






































20

APPLICATION OF PROFIT LEVEL INDICATORS IN TRANSFER
PRICING

Martynas Novikovas

SUMMARY

In 2004 the transfer pricing rules (the Order of the Minister of Finance No. 1K – 123)

were issued in Lithuania, under which all the transactions between associated parties have to

be concluded at the market price, i.e. the transfer prices should be in line with the arm’s

length principle. In practice, the arm’s length price usually is determined applying profit

level indicators. Therefore, this article aims to present the methodology for application of

the profit level indicators in transfer pricing: the selection of transfer pricing method,

calculation of profit level indicators and establishment of arm’s length range.

According to the Lithuanian transfer pricing rules, when choosing the best transfer

pricing method, the available methods should be considered in the following order:

1. Comparable uncontrolled price method,

2. Resale price or cost plus method,

3. Profit split or transactional net margin method.

Applying all the aforementioned transfer pricing methods, except the comparable

uncontrolled price method, the arm’s length price is determined using the following profit

level indicators: gross profit margin, operating profit margin, mark up on costs of goods

sold, mark up on operating costs, return on assets, Berry ratio.

The choice of the profit level indicator is usually governed by the activity the

transaction party is engaged in, the type of inter-company transaction, the distribution of

functions, risks and assets between transaction parties, the availability of information, etc.

In general, the profitability ratios of more than one independent comparable company

are analyzed, thus, the arm’s length range (but not a single figure) should be established.

However, for points that lie on either extreme of the curve, there is a risk that these

observations are influenced by some economic circumstances and, therefore,

unrepresentative of an arm’s length principle. Thus, the “inter-quartile range” is used to set

the transfer pricing as the threshold for acceptable results, i.e., the range of results between

the 25th and 75th percentile.


