocation of functions, §1, sect. 6. 

110 Ibid., sect, 7. 

111 FTA, §1, para. 3, sentence 9. 

112 Kratzer and Blesgen, Administrative guidelines on the relocation of functions, para. 97. 
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is a transfer or a provision of use for the package or its individual elements, it shall be as-

sumed that it is a provision of use.113 

3.3.6 Profit potential 

In German law profit potential within the context of the hypothetical arm’s length test is 

the net present value respectively the expected net present value from the transferred func-

tion that a sound and prudent business manager from the perspective of the transferring 

enterprise would expect. The profit potential shall be determined also from the view of the 

acquiring enterprise who shall compensate the transferor.114 The words “the net present 

value respectively the expected net present value” means that an analysis has to be made 

before and after the relocation.115 The taxes that shall be considered when calculating the 

expected net present value are such that are presumably to be assessed or actually were as-

sessed and paid, as well as taxes reduced by an actual or expected claim for reduction.116 

Again considering the example with Ob GmbH and LL Ltd and the transfer of the R&D department. 

The profit potential for the relocated R&D department is, as can be seen from the income statement of the 

R&D department, the net present value of the expected profits are 

568 000/0,5251=1 081 698,72Euros. An analysis also has to be made after the relocation of the func-

tion. The expected net present value of the relocated function is, after the relocation, assumed to be signifi-

cantly higher, 852 000/0,6748=1 262 596,32 Euros. 

According to German law there are two methods to calculate the profit potential; the direct 

method and the indirect method. What is relevant when applying the direct method is the 

net profit from the transfer package during the expected lifetime of the function, which in 

principle is derived from the planned annual future results. To derive the relevant cash 

flows it is necessary to have corresponding income and balance sheets.117 The indirect 

method may be used if the caluclation are economically comprehensive. The value is given 

                                                 
113 Ordinance on the relocation of functions, §4, sect. 2. 

114 Ordinance on the relocation of functions, §1, sect. 4. 

115 Kratzer and Blesgen, Administrative guidelines on the relocation of functions, para. 83. 

116 Ibid., para. 33. 

117 Ibid., para. 31. 
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from both participating enterprises based on the profits before and after the relocation of 

the function.118 

3.3.7 Method to calculate the net present value when applying the di-

rect method 

When determining which method to use when calculating the range of mutual consent, the 

standards from the Institut der Wirtschaftsprüfer in Deutschland (IDW) shall in some cas-

es be used. The IDW have published standards, especially regarding the principles for the 

performance of business valuations119 and principles for the valuation of intangibles120. 

They offer different methods to use, for example can be mentioned the capitalized value 

method and the discounted cash-flow method.121 It is however important to bear in mind 

that other acknowledged methods can be used and that the choice of method depends on 

the character and significance of the relocated function.122 

3.3.8 Capitalization interest rate 

The determination of the maximum price shall, as mentioned above, be done under con-

siderations of a functions and risk adequate capitalization interest rate. The starting point is 

the interest offered from a risk-free investment, and this should then be adjusted with a 

premium based on functions and risks. 123 The risk-free interest rate has to be determined 

for both the transferring and the acquiring enterprise. Country risk premiums to the risk-

free investment shall not be added.124 The duration of the risk-free investment is dependent 

on how long the function expects to be exercised.125  

The premium that should be given the function and the risks shall be assessed in a way that 

it considers the customary risk assessment from both parties perspective.126 If it is not pos-

                                                 
118 Ibid., para. 32. 

119 IDW S 1. 

120 IDW S 5. 

121 Kratzer and Blesgen, Administrative guidelines on the relocation of functions, para. 87-88. 

122 Ibid., para. 89. 

123 Ordinance on the relocation of functions, §5, sentence 1. 

124 Kratzer and Blesgen, Administrative guidelines on the relocation of functions, para. 104. 

125 Ordinance on the relocation of functions, §5, sentence 2. 

126 Ibid., sentence 3. 
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sible to find comparable return expectations the premium has to be determined based on 

an allocation of the profit of the group as a whole to the specific function.127 The premium 

may typically be assumed to be 50 per cent of the domestic base rate.128 

The duration of the capitalization period is assumed to be unlimited. None the less the risk-free rates in our 

example is assumed to be the German 10 year government bond rate, which is 1,26%129, and the U.S. 10 

year government bond, which is 1,73%130. In similar transactions to the transfer of the function, the premi-

um has been 26,5%, 19%, 30% and 24,5%. The Euro base rate is 0,75% and the U.S. base rate is 

0,25%.131 

For a expanded discussion of how to calculate the discount rate, see section 6.2. For now it suffices with a 

simpler example. The discount rate in our example would then be 1,26%+2,05*25%=52,51% and 

1,73%+2,63*25%=67,48%, where the latter term on the left hand is the mean of the comparable risk 

premiums adjusted for the specific firm risk. If none of the risk premiums noted above could be considered to 

be comparable given the functions and risks transferred, 50% of the base rate should instead be used as the 

risk premium. In our example the discount rate would be 1,26%+0,375%=1,63% and 

1,73%+0,12%=1,85%. This is the cost of equity for the two firms. In chapter 6 a detailed discussion on 

how to determine the cost of equity and capital will be provided as well as the selection of valuation method.  

Assuming that the expected net profit for the department at Ob GmbH is 568 000 Euros and for the LL 

Ltd is 852 000 Euros. The net present value is thus 568 000/52,51%%=1 081 698,72 Euros and 

852 000/67,48%%=1 262 596,32 Euros. 

3.3.9 Capitalization period 

An unlimited capitalization period shall be taken as a basis unless it can be credibly sub-

stantiated that a limited capitalization period is indicated by the circumstances of exercising 

the function or that it is not otherwise evident that it shall be the case.132 The further the re-

located function is below the threshold of a separable part of a business the more appro-

                                                 
127 Kratzer and Blesgen, Administrative guidelines on the relocation of functions, para. 106. 

128 Ibid., para. 170. 

129 http://www.bloomberg.com/quote/GDBR10:IND, 15-04-13. 

130 http://www.bloomberg.com/markets/rates-bonds/government-bonds/us/, 15-04-13. 

131 http://www.housepricecrash.co.uk/base-rates.php, 15-04-13. 

132 Ordinance on the relocation of functions, §6 

http://www.bloomberg.com/quote/GDBR10:IND
http://www.bloomberg.com/markets/rates-bonds/government-bonds/us/
http://www.housepricecrash.co.uk/base-rates.php
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priate it may be to apply a limited capitalization period.133 Some cases where it may be ap-

propriate to apply a limited capitalization period are when specific products have a deter-

mined life cycle, the function was relocated only temporarily, or that a patent included in 

the relocation has a limited duration.134 

3.3.10 The range of mutual consent 

As it is held above, when there are no comparable uncontrolled transactions to the transac-

tion it is relevant to apply the hypothetical arm’s length test and determine the range of 

mutual consent. The starting point when determining the range of mutual consent is the 

documents of which the parties decided to relocate functions. The calculation of the profit 

potential and the range of mutual consent shall be based on the expected profit the con-

cerned parties had, knowing all essential elements of the business relationship and acting in 

accordance with the principles of sound and prudent business management.135 

To determine the range of mutual consent, the lower limit (the minimum price within the 

range of mutual consent), shall be the compensation for the loss or for the reduction of the 

expected profit potential plus the costs for closing down the activity that may accrue136. 

When it comes to a function that has an expected profit it is important to bear in mind that 

an independent enterprise would have demanded a compensation for the loss of profit po-

tential and closing costs.137 Realisticly and clearly more attractive alternatives also has to be 

taken into consideration when determining the lower limit.138  

There are some cases where the lower limit can equal zero, even though there is a profit 

potential in the relocated function. These are when a technically or economically outdated 

product is substituted and three cumulative criterias are fulfilled; the product will not be 

distributed anymore in the previously primarily supplied markets, the relocation was neces-

sary in order to commence production of a direct replacement product with higher profit 

                                                 
133 Kratzer and Blesgen, Administrative guidelines on the relocation of functions, para 109. 

134 Kratzer and Blesgen, Administrative guidelines on the relocation of functions, para. 110. 

135 Ordinance on the relocation of functions, §3, sect. 2, sentence. 3. 

136 Ibid., §7, para. 1, sentence 1. 

137 Kratzer and Blesgen, Administrative guidelines on the relocation of fucntions, para. 116. 

138 Ibid., para. 117. 
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potential in the initial market and the intangible assets that are necessary for the production 

shall be licensed.139 

If the transferring enterprise can not excersise the function with its own funds due to legal, 

actual or economic reasons the lower limit shall equal the liquidation value.140 If the trans-

ferring enterprise expects permanent losses the lower limit shall equal the expected losses 

or the closing costs (partial).141 The amount that gives the smallest burden to the transfer-

ring enterprise shall be determined to be the lower limit.142 If the lower limit equals zero or 

below, it still has to be examined whether or not an independent enterprise would be will-

ing to pay a price for the transferred function.143  

In our example with the transfer of the R&D department from Ob GmbH to LL Ltd, it is assumed that 

the transfer is taking place due to the reason that the production of the mining drills will become more effi-

cient. The R&D department is assumed to generate an expected net present value (the profit potential). The 

discounted net present value of the expected profit is 1 081 698,72 Euros. This is also what is expected to 

be compensated for the relocated function. The expected closing costs for the department is assumed to be 

100 000 Euros for the re-design of the areas used by the department, which now will be used to expand the 

production of mining drills. Additional legal consultancy costs due to the restructuring also has to be taken 

into consideration, 25 000 Euros. Other closing costs will not be considered. The lower limit of the range of 

mutual consent is thus 1 206 698,72 Euros. 

The upper limit (the maximum price within the range of mutual consent) is the profit po-

tential of the transferred function for the acquiring enterprise.144 The relevant perspective 

for doing this is to look from the perspective of the transferring enterprise.145 Realisticly 

available and clearly more attractive alternatives for the acquiring enterprise also has to be 

taken into consideration when determining the maximum limit.146 

                                                 
139 Ibid., para. 119.  

140 Ordinance on the relocation of functions, §7, sect. 2. 

141 Ibid., sect. 3, sentence 1. 

142 Kratzer and Blesgen, Administrative guidelines on the relocation of functions, para. 121. 

143 Ordinance on the relocation of functions, §7, sect. 5. 

144 Ibid., sect. 4, sentence 1. 

145 Kratzer and Blesgen, Administrative guidelines on the relocation of functions, para. 124. 

146 Ibid., para. 126.  
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Having determined the lower limit and the maximum limit of the range of mutual consent, 

the transfer package shall be given a value within the range of mutual consent that with the 

highest propability complies with the arm’s length principle.147 All circumstances of the 

case have to be taken into consideration, such as the parties respective market position, the 

business objectives of the transferring enterprise in the relocation, the acquiring enter-

prise´s dependency on assets and the benefits, capital resources and the profit situation of 

the participating enterprises, synergy effects of the relocation and also the amount of start-

up costs saved by the acquiring enterprise. What is especially important to consider is the 

parties realisticly available alternatives to the relocation.148 If it is not possible to show a 

credible value the mean of the range of mutual consent shall be used as a basis for valuing 

the package.149 

3.4 Transfer of a going concern under U.S. legislation 

3.4.1 Introduction 

The arm’s length principle is found in section 482 of the IRC, which deals with the transfer 

pricing aspects of transactions. It is enacted that the Secretary or his delegate may distrib-

ute, apportion, or allocate gross income, deductions, credits or allowances between or 

among organizations, trades or businesses owned or controlled directly or indirectly. But 

this is only the case if it is determined that it is necessary to avoid tax evasion or to clearly 

reflect the income of the organization, trade or businesses.150 In determining the true taxa-

ble income of a taxpayer the standard to be applied is a taxpayer transacting at an arm’s 

length with an uncontrolled enterprise. A controlled transaction meets the arm’s length 

standard if the results of the transaction are the same as the result that would have been re-

alized in a transaction between independent enterprises involved in the same transaction 

under similar circumstances.151 

Adjustments in the form of allocation of income can only be made where a taxpayer has a 

power to allocate income in a way that understates the true income and also excercises that 

                                                 
147 FTA, §1, sect. 3, sentence 7. 

148 Kratzer and Blesgen, Administrative guidelines on the relocation of fucntions, para. 128. 

149 FTA, §1, sect. 3, sentence 7. 

150 United States Code Annotated Title 26. Internal Revenue Code §482. 

151 Code of Federal Regulations Title 26. Internal Revenue § 1.482-1, B1. 
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power.152 It has also been said that a case where a taxpayer is following the legal restrictions 

it can not be assumed to have the power to affect the true income.153 What is meant by 

control is any kind of control, directly or indirectly, legally enforceable or not and exercisa-

ble or exercised.154 

3.4.2 The aggregation of transactions 

According to the best method rule the result of a controlled transaction must be deter-

mined under the transfer pricing method that provides the most reliable measure of an 

arm’s length result.155 The best method rule will be further discussed in a later chapter. The 

combined effect of two or more separate transactions may be considered as a whole if this 

provides the most reliable mean of determining the arm’s length remuneration for the 

transaction.156 Aggregation of two transactions are generally done when the products in the 

transactions are related, meaning that groupings of products and services that reflect rea-

sonable accounting, marketing or other business practice within the industry.157 Products 

that falls within a marketed portfolio of products or are segemented into distinct product 

lines can generally be said to be related products.158 

The temporary regulation provides some examples when it may be relevant to aggregate 

the transactions. Parent company P enters into a license agreement with subsidiary A with the right to 

use a manufacturing process and to sell the produced products in a specific market. A then sells the produced 

products to B, another subsidiary to P, which later sells the products to uncontrolled customers. When de-

termining the arm’s length royalty rate that should be paid by A to P, it may be necessary to consider the 

arm’s length character of the prices charged by A to B and the aggregate profits of A and B from the use of 

the manufacturing process and the sale of the produced products.159  

                                                 
152 C.I.R. V. First Sec. Bank of Utah, N.A., 405 U.S. 394, 92 S.Ct. 1085 U.S. Utah 1972. 

153  Ibid. and Texaco, Inc. V. C.I.R.., 98 F.3d 825 C.A.5, 1996. 

154 C.F.R §1.482-1, I4. The practical application of the term is quite diffuse, but it seems to have a broad defi-
nition, see D.H. Baldwin Company v. United States of America, 48 B.R. 57 Bkrtcy. OHIO. 1985. 

155 C.F.R §1.482-1, c1. 

156 Ibid., f2i. 

157 C.F.R §1. 6038A-3, c7vii. 

158 Levey, Marc M., Wrappe, Steven C. and Chung, Kerwin, Transfer Pricing Rules and Compliance Hand-
book, Wolters Kluwers, Chicago 2007, p. 19. 

159 C.F.R §1.482-1, f2i, example 1. 
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The Massey-Ferguson160 case concerned the deductibility of acquired assets. Massey-

Ferguson (MF) entered into a marketing agreements with another enterprise, which gave 

MF the right to purchase and sell certain products as well as an option to purchase the rest 

of the assets from the other enterprise. MF later exercised the option. The sale of the 

products were made through a general line distributionship system. When MF decided to 

use another way to distribute the products they terminated the earlier distributionships. 

The tax court treated the distributionsships as one asset and said that the loss of the abon-

donment of these distributionships were deductible in one taxable year, even though they 

had been terminated in different years. 

Taking again the example with the transfer of the R&D department from Ob AG to LL Ltd. The 

transfer consists of the function in itself, intangibles such as patents and know-how, technological equipment, 

employees, liquid funds and also some debts connected to this deparment.  

Seeing that the assets that are transferred are quite different from each other it can be questioned if the assets 

should be considered to be related to each other in the same sentence as is stipulated in the regulations. What 

should be borne in mind is that the aggregation of assets should be determined on a case by case basis. The 

aggregation of assets should be done if it provides the most reliable mean of an arm’s length remuneration. 

The burden of proof lies at the taxpayer to show that an aggregation of assets actually provides the most re-

liable mean of an arm’s length remuneration for the function and connected assets and risks at hand. 

3.4.3 Tangible assets 

The method on how to value tangible assets is determined based on the degree of compa-

rability. The methods that could become applicable are the comparable uncontrolled price 

method (the CUP method), the cost plus method (the CPM), the resale price method (the 

RPM), the comparable profits method, the profit split method and other unspecified 

methods.161 These methods will be described in chapter 5. 

3.4.4 Intangible assets 

What is meant by intangibles is any kind of protected intellectual property, such as patent, 

copyright, trademark, but also know-how, franschise, license, contract, method, program, 

                                                 
160 Massey-Ferguson, Inc. v. Commissioner of Internal Revenue 59 T.C. 220 1972. 

161 C.F.R §1.482-3, a. 
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system, study etc.162 Similar items to those just mentioned could also be considered to be 

intangible assets, if the assets derive the value from its intellectual content or other intangi-

ble properties.163 The methods that could become applicable when determining the arm’s 

length price for an intangible are the comparable uncontrolled transaction method (the 

CUT method), the comparable profits method, the profit split method and other unspeci-

fied methods.164 

When it comes to intangibles it may be important to determine the way in which the remu-

neration is to be charged. If the transferor has retained a substantial interest in the intangi-

ble asset and the transferee pays no or only nominal remuneration the arm’s length remu-

neration shall be in royalty unless another form of remuneration is more appropriate.165 If 

the intangible asset is transferred for more than one year, the remuneration in each taxable 

year may be adjusted to be commensurate with the income attributable to the asset.166 This 

reflects what is called the Commensurate With Incomes-principle (CWI-principle), which 

was adopted in 1985. 

3.4.5 Tangible and intangible assets embedded in eachother 

If the tangible asset that is transferred has an intangible asset embedded in it, which may af-

fect the value of the tangible asset the comparability analysis has to take this into account. 

It shall thus not have any affect on the determination of the arm’s length price for the asset 

since it is regarded as a normal commercial practice. If, on the other hand, the tangible as-

set conveys the transferee to exploit the the imbedded intangible it may become necessary 

to determine the arm’s length remuneration for the imbedded intangible asset separately.167 

3.4.6 The Veritas case 

The Veritas case brought clearity to the treatment of goodwill and going concern value 

from a fiscal standpoint. It covers a discussed topic and will influence the future progress 

of the U.S. legislation. 

                                                 
162 C.F.R §1.482-4, b1-5. 

163 Ibid., b6. 

164 C.F.R §1.482-4, a. 

165 Ibid., f1. 

166 Ibid., f2i. 

167 C.F.R §1.482-3, f. 
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Facts of the case: 

Veritas U.S. and two Irish subsidiaris had entered into a Technology License Agreement, 

which according to U.S. legislation at the time was a Cost Sharing Agreement (CSA), where 

they agreed to pool resources and R&D efforts related to software products and software 

manufacturing processes. With this CSA followed the right for the Irish subsidiaries to uti-

lize the produced intangibles (covered intangibles) worldwide and also the right to use the 

trade marks and trade names belonging to Veritas U.S.. In exchange for this the Irish sub-

sidiaries were going to pay royalties to Veritas U.S.. Veritas U.S. also transferred already ex-

isting intangibles into the CSA, which according to U.S. legislation was required to be 

compensated by the Irish subsidiaries. 

Question of the case: 

The question of the case was whether or not the payment for pre-existing intangible prop-

erty in the CSA was at an arm’s length.  

Discussion: 

The respondent (the commissioner) argued that the initial payment made by the Irish sub-

sidiaries was to low and that the income of Veritas U.S. should be adjusted upwards. The 

commissioner had used an expert who made a valuation of the pre-existing intangibles 

based on the expected discounted cash flows. The expert argued that  the CSA was compa-

rable to previous aqcuisitions of software companies by Veritas U.S., and thus that the CSA 

was “akin to a sale or geographic spinoff”. The expert did not value the intangible assets 

separately, instead he employed an aggregate valuation based on a three-step analysis. The 

first step consisted of calculating the annual arm’s length royalties that were due in each 

year. The second step consisted of chosing the appropriate discount rate. The third step 

consisted of discounting the annual arm’s length royalties to their present value. 

The Tax Court (the court) crushed the respondents calculations of the buy-in payment say-

ing that the expert had used the wrong useful life for the intangible assets, the wrong dis-

count rate, the wrong growth of the expected profits and he did not know precisely which 

assets that were valued. The respondent had also taken into account the workforce in place 

when determining the value. 

The court then went on to determine which method to apply when determining the arm’s 

length buy-in payment for the pre-existing intangibles. The commissioners application of 
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the income method was, according to the court, not the best method given the fact that it 

was containing legal and factual miscalculations and would therefore not provide the best 

or the most reliable result. Veritas U.S. contested that the CUT method provided the best 

and most reliable results, using a valuation made by an expert. The expert determined the 

value taking into account the expected economic lifetime of the intangibles, the annual rate 

at which the value of intangibles decreases as a function of time and new software re-

placements, the parameter value selected to determine the value of the licenses and also the 

appropriate discount rate. The court concluded that, although the transactions presented 

for the court were not identical to the transaction at hand, the CUT method was the best 

method to determine the buy-in payment. Certain adjustments were however needed to ar-

rive at the correct arm’s length price. 

The conclusions that can be drawn from the case: 

Goodwill, going concern value and workforce in place does not fall under the list of intan-

gibles in reg. 1.482-4 (b) (not domestic nor foreign goodwill or going concern value). It is 

important to apply the correct useful economic life for intangibles when valuing them. The 

requisites for applying the CUT-method are not to be interpreted in a too restrictive way, 

as will be discussed in later chapters. 

3.4.7 TAM 200907024 

Given the fact that it is a Technical Advice Memorandum (TAM) and the binding effect of 

it may be negligible,168 it may still contain some important aspects to take into considera-

tion. 

The facts before the Internal Revenue Service (IRS) were the following; 

An American corporation (the taxpayer) had several fully owned subsidiaries and sub-

subsidiaries. One of these sub-subsidiaries operated a business in a specific region and had, 

during the time of the operation of the business, a network (the network) of contracts with 

a number of foreign agents. The taxpayer restructured the consolidated group in a way that 

the business operation was transferred to a newly established foreign subsidiary to the sub-

subsidiary. The latter subsidiary then transferred the assets to a partnership owned by sub-

                                                 
168 C.F.R § 6110, k3. 
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sidiaries to the former. The assets included in the business operation was the network and 

other assets. 

The taxpayer took the view that a part of the value of the network was goodwill and going 

concern value of the business operation. The goodwill and going concern value consisted 

of 97 per cent of the total value transferred from the subsidiary to the sub-subsidiary. Since 

it as such was not listed in section 963(h)(3)(b) of the IRC, it should not be subject to the 

provisions regarding the payment in section 367(d) of the IRC. 

The IRS standpoint was that the network was an intangible listed in section 963(h)(3)(b). 

The reasons for this was that the network could be considered to be: 

- a collection of contracts which should be considered to be a single asset since the 

individual contracts functions as a single integrated unit, or 

- a collection of franchises, since the contracts with the agents that give the agents 

the right to offer the business operation, or 

- a method, program or procedure since the network suggest a particular way or plan 

for accomplishing a goal, or 

- a system since it is an organization of agents forming an integrated delivery network 

serving the common purpose for the business operation. 

The reason to treat the network as a single asset rather than treating it as multiple assets 

was because of the fact that the contracts were so interrelated (used for the same business 

purpose and by the same legal entities and they were also transferred together). The IRS 

thus assumed that treating the transfer as a whole would provide the most reliable result 

when determining the arm’s length remuneration.  

The IRS then concluded that, even though each individual contract did not contain signifi-

cant value, the enhanced value arising from the aggregation was attributable to the con-

tracts themselves and should not be considered as goodwill or going concern value. One 

other reason to why the network should not be considered to be defined as goodwill or go-

ing concern value was that the network consisted of indentifiable intangible assets, as noted 

above. 
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3.4.8 Goodwill, going concern, workforce in place and synergies  

Foreign goodwill and going concern value is defined as the residual value of a business op-

eration conducted outside of the U.S. after all tangible and intangible assets have been iden-

tified and valued.169 Goodwill and going concern value do not fall under the list of intangi-

bles in reg. 1.482-4, as is evident by the Veritas case.  

According to Financial Accounting Standards Board goodwill is an asset that represents the 

future economic benefits arising from other assets acquired, where those assets are not in-

dividually indentified and separately recognized.170 Goodwill shall not be amortized, instead 

in should be tested for impairment at a level of reporting. This means that the fair value of 

the goodwill has to be determined, and that value have to be compared to the carrying 

amount of the goodwill. If the carrying value of the goodwill exceeds the fair value, im-

pairment losses shall be accounted for the enterprise.171  

From the Veritas case it is also established that workforce in place does not fall under the 

list of intangibles either. It should thus not be regarded when determining the arm’s length 

remuneration.  

Synergy could be interpreted as “the additional value gained from combining two business-

es or companies, or the value arising from the integration of other assets…”172 or as “an 

additional element of value created by the combination of two or more assets or interests 

where the combined value is more than the sum of the separate values”173. The treatment 

of synergy from a transfer pricing perspective is highly uncertain and calls for further de-

velopment. Castro argues that synergies might either be a “similar item” according to sec-

tion 963 h3b, that synergies falls within the term goodwill or going concern or that synergy 

is a quasi-asset.174 Given the uncertainty on how to treat synergies, it is unfortunate that the 

court did not elaborate on the issue in the Veritas case. One conclusion from the case 

                                                 
169 C.F.R 1. 367(a)-1T, d5iii. 

170 Financial Accounting Standards Board, Standard 350-20-glossary. 

171 Financial Accounting Standards Board, Standard 350-20-35. 

172 Castro, L. F.M., Treatment of Synergy for Transfer Pricing Purposes, p. 40. 

173 Bollman, Frank, The Valuation of Intangible Assets, International Valuation Standards Council, Meeting 
with Business Representatives on the Valuation of Intangibles for Transfer Pricing Purposes, 21-
23 March 2011, p.15. 

174 Ibid., p. 40-51. 
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could be that all of the enhanced value from aggregating assets is to be seen as goodwill or 

going concern value. 

A similar item to the list of intangibles in reg. 1.482-4 (b) is an item that derives its value 

from its intellectual content or from other intangibles rather than from its physical attrib-

utes.175 The TAM and case law support that the enhanced value should be subject to the 

rules. It is important that the asset can be indentified and valued, and that the value comes 

from the assets as such. In the Merck176 case it was established that intangible property 

must have a substantial value as independent property. It was held that orgazational struc-

ture was not included in the list as a recognized independent item of intangible property 

and was not such a property that would support an arm’s length license agreement.  

Treating a transfer of several assets as a transfer of one which would be in accordance with 

the best method rule as was done in the TAM and in the Computer and Software case177, 

this does fulfill the above mentioned definition of an intangible. The enhanced value from 

the aggregation would in such case be seen as inbound into the package, and not as good-

will or going concern value. In the TAM the IRS argues that as long as the “asset” is identi-

fiable it is not goodwill nor going concern. Castro critics the TAM based on the fact that it 

is not probable that 97 per cent of the value of the aggregate package of contracts would be 

considered to be the enhanced value (or the synergy).178 I am not disagreeing with that 

statement, I do however think that if it is possible to identify and value the assets including 

the enhanced value by the aggregation this should not be considered to be considered as 

goodwill or going concern value and should thus be subject to section 482 of the IRC. 

Given the uncertainty regarding synergy it is unfortunate that Western Union entered into 

an agreement with the IRS regarding the transfer pricing dispute with First Data Corpora-

tion.179 The reasons for this is said to be that the circumstances was similar to the ones in 

                                                 
175 C.F.R 1.482-4, b6. 

176 Merck &Co., Inc. v. U.S., 24 Cl. Ct. 73, 1991. 

177 Computing & Software, Inc. v. Commissioner, 64 T.C. 223 (U.S.Tax Ct.1975). 

178 Castro, L. F.M., Treatment of Synergy for Transfer Pricing Purposes, p. 54. 

179 http://www.lexisnexis.com/community/taxlaw/blogs/federal/archive/2013/02/25/deal-reached-in-
western-union-first-data-transfer-pricing-case.aspx (2013-05-09). 
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the TAM, which seems to be a part of the IRS larger litigation strategy.180 During the latest 

years the Department of Treasury has proposed an amendment to section 482 and 367 to 

bring clearity and consistency about how to treat the transfer of intangibles. It is proposed 

that workforce in place, goodwill and going concern value should be included in the list of 

intangibles.181 Differentiating the term synergy from goodwill and going concern, an adop-

tion of the proposed legislation will not bring more clarity to the issue. 

Taking again the example with Ob GmbH and LL Ltd. This time it is concerning the transfer of the ser-

vice deparment from LL Ltd to Ob GmbH. What is included in the transfer is contacts with customers, 

employees and equipment. Assuming that a DCF valuation is made on the department. A valuation is al-

so made on the tangible and intangible assets, based upon comparable transactions and the application of 

the CUP and the CUT method. The arm’s length price for these assets is 500 000$. The DCF valuation 

implies a value of 600 000$. The enhanced value coming from the interaction of the individual assets, the 

synergies, is assumed to be 50 000$. 

In this case it would be a transfer of an ongoing concern/function. Since there is no definition or specific pro-

visions regarding the transfer of an ongoing concern/function the transactions has to be divided into tangible 

and intangible assets. The transactions should be aggragated if LL Ltd can prove that an aggregation of the 

assets provides the most reliable measure of an arm’s length remuneration. The contracts are to be considered 

to be intangibles, as is the know-how transferred with the employees. The equipment is to be considered to be 

tangible assets. The value that is left after identifying and valuing the assets is thus 50 000$, which is to be 

considered as goodwill or ongoing concern value. Since it is not included in the list of intangibles, Ob GmbH 

only needs to pay 550 000$ to LL Ltd for the service department. 

3.5 Analysis 

3.5.1 Specific consideration regarding the allocation of risks 

Chapter IX of the TP Guidelines contains special consideration for the allocation of risks 

in a business restructuring. The analysis of the allocation of the risks is to be seen as a part 

of the functional analysis, as described below in chapter 4.2.3. What has to be determined is 

if the allocation of risks is at arm’s length, and therefore that the party in the transaction 

                                                 
180 Anson, T., Bress, N., Dubert, C., Collins, M., Quinn, T. and Lubkin, G., Outbound Transfer of Foreign 

Goodwill and Going Concern Value, Transfer Pricing Insider, Thomson Reuters, volume 3 issue 3, New 
York 2009, p.2. 

181 Department of Treasury May General Explanations of the Administration’s Fiscal Year 2010-2013 Reve-
nue Proposals, p. 32, p. 44, p.45 and p.90. 
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that assumes the risks also bear the costs and receives a compensation for the assumption 

of the risks. The German and the U.S. approach do not contain any specific provisions re-

garding the allocation of risks, other than the “regular” analysis of the assumption of risks 

that should be performed in the comparability analysis, as described in chapter 4.3.2 and 

4.4.4. It is thus not a criteria that the allocation of risks is at arm’s length when transferring 

an ongoing concern/function. All three approaches share the common criteria that a higher 

assumption of risks shall increase the expected return of the party in the transaction that 

assumes the risks. 

3.5.2 Transfer of something of value 

All the three approaches are that the ongoing concern/function/assets should be given the 

value that independent enterprises under similar circumstances would agree upon. This is 

done through a comparability analysis and application of a specific transfer pricing method, 

as they are described in chapters 4 and 5. When there are comparable transactions to the 

transfer of the function, adjustments need to be made to determine a reliable arm’s length 

result.  

The solution to how to determine the arm’s length price for the ongoing concern when 

there are no comparable transactions to the transaction at hand is to determine what inde-

pendent enterprises under similar circumstances would agree upon. This approach to the 

problem is the same for the three approaches. The German’s do have a detailed guidance 

on how to apply the hypothetical arm’s length test to a transfer of a function.  

3.5.3 Goodwill, going concern value, workforce in place and synergies 

Goodwill and going concern value can be defined as “a representation of the future eco-

nomic benefits associated with business assets that are not identifiable and separately rec-

ognized” or as “the residual value of a business operation… after all tangible and intangible 

assets have been identified and valued”. There seems to be no clear definition of the terms 

from a transfer pricing perspective. These definitions are however comparable to the defi-

nition in the U.S. General Accepted Accounting Principles. 

In the current work on intangibles of the OECD goodwill and going concern value should 

be seen as identifiable intangible assets where it is appropriate, since it is an economically 

significant part of the compensation paid between independent enterprises when transfer-

ring assets of an operating business. The OECD approach is that the valuation of the on-
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going concern should reflect all the valuable elements that would be compensated between 

independent enterprises under similar circumstances. The approach of chapter IX is that, 

seeing that goodwill and going concern value only can be determined when aggregating as-

sets, goodwill and going concern value is to be seen as valuable elements that would be 

compensated between independent enterprises under similar circumstances.  

It remains to be seen how these two identifiable intangible assets should be valued. The 

OECD approach is that accounting and business valuation measures of these intangible as-

sets are not relevant for transfer pricing purposes. The OECD approach seems to be that 

when there are comparable transactions and the goodwill and going concern value can be 

determined, this amount should be used. Perhaps also adjusted to the facts and circum-

stances of the specific transaction.  

The German approach is similar to the OECD approach, where an aggregation of the 

function, assets and risks to a package, should result in a value that reflects all the elements 

that would be compensated by independent enterprises under similar circumstances. It is 

not explicitly enacted in the FTA that this is the case, but exceptions to the aggregation of 

the function, assets and risks will be discussed below in chapter 3.5.4.  

The U.S. approach on the other hand is that goodwill and going concern value is not in-

cluded in the definition of intangibles and thus not subject to the determination of the 

arm’s length price for the ongoing concern/function. If the proposed legislation regarding 

the amendment to the list of intangibles is adopted goodwill and going concern value will 

be seen as intangible assets.  

Both the OECD and the German approach is that workforce in place should be included 

when determining the arm’s length price for the ongoing concern/function. As it is clear 

from the Veritas case, this is not the U.S. approach. However if the proposed legislation 

regarding the amendment to the list of intangibles is adopted, this will also be the U.S. ap-

proach. 

Synergies can be said to be the value arising from the integration of other assets. The 

OECD and the German approach is, as will be discussed below in chapter 3.5.4, that the 

valuation should be made on the aggregation of the functions, assets and risks. Synergies 

should thus also be seen as a valuable element that would be compensated between inde-

pendent enterprises under similar circumstances. This is also the U.S. approach. 
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3.5.4 The aggregation of the function, assets and risks 

Both the OECD and the German approach is that the functions, assets and risks should be 

aggregated to a package when determining the arm’s length price for the ongoing con-

cern/function. The reason for this is that the valuation of the ongoing concern should re-

flect all the valuable elements that would be compensated between independent enterprises 

under similar circumstances, as it is described above.  

 

There are however some transfers where the functions, assets and risks should not be val-

ued on an aggregate basis. The TP Guidelines does not specify when an individual valua-

tion should be made to determine the arm’s length price for the ongoing concern, while the 

German FTA does. The cases where the individual valuation of each asset shall first be 

made where there are no goodwill, going concern value or synergies that would be com-

pensated between independent enterprises under similar circumstances. The German FTA 

also lists two more specific situations where the individual valuation should be applied 

when determining the arm´s length price for the assets; when there are no essential intangi-

ble assets or advantages or when there is at least one essential intangible asset in the trans-

fer which can be specified exactly by the taxpayer. The reasons for this could be similar to 

the CWI principle developed by the U.S., to protect intangible assets being transferred to a 

price that is under its market value. 

 

The U.S. approach is somewhat different from the one’s of the OECD and Germany. The 

aggregation of transaction shall only be made when an aggregation provides the most relia-

ble mean when determining the arm’s length remuneration. The burden of proof that this 

is the case lies at the taxpayer. In theory, since synergy is an intangible asset that should be 

taken into account when determining the arm’s length remuneration the valuation of the 

assets should always be made on an aggregate basis. For the transferring of an ongoing 

concern/function and according to the current legal position this may not always be the 

case, since the assets and risks transferred might not be such that would be seen as related 

to each other. This results in synergies not being taken into consideration when determin-

ing the arm’s length remuneration. 
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4 Comparability analysis 

4.1 Introduction 

The arm’s length principle is based on a comparison of controlled transactions and uncon-

trolled transactions. To do this the economically relevant characteristics of the situations 

that are compared must be sufficiently comparable, which means that none of the differ-

ences between the compared situations could materially affect the condition of the remu-

neration or that reasonable adjustments can be made to eliminate the effects of the differ-

ences.182 One important aspect to bear in mind is that independent enterprises will compare 

a transaction with other options realisticly available and ony enter a transaction if they see 

no alternative that is clearly more attractive.183 

4.2 The OECD approach 

4.2.1 Introduction 

The TP Guidelines lists five comparability factors that may be important when determining 

the comparability between controlled and uncontrolled transactions; the characteristics of 

the property or services, the functions performed by the parties (taking into account assets 

used and risks assumed), the contractual terms, the economic circumstances of the parties 

and the business trategies purchased by the parties.184 A part of this comparison is two-fold, 

which means that both the factors affecting a controlled transaction and the factors affect-

ing an uncontrolled transaction should be taken into consideration.185  

4.2.2 The characteristics of the property or service 

Depending on the transfer pricing method chosen the comparablílity of the characteristics 

of the property or service must be given more or less weight.186 Taking again the example 

with Ob GmbH and LL Ltd. and the transfer of the R&D department.  

                                                 
182 TP Guidelines, para. 1.33. 

183 Ibid., para. 1.34. 

184 Ibid., para. 1.36. 

185 Ibid., para. 1.38. 

186 Ibid., para. 1.40. 



 

 
41 

What is included in the transfer is the technological equipment, the employees and the intangible assets con-

sisting of the know-how and other intangibles such as patents, as well as liquid funds and the debts connect-

ed to the department and the employees.  

Seeing that the package as such shall, where it is appropriate, be valued as a whole it is necessary to deter-

mine what assets are contained into the transfer and find comparables. In this case it is necessary to compare 

the transaction with a transaction containing the same assets and also the quality of these assets, the legal 

situation regarding the patents as well as the expected gain from the use of the patents. 

4.2.3 The functions performed by the parties 

The reason to perform a functional analysis is due to the fact that the compensation in a 

uncontrolled transaction will often reflect the functions that each party undertakes, also 

taking into account the assets used and risks assumed.187 What is important is to identify 

and compare the economically significant activities and responsibilities undertaken, assets 

used and risks assumed.188 Economically significance should be interpreted in terms of their 

frequency, nature and value to the respective party189  

As it is held above, in chapter 3.2.1, the functional analysis also includes an analysis of the 

allocation of risks in a business restructuring. The allocation of risks has to be made in a 

way that fulfills the arm’s length principle.  

4.2.4 The contractual terms 

The analysis of the contractual terms of the transaction should be seen as a part of the 

functional analysis.190 As it is held above, in chapter 3.2.1, the first place to start the investi-

gation of the contractual terms is the contract, as well as other correspondence and the ac-

tual behavior of the parties. An important factor to bear in mind is that the availability of 

information of potentially comparable transactions may be limited.191  

                                                 
187 TP Guidelines, para. 1.42. 

188 Ibid.. 

189 Ibid., para. 1.43. 

190 Ibid., para. 1.52. 

191 Ibid., para. 1.54. 



 

 
42 

4.2.5 The economic circumstances 

Arm’s length prices may vary across different markets. When performing the comparability 

analysis it is therefore necessary that the markets in which independent and associated en-

terprises do not have differences that have a material effect on prices or that appropriate 

adjustments can be made.  

From a financial perspective it may be relevant to consider the political risks inherent in the 

market, the financial situation in the market (such as government bonds and their volatili-

ty), the factors relevant for economic growth (capital and effective labor) and also exchange 

rate risks. As it is held by Bakker, the relative competitive positions of the buyers and the 

sellers in the market may be of particular importance.192  

4.2.6 Business strategies 

When performing the comparability analysis it is also important to consider the eventual  

business strategies that may have played a role in the transaction.193 When it comes to busi-

ness restructuring and the transfer of a function it may be especially important, as it is held 

in chapter 3.2.1, to consider the expected synergies arising from the restructuring. 

4.3 The German approach 

4.3.1 Introduction 

The relations of free competition forms the standard when evaluating whether the affiliated 

parties involved in a transaction acted like unaffiliated parties.194 The German approach is 

that a functional analysis (Funktionsanalyse) consisting of an analysis of the functions per-

formed, the assets used and the opportunities and risks assumed shall be employed to eval-

uate whether  transactions are comparable.195 According to the FTA there are unrestricted 

comparables and restricted comparables. The difference is that with restrictedly compara-

                                                 
192 Bakker, A., Transfer Pricing Aspects of Business Restructurings, p. 76. 

193 TP Guidelines, para. 1.59. 

194 Kratzer and Blesgen, Administrative Circular on the Guidelines for the Examination of the Income Allo-
cation Between Internationally Affiliated Enterprises (Administrative Guidelines - Income Allocation), pub-
lished on February 23, 1983 (IV C 5 – 1341 – 4/83, Federal Tax Gazette 1983 I p. 218), para. 2.1.1. 

195 FTA, §1, sect. 2, sent. 1. 
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bles the arm’s length range has to be narrowed due to the adjustments that has to be made 

for the transactions to be comparable.196  

4.3.2 Functional analysis 

Of special importance when performing the functional analysis is the structure, the organi-

zation, division of functions, the allocation of risks and assets, which company fulfills the 

individual functions and also the capacity with which the companies perform the func-

tions.197 When it comes to the transfer of a function and the following assets, opportunities 

and risks it may thus be relevant to analyze the structure of the organization before and af-

ter the transfer and also the allocation of the risks and assets before and after the transfer. 

Taking again the transfer of the R&D department from Ob GmbH to LL Ltd. What is included in the 

transfer if the technological equipment, the employees, patents, liquid funds and also the debts connected to 

the deparment and the employees. LL Ltd has after the transfer all of the risk connected to the inventory 

and the future outcome of the R&D projects. The structure of the organization remains the same, besides 

the fact that the R&D department has been transferred. The R&D in relation to mining drills for the 

GMS group is now situated in the U.S..  

About one year earlier than the current transfer of the R&D department OB GmbH and an independent 

Swedish company, KL AB, were involved in a transfer of a manufacturing division of steel located in Swe-

den. What was included in that transaction was the manufacturing plant, the technological equipment, rock 

minerals and the stock of  produced steel. The personnel were relocated to another plant in Finland. KL 

AB did however have the right to leese personnel from OB GmbH during the initial installment.  

The structure of Ob GmbH before the transfer was the manufacturing and distribution of the mining 

equipment and machines, plus the manufacturing division of steel. After the transfer Ob GmbH was only 

active in the manufacturing and distribution of mining equipment and machines. No debts were transferred 

to KL AB. KL AB did however bear all the risks for the assets transferred. Ob GmbH did bear the obli-

gations connected to the employees. 

The structure and organizations of the two compared transactions can be said to be similar and comparable. 

When it comes to the allocations of risks and assets, it is obvious that the two transactions are not compa-

rable. There are different assets involved in the two transactions. In the transfer of the R&D department 

                                                 
196 FTA, §1, sect. 2, sent. 2 and 3. 

197 Kratzer and Blesgen, Administrative guidelines on income allocation, para. 2.1.3. 
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LL Ltd assumed all of the risks involved, while in the transfer of the manufacturing division some of the 

risks were still borne by Ob GmbH. The conclusion that can be drawn from this comparability analysis is 

that the two transactions are not to be seen as comparable, unless accurate adjustments can be made to elim-

inate the material effects on the price charge when determining the arm’s length price. 

4.4 The U.S. approach 

4.4.1 Introduction 

The U.S. approach is that the standard to be applied in every case is that of a taxpayer deal-

ing at an arm’s length with an uncontrolled taxpayer. But due to the fact that identical 

transactions very seldom can be located, comparable transactions under comparable cir-

cumstances shall be used to determine the relevant arm’s length remuneration.198 The fac-

tors that are necessary to analyze when determining the comparability of two transactions 

are the functions performed, the contractual terms, the risks, the economic conditions and 

the property or service.199 

4.4.2 Functional analysis 

The functional analysis according to U.S. legislation is very similar to the functional analysis 

described in chapter 4.2.3. It is thus necessary to identify and compare the economically 

significant activities.200 

4.4.3 Contractual terms 

As with the OECD approach it is necessary to compare the contractual terms.201 As with 

the OECD approach, the written contract is the starting point of the analysis, and will be 

respected as long as it is in line with the economic substance of the transaction.202 If there 

is no written agreement the IRS may impute a contractual agreement between the con-

trolled taxpayers in accordance with the economic substance of the transaction. 203 

                                                 
198 C.F.R §1.482-1, b1. 

199 Ibid.. 

200 Ibid., d3ia-h. 

201 Ibid., d3iia. 

202 Ibid., d3iib1. 

203 C.F.R §1.482-1,d3iib2. 
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4.4.4 Risks 

Of equal importance is to compare the significant risks that could affect the price in the 

controlled and the uncontrolled transaction.204 The analysis of risks also contains an identi-

fication of which controlled party that bears the risks, where the contractual terms will be 

respected if they are consistent with the economic substance of the transaction.205  

4.4.5 Economic conditions 

As with the OECD approach, it is necessary to compare the economic conditions of the 

controlled and uncontrolled transaction.What is relevant is to identify the conditions that 

materially could affect the prices charged.206 

4.4.6 Property or service 

The comparability analysis also requires a comparison being made between the products 

transferred in the controlled and the uncontrolled transaction. The relevance of product or 

service comparability depends on the method applied when determining the arm’s length 

remuneration for the transaction.207 

4.4.7 Special circumstances 

Companies may adopt strategies to enter markets or to increase market shares, which have 

the result of lowering the profits of the company (in the short run). These strategies will 

only be taken into consideration if the taxpayer can show that an uncontrolled company 

enacted a a comparable strategy under comparable circumstances for a comparable period 

of time.208 

Taking the example with LL Ltd and the service deparment before the transfer of the service deparment 

from LL Ltd to Ob GmbH. LL Ltd had for a longer period been the exclusive service provider of mining 

machines for Ob GmbH. Initially the provided services were sold at a lower price to enter the German 

market. After a period of one year the prices for the services were increased to equal the price on similar ser-

                                                 
204 C.F.R §1.482-2. D3iiiA. 

205 Ibid., d3iiiB. 

206 Ibid., d3ivA-H. 

207 Ibid., d3v. 

208 Ibid., d4i. 
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vices provided in Germany. Other German enterprises enacted the same type of entry strategies, but often for 

a period of half a year. 

When determining whether or not an uncontrolled transaction is comparable with the service provided by 

LL Ltd to Ob GmbH it is necessary to show that the uncontrolled enterprises enacted comparable strategies 

under comparable circumstances for a comparable period of time. The first two criteria are fulfilled. The en-

try strategy enacted by LL Ltd was not comparable based on the period of time. The specific entry strategy 

by LL Ltd should thus not be taken into consideration when determining the comparability between the 

controlled and the uncontrolled transactions. 

4.5 Analysis 

The three approaches of the arm’s length principle are based on a comparison of con-

trolled and uncontrolled transactions. The economically relevant characterisitics for the de-

termination if transactions are comparable differ somewhat. The OECD and the U.S. ap-

proach is very similar, with the comparison of the assets transferred, a functional analysis, 

the contractual terms, economic conditions and business strategies. The German approach, 

on the other hand, relies only on the functional analysis, which also includes a comparison 

of the assets used and opportunities and risks assumed. 

The general approach is that two transactions are comparable to each other if none of the 

differences between the compared situations could materially affect the price or that accu-

rate adjustments can be made to eliminate the effect of these differences. It is thus neces-

sary to determine which factors that could materially affect the price when transferring an 

ongoing concern/function. 

What is important to consider is the function, the assets and the risks transferred. The ex-

isting comparability approaches is that the functions performed by the parties in the trans-

actions should be taken into consideration when comparing the transactions. There are 

however two problems connected to comparing the functions performed; the first is that 

the actual function is transferred and the second is that the potential of the functions com-

pared may differ. It would perhaps be more relevant to consider the function as a type of 

“asset” that is being transferred rather than the functions performed by the parties in the 

transactions.  

Take an example with a transfer of an R&D department in the field of biotechnology and 

an R&D department in the field of biomedical engineering. The functions performed, as 
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well as the assets and risks transferred, by the parties in the two transactions may be the 

same while the transfer of the latter R&D department contains a much higher profit poten-

tial. The approach held by the German legislation takes this factor into account since a 

comparison of the opportunities assumed has to be made. Seeing that goodwill and going 

concern value according the the OECD approach are to be seen as valuable elements it 

may also indicate that a comparison has to be made in this area when determining the 

comparability of two transactions. 

The approach held by the U.S. on the other hand fails to take this factor into account when 

determining the comparability between two transactions. When determining the compara-

bility it is necessary to consider the potential of the individual assets. Since goodwill and 

going concern value are not subject to the transfer pricing legislation, the potential of the 

function is not subject to the comparability analysis.  

As noted above, it is also important to analyze the comparability of the assets and risks that 

are transferred. What could be important to take into account is for example the type of as-

set, the quality of the asset and the expected benefits/profit potential. This is similar to all 

three approaches.  

Other factors that might materially affect the price of an ongoing concern/function is the 

economic conditions of different markets. Economical and political stability/instability 

may vary between different countries/regions, and this will most certainly affect the prices 

charged in a transaction. As it is held by Bakker, also the relative power of the buyer and 

seller in the market is a factor that may affect the prices charged. The approaches of the 

OECD and the U.S. do take this factor into account when determining the comparability 

of two transactions, while the German approach does not. 

As described above, synergies in any form is often a reason for a business restructuring. 

Restructurings due to anticipated synergies can be seen as a form of business strategies. 

The size of the anticipated synergies will definitely materially affect the price charged in a 

transaction, due to the fact that the buyer is willing to pay a higher price for the ongoing 

concer/function. The approach of the OECD and the U.S. is that business strategies is a 

factor to take into consideration when determining the comparability of two transactions. 
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5 Transfer pricing methodologies 

5.1 Introduction 

The three approaches of the OECD, the U.S. and Germany are based on the assumption 

that the most appropriate transfer pricing method for the particular case shall be used 

when determining the arm’s length price.209 The problem connected to business restructur-

ings and a transfer of an ongoing concern/function is the fact that in general no identical 

transaction can be found.210 All three approaches relies on the fact that there is not one 

price that could be said to be at an arm’s length, there is rather a range of prices that could 

constitute the arm’s length price.211 

5.2 Transfer pricing methods provided by the TP Guidelines 

5.2.1 Introduction 

The OECD provides five different methods that can be used when determining the arm’s 

length price for a transaction. Those are the traditional transaction methods; the CUP 

method, the RPM and the CPM. There are also transactional profit methods; the transac-

tional net margin method (the TNMM) and the transactional profit split method (the profit 

split method).212  

The selection of the transfer pricing method applied aims at finding the most appropriate 

method for the particular case, taking into account the functional analysis, the availability 

on reliable information and the degree of comparability between the controlled and uncon-

trolled transaction.213 Taxpayers have the freedom to apply other methods than the ones 

just described as long as the results satisfies the arm’s length principle and the ones provid-

ed by the OECD are not more appropriate to the case. If other methods are chosen the 

taxpayer should explain why the methods provided by the OECD were regarded as less 

                                                 
209 TP Guidelines, para. 2.2, C.F.R §1-482-1, c1 and Kratzer and Blesgen, Administrative guidelines on in-

come allocation, para. 2.4.1. 

210 Wolter, H., Cross-border business restructuring Germany, p. 353. 

211 TP Guidelines, para. 3.55-62, see above about the arm’s length range in the FTA, C.F.R §1.482-1, e. 

212 TP Guidelines, para. 2.1. 

213 Ibid., para. 2.2 
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appropriate and why the selected one was regarded as providing a better determination of 

the arm’s length price.214 

5.2.2 The comparable uncontrolled price method 

The CUP method compares the price charged for any property or service transferred in a 

controlled and an uncontrolled transaction.215 A transaction is comparable to an uncon-

trolled transaction according to the CUP method if none of the differences between the 

transactions or between the enterprises performing the transactions could materially affect 

the price of the property or service or that reasonable accurate adjustments can be made to 

eliminate the material effects of these differences. Where it is possible to find comparable 

transactions the CUP method is the most direct and reliable way to estimate determine the 

arm’s length price.216 

Taking again the example with the Ob GmbH and LL Ltd.. 

Ob GmbH is transferring the R&D department together with all the technical equipment, the patents, liq-

uid funds, inventory and the researchers to LL Ltd.. What is also following the transaction are the debts 

connected to the R&D department. The main reason for this is the synergies that are expected, such as cost 

savings, more effecicient supply chain etc. The economic conditions in Germany and the U.S. are considered 

to be similar, as well as the relative power of the buyers and sellers in each respective market.  

About one year earlier than the current transfer of the R&D department Ob GmbH and an independent 

Swedish company, KL AB, were involved in a transfer of a manufacturing division of steel located in Swe-

den. What was included in that transaction was the manufacturing plant, the technological equipment, rock 

minerals and the stock of  produced steel. The personnel were relocated to another plant in Finland. KL 

AB did however have the right to leese personnel from Ob GmbH during the initial installment phase. 

There are several aspects to consider here for the CUP method to be said to be applicable. If we first consider 

the “product” as such; in the former transaction a whole department was transferred including the patents, 

the know-how, liquid funds, the technological equipment and the personnel. There were also the debts con-

nected to the R&D department that were transferred to LL Ltd.. The profit potential of the R&D de-

partment is also probably much higher compared to the profit potential of the manufacturing plant. One big 

                                                 
214 TP Guidelines, para. 2.9. 

215 Ibid. para. 2.13. 

216 Ibid., para. 2.14. 
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difference between the transactions is that they occurred is different times, which given the economic conditions 

in the euro-area, creates different effects on the prices. Seeing that the adjustments that could be made to ac-

complish similarity between the transactions are highly uncertain and would probably not be reliable the 

CUP method would not be the most appropriate method to determine the arm’s length price for the R&D 

deparment. 

5.2.3 The resale price method 

The RPM begins with the price of a product or service that an enterprise has purchased 

from an associated enterprise and then has resold to an independent enterprise. This resale 

price is then decreased with an appropriate gross margin that the former enterprise would 

have to cover its costs and make an appropriate profit, given the functions undertaken, as-

sets used and risks assumed. The arm’s length price between the two associated enterprises 

is thus the resale price decreased with the gross margin.217 A transaction is comparable to 

the uncontrolled transaction according to the RPM if none of the differences between the 

controlled and the uncontrolled transaction or between the enterprises performing the 

transactions materially affect the resale price margin or that reasonably accurate adjust-

ments can be made to eliminate the material effects of these differences.218 The RPM relies 

more on the functions performed and less on the comparability between the products that 

are being transferred.219 

5.2.4 The cost plus method 

The CPM begins with the costs incurred by the supplier of property or services, and then 

adds an appropriate mark to these costs. 220 A transaction is comparable to the controlled 

transaction according to the CPM if none of the differences between the controlled and 

uncontrolled transaction or between the enterprises performing the transaction materially 

affect the mark up or that reasonable adjustments can be made to eliminate the effects of 

these differences.221 As with the RPM, the comparability between the property or services 

transferred is not as important as the functions performed by the enterprises when apply-

                                                 
217 TP Guidelines, para. 2.21. 

218 Ibid., para 2.23. 

219 Ibid., para. 2.24-27. 

220 Ibid., para. 2.39. 

221 Ibid., para. 2.41. 
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ing the CPM.222 What is more important for the application of the CPM is what expenses 

that are taken into consideration and also accounting consistency.  Adjustments should be 

made when the accounting principles differ between the controlled and the uncontrolled 

transaction.223 

5.2.5 The transactional net margin method 

The TNMM examines the net profit relative to an appropriate base, such as the costs or 

the sales of an enterprise. The net profit indicator from a controlled transaction should be 

established from comparable uncontrolled transactions.224 The TNMM, compared to the 

traditional transactional methods, relies less on the prices of the products or services as well 

as the functions performed.225  

What is especially important for the application of the TNMM is the comparability analysis.  

A high degree of similarity is required between the enterprises for transactions to be con-

sidered to be comparable, for example the competitive strength of the products, capacity 

utilization, substitute products etc.226 If there are differences in the characteristics of the en-

terprises compared that have a material effect on the net profit indicators these differences 

need to be adjusted.227 As with the CPM, consistency in accounting is an important fac-

tor.228 Another important issue is the selection of the appropriate net profit indicator, 

which should be the most appropriate net profit indicator considered in view of the nature 

of the transaction.229 

The determination of what the net profit should be weighted against should be consistent 

with the comparability analysis and should in particular reflect the allocation of risks in the 

controlled transaction.230 The denominator should be focused on the relevant indicators of 

                                                 
222 TP Guidelines, para. 2.41. 

223 Ibid., para. 2.43-47. 

224 Ibid., para. 2.58. 

225 Ibid., para. 2.62. 

226 Ibid., para. 2.68-73. 

227 Ibid., para. 2.74. 

228 Ibid., para. 2.75. 

229 Ibid., para. 2.76. 

230 Ibid., para. 2.86. 
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the value of the functions performed, taking into account assets used and risks assumed.231 

The net profit could either be weighted to the sales of the enterprise,232 the costs233 or the 

assets.234 Depending on the facts and circumstances of the transaction it may also be rele-

vant to consider other net profit indicators, such as weightening the net profit to the num-

ber of employees, products transported etc.235 Berry ratios, ratios of gross profit to operat-

ing expenses, may be appropriate profit indicators.236 

5.2.6 The transactional profit split method 

The profit split method seeks to eliminate the effects on profits of special conditions in a 

controlled transaction by determining the division of profits that independent enterprises 

would have expected to realize from undertaking the transaction.237 The main strength of 

the profit split method is that it takes into account for both parties contributions to the 

transaction.238 If there are comparable data, this can be used to support the divison of prof-

its that would have been made between independent enterprises under comparable circum-

stances and also to assess the value of the contributions made by each enterprise in the 

transaction.239 When there are no comparables the allocation of profits may be based on 

the division of functions, taking into account assets used and risks assumed.240 

There are a number of ways in which the profits can be divided according to the profit split 

method.241 The TP Guidelines provides two ways, the contribution analysis242 and the re-

sidual analysis.243 With the contribution analysis the profits are split based on the relative 

                                                 
231 TP Guidelines, para. 2.87. 

232 Ibid., para. 2.90-91. 

233 Ibid., para. 2.92-96. 

234 Ibid., para. 2.97-98. 

235 Ibid., para. 2.99. 
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value of the functions performed by each of the associated enterprises taking part in the 

transaction.244 The residual analysis splits the profits in two stages; the first stage compen-

sates each party in the transaction for the non-unique contributions made to the controlled 

transaction, the second stage splits the profits based on facts and circumstances of the par-

ticular case.245 Another way to split the profits according to the residual analysis is to de-

termine the lowest price an independent seller would accept and the highest price an inde-

pendent buyer would accept for the transaction at hand. The difference shall then be seen 

as the residual profit that should be divided based on the factors of the transaction and in a 

way that independent enterprises would agree.246 

The profit should be split in way that is in accordance with the functional analysis, and be 

based on objective data such as sales to independent parties, and be supported by compa-

rable data.247 In practice, as it is held by the TP Guidelines, the profits are split using one or 

more allocation keys.There are several allocation keys that could be used, for example the 

asset-based allocation keys, the cost-based allocation keys and the headcounts-based alloca-

tion keys.248 

Taking the example with the transfer of the R&D department from Ob GmbH to LL Ltd. Assuming 

that there are no comparable uncontrolled transactions or that no reasonable accurate adjustments can be 

made when applying the CUP method. It is then necessary to divide the profits in a way that independent 

enterprises would have expected to realize from the transaction. As it is held in chapter 3.2.4, methods used 

in merger and acquisition transactions may be relevant to determine the value of the R&D department. The 

valuation techniques will be discussed in chapter 6, for this example it is assumed that a DCF valuation 

will be used to determine the value of the department. The value of the department would then be 

147 727,27 Euros.  

It would then be necessary to determine which way the profit, or in this case the value, would be divided be-

tween Ob GmbH and LL Ltd. Using the contribution analysis the relative value of the functions per-

formed by each party. Seeing that each party makes similar contributions to the department it may not be 

appropriate to use the residual analysis to split the profits. The functions performed by the parties;  
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- Before the transfer Ob GmbH performed all the functions related to the R&D of mining drills. 

During this period Ob GmbH used all the assets and assumed all the risks associated with the 

R&D, including the the debts connected to the department and the employees. 

- After the transfer LL Ltd performed all the functions, used the assets and assumed the above 

mentioned risks. 

Using an allocation key, as prescribed by the TP Guildelines, would not bring clarity to the division of prof-

its if it is based on the assets- or headcounts-based allocation keys since the same assets and employees are 

assumed to be used by both parties. It would instead be appropriate to use a cost-based allocation key. In 

this case it may also be relevant to use a time-based allocation key. Assuming that LL Ltd will stand for 

70% of the total costs of the R&D deparment, 30% of the value of the department should be allocated to 

Ob GmbH. LL Ltd shall thus pay 44 318,18 Euros to Ob GmbH. 

5.2.7 The investor method 

In 2005 the U.S. amended the temporary regulations to contain an “investor model” to de-

termine the amount that each participant in a CSA needed to pay for platform contribu-

tions (PCT’s). The selection and reliability of a transfer pricing method to determine the 

arm’s length payment for the PCT depends on the degree of consistency of the analysis 

with the assumption that a participants aggregate net investment in the CSA activity is rea-

sonably anticipated to earn a rate of return appropriate to the riskiness of the participants 

CSA activity ove the entire period of the CSA activity.249 

In 2007 Ihor Soroka published an investor model as a potential alternative or as a second-

ary transfer pricing methodology.250 As it was held above, taxpayers are free to apply other 

methods than the ones prescribed by the TP Guidelines. What is the main criteria when 

applying other methods than the ones described is that the prices that are the result of the 

application of the method satisfies the arm’s length principle according to the TP Guide-

lines. The use of other methods should not be seen as substitutes where the methods de-

scribed above are more appropriate to the facts and circumstances of the case. The investor 

method as such is not recognized by the OECD as a transfer pricing method, which may 

call for a careful application of the method to determine the arm’s length price that should 

be charged.  
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The author tries to find a solution to the problem of finding comparable transactions, with 

the source of the method coming from financial theory.251 The basic idea is that capital has 

an opportunity cost, that has to be compensated by a higher return for an investment to be 

profitable.252 The result of the method is that for an investment to be profitable, the return 

of the risky investment has to at least equal the return of the risk-free investment plus the 

costs of depreciation of the investment and the costs of termination.253 

Taking the example with the transfer of the R&D department from Ob GmbH to LL Ltd. Assuming 

that the risk-free rate of return is 1,26%, the depreciation is 261 000 Euros and the costs of termination 

is assumed to be 100 000 Euros. Assuming the initial risky investment is 2 575 000 Euros, as can be 

seen from the book value of the assets of the balance sheet in the appendix. The return of the risky invest-

ment then has to equal 15,27%. This price that would have to be charged for the R&D department is thus 

2 968 202,5 Euros. 

5.3 Transfer pricing methods provided by German law 

5.3.1 Introduction 

The German FTA provides three different transfer pricing methods; the CUP method (der 

Preisvergleichsmethode), the RPM (der Wiederverkaufspreismethode) and the CPM (der 

Kostenaufschlagsmehtode).254 It could also be the case that it may not be possible to find 

comparables. In such cases the profits has to be allocated in a way that is consistent with 

what sound business managers would have agreed.255 Other methods that may be used 

when determing the arm’s length price for the product transferred is the comparable prof-

its method, the TNMM and the transactional profit split method.256 There exists no priority 

over the methods provided, the application is determined by sound business managers 
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252 Ibid., p. 316. 

253 Ibid., p. 317. 
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based on the cicumstances of the transaction.257 The hypothetical arm’s length test, as de-

scribed above in section 3.3, is subordinate when applied to the relocation of a function.258 

5.3.2 The comparable uncontrolled price method 

The German CUP method is similar to the CUP method described in chapter 5.2.2. If the 

transactions differ from each other it may become necessary to adjust the price to eliminate 

the differences.259  

5.3.3 The resale price method  

The RPM starts with the price that a goods that is purchased from an affiliated enterprise is 

resold to an independent enterprise. The resale price is then reduced by a customary dis-

count that reflects the functions performed and risks assumed by the reselling enterprise.260 

5.3.4 The cost plus method 

The CPM starts with the costs incurred by an enterprise. It is important that there is con-

sistency in calculating the costs, the calculation of relevant costs should be done in the 

same way as they are calculated in transactions with independent enterprises. A customary 

profit mark-up is then added to the costs incurred.261 

5.3.5 The hypothetical arm’s length test 

The hypothetical arm’s length test to determine the transfer price is, as noted above, sub-

ordinate to the other methods when transferring a function.262 According to the hypothet-

ical arm’s length test it is necessary to determine the range of mutual consent of buyers and 

seller; the lower limit of the range of mutual consent and the upper limit of the range of 
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mutual consent.263 It is then necessary to determine what price within the range of mutual 

consent that with utmost probability complies best with the arm’s length principle.264 

5.4 Transfer pricing methods provided by U.S. legislation 

5.4.1 Introduction 

The arm’s length result of a transaction has to be determined under the method that, taking 

into consideration the facts and circumstances of the transaction, provides the most reliable 

measure of an arm’s length result. There exisits no priority among the methods that are 

available.265 What is important for the determination of which transfer pricing method to 

apply is the degree of comparability between the controlled and uncontrolled transactions 

and the quality of the data and the assumptions used in the analysis.266 As it is held above, 

in chapters 3.4.3 and 3.4.4, the transfer pricing methods that may be applicable differs de-

pending on the asset. The transfer pricing methods that are applicable for tangible assets 

are the CUP method, the RPM, the CPM, the comparable profits method, the profit split 

method and also other unidentified methods. The transfer pricing methods that are appli-

cable for intangible assets are the CUT method, the comparable profits method, the profit 

split method and also other unspecified methods. 

5.4.2 The comparable uncontrolled price method 

The U.S. CUP method is similar to the CUP method described in chapter 5.2.2.267 Alt-

hough all of the factors described in chapter 4.4 are important to consider, the most im-

portant factor for transactions to be considered to be comparable is the similarity of the 

products. Seeing that minor differences in the contractual terms or the economic condi-

tions materially could affect the price charged in a transaction, these are also important fac-

tors to consider and has to be as similar as possible for a controlled transaction to be con-

sidered to be comparable to an uncontrolled transaction.268  
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5.4.3 The comparable uncontrolled transaction method 

The CUT method is very similar to the CUP.269 If an uncontrolled transaction involves a 

transfer of the same intangible under the same or similar circumstances as the controlled 

transaction the CUT method is the most direct and reliable measure of the arm’s length 

price. For the application of the CUT method it is necessary that all the comparability fac-

tors, as they are described in chapter 4.4, are similar. What is particularly important for the 

application of the method is that the intangible transferred are either the same intangible or 

comparable intangible property.270 It has been argued that the Tax Court in the Veritas case 

relaxed the criterias for comparability when applying the CUT method.271 It remains to be 

seen whether or not this is the case. 

5.4.4 The resale price method 

The U.S. RPM is similar to the one described in chapter 5.2.3.272  As it is held above, the 

most important factors for transactions to be considered to be comparable when applying 

the RPM is the functions performed, the risks borne and the contractual terms.273 Even 

though the application of the method to a lesser degree depends on the similarity of the 

products transferred, it is still important that the products are of the same general type and 

are in the same range of value.274  

5.4.5 The cost plus method 

The U.S. CPM is similar to the one described in chapter 5.2.4.275 As with the RPM, the 

most important factors when determining whether a controlled transaction is comparable 

with an uncontrolled transaction are the functions performed, the risks borne and the con-
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tractual terms.276 It is also important that the products are of the same general type and are 

in the same range of value.277  

5.4.6 The comparable profits method 

The comparable profits method evaluates whether the price charged in a controlled trans-

action is at arm’s length by reference to profitability from uncontrolled enterprises engaged 

in similar business under similar circumstances.278 The arm’s length result is thus the result 

that would have arisen from a controlled transaction if the profit level indicator was equal 

to the profit level indicator in a comparable uncontrolled transaction.279  

The determination of which profit level indicator should be used depends on the nature of 

the activities of the tested party, the reliability of comparable data and also the extent to 

which the profit level indicator is likely to produce a reliable arm’s length result given the 

facts and circumstances of the transaction.280 Some profit level indicators that provide a re-

liable result and may be used are the rate of return on capital employed, financial ratios 

such as the gross operating margin and the ratio of gross profit to operating expenses and 

also other profit level indicators that provide a reliable result.281 

What is especially important when it comes to determining the comparability between a 

controlled enterprise and an uncontrolled enterprise is the lines of business, the products 

or services markets, the asset composition employed, the size and scope of the enterprises 

operations and also the stage in a business or product cycle.282 The resources employed, 

risks assumed and functions performed (which are relevant for the determination of the 

profitability) are some factors that may in particular affect the comparability.283 Other fac-
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tors to take into consideration when applying the comparable profits method is the con-

sistency in accounting and cost structures.284 

Taking the example with the transfer of the service division from LL Ltd to Ob GmbH. LL Ltd is, as it 

is explained in the appendix, active in the mining industry engaged in the North American market, where 

it manufactures and distributes the products that are produced. Before the transfer LL Ltd assumed all the 

risks and used all of the assets connected to the division. 

Another company, XY Inc., has during the year sold a similar division to an independent enterprise. The 

difference between the two divisions is that LL Ltd’s service department only service products manufactured 

by LL Ltd, while the service division of XY Inc had contracts with customers who had not purchased their 

products from XY Inc. XY Inc. is one of the main competitors to LL Ltd, and has the similar cost struc-

ture. Before the transaction XY used all the assets connected to the division and assumed all the risks. 

Given the fact that there are differences between the two divisions that have a material effect on the price and 

that no accurate adjustments can be made to provide a reliable measure of an arm’s length result, it may be 

appropriate to apply the comparable profits method. 

Assuming that, in this case, an aggregation of the transactions provides the most reliable measure of an 

arm’s length result, it is necessary to determine which profit level indicator to be used. Since both companies 

have to follow U.S. Gaap, there is consistency in the accounting. In this case it may be useful to use the re-

turn on capital as a useful profit level indicator, since it is a relatively simple indicator to use. The problem 

of applying the comparable profits method to a transfer of a division is the fact that costs connected to the as-

sets transferred most probably have been taken into account several years before the transfer of the division. 

It may thus be necessary to re-calculate the costs associated with the division to receive a result that is at an 

arm’s length. XY Inc.’s return on capital was 12,5%, with adjustments to the costs that had been accrued. 

Seeing that there were some differences between the divisions transferred, where XY Inc.’s division had con-

tracts with customers that bought their products from other manufacturers, some adjustments to the profit 

level indicator might have to be made. Assuming that accurate adjustments are made and that this requires 

a rate of return on capital of 12%, this is the level that LL Ltd needs to generate. 
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5.4.7 The profit split method 

The U.S. profit split method is similar to the transactional profit split method described in 

chapter 5.2.6.285 The ways in which the profit should be split do however deviate slightly 

from the ways provided by the TP Guidelines. 

The U.S. regulations provides two ways in which this allocation should be made; the com-

parable profit split and the residual profit split. The comparable profit split is derived from 

the profit split amongst uncontrolled enterprises in similar transactions and activities in the 

relevant business activity.286  The same factors as with the comparable profits method could 

be important when determining the comparability. 287 

The residual profit split allocates the profits in two stages; the first stage consists of an allo-

cation based on routine contributions to the activity. What is important is the functions 

performed, the risks assumed and assets used by each party.288 The second stage consists of 

an allocation of the residual profit, where the residual profit should be divided between the 

parties in the transaction based upon the relative value of their non-routine contributions 

to the activity.289  

5.5 Analysis 

The three approaches are very similar when it comes to the transfer pricing methods that 

are available. The approaches relies on the assumption that the most appropriate transfer 

pricing method for the particular case shall be used to determine the arm’s length price.  

A general problem, as it is held by Wolters, when transferring an ongoing con-

cern/function is that an identical transaction can not be found. It would therefore be nec-

essary to try to determine what is so special with the transfer of an ongoing 

concer/function. First of all there is the function and the corresponding assets and risks. It 

is hard, sometimes even impossible, find transactions that contains identical functions, as-
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sets and risks. Secondly, both parties involved in the transaction often contribute to the 

transaction.  

The CUP method, the CUT method, the RPM, the CPM, the TNMM and the comparable 

profits method described above all relies on comparable transactions. If reasonable accu-

rate adjustments can be made to eliminate the material effects of the differences between a 

controlled and a transaction between independent enterprises these methods do however 

become applicable. Another problem with the RPM, the CPM, the TNMM and the compa-

rable profits method is that they rely on the assumption that one party in the transaction 

can be seen as the least complex entity. Since it may be hard to find the least complex enti-

ty in a transfer of an ongoing concern/function these methods may not be appropriate to 

apply when determining the arm’s length price.  

The CUP method on the other hand provides the most reliable result when there are com-

parable transactions or when reasonable accurate adjustments can be made to eliminate the 

material effects of the differences. The CUP method shall therefore be seen as the primary 

method to be applied when transferring an ongoing concern/function. When no reasona-

ble accurate adjustments can be made to eliminate the material effects of these differences, 

other methods have to be applied.  

What is left is for  all the approaches is the profit split method. Germany also have the hy-

pothetical arm’s length test. The application of the investor method for the OECD will be 

discussed below. The profit split method has the advantage that it takes into account the 

contributions made by each party in the transaction. It also has the advantage that, when 

there are no comparable uncontrolled transactions, it relies on the assumption that the 

profits should be divided in a way that independent enterprises would have agreed upon 

taking into account the functions performed, assets used and risks assumed. The profit 

split method should thus be seen as a secondary transfer pricing method to be applied 

when there are no comparable transactions or no reasonable accurate adjustments can be 

made to eliminate the effects of the differences. 

When it comes to the investor method, one first have to distinguish transfer pricing meth-

ods from valuation methods. Transfer pricing methods are methods that have an objective 

of determining the price that shall be charged in a controlled transaction based on compa-

rable uncontrolled transactions. Valuation methods have an objective of determining the 

value of an asset. The investor method tries to determine what independent enterprises un-
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der similar circumstances would expect to gain on the use of assets. It is thus not an valua-

tion method in the sentence that it tries to determine the value of the asset.  

For the application of other methods than the ones provided in the TP Guidelines, some 

problems arises. The first problem with the investor method is that it is not based on com-

parable transactions. It does however try to determine what independent enterprises would 

expect to agree upon, with the basis in financial theory. The second problem is that it does 

not take into account the functions performed, nor the risks assumed in a transaction. See-

ing that the arm’s length principle according to the TP Guidelines relies on the determina-

tion of the price based on comparable transactions taking into account the functions per-

formed, assets used and risks assumed it may be questionable if the investor method will be 

accepted by tax authorities to provide a result that is at an arm’s length. The investor meth-

od shall thus not be considered as a transfer pricing method that should be applied when 

transferring an ongoing concern/function. 

The German approach to when there are no comparable uncontrolled transactions or 

when no reasonable accurate adjustments can be made is to apply the hypothetical arm’s 

length test. It shall however be seen as subordinate to the CUP method and also the trans-

actional profit split method. 

It is also necessary to analyse which transfer pricing method would become applicable 

when the transactions should not be aggregated according to U.S. legislation. As it is held 

above in chapter 3.4.5, when tangible and intangible assets are embedded in each other it is 

first necessary to determine how the intangible assets are transferred. With a transfer of an 

ongoing concern/function is seems that it is most often the case that the intangible assets 

are transferred in a way that allows the transferee to exploit it.  

Different transfer pricing methods may then become applicable for parts of the entire 

transfer, such as the CUP method and the CUT method. If there are comparable uncon-

trolled transactions the CUT method is to be seen as the primary method for the intangible 

assets in the transfer. As is the case with the transfer of patents and a transfer of a R&D 

department it may not be possible to determine the least complex entity in a transaction, 

and the profit split method may be the only method that provides the most reliable meas-

ure of an arm’s length result. For tangible assets the case may be different. Take a transfer 

of technological equipment. If there are no comparable uncontrolled transactions the CPM 

and the RPM method may still be applicable due to the simplicity of the assets transferred. 
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6 Valuation methods 

6.1 Introduction 

Every asset has a value. Some assets are easier to value than others and the methods on 

how to value an asset varies from time to time.290 The purpose of this thesis is to analyze 

the key issues from a transfer pricing perspective when it comes to the transfer of an ongo-

ing concern of a privately held company.  

The principles for valuation of privately held companies are the same as those for publicly 

traded companies, but there are estimation problems connected to the former.291 There is 

also an illiquidity risk connected to privately held firms that needs to be taken into consid-

eration when performing the valuation.292 Seeing that it is not the capital or equity of the 

privately held company that should be valued, but a part thereof, and the fact that it is as-

sumed that the ongoing concern will generate cash flows, the models described below will 

still be applicable and the problems regarding the valuation of a privately held company 

remains the same also for its assets.293 

6.2 CAPM & WACC 

6.2.1 CAPM & WACC in general 

To estimate the required return, it is important to understand that an investment in an asset 

that is not risk-free, such as T-bills and G-bonds, requires an additional return to compen-

sate for the risk that is undertaken.294 What remains to be controlled is thus the assets beta 

coefficient with the efficient portfolio. Usually one say that a portfolio of assets is efficient 

if the expected return for each individual assets equals its required return. 295 How the beta 

is calculated will be described below. 
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The capital asset prising model (CAPM) relies on three assumptions; investors can buy and 

sell all securities at competitive market prices and also borrow and lend at the risk-free in-

terest rate, investors hold only efficient portfolios of traded securities and the last assump-

tion is that investors have homogenous expectations regarding the volatilites, correlations 

and expected returns of securities.296 Assuming that the market portfolio is the efficient 

portfolio, the equation to estimate the expected return of an individual security looks like 

E[RA]=rA=rf+β A*(E[Rmarket]-rf)297,  

where E[RA] is the expected return for security A, rA is the required return of asset A, rf is 

the risk-free rate, β A is the beta for security A and E[Rmarket] is the expected return of the 

market. 

The beta of a security measures the volatility of the security due to market risk, relative to 

the volatility of the market as a whole and captures the securities sensitivity to the market 

risk.298 The formula for the beta of asset A looks like this 

β A=Cov(RA, Rmarket)/Var(Rmarket)299, 

where Cov(RA, Rmarket) is the covariance between the return of the individual asset and the 

return of the market and Var(Rmarket) is the variance of the return of the market. 

The weighted average cost of capital (WACC) is the effective after-tax cost of capital for a 

firm, consisting of the cost of equity and the cost of debt. The formula looks like 

rWACC=E/(E+D)*rA+D/(E+D)*rD(1-tc)300, 

where E is equity, D is debt, rA is cost of equity for investment A, rD is cost of debt and tc 

is the tax rate. 
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6.2.2 Estimation of the cost of equity and capital for a privately held 

firm 

The first thing that has to be done is an estimation of the beta of the asset. There are sev-

eral ways to do this; 

- by the use of accounting betas, regressing change in a private firm’s accounting earnings 

to the change in earnings for a specific index, 

- by the use of fundamental betas, using regression models and putting in the fundamental 

beta for the specific firm, or 

- by the use of bottom-up betas, using the unlevered beta of the firm and then using the 

fundamentals of the firm to estimate the levered beta.301 The formula to obtain the un-

levered beta for a firm is 

Unlevered betaA=Beta(comparable firms)/[1+(1-tax rate)(D/E (comparable firms))].302 

The formula for the levered beta is 

Levered betaA=Unlevered betaA[1+(1-tax rate)(D/E(firm A)].303 

As mentioned above, privately held firms contains more risks than publicly traded ones. 

There is also a factor of nondiversification for the owner of the privately held firm that 

needs to be adjusted for. The adjustments for nondiversification and illiquidity can be made 

in a number of ways; 

- by adjusting the beta for the asset with the covariance of the asset and the market,  

- by adding premiums for smaller firms and illiquidity to the cost of equity, or  

- by using implied private costs of equity.304  

Taking again the example with the transfer of the R&D department from Ob GmbH to LL Ltd. To es-

timate the cost of equity for Ob GmbH by the use of CAPM, we first need to determine the risk-free inter-

est rate. As it is held in an earlier example, the German 10 year government bond is 1,26% which is as-

sumed to be the risk-free interest rate. The next aspect to consider is the beta of the equity in Ob GmbH 
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with respect to the market. Using comparable companies unlevered beta, which is assumed to be 1,5, we 

then use the fundamentals of Ob GmbH to arrive at the levered beta for the firm. The levered beta for Ob 

GmbH is assumed to be 2,05. To determine the relevant risk premium for Ob GmbH we derive it from 

the implied private costs of equity in similar transactions. In this case the risk premium that should be add-

ed is 25%. The cost of equity for Ob GmbH is thus 1,26%+2,05*25%=52,51%. 

The cost of debt for a privately held firm can also be determined in a number of ways, by 

others; 

- by taking the interest rate on recent debts of the firm, or 

- by the use of interest coverage ratios(EBIT/interest expenses) to estimate a syn-

thetic credit rating and the use of default spread.305 

Assuming that the interest rate on recently issued debts of Ob GmbH is 7%, this rate can be determined to 

be the pre-tax cost of debt for the firm. The WACC for Ob GmbH would thus be 

0,5251*0,66+0,34*0,07*(1-0,2955)=0,3632. The cost of capital for Ob GmbH is thus 36,32%. 

6.3 Discounted cash flow-valuation 

Discounted cash flow (DCF) valuation is based upon the assumption that an asset is worth 

the discounted cash flow connected to it.306 When it comes to which cash flows that should 

be discounted it is important to determine for whom the valuation is intended. One can ei-

ther discount the cash flow to the firm, which are all stakeholders in the firm, or discount 

the cash flow to equity, which are the owners of the firm. The selection of which discount 

rate depends on for whom the valuation is done. The rational of DCF applies to an in-

vestment undertaken by anyone. The capitalization method, as described in chapter 3.3.7, is 

a DCF valuation.307 

The formula for the DCF valuation looks like this  

Value= ∑            
   

   
 ,  

                                                 
305 Damodaran, A., Investment Valuation, p. 675-676. 

306 Ibid., p. 351. 

307 IDW Standard: Principles for the performance of business valuations, IDW Verlag GmbH, Düsseldorf, 
2009, version 2008, para. 85. 
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where CF is the cash flow that should be discounted, r is the discount rate and t stands for 

the specific period in which the cash flow will occur. 

Taking the case with the transfer of the R&D deparment from Ob GmbH to LL Ltd. As can be seen in 

the appendix, the free cash flow to firm (FCFF) of the deparment is 50 700 (all numbers are in thou-

sands) Euros (net cash flow from operating activities+net cash flow used in investment activities). Assuming 

that this cash flow will grow with two percent for an eternity, we have a perpetual cash flow where the pre-

sent value is calculated like 

50 700/(0,3632-0,02)=147 727,27 Euros. 

6.4 Relative valuation 

The objective of relative valuation is to value assets based on how similar assets are cur-

rently priced. Relative valuation relies on two components; standardized values and similar 

firms.308 The ways values can be standardized is to the earnings by the use of earnings mul-

tiples, to the book value by the use of book value multiples, to the revenue by the use of 

revenue multiples or to specific multiples for a sector that a firm operates in.309 When using 

these standardized values it is important to bear in mind that, in theory, different firms do 

not have the same fundamental which may call for deviations in the application of the rela-

tive valuation. The two latter types of standardized values, the revenue multiples and the 

sector-specific multiples, will for practical reasons not be dealt with more in this thesis. 

When talking about earning multiples, one generally refer to the Price/Earnings (P/E) ratio 

or to Enterprise Value (EV) to EBITDA multiple. One could also refer to the Price Earn-

ings/Growth (PEG) ratio.310 The P/E ratio compares the price of the asset/security to the 

earnings of the asset/security. The P/E ratio can be compared to the historical average of 

the P/E ratio, to the P/E ratio across countries, to the P/E ratio in a specific sector or to 

the P/E ratio in the whole market.311 

                                                 
308 Damodaran, A., Investment Valuation, p. 453. 

309 Ibid., p. 454-456. 

310 Ibid., p. 468. 

311 Ibid., p. 477-487. 
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Taking the example with the transfer of the R&D department from Ob GmbH to LL Ltd. Transactions 

of similar departments have been valued to 4-6 times the profit. Taking the mean of this P/E ratio to the 

transfer in this example we end up with a value of 5*369 600=1 848 000 Euros. 

Enterprise value is calculated as the market value of equity+(market value of debt-cash), 

where the latter term can be seen as the net debt of the firm. EBITDA is the Earning of 

the firm Before Interest, Taxes, Depreciation and Amortization. The EV/EBITDA multi-

ple can be used in the same way as the P/E ratio is used.312 

When it comes to the book value multiples, one usually compares the ratio of the price of 

the asset/security and the book value of the asset/equity (PBV ratio) to try to draw some 

conclusions. The PBV ratio can be used in the same way as the P/E ratio and the 

EV/EBITDA multiple, that is through a comparison with companies in a sector, across a 

market and with the historical average.313 

6.5 Analysis 

The selection of which valuation method that should be used when determining the value 

of the asset shall be done on a case by case basis. This seems to be the approach held by 

both the OECD and Germany. The problem with privately held firms is to estimate the 

cost of capital, as it is described in chapter 6.2. Given the problem of estimating the market 

risk of the specific asset/firm and also the illiuquidity premium that should be added to the 

discount rate, it might appear appropriate to use relative valuation techniques, such as P/E 

ratios. The problem connected to this is that other factors, fundamentals of the specific 

firms, affect the relative valuation parameters. Before applying relative valuation techniques 

it is first of all necessary to determine what factors that actually has on affect on the param-

eters, and finding similar firms that have the same fundamentals.  

The fact that U.S. transfer pricing legislation does not require goodwill and going concern 

value being taken into consideration when determining the arm’s length price for the trans-

fer of an ongoing concern/function makes the selection of valuation method more prob-

lematic. Valuation methods that rely on the future profits/cash flows will definitely take in-

to account goodwill and going concern value. The relative valuation methods will, depend-

ing on which parameter they are based on and on which point in time they are used, also 

                                                 
312 Damodaran, A., Investment Valuation, p. 500-506. 

313 Ibid., p. 523-530. 
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take into account the future profits/cash flows. It can however be said to be in an indirect 

way, seeing that the firms/assets that are being compared are being valued on future prof-

its/cash flows. The problem can be solved using the technique developed in chapter 3.4.8; 

apply the DCF method, identify and value the assets that should be taken into account 

when determining the arm’s length price that shall be charged including the synergies and 

then determine the residual value as the value of goodwill and going concern value. 
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7 Summary and conclusion 

The OECD definition of an ongoing concern is very wide and covers every situation where 

a function bundled with assets and risks is transferred. Even though there are neither a civil 

law nor accounting definition of the term, the definition provided by the OECD can still 

be said to represent the common interpretation of the term. The OECD definition of an 

ongoing concern is also wider than the German definition of a function, in the sentence 

that it captures the situation where the function and the corresponding assets and risks 

constitute a separable part of a business while the German does not. 

The approach of the OECD, Germany and the U.S. is that the value should be determined 

based on what independent enterprises under similar circumstances would agree. To cap-

ture all the elements that independent enterprises under similar circumstances would com-

pensate the approach of the OECD and Germany is that the valuation should be deter-

mined on an aggregated basis. This would then cover goodwill, going concern value and 

synergies. The approach of the U.S. differs from this approach, where goodwill and going 

concern value are not treated as intangibles for transfer pricing purposes. The aggregation 

of transaction shall also only be made when the assets are related to each other. When 

transferring an ongoing concern it may not always be the case that the assets are related to 

each other, which makes an individual determination of the arm’s length price for the as-

sets needed. This individual determination may not cover the synergies from combining the 

assets, which is subject to U.S. transfer pricing legislation. 

The approaches of the OECD, Germany and the U.S. is that the arm’s length price should 

be determined based on comparable uncontrolled transactions. The approach of the 

OECD and the U.S. are very similar, while the German approach only consists of a func-

tional analysis. In principle are all the factors that can affect the value of an ongoing con-

cern taken into account by all approaches. One factor that coud be said to be important 

when determining the comparability between transactions are the function as an “asset”. 

The approach of the OECD and Germany takes account to this factor, while the U.S. 

comparability analysis does not. 

When it is possible to find comparable transactions or if it is possible to make relatively ac-

curate adjustments to eliminate the material effect of the differences between a controlled  

and an uncontrolled transaction the CUP method should be applied when transferring an 

ongoing concern/function. When there are no comparable uncontrolled transactions or if 
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it is not possible to make relatively adjustments, the profit split method seems to be the 

most reliable method when determining the arm’s length price.The determination of which 

valuation method that should be applied when transferring an ongoing concern/function 

should be dependent on the facts on circumstances of the transaction.  
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Macht Stil group 

Ob GmbH is part of the German Macht Stil group (the GMS group) and a fully-owned 
subsidiary to GMS GmbH. The GMS group is active in a number of fields; maritime, aero-
space, mining equipment, trucks and also automation systems. The group is active in sever-
al markets; Europe, Asia and North America, with productions and sale forces in several 
countries in these regions. At the end of 20xx the GMS group had 30.000 employees. 

Ob GmbH 

Ob GmbH is a company registered in Germany and operating in the mining industry. They 
manufacture and distribute mining equipment such as mining drills, mining excavators and 
mining trucks. At the end of 20xx Ob GmbH had 2.500 employees, all located in Germa-
ny. 

Income Statement 2012 

Income statement (1 000 €) 2012 

Sales revenue 125 362,00 

Other operating income 36,00 

Operating income 125 398,00 

    

Costs of materials -64 580,00 

Personnel expenses -24 453,00 

Depreciation on non-current assets -4 492,00 

Other operating expenses -21 318,00 

    

Operating result 10 555,00 

    

Finance income 481,00 

Finance cost -739,00 

Finance result -258,00 

    

Result before income taxes 10 297,00 

Taxes on income  -3 089,10 

    

Net result for the year 7 207,90 

    

Dividends 3 603,95 

 

Balance Sheet 2012 

Balance sheet   

Assets   

Non-current assets   

Intangible assets 251,00 

Tangible assets (net) 34 923,00 
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Financial assets 1 129,00 

Deferred tax assets 1 128,00 

Total non-current assets 37 431,00 

    

Current assets   

Inventories 35 989,00 

Accounts receivable 16 114,00 

Marketable securities and other financial assets 13 229,00 

Liquid funds 16 051,00 

Total current assets 81 383,00 

    

Total assets 118 814,00 

    

Equity and liabilities   

Equity   

Subscribed capital 50 000,00 

Revenue reserve 21 210,10 

Result of the period 7 207,90 

Total equity 78 418,00 

    

Non-current liabilities   

Financial liabilities 11 287,00 

Post-employment liabilities 3 683,00 

Deferred tax liabilities 891,00 

Other liabilities 2 614,00 

Total non-current liabilities 18 475,00 

    

Current liabilities   

Financial liabilities 8 673,00 

Accounts payable 7 604,00 

Income tax liabilities 713,00 

Other liabilities 4 931,00 

Total current liabilities 21 921,00 

    

Total equity and liabilities 118 814,00 

 

Cash flow statement 2012 

Cash flow statement   

Net result 7 207,90 

Depreciation 4 492,00 

Change in inventories 2 450,00 

Change in accounts receivable -697,00 

Change in current liabilities 3 490,00 
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Finance costs after tax 517,30 

Net cash flow from operating activities 17 460,20 

    

Investments in tangible and intangible assets -5 000,00 

Investments in financial assets 371,00 

Investments in marketable securities -229,00 

Proceeds from sale of tangible or intangible assets 3 750,00 

Proceeds from sale of financial assets 225,00 

Proceeds from sale of marketable securities 1 000,00 

Net cash flow used in investment activities 117,00 

    

Finance costs after tax -517,30 

Change in non-current or current financial liabilities -19 011,00 

Dividends -3 603,95 

Net cash flow from financing activities -23 132,25 

    

Net increase/decrease in liquid funds -5 555,05 

Liquid funds at the beginning of the period 21 606,05 

Liquid funds at the end of the period 16 051,00 

 

R&D-department 

The R&D department that is subject of the transfer to LL Ltd is developing mining drills. 
At the end of 20xx the R&D department consisted of 50 employees, all located in Germa-
ny. What is assumed to be connected to the R&D department and part of the transfer is in-
tangible assets, such as patents and know-how, the employees, the technical equipment, 
liquid funds connected to the deparment and also inventories. What is also part of the 
transfer is long and short term debts as well as post-employment liabilities for the employ-
ees in the transfer. 

Income statement corresponding to the R&D department 2012 

Income statement (1 000 €) 2012 

Sales revenue 2 717,00 

Other operating income   

Operating income 2 717,00 

    

Costs of materials -1 399,00 

Personnel expenses -489,00 

Depreciation on non-current assets -261,00 

Other operating expenses   

    

Operating result 568,00 

    

Finance income 3,00 

Finance cost -43,00 
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Finance result -40,00 

    

Result before income taxes 528,00 

Taxes on income  -158,40 

    

Net result for the year 369,60 

 

Balance sheet corresponding to the R&D department 2012 

Balance sheet   

Assets   

Non-current assets   

Intangible assets 175,00 

Tangible assets (net) 2 000,00 

Financial assets   

Deferred tax assets   

Total non-current assets 2 175,00 

    

Current assets   

Inventories 300,00 

Accounts receivable   

Marketable securities and other financial assets   

Liquid funds 100,00 

Total current assets 400,00 

    

Total assets 2 575,00 

    

Equity and liabilities   

Equity   

Subscribed capital   

Revenue reserve   

Result of the period 0,00 

Total equity 0,00 

    

Non-current liabilities   

Financial liabilities 1 000,00 

Post-employment liabilities 74,00 

Deferred tax liabilities   

Other liabilities   

Total non-current liabilities 1 074,00 

    

Current liabilities   

Financial liabilities 625,00 

Accounts payable   
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Income tax liabilities   

Other liabilities   

Total current liabilities 625,00 

    

Total equity and liabilities 1 699,00 

 

Cash flow statement corresponding to the R&D department 2012 

Cash flow statement   

Net result 369,60 

Depreciation 261,00 

Change in inventories -200,00 

Change in accounts receivable 0,00 

Change in current liabilities -175,00 

Finance costs after tax 30,10 

Net cash flow from operating activities 285,70 

    

Investments in tangible and intangible assets -500,00 

Investments in financial assets 0,00 

Investments in marketable securities 0,00 

Proceeds from sale of tangible or intangible assets 265,00 

Proceeds from sale of financial assets 0,00 

Proceeds from sale of marketable securities 0,00 

Net cash flow used in investment activities -235,00 

    

Finance costs after tax -30,10 

Change in non-current or current financial liabilities 25,00 

Dividends 0,00 

Net cash flow from financing activities -5,10 

    

Net increase/decrease in liquid funds 45,60 

Liquid funds at the beginning of the period 54,40 

Liquid funds at the end of the period 100,00 

 

LL Ltd 

LL Ltd is a company registered in the U.S. and operating in the mining industry. The com-
pany is specialized in the manufacturing of mining drills, and have several subsidiaries that 
distributes these drills to the customers. LL Ltd is also a broker of new and used mining 
drills. The company is only active on the North American market. At the end of 20xx LL 
Ltd had 733 employees, located in the U.S. and in Canada. 

Income statement 2012 

Income statement (1 000 $) 2012 
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Net sales 56 253,00 

    

Costs of sales -37 370,70 

Product development, selling and admin. expenses -7 537,90 

Operating result 11 344,40 

    

Interest income 94,50 

Interest expense -605,30 

    

Result before income taxes 10 833,60 

Taxes on income  -3 683,42 

    

Net result for the year 7 150,18 

    

Dividends 1 430,04 

 

Balance sheet 2012 

Balance sheet   

Assets   

Property, plant and equipment   

Land and improvements 562,50 

Buildings 2 812,50 

Machinery and equipment 8 100,00 

Intangibles 15 821,00 

Total property, plant and equipment 27 296,00 

    

Current assets   

Inventories 15 554,00 

Accounts receivable 11 728,00 

Cash and cash equivalents 3 150,00 

Total current assets 30 432,00 

    

Other assets   

Deferred income taxes 759,00 

Total other assets 759,00 

    

Total assets 58 487,00 

    

Equity and liabilities   

Equity   

Shareholders' equity 20 000,00 

Retained earnings 7 146,70 

Total equity 27 146,70 



 Appendix 

 
83 

    

Current liabilities   

Short-term notes payable 551,30 

Accounts payable 5 136,90 

Employee compensation and benefits 1 722,20 

Accrued warranties 1 012,50 

Other liabilities 2 925,00 

Total current liabilities 11 347,90 

    

Long-term obligations 15 132,10 

    

Other non-current liabilities   

Liabilities for postretirement benefits 278,40 

Accrued pension costs 3 769,00 

Other 812,90 

Total other non-current liabilities 4 860,30 

    

Total equity and liabilities 58 487,00 

 

Cash flow statement 2012 

Cash flow statement   

Net income 7 150,18 

Depreciation and amortization 1 780,90 

Change in inventories -1 325,00 

Change in accounts receivable -2 777,00 

Change in accounts payable -1 450,70 

Change in employee compensation and benefits 576,00 

Change in accrued warranties 25,30 

Change in other current liabilities -375,00 

Net cash flow provided by operating activities 3 604,68 

    

Acquisition of businesses - 

Property, plant and equipment acquired -225,50 

Intangible property acquired -3 250,00 

Proceeds from sale of property, plant and equipment 1 000,00 

Proceeds from sale of intangible property - 

Net cash used by investing activities -2 475,50 

    

Dividends paid -1 430,04 

Issuance of senior notes 1 500,00 

Borrowings under term loans - 

Repayment of term loans -48,70 

Change in short and long-term obligations 5 000,00 
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Net cash provided by financing activities 5 021,26 

    

Increase/decrease in Cash and equivalents 6 150,44 

Cash and equivalents at the beginning of the period -3 000,44 

Cash and equivalents at the end of the period 3 150,00 
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