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RELEASE FOR PUBLIC COMMENT OF A SERIES OF ISSUES NOTES ON
TRANSACTIONAL PROFIT METHODS

1 As part of its procedures for monitoring the implementatiothef Transfer Pricing Guidelines

for Multinational EnterpriPSesdahdnd@ada) AdWonkisnhg atE
OECD Committee on Fiscal Affaiis examining theapplication of transactional profit methods( the
transactionaprofit split and the transactional net margin method).

2. An open invitation to comment on issues in relation to profit methods was released in February
2006 and attracted mauaetailedresponses from the public (Seeitation to comment at
http://www.oecd.org/document/58/0,3343,en_2649 37989753 36199290 1 1 1 1 80chtedponses
received from the public at

http://www.oecd.org/document/8/0,3343,en_2649 37989753 37422280 1 1 1 1)00.html

3. Comments are now invited on the attacheiies of Issues notes that was drafted by the Working
Party, building on experience acquired by countries in applying transactional profit methods since the
adoption of theTP Guidelines in 1995 and on comments received from the business community in
respmse to the 2006 invitation.

4, Comments should be sdmy 30 April 2008to Jeffrey Owens, Director of the OECD Centre for

Tax Policy and AdministrationJéffrey.Owens@oeaorg). Unless otherwise requested at the time of
submission, comments submitted to the OECD in response to this invitation may be posted on the OECD
website. Comments should be sent preferakldgtronicallyin Word format, to facilitate their reproduatio

in OECD documents.
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1. REVIEW OF TRANSACTIONAL PROFIT METHODS: STAT US AS LAST RESORT
METHODS

Introduction T Description of the issues

1 In the OECD TransferPricing Guidelinesfor Multinational Enterprises and Tax Administrations
(hereafter t h e traditibrial tr&@esactidre ethods @ré yegarded as preferablenéo ot
methods. Transactional profit methods are described as last resort methods the use of which should be
limited to those exceptional situations where there are no data available or where the available data are not
of sufficient quality to rely solely cat all on the traditional transaction methdsise paragraphs 2.42.49

and 3.54f the TP Guidelines).

2. But since the publication of the TP Guidelinies 1995, an increasing number of countries
indicate that in pactice transactional profit methods are being used in far more cases than would be
expected from their last resort status.

3. In the context of its review ofransactionalprofit methods, Working Party No. 6 of the
Committee on Fiscal Affairs is looking both at whether their last resort status should be maintained and at
developing further practical guidance for the application of these methods. This issue note focuses on the
first questioni.e. whether or not to matain the last resort statustedinsactionaprofit methods.

4, In order to inform a decision on that questitiie Working Partyhad detailedliscusgons ofthe
following issues:

1 Examination of the arguments in favair of maintaining the last resort status what the
reasons were for givinfgansactionaprofit methods a last resort status in the TP Guidelines and
whether there are new concerns that have arisen since 1995; assess the validity of these old and
new concens and whether there are ways to alleviate them.

1 Examination of the arguments in favour ofchangingthe last resort status what the reasons
are for many taxpayers and tax administrations totrasesactionaprofit methods despite their
last resort stagland the arguments raised in favour of changing the status of these methods.

1 Examination of the various possible options with respect to the status tthnsactional profit
methods what the options are (including whether different solutions should beopedrfor the
profit split methods and for the transactional net margin methdde r e af t e or foi T NMMOo
specific transactions), their pros and cons, and what safeguards or conditions should be satisfied
in order for these various options to be acceptable.

OECD Centre for Tax Policy and Administration 5
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A - Tentative conclusions reached by the Working Party
5. Having discussed these issues in detail, the Working Party tentatively reached the following
conclusions:

1 The selection of a transfer pricing method alwairas at finding the most appropriate method
for a particular case.

9 For this purpose, it should take account of the respective strengths and weaknesses of each of the
OECD recognised methods; of the appropriateness of the method considered in view of the
comparability (including functional) analysis of the controlled transaction under review; of the
availability of sufficiently reliable information (in particular on uncontrolled comparables) in
order to apply the selected method and / or other methodsg afeifiree otomparability of
controlled and uncontrolledtransactionsncluding the reliability of comparabilitadjustments
that may be needdd eliminate differences betweé¢imem® Each of these points is discussed
Sections A.1 to A.delow.

6. The proposal by the Working Party is thus to remove the exceptionality and put a greater
emphasis on the relative strengths and weaknesses of each method and on the importance of the
comparability analysis,e. on the apppriateness of the method to the circumstances of the case. This
does not mean in practice that the general preference for traditional transaction methods over transactional
profit methods is simply abolished as the Working Party considers that tradditiansaction methods

have intrinsic strengths as discussed in Section A.1 below.

7. Where, taking account of the comparability analysis of the controlled transaction under review
and of the availability of informatn, a traditional transaction method and a transactional profit method
can be applied in an equally reliable manner, the traditional transaction megieoeiallyto be preferred.

8. The Wor ki ng Paradnyhéatghe sekeaiannofree trastert pricing method always
should aim at finding the most appropriate method for each particular case does not mean that all the
transfer pricing methods should be analysed or tested in each case. The selection of thpram&tap
method should follow from the application of a process similar totyp&al search process that is
proposed in the comparability papkat was released for pubtomment in May 2006 [page 45].

Al Strengths and weaknesses of each of the @E@ecognised method$ Preference for
traditional transaction methods in relevant circumstances

9. The respective strengths and weaknesses of the OECD recognised methods and in particular of
transactional profit metts are extensively discussed in the TP Guidelines. Some of this discussion needs
to be updated to take account of the evolution of the practice since 1995 (see part B of this note for draft
amendments to the relevant language in the TP Guidelines).

10. There is general agreement (among countries and among most of the business commentators who
responded to the OECD questionnaire on profit methods) that traditional transaction methods are more
direct methods than trandmmal profit methods. For this reasomhere taking account of the
comparability analysis of the controlled transaction under review and of the availability of inforrttaion,

1 Paragrapit . 70 of the TP Guidelines already notes that
reasonable accommodation keeping in mind the imprecision of the various methods and the preference for
higher degrees of comparability and a more directarslele r el ati onship to the tran

2. http://www.oecd.org/document/12/0,3343,en 2649 33753 36651660 1 1 1 1.,00.html
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comparable uncontrolled price method (CUP) and another transfer pricingdneeatinde applied in an
equally reliable manner, thEUP method isto be preferred. Similarly wheraaking account of the
comparability analysis of the controlled transaction under review and of the availability of information, a
traditional transaction nteod and a transactional profit method can be applied in an equally reliable
manner, théraditional transaction methaslpreferable.

A.2 Appropriateness of the method considered in view of teenparability (includingfunctional)
analysis of the contrdéd transaction under review

11 Countries have repeatedly expressed a serious concern that transactional profit methods are often
used without a sufficientlyreliable analysis especially with regard to comparabilégd the use of
companywide third party data. It is expected that the guidance that is in the process of being developed in
the context of the review of comparability will be capable of alleviating this concern. If needed, it could be
complamerted by spedic guidance on comparability requirements for applying profit methods.

12, It is recognised that there are situations whiemsactionalprofit methods can be more
appropriate than traditional transaction methods consideration of the comparability (including
functional) analysis of the controlled transaction under rewewthat such situations are not exceptional.
Examples include:

1 Cases where, in consideration of the comparability (including functional) @nadfsthe
controlled transaction under reviewnd of the evaluation of comparable uncontrolled
transactions, it is found tha net profit margin analysis is more reliable than a gross margin
analysis. See also discussion of the selection and determip&tiosm net profit margin indicator
in a separate Issues note.

1 Caseswhere the presence of significamn-benchmarkabfeintangiblesused byboth parties to
the controlled transaction makedgransactionaprofit split more appropriate than a esieed
method.

13. This discussion must be linked to the review of comparability and in particular to the description
of a typical search process that is proposed in the comparability paper that was released for public
commetn in May 2006 [page 45]. In effect, when discussing what a typical search process should be, the
Working Party considered that the choice of the relevant transfer pricing method(s) is to be made in step 6,
after the broadbased analysis, the comparabilifincluding functional) analysis of the controlled
transaction under review, the review of internal comparables and the determination of available sources of
information,i.e. the Working Party considered that the selection of the transfer pricing methbd(sl

derive from those preliminary steps. This is not a brand new concept: the functional analysis not only
informs the choice between traditional transaction methodstrams$actionalprofit methods; it also
informs the choice among traditional methdfids instance the cost plus and resale price methods have the
same ranking in the TP Guidelines but are applied to different outcomes of functional analyses) and among
transactionaprofit methods.

A.3 Availability of sufficiently reliable information (h particular on uncontrolled comparables) to
apply the selected method and / or other methods

14. The business community explains and the OECD recognises that in practice, the application of
traditional transaction athods is often constrained by the lack of reliable third party information to apply

3. A definition will be added to th&P Gui d e IGl mess@r vy : fiBenchmarkabl e funct
functions, assets and risks for which reasonably re
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t hem. The problem is more or | ess acute dependin
condition the availability and quality of public sources of informmatilh is recognised that in countries

where there is no or limited publicly available reliable gross margin information on third parties, traditional
transaction methods might be difficult to apply in cases other than those where there are satisfactory
internal comparables.

A4 Reliability of comparability adjustments
15. The reliability of comparability adjustments that may be needed to eliminate the differences
between the controlled transaction under review anditbeo mpar abl es o6 i s one key

the quality of the comparison being made and accordingly that may influence the choice of the transfer
pricing method that is regarded as the most appropriate to the circumstances of the case.

B- Proposedamendments to the TP Guidelines

16. On the basis of the aboaad of the discussion by the Working Party of the relative strengths and
weaknesses dfansactionaprofit methods, comments are invited on the followitigft amendanents to

the exising languageat paragraph 2.49 and selected paragraphs of Chapterdflthe TP Guidelines

Note that nofinal agreement on amendments to the language in the TP Guidelines can be reached before
all the Issues examined in theview of comparability and in the review wainsactionaprofit methods

have been discussed and agreed and the Working Party can have a full picture of the proposed revision of
the Chapters.

Chapter |

The Arm's Length Principle

X) Use of transfer picing methods

1.68 The methods set forth in Chapters Il and Il establish whether the conditions imposed in the
commercial or financial relations between associated enterprises are consistent with the arm's
length principle. No one method is suitablesirery possible situation and the applicability of any
particular method need not be disprovélde selection of a transfer pricing method always aims at
finding the most appropriate method for a particular case. For this purpose, it should take account
of the respective strengths and weaknesses of each of the OECD recognised methods; of the
appropriateness of the method considered in view of the comparability (including functional)
analysis of the controlled transaction under review; of the availabilitguéffciently reliable
information (in particular on uncontrolled comparables) in order to apply the selected method and /
or _other methods; of the degree of comparability of controlled and uncontrolled transactions
including the reliability of comparabilitadjustments that may be needed to eliminate differences
between them.

168a The OECDOG6s r ec o mmeeatiradf a transfet grieing métHoad always
should aim at finding thenost appropriate method for each particular case does not meal that a
the transfer pricing methods should be analysed or tested in eacH lmasselection of the most
appropriate_ method should follow from the application of a process similar to the typical search
process that is proposg@ference to be inserted here]

1.6& [From 1.68] Tax administrators should hesitate from making minor or marginal
adjustments. Moreover, MNE groups retain the freedom to apply methods not described in this

OECD Centre for Tax Policy and Administration 8
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Report toestablishset prices provided those prices satisfy the arm's lepgtitiple in acordance

with these GuidelinesHowever, a taxpayer should maintain and be prepared to provide
documentation regarding how its transfer prices westabliskd-set For a discussion of
documentation, see Chapter V.

[ €]
Chapter Il
Traditio nal Transaction Methods
D. Relationship to other methods

2.49 As noted aparagraph 1.68 and 1.68ae selection of a transfer pricing method always aims

at finding the most appropriate_method for a particular case. One essential element is to take
accoum of the respective strengths and weaknesses of each of the OECD recognised methods.
Traditional transaction methods are the most direct means of establishing whether conditions in the
commercial and financial relations between associated enterpriseareselemgth. As a result,
where,taking account of the comparability analysis of the controlled transaction under review and
of the availability of information, draditional transaction methedand a transactional profit
method can be applied in an equalkliable manner, thé&aditional transaction method &e
preferable toetherthe transactional profitmethoe. Moreover, wheretaking account of the
comparability analysis of the controlled transaction under review and of the availability of
informaion, the comparable uncontrolled price method (CUP) and another transfer pricing method
can be applied in an equally reliable mantse CUP methods to be preferred

2.49a However,there are situations where transactional profit methods are founsl imoke
appropriate thathe-complexities-of reaHife-business-situations-may-put-practical-difficulties in the
way-of the-application-of-thraditional transaction methods consideration of the comparability
(including functional) analysis of the coalled transaction under review and of the evaluation of
comparable uncontrolled transactioBseparagraph 3.2b

In addition, where there is no or limited publicly available reliable gross margin information on
third parties, traditional transaction metls might bevery difficult to apply in cases other than

those where there are satisfactory internal comparables and a transactional profit method might be
the most approprlate method in view of the avallablllty of sufﬁuently rellable informakiptinose

sufficient

[ e]
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Chapter Il

Other-Transactional profit methods

A. Introduction

3.1 Part B of this Chapter provides a discussiomtbierapproachasansactional profit methods

that might be used to appimate arm's length conditions when traditional transaction metireds

found not to be the most approprlate methods in the circumstances of the case, see paragraph 3.2a
below. -
app#eaehes—am—mfe#ed—te—m—the—dnseus&en—he#é’ méactlonal proflt methods—e—metheds—that
examine the profits that arise from particular transactions among associated enterprises. The only
profit methods that satisfy the arm's lengtinciple are those that are consistent whit-profit-split
method-or-the-transactional-net-margin-metAditle 9 of the OECD Model Tax Convention and

follow the requirement for aufficiently reliable comparability analysisas described in these
Guidelines. In particular, scalledficomparable profits methodler fimodified cost plus/resale price
methods are acceptable only to the extent that they are consistent with these Guidelines. Part C
discusses an approach that cannot reliably approximate Enmmgth conditions: global formulary
apportionment. OECD Member countries reiterate their support for the arm's length principle and so
reject the use of global formulary apportionment.

B. Transactional profit methods

3.2 A transactional profit methogxamines the profits that arise from particular controlled
transactions. The transactional profit methods for purposes of these Guidelines are the profit split
method and the transactional net margin method. It is unusual to find enterprises ertiering in
transactions in which profit is a conditiBmade or imposeiin the transactionsth-fact-enterprises
rarely-if-ever-use-atransactional-profit method-to-establish-their pridenetheless, profit arising

from a controlled transaction can be aval# indicator of whether the transaction was affected by
conditions that differ from those that would have been made by independent enterprises in otherwise
comparable circumstances.

3.2a The selection of a transfer pricing method always aims atnfintie most appropriate

method for a particular caseee paragraphs 1.68 and 1.88ahould take account of the respective
strengths and weaknesses of each of the OECD recognised methods; of the appropriateness of the
method considered in view dfie canparability (including functional) analysis of the controlled
transaction under review; dfie availability of sufficiently reliable information (in particular on
uncontrolled comparables) to apply the selected method and / or other methods; of th@fdegree
comparability of controlled and uncontrolled transactigmsuding the reliability of comparability
adjustments that may be needed to eliminate differences between them.

3.2b Transactional profit methodsaybe more appropriate than traditional tracion methods in

cases wherdpr example in consideration of the comparability (including functional) analysis of
the controlled transaction under reviemd of the evaluation of the comparable uncontrolled
transactionsit is found that a net profit nngin analysis is more reliable than a gross margin
analysis(e.g. because there are operating expenses below the gross margin level for which the
tested party is not responsibleh cases where the presence of significant-memchmarkable
contributions €.g. intangible3 by each of theparties to the controlled transactiar the
engagement in highly integrated activitreakes a transactional profit split more appropriate than a
onesided method:and in cases where there are no reasonably reliable azts§ internal

OECD Centre for Tax Policy and Administration 10
http://www.oecd.org/CTP/TP




Transactional Profit Methods: Discussion Draft for Public Comment 25 January 2008

comparables, and no or limited publicly available gross margin information on third parties to
apply a traditional transaction method in a reasonable reliable mandewhere a transactional
profit method can be applied in a reasonablabdd manner

3.2c Thus, in thosexeeptionalcases in whichhe-coemplexities—ofreal-life businessput-practical
difficultiesin-the-way-of the-application-tiie traditional transaction methodee found not to be

the most appropriate methods to thecginstances of the caaed provided all the safeguards set
out in this Chaptes | and lll of these Guidelinesre observedin particular the requirement for a
sufficiently reliablecomparability analysjsapplication of the transactional profit meth@psofit

split and transactional net margin method) may provide an approximation of transfer pricing in a
manner consistent with the arm's length principle.

3.2d However, the transactional profit methods may metapplied automatically simply because
ther is a difficulty in obtaining data. The same factors that led to the conclusion that it was not
possible to reliably apply a traditional transaction method must be reconsidered when evaluating
the reliability of a transactional profit method. Rather, thBability of a method should be
assessed taking into account the principles discussed in this Report, incheiextent and the
reliability of adjustments to the data used.

3.3 Methods that are based on profits can be accepted only insofar aarehegmpatible with

Article 9 of the OECD Model Tax Convention, especially with regard to comparabilitys is
achieved by applying the methods in a manner that approximates arm's length pricing, which requires
that the profits arising from particulaomtrolled transactions be compared to the profits arising from
comparable transactions between independent enterprises.

3.4 In no case should transactional profit methods be used so as to resultteximgeenterprises
mainly because they make prefibwer than the average, or in unteting enterprises that make
higher than average profits. There is no justification under the arm's length principle for imposing
additional tax on enterprises that are less successful than average when the reébhsondok of
success is attributable to commercial factors.

i) Profit split method

Note: conforming changes will be needed with language agreed in the context of the Issues notes on the profit
split method.

a) Ingeneral

3.5 Where transactions areery interrelatedintegrated for instance in theglobal trading of

financial instrumentst might be that they cannot be evalubt® a separate basiSimilarly, where

there are significant nemenchmarkablecontributions(e.qg. intangible assejsby eah party toa
controlled transaction, the use of a @med method might not be appropriaénder similar
circumstances, independent enterprises might decide to set up a form of partnership and agree to a
form of profit split. Accordingly, the profit #ip method seeks to eliminate the effect on profits of
special conditions made or imposed in a controlled transaction (or in controlled transactions that are
appropriate to aggregate under the principles of Chapter I) by determining the division oftbfits
independent enterprises would have expected to realise from engaging in the transaction or
transactions. The profit split method first identifies the profit to be split for the associated enterprises
from the controlled transactions in which theoasated enterprises are engaged. It then splits those
profits between the associated enterprises on an economically valid basis that approximates the
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division of profits that would have been anticipated and reflected in an agreement made at arm's
length. The combined profit may be the total profit from the transactions or a residual profit intended

to represent the profit that cannot readily be assigned to one of the parties, such as the profit arising
from highvalue, sometimes unique, intangibles. Thatribution of each enterprise is based upon a
functional analysis as described in Chapter I, and valued to the extent possible by any available
reliable external market data. The functional analysis is an analysis of the functions performed
(taking intoaccount assets used and risks assumed) by each enterprise. The external market criteria
may include, for example, profit split percentages or returns observed among independent enterprises
with comparable functions. Subsectignof this Section provide guidance for applying the profit

split method.

b) Strengths and weaknesses

3.5a The main gength of the profit split method is thabitfers a solution to deal with cases where
there is an absence of reliable comparables, such as might occur wahe&ble, non
benchmarkable or highly specialised intangibles are usesdhdly partyto a transactionSimilarly,
the profit split method can offer a solution for highly inteqiladg@erations for which ane-sided
method would not be appropriate.

3.6 Onestrength-of The profit split methods-that-itgenerally does not rely directly on closely
comparable transactions, and it can therefore be used in cases when no such transactions between
mdependenenterprlses can be |dent|f|@&alleeanen49f—preﬁ4549ase¢en4hemwsreneﬁunenons
ises is relevant
associated

B pAdita
consequence, the profit spllt me(hoffers flexibility by taking into account specmc possibly unigue,
facts and circumstances of the associated enterprises thait gmesent in independent enterprises,
while still constituting an arm's length approach to the extent that it reflects what independent
enterprises reasonably would have done if faced with the same circumsiilotessee further
proposed amendments par agraph 3.6 in the note HAApplica
method: how to split the combined profit, pagq 64

3.6a In_a profit split method, # allocation ofthe combinedprofits is based on the relative
contributions of the associated emtgses to the transaction. Although external data from
independent _enterprises may be relevant in assessing the value of the contributions that each
associated enterprise makes to the transadtiovill generally be less closely connected to those
transa&tions than is the case withe other available methods. The more tenuous the nature of the
external market data used when applying the profit split method, the oigeets/e will be the
resulting allocation of profitsNotwithstanding these concernsperience shows thah certain
caseshe profit split method may in fact be reliably applied without external data to support the
relative contributions of the associated enterprises.

3.7 AnetherOnestrengthis-that-undepf the profit split methogdis thatit is less likely that either

party to the controlled transaction will be left with an extreme and improbable profit result, since both
parties to the transaction are evaluated. This aspect can be particularly important when analysing the
contributiors by the parties in respect of the intangible property employed in the controlled
transactions. This twsided approach may also be used to achieve a division of the profits from
economies of scale or other joint efficiencies that satisfies both the ésgratax administrations.
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ness is that

ibutic j jse makes to

3.9 A-secondOne weakness relates to difficulties in applying the profit split method. On first
review, the profit split method may appear readily accessible to both taxpayers and tax
administrations because it tends to rely less on irdtiam about independent enterprises. However,
associated enterprises and tax administrations alike may have difficulty accessing information from
foreign affiliates. Moreover, independent enterprises do not ordinarily use the profit split method to
deternine their transfer pricing (except perhaps in joint ventures). In addition, it may be difficult to
measure combined revenue and costs for all the associated enterprises participating in the controlled
transactions, which would require stating books anardscon a common basis and making
adjustments in accounting practices and currencies. Further, when the profit split method is applied to
operating profit, it may be difficult to identify the appropriate operating expenses associated with the
transactionsand to allocate costs between the transactions and the associated enterprises' other
activities.Practical guidance on how to apply a profit split method is found under section c) below. It

is expected that there will be less practical difficwithen a pofit split method is applied in the
context of a MAP or MAP APA.

3.10 The foregoing considerations should be taken into account in determining whether any
particular application of the profit split method is appropriate given the facts and circumstances.
More importantly, because of the foregoing considerations, the application of the profit split method
is subject to the conclusions and limitations on transactional profit methods set forth inigection

[ e]

i) Transactional net margin method

Note: conforming changes will be needed with language agreed in the context of the Issues notes on the
transactional net margin method.

a) In general

3.26 The transactional net margin method examines the net profit margin relative to an appropriate
base €.g.costs, sales, assets) that a taxpayer realizes from a controlled transaction (or transactions
that are appropriate to aggregate under the principles of Chapter I). Thus, a transactional net margin
method operates in a manner similar to the cost phdsrasale price methods. This similarity
means that in order to be applied reliably, the transactional net margin method must be applied in a
manner consistent with the manner in which the resale price or cost plus method is applied. This
means in particar that the net margin of the taxpayer from the controlled transaction (or
transactions that are appropriate to aggregate under the principles of Chapter 1) should ideally be
established by reference to the net margin that the same taxpayer earns ira@mpaontrolled
transactionse.by ref erence t o .iWheretkig imrmtlpossibdemrp:emet adrdine s 0
that would have been earned in comparable transactions by an independent efitdipgiset er n a |

comparablsd Jnay serve as a guide. Arfctional analysis of thasseciated-enterprise-and—in the
latter—case—the-independent—enterpiismtrolled and uncontrolled transactioiss required to

determine whether the transactions are comparable and what adjustments may be necessary to
obtain relable results. Further, the other requirements for comparability, and in particular those of
paragraphs 3.33.40, must be applied.
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