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OECD TRANSFER PRICING GUIDELINES
CHAPTER 1, SECTION C

GUIDELINES APPLYING ARM'S-LENGTH PRINCIPLE

ii) Recognition of the actual transactions undertaken

1.36 A tax administration's examination of a controlled transaction ordinarily should be based
on the transaction actually undertaken by the associated enterprises as it has been structured by
them, using the methods applied by the taxpayer insofar as these are consistent with the methods
described in Chapters II and III. In other than exceptional cases, the tax administration should
not disregard the actual transactions or substitute other transactions for them. Restructuring of
legitimate business transactions would be a wholly arbitrary exercise the inequity of which could
be compounded by double taxation created where the other tax administration does not share the
same views as to how the transaction should be structured.

1.37  However, there are two particular circumstances in which it may, exceptionally, be both
appropriate and legitimate for a tax administration to consider disregarding the structure adopted
by a taxpaycr in entering into a controlled transaction. The first circumstance arises where the
economic substance of a transaction differs from its form. In such a case the tax administration
may disrcgard the parties' characterization of the transaction and re-characterise it in accordance
with its substance. An example of this circumstance would be an investment in an associated
enterprise in the form of interest-bearing debt when, at arm's length, having regard to the
economic circumstances of the borrowing company, the investment would not be expected to be
structured in this way. In this case it might be appropriate for a tax administration to characterise
the investment in accordance with its economic substance with the result that the loan may be
treated as a subscription of capital. The second circumstance arises where, while the form and
substance of the transaction are the same, the arrangements made in relation to the transaction,
viewed in their totality, differ from those which would have been adopted by independent
enterprises behaving in a commercially rational manner and the actual structure practically
impedes the tax administration from determining an appropriate transfer price. An example of
this circumstance would be a sale under a long-term contract, for a lump sum payment, of
unlimited entitlement to the intellectual property rights arising as a result of future research for
the term of the contract (as previously indicated in paragraph 1.10). While in this case it may be
proper to respect the transaction as a transfer of commercial property, it would nevertheless be
appropriate for a tax administration to conform the terms of that transfer in their entirety (and not
simply by reference to pricing) to those that might reasonably have been expected had the
transfer of property been the subject of a transaction involving independent enterprises. Thus, in
the case described above it might be appropriate for the tax administration, for example, to adjust
the conditions of the agreement in a commercially rational manner as a continuing research
agreement.

Mtl#: 1659610.1



