
In transfer pricing as in everyday life, the existence and 
extent of contractual rights have a significant impact 

on the financial terms on which parties are willing to 
enter into transactions. A number of recent decisions 
in transfer pricing cases have reaffirmed the need for 
transfer pricing policies to be legally implemented through 
appropriate intercompany agreements, in addition to their 
implementation in operational practice.

The OECD’s transfer pricing guidelines provide a 
framework for analysing the transfer pricing aspects of 
controlled transactions after the event. This includes 
analysing contractual terms between related parties, as well 
as their actual conduct, in order to determine the ‘actual 
transaction’. However, they do not provide guidance for 
the more difficult task of structuring and documenting 
arrangements in advance – which is essential for the 
contractual allocation of risk to have any meaning or 
substance.

This article provides a suggested framework for tax 
professionals in considering the allocation of risks, using 
examples relating to the application of the ‘transactional 
profit split method’ in transfer pricing.

Unless otherwise stated, all passages quoted in this article 
are from the 2022 edition of the OECD’s Transfer Pricing 
Guidelines (‘the guidelines’).

Recent transfer pricing decisions involving contractual 
terms
The US Tax Court decision in Coca-Cola (The Coca-Cola 
Company & Subsidiaries v IRC (No. 31183-15) 2020) is an 
important example of failure to legally implement a transfer 
pricing policy, contributing to an aggregate incremental 
tax liability for the group estimated at US$ 12bn, if the 
judgment is not overturned. The case concerned the period 
2007 to 2009, during which the group operated a form of 
profit split referred to in the judgment as the ‘10/50/50’ 
method. This related to transactions between the Coca-Cola 
Company (and certain other entities) in the US, and related 
party ‘supply points’ in other countries. The supply points 
manufactured syrup and sold it to independent bottling 
companies, which then used the syrup to make drinks for 
onward sale to third parties. The ‘10/50/50’ method allowed 
the supply points to retain profits equal to 10% of their gross 
sales, with the remaining profit being split 50%-50% with 
the Coca-Cola Company.

A distinctive feature of the case was the fact that the 
intercompany agreements in force between the relevant 
group entities during the relevant period failed to reflect 
the claimed transfer pricing policies. The agreements were 
consistent in providing that all the relevant intellectual 
property (or ‘intangible assets’) were owned by the US 
entities, and not by the supply points as implied by the 
transfer pricing policies. None of the relevant agreements 
reflected the ‘10/50/50’ pricing policy.

The US Tax Court was explicit in stating that ‘only 
the Commission, and not the taxpayer, may set aside 
contractual terms inconsistent with economic substance.’ 
The court went on to comment as follows:

‘It is recurring principle of tax law that setting aside 
contract terms is not a two-way street. In a related-party 
setting such as this, the taxpayer has complete control 
over how contracts with its affiliates are drafted. There 
is thus rarely any justification for letting the taxpayer 
disavow contract terms it has freely chosen.’ (p 161)
It might be thought better to avoid having intercompany 

agreements altogether (on the misguided belief that if no 
agreements are in place, they can never be wrong). However, 
other recent cases have made it clear that this is not a viable 
strategy for taxpayers. For example, the US case of Aspro, Inc 
v IRC (2022) and the judgment of the Spanish National 
Court (No. 5537/2021) both concerned the denial of 
deductions for management charges between related parties. 
In the Aspro case, the taxpayer failed to provide any written 
agreements or other contemporaneous documentation 
supporting the existence of a service relationship. In 
the Spanish case, the taxpayer claimed that the relevant 
agreement had been lost. In both cases, the taxpayers 
attempted to present expert evidence as regards the services 
claimed to have been provided, but this evidence was 
rejected by both courts.

Contractual terms and risk
Economic analysis of the pricing of transactions cannot 
take place in a vacuum. It must specifically consider the 
inherent risks of a transaction and their allocation between 
the parties. The guidelines provide various examples of the 
impact of contractual clauses on the economic analysis of 
transactions, including as regards the allocation of risk. 
See for example illustration 2 in the Annex to Chapter II, 
where the allocation of product obsolescence risks (via the 
presence or absence of a ‘buy-back’ clause in an agreement) 
makes a 20% difference in the calculation of an arm’s 
length return.
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However, the concept of ‘risk’ is meaningless unless there 
is uncertainty. And uncertainty only exists in the future, not 
in the past:

‘The purported assumption of risk by associated 
enterprises when risk outcomes are certain is by 
definition not an assumption of risk, since there is no 
longer any risk.’ (para 1.78)
In order to be effective in allocating risk, agreements 

therefore need to be put in place in advance of the relevant 
controlled transactions, and not after the event.

The transactional profit split method as an example
The treatment of risks and contractual terms is particularly 
significant in the context of the profit split method, which 
has become more popular in transfer pricing since the 
revised guidance issued by the OECD in 2018. The method 
looks the relative contributions of the relevant related 
parties as a reference point for the allocation of profits (and 
losses) ‘on an economically valid basis that approximates 
the division of profits that would have been agreed at arm’s 
length’ (para 2.114).

In the words of the guidelines (paras 2.119–2.120):
‘The main strength of the transactional profit split 
method is that it can offer a solution for cases where 
both parties to a transaction make unique and 
valuable contributions … to the transaction. In such 
a case independent parties might effectively price 
the transaction in proportion to their respective 
contributions, making a two-sided method more 
appropriate.

‘The transactional profit split method can also 
provide a solution for highly integrated operations 
in cases for which a one-sided method would not be 
appropriate.’
Consistent with the guidelines’ approach in general, 

contractual terms have a key role to play in implementing 
profit split arrangements:

‘If the transactional profit split method is used to set 
transfer pricing in controlled transactions at the outset, 
it would be reasonable to expect the life-time of the 
arrangement and the criteria or profit splitting factors to 
be agreed in advance of the transaction.’ (para 2.148)

Key considerations for selecting the transactional 
profit split method
Considering risks in the context of the profit split method 
starts before selecting the method in the first place. The 
guidelines set out three conditions under which profit splits 
are particularly appropriate, and one of these factors is 
explicitly linked to risks: Apart from both parties making 
‘unique and valuable contributions’ and the operations 
being ‘highly integrated’, a key consideration is whether the 
parties ‘share the assumption of economically significant 
risks.’ 

‘Transactional profit split may be found to be the 
most appropriate method where … each party to the 
controlled transaction shares the assumption of one or 
more of the economically significant risks in relation to 
that transaction’ (para 2.139)
This is notable for two reasons. First, while the other 

two conditions for applying the profit split are relatively 
subjective and potentially open to interpretation, the 
assumption of risks can be contractually specified. This 
allows taxpayers to strengthen their transfer pricing method 
selection by being specific in their intercompany contracts 
about the allocation of risk.

Second, using the shared assumption of risk as a 
condition for selecting the profit split method results in a 
conundrum, as the allocation of risks between parties is 
a consequence of the transfer pricing method selection. It 
might be seen as circular reasoning that profit splits should 
be used when parties share risks, and, simultaneously, 
the use of the profit split results in the sharing of risks. 
However, this apparent gap can be bridged by thorough 
economic analysis and appropriate implementation in 
intercompany contracts.

Key considerations for applying the transactional profit 
split method
The profit split method must be applied with particular 
care, considering a number of factors, including the 
determination of the accurately delineated profits, the profit 
splitting factor(s), the timing of calculations, and the legal 
nature of the payments. However, one particularly crucial – 
and often overlooked – aspect in the correct setup of a profit 
split system is the risk assumption of the parties. 

As noted above, the concept of risk (or opportunity) is 
closely tied to future uncertainty, i.e. the deviation between 
anticipated and actual outcomes. Thus, a fundamental 
distinction is whether the profit split relates to splitting the 
actual or anticipated profits. This essentially depends on the 
intended allocation of risk between the relevant entities:

‘[T]he splitting of actual profits, i.e. profits which 
have been affected by the playing out of economically 
significant risks, would only be appropriate where 
the accurate delineation of the transaction shows that 
the parties either share the assumption of the same 
economically significant risks associated with the business 
opportunity or separately assume closely related, 
economically significant risks associated with the 
business opportunity and consequently should share in 
the resulting profits or losses.’ (para 2.159)

‘Alternatively, if … one of the parties does not share in 
the assumption of the economically significant risks which 
might play out after entering into the transaction, a split 
of anticipated profits would be more appropriate.’ (para 
2.160) (emphasis added)
So, where risks are assumed by one specific party, any 

deviations in actual outcomes (as opposed to anticipated 
outcomes) should accrue to that party. To the extent that 
risks are fully shared, actual profits can be used. This implies 
that a decision must be made as to which entity should 
assume which risks in the first place.

The guidelines indicate that risks should be assumed 
by entities that have a financial and factual capacity to do 
so. In particular, entities should be able to exercise control 
over the risk, i.e. to make decisions to enter into, manage or 
mitigate the risks, as determined by a functional analysis. 
This cornerstone should guide the application of the profit 
split method regarding risk assumption.

For example, in a simplified scenario Company A may 
grant a licence in respect of certain intellectual property to 
Company B. Company B, as a licensee, is fully independent 
in how it exploits the licence in its market, while Company 
A is only responsible for the further development of the IP 
over the long term. In this example, the functional analysis 
might indicate that the licensor has little meaningful control 
over any of the short-term risk factors. Consequently, at 
least in the short term, the anticipated profits should be 
split between the parties, e.g. in the form of a fixed licence 
fee. Any deviations from local under or over performance 
should accrue to the licensee. However, in the long run the 
license fee might be regularly adjusted. 
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Conversely, in another example of two Companies C 
and D conducting research and development activities, 
with frequent exchanges of intermediate results and 
fully integrated steering of the process, it would not be 
appropriate to assign risks specifically to one party over the 
other, and a shared assumption by splitting the actual profits 
would be more appropriate. 

In reality, most cases are hybrid and show both 
characteristics: entities enter into a long-term collaboration, 
which inherently subjects them to joint assumption of key 
market risks; however, each entity still conducts some of 
the activities largely autonomously. For example, in the 
case of a production entity E and a distribution entity F, 
the functional analysis might show that most risks should 
be assumed jointly, while specific risks such as unusable 
production batches are purely controlled by the production 
entity E. In this case, the profit split should be set up based 
on the overall actual profits with a specific carve-out for 
deviations from production activities which are solely 
attributed to the production company.

The appropriate treatment of accurately identified risks 
offers the greatest reliability and will in most cases be the 
closest reflection of the economic reality, thereby providing 
the maximum protection against reassessments. However, 
when some risks are treated differently than others, 
taxpayers should take particular care to ensure that these 
factors are appropriately specified in the intercompany 
contracts.

Legal ‘anchor points’ for delineating the actual 
transaction
The guidelines make it clear that the economic conditions 
between related parties must be assessed in the context of 
the legal and regulatory environment within which those 
parties operate. This environment includes regulatory 
licences and authorisations as well as legal restrictions 
on operation, and can only be understood in the context 
of the actual way in which the group operates, not some 
theoretical construct.

These factors may be seen as legal ‘anchor points’, which 
are essentially fixed (unless there is a restructuring of the 
group in terms of how it operates legally and commercially). 
Other examples of ‘anchor points’ include legal and 
beneficial ownership of physical assets and intellectual 
property and the group’s contracting model, including 
which legal entities contract with third party customers, 
suppliers, lenders and so on.

Even though transfer pricing analysis may attribute 
limited or no value to certain factors (such as bare 
legal ownership of assets), those factors must be clearly 
understood. If not, it will be impossible to design and 
implement an intercompany transaction that reflects an 
intended transfer pricing method.

Accurately defining the legal form of transactions is not 
just relevant for transfer pricing. It may also determine the 
treatment of the arrangements for matters such as customs, 
VAT, withholding taxes and regulatory purposes.

Conclusion and suggested framework for implementing 
transactional profit split arrangements
In order for economic analysis in transfer pricing to have 
substance, it must be considered hand-in-hand with 
the design of appropriate intercompany agreements to 
implement the intended arrangements. Only then will 
the taxpayer be in a position to produce after-the-event 
transfer pricing documentation which complies with the 

guidelines and with the guidance issued by national tax 
administrations. As IRS guidance states:

‘Risk analysis should be consistent with intercompany 
agreements … The transfer pricing documentation 
should address such allocations of risk, how the risk 
allocations compare to the comparable companies used, 
and why the resulting pricing is consistent with the 
agreement.’ (IRS Transfer pricing documentation best 
practices frequently asked questions (FAQs), reissued 
April 2022)
The following is suggested as a high-level sequence 

of steps to follow when considering the design and 
implementation of intercompany arrangements which are 
intended to use the transactional profit split method:
1. Determine the functions, assets and risks relevant to the 

relevant undertaking.
2. Determine the legal and commercial framework of the 

group, including the entities involved, contracting 
model, legal / beneficial ownership of assets and 
regulatory environment.

3. Determine the ‘unique and valuable contributions’ of the 
parties.

4. Determine the appropriate allocation of the 
economically significant risks involved, based on the 
functional analysis.

5. Determine the profits to be split, including an 
assessment of whether ex-post actual results, ex-ante 
anticipated profits or a hybrid solution is to be applied, 
depending the risk allocation determined in step 4.

6. Determine the intended profit splitting factors.
7. Determine the nature of the ‘actual transaction’ or 

transactions between the relevant parties, by reference to 
which the profit split is to be applied, including:

	z the underlying transaction (e.g. supply of services, 
licence of intellectual property);

	z the identity of the parties (supplier/licensor and of 
recipient/licensee); and

	z The nature of the relevant payments (e.g. fees or 
royalty).

8. Prepare discussion drafts of the implementing 
agreements, and validate those drafts by reference to 
additional stakeholders involved (e.g. regulatory, 
accounting, customs duties, sales taxes etc).

9. Localise agreements as needed.
10. Prepare briefing notes for directors of the relevant 

entities, explaining the rationale for the arrangements 
and the impact on the relevant entities

11. Address any questions or issues raised by directors or 
other relevant stakeholders.

12. Arrange for execution and archiving of agreements, 
alongside transfer pricing documentation.
As always, the essential objective is for the group to be 

able to respond to enquiries from tax authorities quickly 
and confidently, so as to demonstrate that its transfer 
pricing policies reflect the economic fundamentals, 
the legal substance of the relevant transactions and 
operational reality. Following an appropriate process, such 
as that suggested above, should help taxpayers achieve 
legal and economic substance in their transfer pricing 
positions. n
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