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6 February 2015
Dear Dr. Hickman,

EY appreciates the opportunity to provide comments on BEPS Action 10: “Discussion draft on the
use of profit split in the context of global value chains" (the Discussion Draft) as released by the
OECD on 16 December 2014. This letter presents the collective view of EY's global transfer pricing
network.

We appreciate the approach adopted by Working Party No. 6 on the Taxation of Multinational
Enterprises to obtain comments by posing questions with respect to a number of scenarios. This is
likely to contribute to a discussion that takes into account not only the theory underlying the profit
split method, but the practical aspects as well. We understand that these scenarios have been
provided to illustrate points for discussion only and should in no way be taken to imply that
transactional profit split methods will be the most appropriate method in the circumstances outlined
in those scenarios. We note that our responses should be read in the context of the scenarios
provided and might be different if the fact pattern would be amended or further elaborated upon.

In the sections below, we provide some general comments with respect to the Discussion Draft (and
the profit split method in general) as well as our comments with respect to the various scenarios in

the Discussion Draft.

If you have any comments or questions, please feel free to contact any of the following:

Ronald van den Brekel +31884 079016 ronald.van.den.brekel@nl.ey.com
David Jones +44 20 7951 5326 djones1®@uk.ey.com

Nicolas M Schaffer +16123716728 nicholas.schaffer@ey.com
Michel Verhoosel +27 11 502 0392 michel.verhoosel®za.ey.com

Yours Sincerely,
On behalf of EY

John Hobster / Ronald van den Brekel
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General comments

The Discussion Draft mentions that the integrated nature of many MNE groups and the ways in
which they interact can, in some cases, make it difficult to apply a one-sided transfer pricing method
in a reliable manner and it may also be difficult to find comparables (or comparables for which
reasonably reliable adjustments can be made). In such cases, the profit split method may be an
appropriate method. However, MNEs and tax administrations may face (practical) challenges when
applying this method. In light hereof, we would like to take the opportunity to provide some general
comments, in addition to the more specific comments in response to the scenarios described in the
Discussion Draft. Our general comments are provided below.

Uncontrolled proliferation of profit splits in non-BEPS situations

As a general comment, we are concerned with the suggestion that the profit split method may
provide a solution for practical difficulties arising from the integrated nature of many MNE groups
and the ways in which they interact with each other. In our view there is a very high risk of tax
authorities taking the position that a profit split method should be applied because companies are
highly integrated, because the success of the business depends on having a wide portfolio, because
of an overarching management team etc. This would lead to an enormous increase in the application
of the profit split method in practice, where currently other methods are being applied successfully.
A true risk exists in the form that this would in fact lead to formulary apportionment. The
introduction of profit split methods in these circumstances would create extra challenges as well,
e.g. how to deal with virtual teams, what to do if members of a virtual team move or are being
replaced etc. These challenges, in our experience, may be greater than those with respect to one-
sided methods. Therefore, if the OECD wants to extend the use of profit split to highly integrated
value chains, it will be of the utmost importance to provide very clear guidance as to the situations
for which it would be applicable. If the OECD would not do this, this would lead to an uncontrolled
proliferation of the use of profit split with an enormous increase of controversy and uncertainty.
This would be relevant for a number of cases that would not be considered BEPS cases.

Profit splits and corroboration

In many instances, the existing OECD Guidelines lead to organizations relying on one-sided transfer
pricing methods such as the Transactional Net Margin Method (TNMM) or on the Comparable
Uncontrolled Price (CUP) method. However, as noted in paragraph 2.11 of the OECD Guidelines,
there may be difficult cases in which it can be helpful to apply more than one method to reach a
conclusion consistent with the arm’s length principle. With this in mind, and in our practical
experience, the profit split method in some cases can be useful to corroborate the outcome of other
methods. Similarly, it is possible to use other methods to corroborate specific elements of a profit
split depending on the facts and circumstances. We would welcome additional guidance on such use
of a profit split method, in particular for the scenario of volatile results under the profit split on a
year-by-year basis; e.g. what would be the effect if the corroborative analysis (using the profit split
method) in a certain year leads to a loss and the primary method indicates a stable routine result.
Another question is how to proceed if the outcome of the corroborative analysis differs from the
outcome of the primary analysis performed. If the difference is not substantial, tax authorities have
accepted an adjustment in the primary method (i.e. to change the point within the range).

Furthermore, guidance on transfer pricing documentation requirements for such a corroborative
method would be required, e.g. with respect to the level of detail of detail required and timing
issues. For example, we can imagine that the profit split method could be used to provide additional
support in a controversy context, many years after the transactions under dispute have taken
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place. In our view, the use of the profit split method as a corroborative method in such cases could
be useful and should in principle be accepted.

Importance of the bargaining analysis

It is our experience that a bargaining analysis can be informative in determining whether and how
to apply a profit split. The value of such an analysis is currently not explicitly recognized by the
OECD in the Discussion Draft. A bargaining analysis by reference to the options realistically
available to the participants in a global value chain could describe the parameters of the
arrangement that each separate legal enterprise would negotiate had they been independent
parties acting at arm’s length. By way of example, a bargaining analysis could indicate whether a
particular legal enterprise would accept a routine return or successfully demand a share of the non-
routine return (as well as the associated risk) arising from the transaction. It would be helpful if the
value of a bargaining analysis was more explicitly recognized by the OECD Guidelines. We suggest
that the OECD consider the existing guidance on bargaining analysis and options realistically
available set out in Chapter IX of the OECD Guidelines and how it can be developed to inform the
application of profit split methods.

Life cycle and changes contributions

When considering how to apply a profit split, it is necessary to consider the potential impact of
(project) lifecycles and/or how contributions to value creation may change over time within a
taxpayer’s business, e.g. from entering into a new market to becoming established. It would be
helpful if the OECD could include guidance for tax administrations and MNEs on consideration of
profit splits over longer periods of time (e.g. more than one year). This could also include practical
guidance on assessment of profit split outcomes over multiple years.

Practical obstacles to implementation

Implementing a profit split can create significant complexity for a taxpayer. In some instances, data
required to calculate the profit split may not be readily available from a company’s systems or may
not be easily compared across multiple entities, countries and/or IT systems and implementing a
profit split may then create considerable challenges for a taxpayer. It would be helpful if the OECD
could include some practical guidance for tax administrations and MNEs to help them manage this
issue in a way that does not create an undue compliance burden.

Detailed comments

In the sections below, we provide our comments with respect to the various scenarios described in
the Discussion Draft. To make sure the main issues and challenges with respect to the profit split
method are properly addressed, we provide our main comments with respect to each scenario. This
means that not all questions raised in the Discussion Draft are answered separately.

Scenario 1

As a general remark, we reiterate our general comment on the uncontrolled proliferation of profit
splits above. This is specifically relevant for Scenario 1 because certain interactions between related
parties will inherently not be observed between unrelated parties. The existence of such interactions
should not be seen as a first indication that one-sided methods cannot be applied in a reliable
manner and that the profit split will provide a solution. The profit split method may create practical
challenges as well, and the result of selecting the profit split method may be that one type of
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practical challenges (i.e. the ones regarding one-sided methods) may be exchanged for another type
of challenges (i.e. those regarding the profit split method). It would in our view be more appropriate
to further explore whether the application of the one-sided and/or the comparability analysis
performed may be refined.

Another specific concern with respect to Scenario 1 is that if a one-sided method cannot be applied
in a reliable manner, it is unlikely that there will be market / comparables data that can be reliably
used for application of transactional profit split methods in this scenario. In the absence of such
market / comparables date, the taxpayer would have to rely on internal data for application of a
transactional profit split method. In our experience, such internal / taxpayer data is only available in
a limited number of cases or for elements of the value chain only. The question is whether the profit
split method, taking into account these challenges, could be applied in a more reliable manner than
the one-sided methods initially considered.

Whether the profit split method can be applied in a reliable manner would have to be determined by
means of a detailed comparability analysis, including a detailed functional analysis. In general terms,
additional information would be needed, but it is difficult to describe in a few sentences which
additional information would be needed to determine whether and when the profit split method can
be considered the most appropriate method. This comment also applies to the other scenarios
described in the Discussion Draft.!

Specifically with respect to Scenario 1, we believe strong support would have to be provided to
support the view that an overarching leadership board would lead to a profit split as this is a
commonly seen management structure in the marketplace. If this is envisaged to ever be the case,
we recommend that the OECD add specific guidance in this regard.

While specific features of value chains within MNEs, such as highly integrated functions, can be
complex and may give rise to practical challenges, we do not believe that the transactional profit
split method is inherently more useful. We refer to our previous comments with respect to the fact
that the profit split method too may give rise to these challenges and that these challenges should
be taken into account to determine whether the profit split would lead to a more reliable result.

Scenario 2

With respect to the questions whether the transactional profit split method can be used to provide
an appropriate transfer pricing solution in the case of Scenario 2, we refer to our comments with
respect to Scenario 1 regarding the need for a detailed comparability analysis and the need to
recognize the specific challenges that may arise when the profit split method is selected.

To determine whether a transactional profit split method or another method would be appropriate in
this case, additional information is specifically required with respect to the value chain, each
company's respective contributions and their relative bargaining power.

Scenario 3

With respect to Scenario 3, the question is raised whether the way in which “unigue and valuable” is
defined for intangibles assists in defining the term “unique and valuable contributions” in relation to
the transactional profit split method. In our view, the notion of unique and valuable intangible assets

L For readability, this comment will not be repeated as part of our comments for the other scenarios.
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is helpful, although it is important to recognize that paragraph 6.17 of the OECD Guidelines
semantically restricts the definition to “unique and valuable intangibles” whereas paragraph 2.109
semantically expands the definition to “unique and valuable contributions” [emphasis added]. The
most reliable application of transactional profit split methods would consider all unique and valuable
contributions, including unigue and valuable assets (tangible and intangible) as well as unique and
valuable functions being performed and important risks being assumed. Although the definitions of
“intangibles” and “contributions” are open for interpretation and could potentially be synonymous,
using the term “contributions” is more appropriate with respect to transactional profit split
methods. At the same time, there is an inherent risk that the tax administration of the distributor
country could argue that the activities go beyond those of a routine distributor, without
substantiating this, e.g. through a comparability analysis. The tax administration in that case should
also be prepared to accept losses in case of non-reliable and non-performing equipment.

Another guestion posed with respect to Scenario 3 is what the advantages and disadvantages are of
considering the application of a transactional profit split for this scenario. The advantage of
applying a transactional profit split method is that, in the absence of market / comparables data to
apply other methods, transactional profit split methods may provide a means to allocate profit to
the entities involved for all their respective routine and non-routine contributions. Disadvantages
include the difficulty that may be inherent to the application of the profit split method in the
absence of appropriate data to apply the transactional profit split method, and the increased
administrative complexities to implement, monitor, and test the intercompany pricing for
transactions.

The advantages and disadvantages mentioned above are not limited to Scenario 3, but are likely to
apply to many cases where a profit split method is applied.

Scenario 4

One of the questions posed is whether transactional profit split methods can be used to provide
reliable arm’s length transfer pricing solutions for fragmented functions. We believe this may be the
case in situations where a number of related parties jointly perform a function for which the TNMM
can be applied in a reliable manner. Consider for example a situation in which one related party
performs logistics / warehousing activities and another related party employs sales associates.
Together these entities perform functions similar to those observed among unrelated distributors.
The TNMM could be applied to determine the net margin attributable to the combined distribution
activities, and a transactional profit split could be applied to allocate the profits between the two
companies involved.

In a similar manner, the profit split method can be useful in low margin businesses where no
comparable independent companies can be found to benchmark the results of individual companies
in the value chain, to split the profit over the parties performing routine functions. This may, for
example, be the case where an MNE member generates a turnover that significantly exceeds that of
any potentially comparable independent company (e.g. an MNE group member engaged in the
distribution of commodities) and no reliable comparability adjustments can be made in this regard.

We recommend that the OECD further clarify that fragmentation in itself should not lead to the
conclusion that a profit split is the right method. As indicated above, the profit split method could be
applied in case of jointly performed routine functions. Basically, fragmentation is then a specific
form of lack of comparables. However, it should not lead to the conclusion that profit should be split
between fragmented routine and non-routine functions.
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Scenario 5

In Scenario 5, it may be possible to apply one-sided methods (e.g. the TNMM) for each of the three
supply chain “segments” provided in paragraph 31. Each segment may merit its own, customized
comparable set (e.g. customized by geography, level of market, function, etc.). Otherwise,
adjustments can be for material differences between the identified comparables and the activity in
each segment.

The question is posed how comparables can be found and applied in Scenario 3, or to any other
relevant scenario in this discussion draft. There seems to be an underlying notion that in many
scenarios it will be difficult to find (“perfect”) comparables. First, in practice, in many instances
taxpayers are able to provide the relevant comparables. Second, the mere absence of perfect
comparables should not lead to the conclusion that a profit split should be applied. This would lead
to cases that routine functions should share in losses as well. Theoretically this is not correct, and in
our experience, this would lead in many cases to tax administrations not accepting the losses.
Therefore, we suggest that the OECD clarify that such is not the intent of the question.

The Discussion Draft mentions that in cases where available comparables for the application of a
one-sided method may not reliably reflect the level of functions or risk in the tested party, concepts
of a transactional profit split approach may sometimes offer the means to vary or flex the results
under a one-sided method (paragraph 32).

The approach described in paragraph 32 might be appropriate where the “tested party” devotes
some non-routine contributions (i.e. functions, assets, risks) to the relevant intercompany
transaction(s). This circumstance assumes that the tested party’s non-routine contributions are
relatively less (in terms of expected value) than the non-routine contributions of the other party /
parties to the intercompany transaction. The approach described is perhaps most relevant to non-
routine or routine risks that are not observed in the comparables, as the approach effectively
assigns additional variability to the tested party’'s returns rather than increasing the returns relative
to the comparables.

More generally, the question is posed in what circumstances a transactional profit split approach
would be useful in supporting the application of other transfer pricing methods, and what guidance
would be useful to develop for the supporting use of such approaches. We refer to our response
above regarding fragmented functions. In situations where imperfect market / comparables data are
available to apply other methods, a transactional profit split approach using internal taxpayer data
may be helpful to corroborate / test the results of the other transfer pricing methods.

However, guidance would be required to make sure that taxpayers are not required to support the
outcome of a one-sided method by means of a corroborative profit split analysis, in cases where the
one-sided method can be expected to produce a reasonably accurate outcome. We refer to our
previous comments that not every unique feature of an MNE or MNE member should be seen as an
indication that a profit split method (either as primary method or corroborative method) would be
required. In particular the guidance should provide a framework of the analysis to be performed,
and should introduce safeqguards against an excessive demand for the use of a profit split method by
tax administrations. The guidance should in our view provide a framework of defining whether a
one-sided method alone does not produce reliable outcomes, and to determine how the profit split
method can be used to support the one-sided method.
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Scenario 6

In respect of Scenario 6, the question is posed how other approaches can be used to supplement or
refine the results of a detailed functional analysis in order to improve the reliability of profit splitting
factors (for example approaches based on concepts of bargaining power, options realistically
available, or a RACI-type analysis of responsibilities and decision making)?

We believe that a RACI analysis can be a useful tool to develop a profit split and could be viewed as
an extension of the functional analysis which underpins any transfer pricing analysis. Depending on
the facts and circumstances, the use of a RACI analysis can help to identify contributions of labor
that correlate with value creation more strongly than a simpler allocation key e.g. headcount. It
would be helpful if the OECD recognize the value of such analysis. Furthermore, we refer to our
general comment that it is our experience that a bargaining analysis can be informative in
determining whether and how to apply a profit split. A bargaining analysis, by reference to the
options realistically available to the participants in a global value chain, could describe the
parameters of the arrangement that each separate legal enterprise would negotiate had they been
independent parties acting at arm'’s length. We suggest that the OECD consider the existing
guidance on bargaining analysis and options realistically available set out in Chapter IX of the OECD
Guidelines and how it can be developed to inform the application of profit split methods.
Furthermore, it may be possible to perform a contribution analysis within the functional analysis
whereby the relative contributions to value creation are addressed with reference to appropriate
supporting evidence.

Scenario 8

The question is posed whether the application of a transactional profit split method to calculate the
royalty in Scenario 8, or in other circumstances to set a price, can be helpful. In our experience
using a royalty (or some other mechanism) to implement the results of a transactional profit split
method is significantly helpful. The advantages of using an implementation mechanism such as a
royalty include, for example, the significant administrative simplifications for implementing the
results of the transactional profit split method and the fact that using royalties aligns with how
unrelated parties commonly implement pricing for intangible property transactions, even though
these transactions may well have been negotiated based on profit allocation principles.

The primary disadvantage of using such an implementation mechanism is that the implementation
price may not achieve the intended result based on the original allocation of functions, assets, and
risks. However, this can be mitigated to the extent that the pricing mechanism and legal
arrangements are structured in such a way where fluctuations between actual relative to forecasted
results are shared between the entities.

To avoid misunderstandings, we recommend that the OECD clarify that a fixed royalty is one
example of such a mechanism, but that this does not imply that other types of royalties (like a
residual royalty) should not be considered at arm'’s length.

Scenario 9

The question is posed in what circumstances it might be appropriate to vary the application of
splitting factors for a profit split method, depending on whether there is a combined profit or a
combined loss?

In cases where the profit split method was selected because of the highly integrated nature of the
activities performed by the companies involved, one would expect the splitting factors to be the
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same, regardless of whether there is a combined profit or loss. In these cases, the companies
involved are essentially jointly responsible to the combined profits and losses. We can imagine the
splitting factors in such cases to be different where there is an unexpected, extended period of
losses, and where independent parties could be expected to have either terminated or renegotiated
the arrangements.

Another example is the situation where the allocation of losses evidently does not align with the
functional analysis of the related parties involved. This may be the case where losses occur as a
result of the performance of one party who, based on the functional analysis, can be considered to
be responsible for the occurrence of the loss. We refer to paragraph 47. In case the loss is caused
by the materialization of a risk that is inherent to the joint activities of the parties involved (e.q. a
market risk), and not so much due to malfunctioning, the risk and the loss should be split between
the parties. In other cases, there may be a conceptual or fundamental variance between value
creation (giving rise to profits) vis-a-vis loss creation, and the incidence of losses may require
additional analysis to understand the nature and cause of the loss. In the banking sector for
example, it may be relevant to consider whether it concerns normal trading losses, operational
losses or credit losses. This can mean that it might not be appropriate to take the same, consistent
approach to the splitting of losses as one would apply to profits.

Furthermore, there may be regulatory reasons that make if difficult (or impossible) to split losses in
the same way as profits are split. For example, in the banking sector the conditions for a banking
license may not permit a company to absorb losses. In this regard, the OECD guidance should
recognize that there is a need to take into account the practicalities of managing the transfer pricing
treatment for large integrated trading books and that requiring a transaction-by-transaction analysis
each time a loss occurs may create a disproportional administrative burden. For instance, depending
on the factual analysis undertaken, it may be acceptable if both losses and profits are split using a
consistent approach over time.

Practical challenges

Finally, the question is posed whether the practical difficulties as mentioned in paragraph 2.114 of
the OECD Guidelines are still valid, and whether other practical difficulties are encountered. An
overview of the main practical challenges we observe in practice is presented below. Some of these
have been touched upon in the sections above. Practical challenges include:

- ldentification of comparability data for application of transactional profit split methods
(internal data, or external data) is particularly difficult in practice.

- What data is used to calculate the value chain profit or system profit; local accounting
standard, IFRS or management reporting data? Many organisations generate the value
chain profit based on management reporting data but would need to configure their ERP
system so that it can produce data under certain accounting standards.

- Profit split at gross or net level; in practice data will not be readily available and would need
to be prepared for the profit split analysis. A profit split on a net basis requires applying
various allocation keys, e.g. when the parties involved perform functions that are not
related to the transactions subject to the profit split method. If there are many costs
determined by applying allocation keys, the reliability of the data gets impacted.

- Theresidual profit split method works reasonably adequately for transactions involving the
development of intellectual property and other intangibles with relatively short
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development cycles. Longer cycles can present problems for adequately quantifying and
rewarding risk and value added at different stages of development.

Timing of true ups; even more clearly than in the case of applying a one-sided method, true
ups raise questions. For example, if there is recalculation of the value chain profit resulting
in an adjustment when does it have to be processed? Can it be reflected in the transfer
pricing going forward or is there any requirement for a transfer pricing adjustment in the
same fiscal year. Moreover, the question arises with respect to which transaction a true-up
should be made, in case where multiple transactions are aggregated for purposes of the
profit split method. Indirect tax consequences should also be borne in mind in this regard.

There is no clear guidance regarding the use of a range when using the profit split method.
While it seems reasonable to assume that some flexibility can be applied (e.g. only make a
true-up in case of material deviations), additional guidance in this regard would be
appreciated.
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