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ISSUES ADDRESSED BY OECD
TRANSFER PRICING GUIDELINES

Introduction

1. Commercial transactions between different parts of a multinational
group may not be subject to the same market forces shaping relations between
two independent firms. Transfer prices-payments from one part of a multina-
tional enterprise for goods or services provided by another-may diverge from
market prices for reasons of marketing or financial policy, or to minimise tax.

2. To ensure that the tax base of a multinational enterprise is divided
fairly, it is important that transfers within a group should approximate those
which would be negotiated between independent firms. This so called “arm’s
length principle” is set out in Article 9 of the OECD Model Tax Convention.

3. Guidelines as to how this principle should be put into practice were
issued in 1979, and were substantially revised and up-dated in 1995. In par-
ticular, much new material was added on comparability (how to tell if a
transfer between independent firms is really similar to a transfer within a

group) and transfer pricing methods, including profit methods.

Status of the 1995 Guidelines

4. The 1995 OECD Transfer Pricing Guidelines for Multinational Enter-
prises and Tax Administrations (the 1995 Guidelines) represent an agreed
consensus among all OECD Member countries on how to determine cross-bor-
der transfer pricing. The Guidelines have been adopted by a Recommendation

of the OECD Council. While the Recommendation is not legally binding,
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counties have agreed to follow the Guidelines in mutual agreement proceedings
under applicable bilateral treaties. Countries are also encouraged to conform
domestic practice to the Guidelines so as to minimise the potential for dis-
pute. The Guidelines are to be supplemented from time-to-time. Further, the
Committee on Fiscal Affairs has agreed to undertake monitoring of country
practices and legislation in the area of transfer pricing, to determine whether
the Guidelines are being properly implemented and whether any revisions are

needed.

Topical subjects

5. The 1995 Guidelines include a chapter on the arm’s length principle,
two chapters on pricing methods, a chapter on administrative aspects of trans-
fer pricing, a chapter on documentation, a chapter on intangible property
and a chapter on services (both added in 1996) , a chapter on cost contribu-
tion arrangements (added in 1997), an annex on Guidelines for monitoring
procedures and one containing examples (added in 1998) and an annex con-
taining guidance on conducting advance pricing arrangements under the mutu-
al agreement procedure (added in 1999).

= Chapter 1: The arm’s length principle

6. The first chapter reaffirms the arm’s length principle as the basis for
determining transfer pricing, and adopt Article 9 of the OECD Model Tax
Convention as the statement of that principle. There are several implications
anising from the use of Article 9 to define the arm’s length principle.

7. First, the Guidelines interpret Article 9 as requiring a linkage
between the relationship between the parties to a transaction and the need for
an adjustment. The adjustment is made only to the level of profits that would
have accrued “but for” the relationship. The Guidelines interpret this lan-
guage as requiring every transfer pricing analysis to be transactional.

8. A second implication of Article 9 is that transfer pricing requires a
comparability analysis, i.e., an analysis of whether a transaction between
independent enterprises is sufficiently similar to the transaction between the

controlled enterprises (i. e. related party transaction) to be used as a basis
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for determining pricing. This requirement arises because Article 9 permits an
adjustment to the extent that the conditions of the controlled transaction differ
from the conditions that would have been made between independent enterprises.

9. The comparability analysis is given significant attention in the Guide-
lines. A specific standard of comparability is set forth for determining whether
an independent transaction is comparable to a controlled transaction and so
may be used in a particular pricing method as the basis for determining arm’s
length pricing. Under the standard, two transactions are comparable if none of
the differences (if any) between the situations being compared could materi-
ally affect the condition being examined in the methodology (i. e. price or
margin) , or reasonably accurate adjustments can be made to eliminate the
effect of any such differences.

10. The comparability analysis should examine the characteristics of
property or services transferred in the transaction, an analysis of the functions
performed by the parties (taking into account asseis used and risks as-
sumed ) , the contractual terms, economic circumstances, and effect of busi-
ness strategies.

11. The Guidelines recognise that for legitimate business reasons associ-
ated enterprises at times may structure their transactions differently from the
form that would have been chosen by independent enterprises. The Guidelines
provide that Article 9 does not require that associated enterprises choose the
same form of transaction that would have been chosen between independent
enterprises, but rather that the pricing for the actual transaction achieves the
same accrual of profits between the parties as would have been achieved under
an arrangement between independent enterprises. Thus, the Guidelines pro-
vide that a tax administration cannot disregard or restructure - transactions
unless there are exceptional circumstances.

12. The Guidelines also recognise that transfer pricing is not an exact
science, and therefore they provide that tax administrations should consider a
range of acceptable transfer pricing. A range may arise when there is more
than one comparable transaction, or from the application of more than one

pricing method. The use of a range is particularly important when using profit
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methods.

rz Chapters 2 and 3 Pricing methods

13. The Guidelines describe two types of methods; traditional transaction
methods (chapter 2) and transactional profit methods (chapter 3). The tra-
ditional transaction methods are CUP, resale price, and cost plus. The trans-
actional profit methods are the transactional profit split method and the trans-
actional net margin method.

14. The Guidelines clarify the application of the CUP method, in parti-
cular pointing out that the comparability standard is not overly rigid, and that
attempts should be made to make adjustments to comparable transactions that
permit the CUP method to be used. The CUP method is preferred over other
methods where it can be reliably applied.

15. The Guidelines reaffirm the traditional application of the resale price
and cost plus methods. In addition, they clarify the definition of costs for the
cost plus method, and importantly illustrate the difference between gross mar-
gin and net margin analyses. The Guidelines indicate that to the extent that an
analysis under one of these methods takes into account operating expenses,
the method begins to approach a net rather than gross margin approach, and
accordingly it may be necessary to consider some of the safeguards required
for the transactional net margin method.

16. The transactional profit split determines the division of profits for a
controlled transaction that independent enterprises would have expected to
realise from engaging in the transaction. The transactional profit split is a
method of last resort (i e.it is used only where the traditional transaction
methods cannot be reliably applied). There are two ways of using the trans-
actional profit split: a contribution analysis and a residual analysis.

17. The contribution analysis determines the relative value contributed to
the transaction by each of the parties, based upon the functions performed
(taking into account the assets used and risks assumed). External data is ex-
amined to the extent available in valuing the relative contributions. The residu-
al analysis first uses other methods to assign part of the profits to the par-

ties. Often the profit assigned in this first stage is attributed to activities not in-



