
 

 

 

 

 

Dr. Andrew Hickman 

Head of Transfer Pricing Unit 

Centre for Tax Policy and Administration 

By email 

SUBJECT: DISCUSSION DRAFT ON RISK, RECHARACTERISATION AND SPECIAL MEASURES 

6 February 2015 

 

Dear Dr. Hickman, 

 

EY appreciates the opportunity to provide comments on the discussion draft regarding BEPS Action 8, 9 and 10: “Discussion 

Draft on Revisions to Chapter I of the Transfer Pricing Guidelines (including Risk, Recharacterisation, and Special 

Measures)” (the Discussion Draft) as released by the OECD on 19 December 2014. This letter presents the collective view 

of EY’s international tax network 

 

General remarks 

We are concerned that the draft revisions to chapter I of the Transfer Pricing Guidelines, as well as the special measures 

that are included in the Discussion Draft, are overly broad and overly vague. We believe that these changes if implemented 

would create both uncertainty and significant risk of double taxation for global businesses, and would cause a significant 

increase in the workload of tax administrations to deal with instances of double taxation. The draft revisions and suggested 

options have implications that extend well beyond the concerns about potential base erosion and profit shifting (BEPS) that 

are the focus of the OECD’s BEPS project. 

 

We have particular concerns in the revision to chapter I around the introduction of the concepts of “accurately delineating the 

transaction” for transfer pricing purposes based on the conduct of the parties rather than on the legal basis of the 

arrangement; of re-determining the allocation of risks based on the conduct of the parties; and of the “fundamental economic 

attributes of arrangements” test in the section on non-recognition of transactions. These aspects introduce a subjectivity 

which would allow tax authorities to sit in the chair of the taxpayer, seemingly asking for the "economically ideal" transaction. 

It implies a complete move away from legal and contractual rights towards the characterization of transactions based on a 

retrospective view of the conduct of the parties, without providing a clear analytical framework for the analysis. We are 

concerned if the guidance were finalized in its current form, taxpayers in MNE groups would never be able to achieve 

adequate certainty over the tax treatment of their transactions with related parties. We urge the OECD to reaffirm the 

principle that contracts that are followed should be respected, other than in strictly delineated circumstances associated with 

BEPS. 

 

 

We appreciate the need to address concerns about the potential for abusive tax planning. However we believe Working 

Party No. 6 should recognize that it must balance two apparently different objectives for this report: on the one hand, 

providing practical advice on applying the arm’s length principle with the aim of avoiding instances of double taxation, and on 

the other hand, arming tax authorities with guidance that in many jurisdictions will become de facto anti-avoidance rules. 
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These two objectives do not always sit comfortably together, and we believe the OECD should strive to separate guidance 

on tackling BEPS issues much more clearly from mainstream guidance on applying the arm’s length principle.  

 

The draft revision appears to us to be directed at preventing BEPS in certain situations that do not make economic sense, 

without business purpose and relevant substance, but we see risks that the guidance may have unintended consequences 

for many multinational groups that are not engaged in such transactions. We are concerned that in practice this may result in 

double or multiple taxation of the same income. We elaborate on these themes below.  

 

We therefore urge the OECD to allow more time to further discussions and revision before adopting such fundamental 

changes. 

 

Executive summary / Key comments  

Our key comments with respect to the Discussion Draft, as further elaborated upon in the “detailed comments” section of 

this letter, can be summarized as follows: 

• The Discussion Draft covers concepts and situations that go beyond what is needed to tackle BEPS. The 

proposed revision to chapter I would affect virtually all transactions between related parties, and not just those that 

create a risk of BEPS as, rather than tackling deliberate profit shifting, it instead redefines the way in which related 

party transactions are to be analysed, opening Pandora’s box with new levels of subjectivity in interpretation.  

• Overall, the Discussion Draft covers the identification of risks in some detail and makes some useful observations 

but it is missing pragmatism and needs a better defined framework for analysis. Moreover, the Discussion Draft 

seems to require a disproportionate level of detail with respect to the analysis to be performed and does not 

envisage a materiality standard of sorts and does not consider that very often this detailed information on what 

comparables do is not readily available. 

• The proposed revisions introduce additional room for subjectivity. This is likely to create additional uncertainty for 

taxpayers and is likely to lead to increased controversy. Certainly the new concept would create extensive new 

requirements for documentation of transfer pricing, increasing the administrative burden for taxpayers. If the 

OECD nevertheless were to decide to introduce such subjective guidance, we strongly recommend the 

introduction of additional and more effective dispute resolution mechanisms, such as binding arbitration, at the 

same time. 

• The proposed guidance on the actual delineation of the transaction would allow tax authorities to sit in the chair of 

the taxpayer and recharacterize a bona fide business transaction without further substantiation and outside the 

circumstances for non-recognition of transactions. In our view it is particularly important for clear thresholds to be 

established which must be crossed before any re-characterization of the contractual arrangements is possible. 

• The general idea of the Discussion Draft appears to be that a requalification of intragroup transactions is made 

purely on the basis of an economic analysis of the value contributions of the related parties. We believe that such 

an approach is actually not reflecting the arm’s length principle, but rather qualifies as a subjective economic 

analysis, potentially with hindsight, of the respective contribution.   

• The Discussion Draft seems to suggest an approach in which the role of contractual terms is almost completely 

abandoned and replaced by an analysis of actual conduct without introducing an analytical framework for it. 

Transfer pricing analysis should follow the contractual framework unless there is a compelling, objective reason to 

deviate from it. The OECD should introduce a clear analytical framework/flowchart that describes the analysis: the 

role of understanding the facts, objective criteria setting out when a tax authority would be allowed to deviate from 

the contract, how this differs from an actual recharacterization, and when the latter would be allowed. 

• The Discussion Draft emphasizes the importance of functions. Many multinationals operate through virtual teams, 

split over various countries. Furthermore, the composition and location of these teams and the important roles 
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change on a regular basis. The guidance does not indicate how to deal with such virtual and split teams, and does 

not indicate how to deal with potential changes. This would create many practical problems for taxpayers. 

• Certain comments, e.g. those on interdependencies and moral hazard, could be interpreted as the OECD moving 

away from the separate entity approach. We recommend that the OECD make a clear statement that this is not 

the case, and that separation of functions in separate legal entities should be accepted unless compelling 

arguments for recharacterization exist. 

• Transfer of risks and the coherent risk-return trade-off is the basic nature of business in the financial services 

sector. We therefore recommend mentioning in the draft revisions that the general comments about risk  should 

not be applicable to the financial services sector, since the OECD already published extensive guidance on these 

topics in the functional analysis sections of the Report on Attribution of Profits to Permanent Establishments. 

Instead this guidance should be referred to in the context of separate legal entities as well as permanent 

establishments.  

• Before considering special measures, we recommend that the OECD analyze and clarify what failing in the 

conventional transfer pricing analysis is being addressed.  

 

More detailed comments with respect to the Discussion Draft are presented below. If you have any comments or questions, 

please feel free to contact any of the following: 

 

Ronald van den Brekel +31 88 407 9016  ronald.van.den.brekel@nl.ey.com 

Kenneth Christman +1 202 327 8766  kenneth.christmanJr@ey.com 

Ben Regan +44 20 7951 4584   ben.regan@uk.ey.com 

Martin Seauve   +49 211 9352 21027                      martin.seauve@de.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 

Detailed comments 

Our detailed comments with respect to the Discussion Draft are presented in the sections below. We focus on what, in our 

view, are the most fundamental issues addressed by the proposed revisions.  

 

Identifying the commercial or financial relations (section D.1)  

The Discussion Draft mentions that it is particularly important to examine whether the actual conduct of related parties 

conforms to the terms of any written contract. The Discussion Draft seems to suggest a fundamental change compared to 

the current guidance in paragraph 1.52 and similarly in 9.11 by stating in paragraph 5 that “[w]here conduct is not fully 

[emphasis added] consistent with contractual terms, further analysis is required to identify the actual transaction.” In a 

dynamic business environment where actual conduct can be changing rapidly, there will be plenty of cases where the actual 

conduct is not fully aligned with the contractual terms.  

 

The suggested wording is likely to create an environment where the contractual arrangements can be easily discarded by 

tax administrations and replaced with subjective interpretations based on a retrospective analysis of actual conduct. In the 

example given in paragraph 6, the conclusion reached is that the transaction in question has been “incorrectly characterised 

or labelled as a licence [from company P to company S] whereas in fact company S provides services to company P”.  

Paragraphs 10-13 of section D.1 then focus on determining the economically relevant characteristics of the “delineated 

transaction” in order to determine an arm’s length price.  It appears to follow that the process set out in paragraphs 5-6 can 
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lead to a re-characterisation of the transaction for transfer pricing purposes, apparently outside the circumstances proposed 

for the non-recognition of transactions (section D.4). Whilst the example given in paragraph 6 may appear clear (in that the 

parties do not have functional characteristics consistent with the characterization of the transaction), our particular concern 

is that the guidance does not suggest that any particular threshold must be crossed for a tax administration to determine that 

an alternative characterization is more appropriate. 

 

In light of the OECD’s objectives to secure an appropriate tax base in each jurisdiction and to avoid double taxation, we 

believe the OECD Guidelines should clearly adopt an approach where the baseline in every case is that contracts which are 

followed by taxpayers should be respected, unless there are compelling, objective reasons to perform the transfer pricing 

analysis on the basis of a transaction with different contractual terms (e.g. because clear and substantial differences with 

actual conduct) exist. The OECD should introduce a clear analytical framework/flowchart that describes the analysis to be 

performed: the role of understanding the facts, objective criteria setting out circumstances where a tax authority be allowed 

to deviate from the applicable contract, how this differs from recharacterization, and when would the latter be allowed. 

 

The Discussion Draft seems to require a level of specificity and detail that appears unrealistic and if required, would add a 

substantive administrative burden to companies with questionable overall benefit. For example, paragraphs 7 and 8 are 

presented as examples of situations where no contracts exist yet an intercompany transfer of value takes place. The 

examples seem to suggest that the type of transactions mentioned should have been formalized in contracts and should 

have been recognized in accounting systems. The reality of multinational business is that many transactions that serve to 

support key operations are dealt with through intercompany cost allocation systems rather than each being independently 

recognized and contractually recorded and benchmarked. The outcome of such cost allocation systems need not at all be a 

violation of the arm’s length standard and treating each of these individual transactions as one that ought to be analyzed and 

benchmarked could lead to a disproportionate administrative burden. In essence, the Discussion Draft seems to suggest 

that each and every intercompany transaction ought to be subjected to an options realistically available analysis (see 

paragraph 12). Again, applying such an analysis to a large number of transactions could lead to a disproportionate 

administrative burden. We believe a materiality test seems in order in this respect. 

 

Functional analysis (section D.1.1)  

The new and modified paragraphs with respect to the functional analysis seem to focus on the fact that MNEs may be 

operating in a manner that differs from the way in which independent companies operate. Paragraph 19 mentions that the 

functional analysis should therefore consider the capability of the parties and how, under the arm’s length hypothesis, this 

could affect the options realistically available to them, and whether similar capability is reflected in potentially comparable 

arm’s length arrangements. We wonder how such interdependencies should be measured / analyzed and how to determine 

whether certain activities within the MNE are highly interdependent as mentioned in paragraph 21 for example. We are 

concerned that the proposed guidance in this regard could be used by tax administrations to challenge the structure adopted 

by MNEs based on subjective assessment of a company’s capabilities and capacities. The business decision of an MNE to 

organize its activities in a certain manner should in our view be respected, unless compelling reasons for recharacterization 

exist. 

 

In addition, the level of granularity that the Discussion Draft seems to require for the functional analysis and in determining 

the options realistically available would require information on unrelated party transactions that in many instances will not be 

available when conducting a comparability analysis. As such, the Discussion Draft leaves the analysis open for suggestions 

and assumptions by tax administrations that may not be correct, yet hard to counter by taxpayers once asserted, 

considering the applicable burden of proof allocation.  

 

Identifying risks in commercial or financial relations (section D.2)  

It is common practice to analyze the risks assumed as part of a more comprehensive functional analysis or comparability 

analysis. The guidance in this regard in the current guidelines however was fairly limited. Therefore we welcome the fact that 
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additional guidance is considered by the OECD. However, the Discussion Draft suggests a functional analysis with a level of 

detail that is potentially much greater than what in most cases is practical for multinationals. Furthermore, although 

theoretically a detailed comparability analysis as suggested in the Discussion Draft may be preferable, in practice such 

detailed information will not be available.  

 

Moral hazard  

The concept of moral hazard can in theory be of value when analyzing the allocation of risk as agreed upon by related 

parties. It should however be recognized that moral hazard can to some degree occur between independent parties, and 

that independent parties may to some degree be willing to accept such risk, for example, insurance companies. Moreover, 

considerations around moral hazard may conflict with the notion that MNEs should not be restricted in the types of 

transactions in which they engage, so long as those transactions have substance. The concept should therefore not be used 

to challenge the allocation of risks between related parties merely because the risk of moral hazard exists. Instead, we 

believe that the concept of moral hazard may be more useful in an analytical framework that describes in which exceptional 

situations the contractual risk allocation may be challenged by tax authorities. We would also note that the OECD has 

already published a definition of moral hazard in Part IV of the report on the Attribution of Profits to Permanent 

Establishments and should ensure consistency across all OECD guidance. 

 

Furthermore, it is important to take into consideration all facts and circumstances when applying the concept of moral 

hazard in a transfer pricing context. Similar to the observation regarding the functional analysis, the discussion on moral 

hazard in the Discussion Draft assumes that independent enterprises conduct a perfect analysis of what aspects are within 

their control and which ones are not, however immaterial, and that they would always act opportunistically with regard of 

each of those aspects. The discussion seems to aim at disallowing intercompany transactions rather than seeking an arm’s 

length return for intercompany transactions. For example, one might say that a company engaged in the provision of intra-

group services is rewarded for inefficiencies if it earns a mark-up on actual costs (i.e. the higher the cost base, the higher the 

reward). While such transfer pricing policies may be observed in practice, they are very unlikely to structurally reward 

inefficiencies in practice, because of internal control mechanisms that are applied within companies and within MNE groups. 

In practice, the management of the company engaged in the provision of the services is highly likely to be responsible for 

staying within a certain budget and to minimize the cost incurred in the provision of the services.  

 

We are particularly worried by the statement in the comment box on page 14 that “[b]etween associated enterprises, 

however, the existence of common control will generally mean that there is no need to contractually align incentives in order 

to ensure that one party will not act contrary to the interests of the other. Instead, the associated enterprises may operate 

collaboratively in order to maximize MNE group profits. The adverse effects of moral hazard may in practice not occur.” 

Reading this in combination with the statements in paragraph 21 on interdependencies, one could interpret this as the 

OECD moving away from the separate entity approach. We recommend that the OECD make a clear statement that this is 

not the case, and that separation of functions in separate legal entities should be accepted unless compelling arguments for 

recharacterization exist.  

 

Moreover, practical experience indicates that the statement from paragraph 67 (i.e. that “[a]t arm’s length companies may be 

unwilling to share insights about their core competencies with third parties for fear of losing intellectual property or market 

opportunities.”) cannot be confirmed. Unrelated parties in many cases can and do enter into agreements touching on core 

competencies of one of the parties and transfer core risks to other participants (e.g. many contracts of insurance, including 

for example those covering product recall, business interruption,  professional indemnity, intellectual property infringement, 

employers liability). Contrary to the statement mentioned in paragraph 67, moral hazard is not frequently observed to play a 

decisive role in preventing unrelated parties from entering into business agreements. We therefore advise deleting this 

section of the Discussion Draft. 
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Risk-return trade-off  

The economic concept of risk-return trade-off can be helpful for transfer pricing purposes, for example in the context of 

business restructurings. The Discussion Draft puts the concept of risk-return trade-off in a rather negative context, e.g. by 

referring to opportunistic behavior and the manipulation of the discount rate. In our view, the discount rate should reflect the 

level of risk assumed. When used in a proper way, the risk-return trade-off can indeed be used when valuing intangibles 

transferred, or to support the economic rationale of a transaction.  

 

The question whether transactions between associated enterprises should be recognized where the sole effect is to shift risk 

however, seems to be a question regarding recharacterisation and not so much a questions with respect to the concept of 

risk-return trade off.  

 

Financial services sector  

Regarding question 8 on page 15, which specifically asks for comments on whether the discussion of risk makes sense for 

the financial services sector, the response is negative. The OECD spent more than 10 years consulting with the financial 

services industry, in drafting Part II, III and IV of the Report on Attribution of Profits to Permanent Establishments (July 2010) 

which sets out many pages of comprehensive guidance defining and discussing risk, capital and functions for the banking 

and insurance industry. The various sections on functional analysis in the PE reports are not limited to attribution of profits to 

PE’s only – they contain a detailed description of the banking and insurance industry, which is relevant both in an Article 7 

and an Article 9 context. We would therefore recommend that for the financial services industry, this guidance should be 

applied instead. Furthermore, the respective industries already considered these guidelines in practice. If the concept of risk 

transfer as included in the Discussion Draft would apply for MNEs in the banking and insurance sector as well, existing 

arrangements might need to be restructured although they do not entail any risks of BEPS.  

 

It must be noted that transfer of risks and the coherent trade-off of the risk return is the basic nature of the insurance 

business. The probability of the realization of a risk, where relevant, the control of the potential risks and the moral hazard, 

are factors applied in determining the pricing of the transfer of risks. However, contrary to other risks which might occur 

within MNEs, insurers do not control the risk, and often the risk may be outside the control of the insured also. For example 

neither the insured nor the insurer can control whether an earthquake occurs.  Insurers manage the portfolio of the risks, by 

pooling e.g. through intragroup reinsurances or co-insurance between different MNE members. Insurance contracts are 

regulated and accounted for as contractual agreements which transfer risk. Where there is no risk transfer, the contract 

would not be deemed to be a contract of insurance for regulatory or accounting purposes. As indicated in general, for the 

insurance industry the proposed recharacterisation test would bring subjectivity and uncertainty to the core business. 

Considering that risk transfer is the very essence of an insurance business the draft revisions appear to be inappropriate to 

the financial services sector. 

 

We therefore recommend mentioning in the draft revisions that the general comments about risk would not be applicable 

within the financial services sector and instead the guidance included in the profit attribution report should be referenced.  

 

Potential impact of risk (section D.2.4) 

When analyzing the potential impact of risk, it is in our view important to differentiate between the assumption of risk on the 

one hand and the actual occurrence of risk on the other hand. The proposed revisions provide detailed guidance with 

respect to the concepts of assumption, control and management of risk, but are relatively silent on the concept of risks 

actually occurring. It would be helpful to provide additional guidance in that regard and to acknowledge that the occurrence 

of a risk cannot be seen separately from the assumption of risk, e.g. in the period prior to the occurrence of the risk or the 

period afterwards. A company may be in a loss position if risks occur in a magnitude or frequency that was not anticipated or 

sooner than anticipated. The mere fact that a company does not completely control a risk should not be used to challenge 

the deductibility of losses or costs incurred as a result of risks occurring. Independent insurance companies, when assuming 

risk from policyholders, cannot control the occurrence of the risk. In line with behavior that can be observed between 
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independent parties, members of an MNE should be allowed to make the business decision to assume risks over which they 

do not have complete control, if the reward includes an appropriate compensation for the assumption of those risks.  

 

Similar to the observations made with respect to moral hazard, the Discussion Draft assumes that independent enterprises 

will conduct a perfect analysis of what risks are within their control and which ones are not, however immaterial, and that 

they would always act to reduce that risk. The reality is that certain risks are discounted or overlooked and as such not 

included in the equation by unrelated enterprises. It is probable that only material risks would merit consideration, yet the 

Discussion Draft does not envisage a materiality standard and does not take account of the fact that information on what 

comparables do in this respect is not readily available. We recommend that the OECD include guidance that the analysis of 

risk should be proportionate to their materiality. 

 

Risk management (section D.2.5) 

We appreciate the point raised in paragraph 58 that in cases where budgeted costs are used to determine transfer pricing, 

specific additional attention should be paid to how budgets are determined, and how potential differences or variances 

between budgets and outcomes are risk managed. However, we believe it is also important to recognize the (practical) value 

of transfer pricing policies that rely on “true-ups”, for example to mitigate volatility for parties engaged in routine activities. It 

provides certainty for the parties and tax jurisdictions involved and it avoids cumbersome analyses and disproportionate 

(and even subjective) fact-finding missions to determine what caused the difference between budgeted costs and actual 

costs. In particular in cases where the variation is not significant or not significant over a period of multiple years, the value 

of such a detailed analysis seems limited. We recommend the OECD recognize that a detailed analysis of the difference 

between budgeted and actual results should only be required in exceptional cases or where the amounts at stake are 

material. 

 

Actual conduct (section D.2.6) 

We are concerned that based on the draft guidance, tax administrations may routinely seek to find risks that in their view 

should be reallocated, or equally likely, to deny deductions in situations where risks have materialized locally, based on 

relatively subjective determinations of how risks are managed or controlled. 

 

The draft guidance emphasizes that risk management is a function that should be rewarded (for example, paragraph 57), 

but does not provide clarity on how that function should be rewarded. In some cases (e.g. paragraph 60) the draft guidance 

suggests that the consequence of an entity managing a risk that is contractually allocated to another entity is that the risk 

(and its consequences) be reallocated to the entity performing the risk management, so that the reward for risk management 

is to enjoy the gains or suffer the losses associated with the risk. In other cases (e.g. paragraph 63) the draft guidance 

suggests that the reward for risk management could be all of the residual profit.  

 

We are concerned that the proposed revisions as drafted seem likely to lead to considerable uncertainty in practice, and we 

believe the guidance should be amended to make clear that the analysis of risk should be done in a proportionate way, and 

that the allocation of risk to an entity does not necessarily equate to the allocation of residual profit to that entity. 

 

We are particularly concerned by the example provided in paragraph 63 as it describes a situation that is far more simplistic 

than most situations that are observed in real life. There may for example be situations where one group company owns 

assets that are leased out to other group members for the use in their operations. The MNE may have a solid rationale for 

doing so, in that the assets are frequently moved from one country to another and it is simply not feasible for each group 

company to own its own pool of assets. The asset owner may not control all risks associated with the exploitation of the 

assets but, to some extent, may rely on functions performed by other group members. In this case, it seems appropriate to 

compensate these other group members for their functions performed, rather than reducing the remuneration of the asset 

owning company to that of a company providing only financing. More generally, reducing the remuneration of an asset 

owning company in these circumstances ignores the fact that the asset owning company has decided to take on an 
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investment risk for which it should get a return, and it would ignore the bargaining positions of the parties involved when the 

asset gets leased.  

 

In addition, the analysis set out in paragraph 63 is of concern since it jumps from identifying the fact that risk management 

activity is not controlled by the asset owner, to the conclusion that the asset owner should be remunerated with a financing 

return. This analysis is missing the key step of identifying and considering potential arm’s length comparables. We are 

aware of companies that passively lease assets to independent parties in the “upstream” sector of the oil and gas industry, 

where the lessors do not manage the utilization risk of the asset and do not manage the operational aspects of asset use, 

but nonetheless earn more than a plain financing return. 

 

Interpretation (section D.3)  

Section D3 introduces a new step called interpretation. The section merely seems to be a summary of the previous sections, 

and to be looking forward to the section on non-recognition. We don’t understand the value of the intermediate step called 

interpretation and suggest it be deleted. 

 

Non-recognition (section D.4)  

Paragraph 85 to 87 elaborate on the possibilities for MNEs to organize their functions, assets and risk in a manner that 

involves multiple legal entities and to separate contracts, assets or risks into separate entities. As indicated before, we 

recommend that the OECD clarify that it is not the intention to move away from the separate entity approach. We are 

concerned that the suggested wording will be used by tax administrations to seek recharacterisation based on the fact that 

MNEs can organize their business and transactions in a way that differs from the way in which independent parties are 

organized. We recommend focusing on the key message with respect to the need for recharacterisation to avoid a focus on 

“circumstantial evidence” such as the use of separate legal entities, etc. 

 

We understand the Discussion Draft is still intending to refer to commercial rationality (as included in the current OECD 

Guidelines) but is trying to be more objective about the meaning of that term.1 We are concerned that the wording used in 

paragraph 89 of the Discussion Draft will have a much broader scope than intended. The proposed wording states that an 

arrangement exhibiting the fundamental economic attributes of arrangements between unrelated parties would offer each of 

the parties a reasonable expectation to enhance or protect their commercial or financial positions on a risk-adjusted basis, 

compared to other opportunities realistically available to them at the time the arrangement was entered into, and if this is not 

the case for both parties, then the transaction should not be recognized for transfer pricing purposes. Based on this wording, 

recharacterization or non-recognition seems possible if for one or more of the parties involved there is any more profitable 

conceivable alternative, even if the transaction “as structured” is not clearly commercially irrational. This would mean that the 

outcome of the transaction is subject to subjective economic analysis, potentially with hindsight. It seems to us that it will 

almost always be possible, with the benefit of hindsight, to identify an alternative arrangement that would have been more 

beneficial to one or other of the parties, especially because the meaning of “enhancing or protecting the commercial or 

financial position” of an entity will depend on how broadly one chooses to interpret these terms. Such an approach would 

actually not reflect the arm’s length principle, but instead will limit the entrepreneurial possibilities of entities within MNEs and 

will extend non-recognition to areas where no risk of BEPS exists.  

 

We recommend that the OECD clarify that such a strict reference or comparison to the alternatives available is not intended. 

If a transaction does have the fundamental economic attributes of arrangements between unrelated parties, then even if 

another arrangement (or no arrangement) could (in the view of a tax administration) have better enhanced the commercial 

or financial position of one of the parties to the actual transaction, that is not sufficient grounds to recharacterize or not to 

recognize the actual transaction.  

 

                                                                 
1 Bloomberg BNA, Transfer Pricing Report, volume 23, No. 18, page 1211. 
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Furthermore, we are concerned about paragraph 93 which specifies that the consequences of non-recognition of a 

transaction are that the actual transaction should be replaced with “[…] the alternative transaction that affords the parties the 

opportunity to enhance or protect their financial position”. This is in our view a vague concept. Once the actual transaction is 

set aside, there are numerous alternative transactions that the controlled entities could have entered into, whereas 

paragraph 93 suggests that there will be just one. This paragraph opens up the possibility of wholly arbitrary and subjective 

judgments by tax authorities of what “the alternative” transaction would have been, and we foresee great scope for 

disagreement between taxpayers and tax authorities, and amongst tax authorities, about the recharacterisation of 

transactions. Overall, given the contentious nature of the non-recognition of transactions, we strongly urge the inclusion of 

appropriate wording to make clear that the non-recognition of transactions should be a last resort, reserved for exceedingly 

rare situations. The existing formulation at paragraph 1.65 describing the exceptional circumstances where non-recognition 

is applicable is in our view preferable to the new guidance. 

 

We plead to coordinate this section with other BEPS actions, in particular Action 6 on treaty abuse, dealing with anti-abuse 

clauses and Action 14 on dispute resolution. 

 

Non-recognition (Financial Services companies) 

 

As noted in paragraph 86, financial services companies do not have the freedom to control shareholdings, capitalization and 

legal form.  Paragraph 86 makes this statement in the context of non-recognition and therefore implies that non-recognition 

should not be relevant to financial services groups.  Financial services groups are subject to regulatory supervision and 

accounting standards that require the alignment of functions, assets and risks.  Therefore we fully support the implication of 

paragraph 86 and recommend that the OECD explicitly distinguish financial services, as was the case for the Article 7 

guidance. 

 

Special measures  

As a general remark, we believe that introducing special measures raises a risk of double taxation. Separate from a 

technical discussion with respect to special measures, we recommend having a discussion about how significant this risk of 

double taxation is, and how it might be reduced. Furthermore, as the arm’s length principle has been largely successful in 

preventing double taxation we believe exceptions to the transfer pricing system should be narrowly written to address those 

situations where, for some reason, the arm’s length principle is not being applied successfully. Therefore, we recommend 

that any description of a special measure would begin with an explanation of why the special measure is necessary (i.e. 

what failing in the conventional transfer pricing analysis is being addressed). Otherwise, tax administrations may be tempted 

to apply these special measures merely to expand their tax base which will increase the risk of double taxation. 

 

The special measures in the Discussion Draft in our view do not clearly mention which failing of the existing transfer pricing 

guidance is being addressed. Because of the potentially fundamental differences between the arm’s length principle and 

these special measures, we recommend the OECD more clearly describe and define the failings in the transfer pricing 

system and to first concentrate on clarifying the existing transfer pricing rules to solve this failing. Special measures, if at all, 

should only be used in exceptional cases. We urge the OECD to extend the amount of time allocated to completing the 

sections on special measures. 

 

With respect to the particular special measures, we have the following comments: 

- Option 1: this option bears a strong resemblance to the Commensurate with Income (CWI) standard of the US 

Internal Revenue Code. We can comment on Option 1 based on experience with the CWI standard. The CWI 

standard in our experience raises a number of difficult theoretical issues and is difficult to apply in practice. The 

need for the measure is explained by the necessity to prevent ”systematic mispricing”. This wording, as well as the 

general intention of the measures, shows that its aim is to avoid abusive pricing to shift profits deliberately. The 

fact that in some cases results are different than predicted does not necessarily prove abuse of intercompany 
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pricing. Only if forecasts of the parties involved have been deliberately inaccurate, reassessments would be 

justified. In our view it is very common in business between independent parties to agree on fixed prices and 

contingent pricing mechanisms are not necessarily agreed upon. It is up to the parties to conclude the pricing on 

an ex ante perspective, or to include mechanism to reassess the pricing ex post. Therefore, there is no 

recognizable reason, why such an obligation should be implemented for related parties. Because of these 

practical difficulties, we recommend against adopting Option 1. 

 

- If Option 1 is taken further, we would urge the OECD to make it clear that any rule introducing retrospective price 

adjustment or imputing a contingent payment mechanism must be two-sided, so that it could, for example, equally 

result in an upward or downward adjustment in a future period. 

- Options 2 and 3: the introduction suggests that these options address the perceived problem that other than in 

regulated sectors, groups have the freedom to control their structures, including capitalization and creation of 

entities.  We suggest that regulated sectors should be more explicitly scoped out of these measures. 

- The introduction implies that certain members of the MNE group are over-capitalized and consequently being 

over-allocated income. The description of the problem underlying Option 2 is in our view overly broad. It is a 

special measure that could be applied by almost any jurisdiction to most members of the MNE group. Option 3 

seems to assume that a failure in the application of the arm’s length principle has occurred but does not describe 

the underlying cause. It is therefore unclear what problem is exactly being addressed or which mechanism is used 

to address the (undefined) problem. Such a vague measure would increase the room for interpretations leading to 

double taxation. 

 

- Option 4 is designed to deal with minimal functionality entities. As the Discussion Draft notes “[m]inimal 

functionality may be the root cause of an arrangement lacking the fundamental economic attributes that normally 

underpin arrangements between unrelated parties.” Thus, these transactions resemble the targeted transactions 

described in section D.4 of the Discussion Draft. The fundamental question is why the issue is not adequately 

addressed by the proposed guidance, as one would expect that minimal income is allocated to minimally 

functional entities. In the absence of an explanation of the rationale behind this special measure it is difficult to 

evaluate what transactions should be targeted.  

- Option 5 appears fairly clear that applicability is based on the attributes of the host country of the transferee (low 

tax rate and, possibly, other attributes) which may be readily determinable. Nevertheless, it is not completely clear 

what problem with the existing transfer pricing guidance Option 5 intends to address. The fundamental motivation 

of the BEPS project is to prevent shifting of intragroup income to low tax rate jurisdictions. It is not intended to 

prevent low taxation of the profits of intangibles originally developed in low tax rate jurisdictions. Measure 5 would 

equalize the overall taxes of MNE groups irrespective of the functions of the different members. The measure 

implies that intangibles should always bear a minimum tax of x%. However, it is unclear what would be abusive 

about the transferee of an intangible asset being in a low tax jurisdiction if the transferee has provided arm’s length 

consideration to the transferor. In addition it does not seem to be abusive if an intangible has been acquired within 

the same low tax jurisdiction from a third party. In that case, it is difficult to argue why the acquisition should 

automatically lead to an inappropriate excessive return. We cannot recommend Option 5 as it would not act to 

strengthen the arm’s length principle but rather would dissolve it in favor of new instruments to adjust tax 

assessments. 
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