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Germany’s taxing rights based on section 1(1) FTC can be
restricted under associated enterprises article in tax treaty

The BFH has confirmed that Germany’s tax treaties can limit Germany’s taxation rights if a
treaty contains a provision equivalent to the associated enterprises article in the OECD
model treaty and if the prices paid between the entities involved are on arm’s length terms.

In a decision dated December 17, 2014, the Federal Tax Court (BFH) confirmed that
Germany’s tax treaties can limit Germany’s taxing rights based on section 1(1) of the Foreign
Tax Code (FTC) if the treaty contains a provision equivalent to the associated enterprises
article (article 9) in the OECD model treaty and if the prices paid between the entities
involved are at arm’s length.

Facts of the case
The case involved a German enterprise I-GmbH that made several unsecured loans to its
wholly owned affiliate H-Inc., a US company operating at a loss, during the period 2004-
2007. The loan bore an interest rate of 5% per annum. Due to the loss situation of H-Inc., I-
GmbH depreciated the loan receivable to current value based on the applicable German tax
rules, resulting in a reduction of its taxable income (H-Inc.’s financial statements contained a
note to the effect that I-GmbH as parent-company intended to continue to support H-Inc. in
the future).

During a tax audit of I-GmbH, the German tax authorities accepted the depreciation to
current value, but took the position that the depreciation was triggered by the fact that I-
GmbH had granted an unsecured loan to H-Inc. According to the tax authorities, third
parties would not have agreed on a loan without any collateral, so the terms and conditions
agreed upon by I-GmbH and H-Inc. were not at arm’s length. The tax authorities adjusted I-
GmbH’s taxable income based on section 1(1) of FTC upward (in an amount equal to the
depreciation claimed). The version of section 1(1) that applied at the time read as follows: “If
a taxpayer´s income from business dealings with a foreign related party is reduced because
the taxpayer´s foundation for the determination of its income is based on conditions other
than those that would have been agreed upon between unrelated parties under the same
or similar circumstances, then, notwithstanding other provisions, the taxpayer’s income
shall be determined as if it would have accrued under conditions made between unrelated
parties.”

Court decisions
The taxpayer appealed the decision of the tax authorities to the first instance court, but that
court agreed with the German tax authorities. The taxpayer appealed the first instance
court decision and the case was referred to the BFH.

The BFH held, however, that the arm’s length standard contained in the Germany-US tax
treaty (which is equivalent to the language in article 9(1) of the OECD model treaty)
prevailed over the rules in section 1(1) FTC. According to the BFH, the “dealing at arm’s
length principle” as set out in the OECD model treaty allows for an adjustment of taxable
income only if a transfer price is not an arm’s length amount (the interest rate in the case at
hand). The court further held that an income adjustment cannot be based on the fact that
the terms and conditions agreed upon between the related parties on the unsecured loans
were not at arm’s length, unless these conditions affected the amount of the transfer price
(the interest rate charged).

The court also clarified that the “dealing at arm’s length principle” is not a self-executing
principle, but provides the “framework” and the conditions for adjustments of taxable
income and, as such, limits national taxing rights that go beyond the rights allocated in
article 9(1) of the Germany-US treaty.

While the term, “conditions agreed on” in the OECD model includes all factors that could be
subject to an economic and financial relationship (i.e. the price charged, as well as other
business terms and conditions), these conditions should be taken into account only if they



affect the amount of the transfer price charged.

In light of the above, the BFH concluded that the disallowance of the depreciation of the
loan receivable to its current value because the underlying loan had been granted without
collateral was not in accordance with the arm’s length standard under the Germany-US
treaty, which limits Germany’s taxing rights in this regard.

Notwithstanding the above, the BFH pointed out that the lack of collateral could be a factor
that affects the amount the transfer price. However, for the analysis of whether the interest
rate charged by I-GmbH complied with the arm’s lengths principle measured against the
lack of collateral, potential parental support should be taken into account, because this
qualifies as collateral in kind.

Since the first instance court had not fully analyzed the appropriateness of the interest rate
applied to the loan, the BFH remanded the case to the court to further examine the facts
and circumstances.
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