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Abstract

The purpose of this article is to research on the application of the profit split
method (PSM) to transfer pricing. Recently, the transactional net profit method
(TNPM) has become the most widely-used method of transfer pricing in China. The
TNPM, however, has its own limitations. Furthermore, along with the upgrade of
industrial structure of China, the transformation of its economic growth, and the
adjustment of the function-risk position of the invested companies by the
transnational corporations (TNCs), the TNPM is increasingly challenged in practice
and the status of “the most adequate transfer pricing method” is fading out. Based on
a comparison of the feature and applicability between the PSM and the TNPM, it is
considered that the PSM might be the most applicable method to solve complicated
transfer pricing problems under the framework of current international and local
transfer pricing regulations and rules.

The practical application of the PSM should cope with problems, such as the
consolidated profit and the benchmark of profit split, which will be explained and
analyzed by this article using both theories and cases. This article will additionally
introduce the contribution analysis, which is the key to the application of the PSM.
The contribution analysis will quantify the consolidated profit together with the
contribution of each related party to the consolidated profit in certain ways, and
generate the profit split that complies with the principle of fair trade. Moreover, this
article points out that using the economic mathematical model in the contribution
analysis will be the development trend of transfer pricing.

Following the analysis of the selection and application of the PSM, this article
goes a step further to analyze in depth the detailed application of the general profit
split method and the residual profit split method by integrated case studies. Through
the case studies, it is pointed out that the application of the PSM should also be based

on the function-risk analysis. The function-risk analysis should not only analyze the
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role played and the function performed by the member companies of the TNCs, it
should also analyze the value chain, the key factors which have impacts on the

consolidated profit, and the contribution of each function to the consolidated profit.

Key words: Profit Split Method ; Transfer Pricing ; Application Research
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