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Abstract

This paper describes several transfer pricing methods that can be used to determine an arm’s 
length price and it describes how to apply these methods in practice. In general, the OECD 
Transfer Pricing Guidelines are followed, with emphasis on practicality solutions when using 
and applying transfer pricing methods. In response to practical difficulties that may exist in 
applying the OECD TP Guidelines, for example when no access to databases with relevant in 
formation on comparables are readily available; some requirements for applying the arm’s 
length standard are softened or more flexibly applied.
In order to calculate or test the arm’s length nature of prices or profits, use is made of transfer 
pricing methods or methodologies. Transfer pricing methods are ways of calculating the 
profit margin of transactions or an entire enterprise or of calculating a transfer price that 
qualifies as being at arm’s length. The application of transfer pricing methods is required to 
assure that transactions between associated enterprises conform to the arm’s length standard. 
Furthermore, transfer pricing methods are not determinative in and of themselves. If an 
associated enterprise reports an arm’s length amount of income, without the explicit use of 
one of the transfer pricing methods recognized in the OECD Transfer Pricing Guidelines, this 
does not mean that its pricing is automatically not at arm’s length and there may be no reason 
to impose adjustments.

Keywords: OECD TP Guidelines, transfer pricing methods, traditional transaction methods, 
transactional profit methods.

Introduction

This article describes several transfer pricing methods that can be used to determine 
an arm’s length price and it describes how to apply these methods in practice. In 
general, the OECD Transfer Pricing Guidelines are followed, with emphasis on 
practicality solutions when using and applying transfer pricing methods. 
In order to calculate or test the arm’s length nature of prices or profits, use is 
made of transfer pricing methods or methodologies. Transfer pricing methods are 
ways of calculating the profit margin of transactions or an entire enterprise or of 
calculating a transfer price that qualifies as being at arm’s length. The application of 
transfer pricing methods is required to assure that transactions between associated 
enterprises conform to the arm’s length standard. Please note that although the term 
“profit margin” is used, companies may also have legitimate reasons to report losses 
at arm’s length. Furthermore, transfer pricing methods are not determinative in and 
of themselves. If an associated enterprise reports an arm’s length amount of income, 
without the explicit use of one of the transfer pricing methods recognized in the OECD 
Transfer Pricing Guidelines, this does not mean that its pricing is automatically not at 
arm’s length and there may be no reason to impose adjustments.
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Use of methods

In order to calculate or test the arm’s length nature of prices or profits, use is 
made of transfer pricing methods or methodologies. Transfer pricing methods are 
ways of calculating the profit margin of transactions or an entire enterprise or of 
calculating a transfer price that qualifies as being at arm’s length. The application of 
transfer pricing methods is required to assure that transactions between associated 
enterprises conform to the arm’s length standard. Please note that although the term 
“profit margin” is used, companies may also have legitimate reasons to report losses 
at arm’s length. Furthermore, transfer pricing methods are not determinative in and 
of themselves. If an associated enterprise reports an arm’s length amount of income, 
without the explicit use of one of the transfer pricing methods recognized in the OECD 
Transfer Pricing Guidelines, this does not mean that its pricing is automatically not at 
arm’s length and there may be no reason to impose adjustments.
Selection of methods (how, why and use of methods)
Some methods are more appropriate and indicative to provide for an arm’s length 
result for certain transactions than others. For example, a cost-based method is 
usually deemed more useful for determining an arm’s length price for services and 
manufacturing, and a resale price-based method is usually deemed more useful for 
determining an arm’s length price for distribution/selling functions.
The starting point to select a method is the functional analysis which is necessary 
regardless of what transfer pricing method is selected. Each method may require 
a deeper analysis focusing on aspects in relation with the method. The functional 
analysis helps:
•	 to identify and understand the intra-group transactions,
•	 to have a basis for comparability
•	 to determine any necessary adjustments to the comparables,
•	 to check the accuracy of the method selected and
•	 over time, to consider adaptation of the policy if the functions, risks or assets have 

been modified.
As such the functional analysis is a major part of the documentation.
The major components of a functional analysis are:
Functions performed: It describes the activities performed such as design, purchasing, 
inbound logistics, manufacturing, R&D, assembling, inventory management, 
outbound logistics, marketing and sales activities, after-sale services, supporting 
activities, services, advertising, financing and management, etc. 
Risks undertaken: The functional analysis should identify risk undertaken. 
Examples are: financial risk, credit and collection risk, operational risk, market risk, 
product. A risk-bearing party should have a chance of higher earnings than a non-
risk bearing party, and will incur the expenses and perhaps related loss if and when 
risk materializes.
Assets used or contributed: The functional analysis must identify and distinguish 
tangible assets and intangible assets. Tangible assets such as a property, plant and 
equipment have to be financed and capital assets would usually be expected to earn 
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a long term rate commensurate with the business risk assumed. 
Intangible assets are very important as sustainable competitive advantage is often 
achieved by the use of intangible assets. Some intangibles have legal protection but 
others without legal protection may be equally important and valuable. A party 
that developed the intangibles should be able to obtain benefit from the intangibles 
either through a sale or licensing of the intangibles or through an increase in prices 
of products or services with imbedded intangibles. It is important to determine 
which party has developed the intangibles and in what capacity, which has the legal 
ownership and which receives the benefit of the intangibles.
The functional analysis includes reference to the industry specifics, the contractual 
terms of the transaction, the economics circumstances and the business strategies. 
The functional analysis helps to identify if the operations are complex justifying a 
higher level of profit or more limited and consequently generating a lower profit.
A checklist with columns for each related party and if needed for the comparable 
parties could be used to summarize the functional analysis and give a quick idea 
of which party performs each relevant function, uses what assets and bears which 
risk. But this short-cut overview should not be used by tax auditors to count the 
number of enumerated functions, risks and assets in order to determine the arm’s 
length compensation. It should be used to consider the relative importance of each 
function, risk and asset.
Once the functional analysis is performed and the functionality of the entity as 
regards the transactions subject to review has been completed, it can be determined 
what transfer pricing method is most suitable to determine the arm’s length price for 
the transactions under the review.
For all transfer pricing methods access to information on comparables is necessary 
and it may be that due to difficulty in getting access to reliable data on comparables, 
in certain instances, other methods may need to be resorted to than those that would 
seem initially preferred and most reliable.
Although independent unrelated comparables are usually used for transfer pricing 
purposes, in practice, it is often observed that for certain countries it is not possible 
to identify comparables or reliable company data that meet the comparability 
requirements. In such cases, practical solutions must be sought in good faith by 
taxpayers and the tax administration. Without any preference, solutions may include 
the following:
•	 Search for comparables in other geographical regions that share certain key 

similarities with the country in which a company conducts its business 
•	 Use of industry analysis to identify profit levels that can reasonably be expected 

for various routine functions.
•	 Undertake an analysis that demonstrates the general applicability of a company’s 

transfer pricing policy given the specific economic environment in which the 
company conducts its business.

It may also be that due to difficulty in getting access to (publicly available) data, in 
certain instances, other methods may than the ones presented above may need to be 
used.
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Choice of available methods

The so-called traditional transaction methods (Comparable Uncontrolled Price, Cost 
Plus and
Resale Price Method) are preferred in certain countries, although no hierarchy of 
methods is being advocated in this Transfer Pricing Manual, other than applying a 
method that reliably calculates or tests the company’s transfer pricing and application 
of the arm’s length standard. 1

Considering the difficulty and cost of getting access to reliable data, taxpayers may 
want to make use of industry margins when applying the chosen and appropriate 
transfer pricing method. However, the use of industry margins may raise the risk that 
not only unrelated but also related party transactions are included in the comparability 
analysis. Therefore, it is preferred that when using industry margins, the majority of 
participants in the industry do not have significant related party dealings and that 
the industries can be considered comparable
Once a method is chosen and applied, taxpayers are generally expected to use and 
apply a method in a consistent fashion. Assuming an appropriate transfer pricing 
method is being applied, only if facts or functionalities change and those changes 
require a change in methods, is a change in methods envisaged or alternatively when 
the available comparable data change such that a method change is required. 2 

Traditional transaction methods

•	 Comparable Uncontrolled Price
The Comparable Uncontrolled Price (“CUP”) method compares the price charged 
for property or services transferred in a controlled transaction to the price charged 
for property or services transferred in a comparable uncontrolled transaction in 
comparable circumstances. It should be observed that the CUP method is also used in 
practice with respect to royalties. The CUP method applies to controlled transactions 
of property and services. CUPs may be found as internal transactions or as external 
transactions. 
The application of the CUP method based on internal comparables involves a detailed 
transactional comparison, whereby the controlled and uncontrolled transactions are 
compared based on the five comparability factors. The details of these factors are 
necessary to perform such a comparison. Usually all of such details are not available 
when other methods are being applied. The latter are usually applied using a 
benchmarking analysis.

 1  The OECD Transfer Pricing Guidelines as revised in 2010 also give no formal hierarchy in methods. 
Reference is made to paragraphs 2.1 – 2.10 of the OECD Transfer Pricing Guidelines.
 2  Working Draft Editorial note: One possibility would be that taxpayers need not benchmark their 
transfer pricing with a formal benchmark search in cases where functions and transactions subject to the 
benchmark do not exceed a stated volume or amount on a fiscal year basis. The industry margins referred 
to should be: based on objective criteria, regularly updated and readily available at no cost. A possible 
example could be margins published or formally approved at the appropriate functional level of the UN 
system, but these do not currently exist.
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When applying the CUP method, an uncontrolled transaction is considered 
comparable to a controlled transaction if:
•	 There are no differences in the transactions being compared that materially 
affect the price; or
•	 Reasonable [Reliable] adjustments can be performed to account for product 
and other differences that are material.
In performing the comparability analysis the controlled transactions and uncontrolled 
transactions should be compared based on the comparability factors. For functional 
analysis, it is necessary to analyze the functions performed, the risks assumed and 
the assets used.
Product comparability should be closely examined in applying the CUP method. 
A price may be materially influenced by differences between the goods transferred 
in the controlled and uncontrolled transactions, although the functions performed 
and risks assumed (e.g. marketing and selling function) are similar so as to result 
in similar profit margins. The CUP method is appropriate especially in cases where 
an independent enterprise sells products similar to those sold in the controlled 
transaction. Reference is made to the Coffee case example below.
Although product comparability is important in applying the CUP method, the other 
comparability factors should not be disregarded. Contractual terms and economic 
conditions are also important comparability factors.
Technically, there are two types of CUPs: Close CUPs and inexact CUPs. These are the 
result of (unrelated party) transactions that are adjusted to take account of material 
differences.
•	 Resale Price Method
The resale price method is one of the traditional transaction methods that can be used 
to apply the arm’s length principle. The resale price method focuses on the related 
sales company which performs marketing and selling functions as the tested party in 
the transfer pricing analysis.
The mechanism of the resale price method reduces the price of a product that the 
related sales company (i.e. charges to an unrelated customer by an arm’s length gross 
margin, which the sales company uses to cover its selling, general and administrative 
expenses, and still make an appropriate profit, taking into account its functions 
performed and risks incurred. The remainder is regarded as an arm’s length transfer 
price for the intercompany transactions between the sales company and a related 
company 3.
Under the resale price method, the starting point of the internal price setting procedure 
is the sales company.
The formula for the transfer price in intercompany transactions of products is as 
follows:

GPM)-(1 x RSPTP =
where:
- TP = the Transfer Price of a product sold between a sales company and a 
related company;
 3  Usually a manufacturing company owning valuable patents or the principal in a commissionaire 
arrangement.
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- RSP = the Resale Price at which a product is sold by a sales company to 
unrelated customers; and
- GPM = the Gross Profit Margin that a specific sales company should earn, 
defined as the ratio of gross profit to net sales. Gross profit is defined as Net Sales 
minus Cost of Goods Sold.
If the sales company acts as a sales agent that does not take title to the goods, it is 
possible to use the commission earned by the sales agent represented as a percentage 
of the uncontrolled sales price of the goods concerned as the comparable gross profit 
margin. The resale price margin for a reseller performing a general brokerage business 
should be established considering whether it is acting as an agent or a principal.
•	 Cost Plus Method
In a controlled transaction involving tangible property, the cost plus method focuses 
on the related manufacturing company as the tested party in the transfer pricing 
analysis. The cost plus method may also be used in the case of services rendered.
The cost plus method ‘begins with the costs incurred by the supplier of property (or 
services) in a controlled transaction for property transferred or services provided to 
a related purchaser. An appropriate cost plus mark up is then added to this cost, to 
make an appropriate profit in light of the functions performed, risks assumed, assets 
used and market conditions.
The cost plus method is used to analyze transfer pricing issues involving tangible 
property or services both under the OECD Transfer Pricing Guidelines and the US 
transfer pricing regulations. It is most useful where it is applied to manufacturing or 
assembling activities and relatively simple service providers. The cost plus method 
focuses on the related party manufacturer or service provider as the tested party 
in the transfer pricing analysis. The method evaluates the arm’s-length nature of 
an intercompany charge by reference to the gross profit mark up on costs incurred 
by suppliers of property (or services) for tangible property transferred (or services 
provided). It compares the gross profit mark up earned by the tested party for 
manufacturing the product or for providing the service to the gross profit mark-ups 
earned by comparable companies.
Under the cost plus method, an arm’s-length price equals the controlled party’s cost 
of producing the tangible property plus an appropriate gross profit mark-up, defined 
as the ratio of gross profit to cost of goods sold (excluding operating expenses) for a 
comparable uncontrolled transaction.
The formula for the transfer price in intercompany transactions of products is as 
follows:

up)-mark pluscost (1 x COGSTP +=
where:
- TP = the Transfer Price of a product sold between a manufacturing company 
and a related company;
- COGS = the cost of goods sold of the manufacturing company
- Cost plus mark-up = gross profit mark-up defined as the ratio of gross profit 
to cost of goods sold. Gross profit is defined as sales minus cost of goods sold.
The costs and expenses of a company normally consist of the following three groups: 
direct cost of producing a product or service, indirect costs of production, and 
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operating expenses. The cost plus method considers a profit margin that is calculated 
after direct and indirect costs of production have been subtracted. A net margin 
analysis also considers operating expenses. Due to differences between countries, 
the boundaries of the three groups of costs and expenses are not clear-cut in each 
and every case. In a situation in which it is necessary to consider certain operating 
expenses to obtain consistency and comparability, the cost plus method of analysis 
comes close to a net margin analysis instead of a gross margin analysis.

Conclusions

- Transfer pricing methods are ways of calculating the profit margin of transactions 
or an entire enterprise or of calculating a transfer price that qualifies as being at 
arm’s length. The application of transfer pricing methods is required to assure that 
transactions between associated enterprises conform to the arm’s length standard.

- Transfer pricing methods are not determinative in and of themselves. If an 
associated enterprise reports an arm’s length amount of income, without the 
explicit use of one of the transfer pricing methods recognized in the OECD Transfer 
Pricing Guidelines, this does not mean that its pricing is automatically not at arm’s 
length and there may be no reason to impose adjustments.

- Some methods are more appropriate and indicative to provide for an arm’s length 
result for certain transactions than others.

- The starting point to select a method is the functional analysis which is necessary 
regardless of what transfer pricing method is selected.

- The functional analysis includes reference to the industry specifics, the contractual 
terms of the transaction, the economics circumstances and the business strategies. 
The functional analysis helps to identify if the operations are complex justifying a 
higher level of profit or more limited and consequently generating a lower profit.

- The Comparable Uncontrolled Price (“CUP”) method compares the price charged 
for property or services transferred in a controlled transaction to the price charged 
for property or services transferred in a comparable uncontrolled transaction in 
comparable circumstances. 

- The resale price method is one of the traditional transaction methods that can 
be used to apply the arm’s length principle. The resale price method focuses on 
the related sales company which performs marketing and selling functions as the 
tested party in the transfer pricing analysis.

- In a controlled transaction involving tangible property, the cost plus method 
focuses on the related manufacturing company as the tested party in the transfer 
pricing analysis. The cost plus method may also be used in the case of services 
rendered.
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