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Tax Newsflash
OECD releases guidance on
transactional profit split method

On 21 June 2018, the Organisation for Economic Co-operation
and Development (OECD) released a report which contains
revised guidance on the transactional profit split method (PSM)
of Chapter II of the 2017 OECD Transfer Pricing Guidelines for
Multinational Enterprises and Tax Administrations (TPG).
Specifically, the report (PSM Guidance) contains new
provisions and examples that replace the current versions of
Section C of Part III, Chapter II of the 2017 OECD TPG and
Annex II to Chapter II of the 2017 OECD TPG, respectively.

Overall, the PSM Guidance continues to focus squarely on the
question of how the "risk control" framework of the revised
Chapter I of the TPG might apply in the context of (i) the
selection of the transactional profit split as the most
appropriate transfer pricing method, and (ii) the application of
a split factor that may reasonably result in an arm’s length
outcome.

The three profit split indicators
The PSM Guidance sets forth three factors the presence of
which indicate that the transactional profit split method may

be the most appropriate method. Those three factors are:

e Whether each party is making unique and valuable
contributions;



e Whether the business operations of the parties are so
highly integrated that the parties’ contributions cannot be
reliably evaluated in isolation from each other; and

e Whether the parties share the assumption of economically
significant risks or separately assume closely related risks.

The PSM Guidance includes a definition of the term "unique
and valuable contributions", which covers not just assets used
(such as intangibles) but also "functions performed."
Furthermore, the PSM Guidance states that the existence of
uniqgue and valuable contributions is "perhaps the clearest
indicator" that a transactional profit split may be appropriate.

Methods and factors to split profits

The PSM Guidance contains the same two profit split methods
as the 2017 discussion draft: the contribution analysis and the
residual analysis. The contribution analysis divides profits on
the basis of the relative contribution of the enterprises. The
residual analysis is a two-step process: in the first step the
returns that can be reliably benchmarked are determined, and
in the second step the remaining profits are split using a
contribution analysis.

Like the 2017 discussion draft, the PSM Guidance eschews
adopting a prescriptive list of profit splitting factors. Profit split
factors should be verifiable and based on internal accounting
data or on measurable market data, if available. Internal data
such as assets, costs, and headcount may be used. For self-
developed assets, which may not be on the balance sheet,
valuation techniques such as discounted cash flow may be
used.

Profits to be split

The PSM Guidance recognizes that it may be necessary to
segment results of the enterprises to reflect the accurate
delineation of the transactions that are subject of the profit
split.

The measure of profits to be split will depend on the risks the
enterprises share. In many cases, operating profit may be the
most appropriate measure of profits to split because the
enterprises share in the risks of the entire business. However,
if the enterprises share only the risks associated with the
volume of sales and production of the products, and they do
not share the risks associated with selling the products in the
marketplace, then a split of gross profit may be appropriate.

The PSM Guidance also provides guidance on when it is
appropriate to split actual or anticipated profits:

e The splitting of actual profits is appropriate when all the
relevant parties share the assumption of the same
economically significant risks or separately assume closely
related, economically significant risks.

e A split of anticipated profits, in contrast, would be more
appropriate if one of the parties does not share in the
assumption of all of the economically significant risks.

Whether actual or anticipated profits are split, the basis for
splitting profits must be determined on the basis of the



information known or reasonably foreseeable at the time the
parties entered into the transaction.

According to Bulletin 6 issued in 2017 by the State
Administration of Taxation, tax authorities are allowed to use
PSM as an appropriate transfer pricing method in reviewing
and evaluating related party transactions. Bulletin 6 requires
that the aggregate profits (including actual profits or
anticipated profits) should be split amongst all relevant related
parties based on the contribution made by each party when
applying PSM. As similar to the PSM Guidance, Bulletin 6 also
includes two profit split methods: (1) general profit split
method (i.e. the contribution analysis method mentioned in
the PSM Guidance); and (2) residual analysis method.

Bulletin 6 states that, when conducting a comparability
analysis by using PSM, particular attention should be paid to
various factors (e.g. functions performed, risks assumed, and
assets employed by each party involved in transactions;
allocation of income, costs, expenses and assets among
related parties; location specific advantages such as location
saving and market premium) that may be relevant to the
value contribution, as well as the reliability of information and
assumptions used in evaluating the contribution to the residual
profit made by each related party.

As Chinese tax authorities have gradually shifted their focus to
related party transactions involving intangibles and profit
contributions from location specific advantages, we have
noticed in some cases that Chinese tax authorities would favor
PSM in transfer pricing analysis, or use PSM to supplement the
analysis if other transfer pricing method has been used.
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