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Abstract. The paper outlines the methods of
transfer price formation and their law and Satutory
regulation in Ukraine, considers peculiarities of methods
and lists main advantages and disadvantages of practical
application of transfer price formation methods in
Ukraine on the basis of the amendments introduced into
the legidation.
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Formulation of the problem. Extension of
economic processes on the basis of international
cooperation of Ukrainian enterprises leads to an
ever bigger number of such agents of the global
and national market as transnational corporations
(TNS). The problem of research and application of
transfer price formation, which is one of the most
important management instruments in the structure
of separate enterprises operating in different
countries, deserves special attention in the
development of such international relations. The
main problem of transfer price formation is the
policy of reasonable price setting, which has a
direct influence on the amount of profit from the
sdler to the buyer. Therefore, the selection of
transfer price formation method should meet
certain selection criteria. Therules of transfer price
formation in Ukraine are determined by the Law of
Ukraine “On Amendments to the Tax Code of
Ukraine on Transfer Price Formation” No. 609-
VIIT of 15.07.2015 [20] and the Tax Code of
Ukraine [19]. However, taking into account a
relatively recent time of legislative establishment
of transfer price formation rules, a sustainable
practice of their application has not been devel oped
yet, and, therefore, there is no single methodol ogy
for determination of the method of transfer price
formation in a controlled transaction.

Analysis of the recent research and
publications. The foundations of transfer price
formation in economic theory and practice were
laid by the famous German researcher
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E. Schmalenbach in 1903 [1]. The method of
transfer price formation is in the focus of attention
of international researchers, such as A. Wagenhofer
[2], J. Dearden [3], C. Drury [4], H. Kupper [5],
D. Pfaff, U. Stefani [6], W. Schon, K. A. Konrad [7],
M. Baro [8], R. Moller [9], J. Wrappe, M. Levey
[10], Ch. Horngren [11] and others. Ukrainian
authors writing on the issues of transfer price
formation and focusing on comparison of its
methods are: M. Romaniuk [12], T. Savchenko,
M. Makarenko [13], O. Katliarevskyi, V. Onishchenko
[14], O. Teresnchenko [15], L. Napadovska [16],
T. Karpova [17], V. Len [18] and others. Still,
considering the great extent of research into
transfer price formation and improvement of the
regulatory system by the state, the issue of practical
application remains important and topical for
Ukrainian enterprises.

The purpose of the article is to highlight
the peculiarities and practical application of the
tranfer price formation methods at Ukrainian
enterprises, their law and statutory regulation, and
to determine main advantages and disadvantages of
their application.

Presentation of basic material of the
research. Intensification of international business
in Ukrainian economy, as well as stabilization of
the national economy by means of state regulation,
is manifested in the necessity to develop and
improve the mechanism of transfer price formation.
To avoid capital flow from the country and to
ensure proper tax payment, as well as improve the
efficiency of the tax system and control over
transfer prices, Ukraine adopted the Law of
Ukraine “On Transfer Price Formation” and
amended the Tax Code of Ukraine. These
legislative acts on transfer price formation are
based on the international experience of practical
application of transfer price formation method, the
main standard of control being the “long arm
principle’. This principle is based on the state
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control through its tax authorities over transfer
pricing by adjusting tax liabilities of the taxpayers.
In Ukrainian tax legislation, the “long arm
principle’ is formalized in article 39 of the Tax
Code of Ukraine, which stipulates that the tax
control over transfer pricing envisages adjustment
of tax liability of a tax payer calculated on
condition of correspondence of commercial and
financial conditions of a controlled transaction to
commercial and financial conditions that existed at
the moment of conducting comparative
transactions stipulated by this article, the parties to

which are unrelated persons. Article 39 “Transfer
price formation” of the Tax Code of Ukraine [19]
determines the rules of setting regular prices of
goods (works, services) in controlled transactions,
the total amount of which equals or exceeds
50 million UAH (less VAT) for a respective calendar
year. To determine the price, as well as to control
transfer price formation of controlled transactions,
the following methods are stipulated: comparative
uncontrollable price (comparable sales); resale
prices; “costs plus’; profit distribution; net profit.
These methods are described in Table 1.

Table 1

Char acteristics of the transfer price formation methods according to the TCU [19]

Methods

Characteristics

Comparative
uncontrollable price
(comparable sales)

is a comparison of the price gpplied during a contrdled transaction with the price in
compared uncontrallable transaction(s), which were actuadly performed by the taxpayer
(other persong), or on the basis of the information about prices applied during the anadyzed
period, paticularly the information about the prices on the day closest to the date of the
contradled transactions (artide 39 par. 39.3.3.1, par. 39.3.3.3)

Resale prices

is a comparison of the gross profit margin from resale of goods (works, services)
purchased in a controlled transaction with a gross profit margin from resale of goods
(works, services) received from comparative uncontrollable transactions (article 39
par. 39.3.4.1)

Cost plus

is a comparison of the gross margin of the saf cost of sdling goods (works,
services) in a controlled transaction with a similar indicator of cost effectivenessin
comparative uncontrollable transactions (article 39 par. 39.3.5.1)

Profit distribution

isallocation of a part of the general profit (or 10ss) received as aresult of controlled
transaction(s) to each person participating in such controlled transaction(s); this part
of the general profit (or loss) is equa to the one an unrelated person would receive
as aresult of a comparative uncontrollable transaction(s) (article 39 cc. 39.3.7.1)

Net profit

is a comparison of the respective financial indicator of cost effectiveness in a
controlled transaction (net profit on the respective basis (costs, sales, assets) or the
indicator of operating costs effectiveness) with the respective cost effectiveness
indicator in comparative uncontrollable trandation(s) (article 39 par. 39.3.6.1)

Ukrainian tax legidlation (the Tax Code of

due to the lack of statistical information for

Ukraine) and rules of the Organization for
Economic Cooperation and Development (OECD)
determine the rules of application of the transfer
price formation methods. In selection of a certain
method of setting the transfer price in a controlled
transaction, the main criterion is the feasibility of
adjustment, which is done to ensure comparability
of controlled transactions. It is allowed to use two
and more methods which a company may deem
acceptable and grounded at its discretion. However,
if there is a possibility to apply the method of
comparative uncontrollable price (comparable
sales), it is given preference over the others.
Practical application of this method is complicated

determination of prices during the controlled
transaction, which is necessary to compare market
prices of similar goods (works, services) in
comparative transactions. The information on
market prices used is taken from the generally
available official sources, like the State Information
and Analytics Center for Monitoring International
Commodity Markets, the Agricultural Stock
Exchange, official publication of the State Fiscal
Service of Ukraine and others over a certain period
of time. However, in fact, market prices may
change every day, therefore such data become
obsolete and make it impaossible to compare prices
in controlled transactions and comparative
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transactions, as it is required by the Tax Code of
Ukraine. In practice, conditions of transaction
performance include also the scope of sales, the
currency of payment etc.,, and these conditions
should be identical, i.e. to be such that do not make
a significant influence on financial result.
Fulfillment of all abovementioned conditions to
determine the market price in controlled
transactions using the comparative uncontrollable
price method is complicated and, usually, one of
the mentioned conditions is violated.

The method most widely used to analyze the
cost efficiency of intermediaries with limited risk
and to determine the price in regard to transactions
in which goods are purchased from arelated person
and then resold to unrelated persons without
significant modification of the goods is called the
resale method. However, taking into account the
conditions of application of this method, it is
possible to state that there are certain obstacles to
its application, particularly, the difference of the
gross profit margin indicators of the selected
companies and gross profit margin of the taxpayer,
which is caused by differences in accounting policy
of the companies. Some costs, such as
transportation, warranty maintenance, insurance and
others can be included in the current period costs or
into the sdlf-costs of goods. The discounts given can
also be considered as either decrease of praofit or asa
part of sales codts. Such discrepancies can
significantly influence the gross profit margin of a
company. Meanwhile, specialized commercial
databases do not contain any information on
accounting policies of the companies, which could
alow for making the appropriate adjustments and
ensuring comparability of the gross profit margin
indicators of the sdlected companies with the similar
indicator of the taxpayer. Considering the
abovementioned, application of this method using
the gross profit margin indicators of comparable
companies is not possible. It is possible to claim in
this case that the accounting policy in controlled and
uncontrolled transactions is the same and does not
influence the gross profit margin of the transaction.

Determination of the price using the cost
plus method is possible if certain conditions are
fulfilled, in particular: performance of works,
provision of services between two related persons;
sdle of goods, raw materids or semi-finished
products under the agreements between related
persons; sale of goods (works, services) under long-
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term agreements between reated persons. This
method focuses on assessment of the gross profit
margin and thus its application has the same
limitations as the resale price method (adjustment of
costs does not seem possible). Correspondently, the
cost plus method cannot be applied in case of absence
of internal transactions. In practice, this method is
often applied to transactions of sdling goods by the
producer to the distributor in case when the producer
sdls the comparable products to the address of the
related distributor and independent  distributing
companies under the same conditions. Thus, the cost
plus method may be used for analysis of prices in
controlled transactions in case there are available
internal comparable transactions.

Net profit method is considered to be
universal and most applied in comparison to other
methods. The idea of the method is to compare the
indicators of net margin, which is achieved by a
taxpayer in a controlled transaction, with market
range of values of net margin of independent
companies achieved by them in comparable
transactions. The universality of this method lies in
the fact that the operation profit (loss) indicator
usually reflects financial results of operational
activity to the fullest extent. In addition, this
indicator considers as much as possible the
possible differences of accounting policies of the
examined company and the comparable companies.
The net profit method is used when there are no or
too little information on the basis of which it would
be possible to make grounded conclusions
concerning the sufficient extent of compatibility of
commercial and financial conditions of the
controlled and comparable transactions using other
methods. The main goal of a taxpayer when using
this method is to find independent companies with
comparable functional profile involved into similar
activity on comparable market. The TCU [19]
envisages a numbe of cost-effectiveness
indicators, which should be used proceeding from
the peculiarities of the company and the character
of the transaction itself. Therefore, it is possible to
conclude that the net profit method is most suitable
for analysis of a controlled transaction in regard to
its fulfillment of the “long arm principle’.

Profit distribution method is the least applied
method in global and Ukrainian practice of
analyzing transfer price formation. This method is
used by the taxpayers when the controlled
transaction is so much interconnected with other
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transactions performed by the same parties that it is
not possible to determine its contribution to the
cumulative profitability of the parties. The method
of profit distribution is also applied when both
parties own intangible assets that have a significant
influence on price formation. A sample situation
when the application of this method would be
appropriate could be joint production of any high-
tech product by several companies. Usualy, the
companies use this method when none of the
abovementioned methods is applicable.

Having studied the issue of evaluating the
transfer price formation methods it is possible to
claim that in many cases application of the much
preferred method of transfer price formation, that
of comparative uncontrollable price, is impossible
due to the lack of necessary information, including
delivery conditions, specifications, exact delivery

available sources. The conditions of using the
resale price method and cost plus method in the
part of reflection of costs in the accounting policy
of the compared companies are under researched.
Due to such limitations of the methods as lack of
key features of the goods in generally available
sources, imperfection of the financial information
databases, differences in accounting policies of the
compared companies, and others, the taxpayers
may use the wrong method and, consequently, pay
their taxes incorrectly, which is a great risk both for
an enterprise registered in Ukraine, and for the
group as awhole.

Thus, research into the methods of transfer
price formation, determination of their advantages
and disadvantages, and ways of their elimination is
quite topical. Table 2 presents the main advantages
and disadvantages of each of the methods of

dates and other characteristics in generally  transfer price formation.
Table 2
Advantages and disadvantages of the transfer price formation methods
Methods Advantages Disadvantages
is preferred over other methods lack of statigical information for the method
to be used;
is used for analysis of internal and external
Comparative uncontrollable price;
uncontrollable price conditions of transactions should be
(comparable sales) comparable and not make significant impact
on financial result;
impossible to apply for determination of the
market price of a controlled transaction
can be used for analysis of prices in a | differences in indicators of gross margin of
controlled transaction provided there are | companies and taxpayers,
Resale prices available internal comparable | the existing databases do not fully reflect the
transactions information on gross margin indicators, thus
rendering their adjustment impossible;
allows the sdling enterprise to receive | cannot be applied if there are no internal
profit from transfer of its goods (services) | comparable transactions;
Cost plus the existing databases do not fully reflect the

information on gross margin indicators, thus
rendering their adjustment impossible

joint  production of
products by several companies,

Profit distribution cost influences the price

any high-tech

both parties own intangible assets, whose

the least applied of all methods of transfer
price formation;

controlled transaction
interconnected  with  other
performed by both parties;

it is complicated to determine the contribution of
every partiesinto thetatd return of both parties

should be
transactions

universality of application — the indicator

the necessity to search for independent

Net profit

of operationa profit (loss) fully reflects
the financial result of operational activity;
is most suitable for analysis of
compliance of the controlled transaction
with the “long arm principle’

companies with comparabl e functiond profile,
which are engaged into similar activity on a
comparable market
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It is worth mentioning that consideration of
advantages and disadvantages of each transfer price
formation method will alow a company that
belongs to a transnational group of companies to
select the most reasonable method for analysis of
prices and profitability indicators in controlled
transactions. This will allow for avoidance of
material and reputational risks for the company and
the whole group of companies to which it belongs.
The analysis of transfer price formation methods
and peculiarities of their application revealed the
necessity to improve these methods. Taking into
consideration Ukrainian redlities, the prioritized
method of transfer price formation — the method of
comparative uncontrollable price — requires most
changes and specification in terms of possibility to
use generally available sources of information for
the purposes of transfer price formation.

Conclusions and prospects for further
research. Application of transfer price formation
methods at Ukrainian enterprises is consdered in the
following cases: for forming the methodology of
sdting the transfer price in order to neutrdize
conflicts of interests and improve internal economic
financial relations; for manipulating transfer pricesin
order to decrease the tax burden and withdraw the
capita from Ukraine However, it is worth
mentioning that the issues of choosing the acceptable
methods of transfer price formation, grounding
certain conditions of price formation, as wel as
avoiding conditions for double taxation and
uncertainties, which could discourage direct foreign
investments and hinder the development of foreign
trade, remain relevant and require further research.
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