
C h a p t e r 6

Transfer Pricing

6 . 1 I N T R O D U C T I O N

A transfer price is the price established in a transaction between related persons. For
example, if ACo manufactures goods in Country A and sells them to its foreign affiliate,
BCo, resident in Country B, the price at which that sale takes place is called a transfer
price. A transfer price may be different from the market price, which is the price set in
the marketplace for transfers of goods and services between unrelated persons. In a
sale of goods or services between unrelated parties, the conflicting interests of the
parties usually ensure that the price charged for the goods or services is neither
artificially high nor low. However, related parties do not have conflicting interests,
and therefore the prices charged in transactions between related parties may be
significantly different from market prices.

Multinational companies use transfer prices for sales and other transfers of goods
and services within their corporate group. These intercompany prices are the most
important category of transfer prices. Transfer prices may also used by individuals
dealing with corporations or other entities under their control and by individuals
dealing with close family members.

Unless prevented from doing so, related persons engaged in cross-border trans
actions can avoid tax through their manipulation of transfer prices. For example, in the
example above, ACo might avoid paying income taxes in Country A by setting a price
on the sale of its manufactured goods to BCo that results in its earning little or no profit.
If the effective tax rate in Country B is lower than the effective tax rate in Country A,
then the total tax burden on ACo and BCo would be reduced through the use of
inappropriate transfer prices. If Country B is a low-tax country, then ACo and BCo
would pay little or no tax on their combined profits.

In a well-designed income tax system, the tax authorities should have the power
to adjust the transfer prices set by related persons if those prices differ from the market
prices. This authority should include the power to allocate revenue, deductions.
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