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Organisation for Economic Cooperation and Development

Centre for Tax Policy and Administration

Attn. Tax Treaties, Transfer Pricing and Financial Transactions Division
By email: TransferPricing@oecd.org

SUBJECT: PUBLIC DISCUSSION DRAFT ON “REVISED GUIDANCE ON PROFIT

SPLITS"

15 September 2017

Dear Sir / Madam,

By means of this letter, EY would like to share its comments on the public Discussion Draft on "BEPS
Actions 8-10: Revised Guidance on Profit Splits” (the Discussion Draft) as released by the OECD on 22
June 2017. We appreciate the opportunity to provide comments and to contribute to the public
consultation and discussions about this topic. This letter presents the collective view of EY's global
international tax network.

Key comments

The Discussion Draft seeks to provide further guidance in respect of the use of the profit split method
(PSM) for transfer pricing purposes. Our key comments and recommendations with respect to the
Discussion Draft are as follows:

It is critical to only apply the transactional PSM when this method is the most appropriate method
in the given circumstances. EY does not believe that the Discussion Draft has provided sufficient
clarity about the situations in which a profit split would be the most appropriate method to be
used. In particular, we believe that:

O

The Discussion Draft takes the guidance in the exact opposite direction by more or
less assuming that the one-sided transactional methods are only appropriate when
contributions by both of the parties are non-unique and not that valuable.

The guidance seems to implicitly assume that one-sided methods can only be used
when comparables with the highest degree of comparability exist. The absence of
this seems to lead to the conclusion that the contribution is not benchmarkable and
therefore unique and valuable. We recommend that guidance be added to illustrate
how methods other than PSM can be reliably applied even in the case of unique and
valuable contributions (UVCs) and in the absence of such "perfect” comparables.

The definition of a UVC is overly broad, which means that in many cases tax
administrations may use that to seek the application of a PSM, even when a
reasonable transfer pricing method (using one or more of the other methods) is
being applied.

The introduction of the concept of “separate assumption of closely-related risks"
would pull many cases into the realm of the PSM, even though other methods may
provide outcomes that are equally reliable or more reliable.
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Taking into account the above, we recommend that it be more clearly stated that the transfer
pricing method selected by a taxpayer should be respected by tax authorities, unless an
alternative method can be demonstrated to be clearly more appropriate. Tax authorities should
not be allowed to replace the method used with a PSM just because the case at hand shows some
of the features described in the Discussion Draft, or vice versa. Similarly, when using a PSM, the
decision made by a taxpayer to split actual or anticipated profits should be respected unless
demonstrated that an alternative is more appropriate. Moreover, challenges that arise for tax
authorities as a result of information asymmetries should not be confused with the technical
merits of the application of the most appropriate method rule.

We agree with the statement that contractual arrangements made by and between related
parties should be the starting point for transfer pricing analysis, e.g. in respect of the shared
assumption of economically significant risks (ESRs) or the separate assumption of closely related
ESRs and that they should be respected unless the specific guidance of section D.1.2.1 of the
Transfer Pricing Guidelines apply.

The Discussion Draft provides guidance on when to apply a PSM, using anticipated or actual
profits, but provides only limited guidance on how the PSM is to be applied to either actual or
anticipated profits. We believe that the Discussion Draft can primarily be strengthened by
including additional guidance and (numerical) examples on how to apply profit splits, on a step-
by-step basis.

We recommend that it be more clearly stated that the PSM can be applied as either or as both
testing method and implementation method. Specifically, the PSM can be used as a method to
test the arm’s length nature of a royalty rate in a controlled license agreement. Alternatively, the
PSM can be used as the form of consideration in a controlled license agreement.

The Discussion Draft does not mention that a public consultation will be held. Given the
importance of the topic, we strongly recommend the holding of such consultation.

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
David Jones +44 20 7951 5326 djones1®uk.ey.com

Ben Regan +44 20 7951 4584 bregan®@uk.ey.com

Marlies de Ruiter +31 88 407 7887 marlies.de.ruiter@nl.ey.com
Nicolas M Schaffer +1 6123716728 nicholas.schaffer@ey.com
Michel Verhoosel +31 88 407 3378 michel.verhoosel@nl.ey.com
Nobuo Mori +81 70 3813 6645 nobuo.mori@jp.ey.com

Yours Sincerely,
On behalf of EY

Ronald van den Brekel
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Detailed comments

In support of our views on the proposed guidance and questions raised, we have prepared some
overarching comments for consideration as well as some more specific comments. Lastly, we answer the
specific questions raised for commentators.

Selection of the PSM

We agree that it is not necessary to only limit the use of profit splits to situations where actual profit
splitting between third parties is observed and that the PSM can also be a means of establishing and/or
verifying arm’s length outcomes for controlled transactions. In this regard, we recommend an explicit
statement or example explaining that another method can be used (e.qg. a resale price method or a cost-
plus method) for price setting purposes to implement a (ex ante) profit split and that a PSM can be used
to evaluate or corroborate the outcome.!?

As an overall comment, we believe that the Discussion Draft jumps too quickly to the PSM as the most
appropriate method. One of the main reasons is that “contributions” in the Discussion Draft, in particular
in the examples, are quite quickly seen as UVCs. If a multinational enterprise (MNE) member makes a
contribution that is a key source of (potential) economic benefit, and no highly reliable comparables can
be found, that is in itself not an indicator that a PSM is the most appropriate method. The key question is
whether the PSM would be the most reliable method to remunerate that an MNE member for its
contributions. In many cases, the use of a “broad” comparable for the application of one of the one-sided
methods may provide a more reliable outcome than a PSM, also because the application of a PSM may
prove difficult in practice as acknowledged by the Discussion Draft. Therefore, we recommend a more
explicit statement that the presence of UVCs at two (or more) sides of a transaction does not justify the
presumption that a PSM is the most appropriate method, or at least not for a PSM involving the split of
actual profits.

In addition, we believe that the introduction of the concept of “separate assumption of closely-related
risks” may lead to the application of a PSM in many cases where the application of other (e.g. one-sided)
methods provide outcomes that are equally reliable or more reliable than a PSM. The problem is that in
an MNE environment, it is very common that both parties to a transaction are affected by the
materialisation of related ESRs, and both parties play a role in controlling or mitigating the adverse
outcome of such. Therefore, the introduction of this criterion would pull many cases into the realm of the
PSM. We also recommend that it be clarified that the mere joint control of risks is not enough to consider
the PSM to be the most appropriate method for the case at hand. As Chapter | of the Transfer Pricing
Guidelines stipulates, control of risk should be distinguished from the assumption of risk. Multiple parties
can perform activities that can be qualified as exercising control, while in those situations it may be that
only one of these parties contractually assumes the risk. The risk framework in Chapter | would not lead
to a re-allocation of the risk in these circumstances. We would welcome more guidance on how to
remunerate parties that contribute to control over risk, but do not assume the risk itself, i.e., the situation
as described in paragraph 1.105 of the Transfer Pricing Guidelines. If a party contributes to the control
over risk, methods other than the PSM may be appropriate to remunerate the risk control functions
performed. The choice of the method will depend on the value contributed by the control activity. It could
be that the value contributed is reflected in a higher margin when applying a cost plus method or in

1 If a PSM is used as a form of consideration, we recommend that the OECD makes clear that this use should not be considered

evidence of the existence of a “de facto” partnership between the parties.
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providing for a return that incentivises the party to perform the control functions well, which could be a
profit share type of remuneration, but does not need to lead to the application of a PSM.

We believe that the Discussion Draft confuses issues like delineation of the actual transaction (in particular
the issue of identifying ESRs with specificity, sharing of ESRs and the control over such risks), the issue of
information asymmetry (in particular in relation to intangibles, where the hard-to-value intangibles
guidance should guarantee appropriate pricing at the time of a transfer of an intangible), the choice of
methods (in particularly by implicitly assuming that only a PSM can give a party a profit share in a
transaction) and the setting of the margins of one-sided methods by valuing the contributions of the party
to which the one-sided method is applied in combination with looking at the relative contribution of the
other party to the transaction. This confusion is illustrated by some of the Discussion Draft examples . We
will discuss examples 1 to 4.

In example 1, the economically significant research and development risks of Company A and S can be
separated from each other, even though both intangibles are needed to come to a final product. The
research by Company A is finished at the time it licenses the intangible to S. At that time, the intangible
is likely hard to value, so that the guidance for hard to value intangibles (HTVIs) may apply. Setting aside
the guidance on HTVIs, at the time of the licensing an arm'’s length price may be a lump sum payment
(based on expected value of the finished product and the value contribution by Company B) or it could be
some form of commensurate with income approach (e.g. by setting a royalty percentage which is based
on the relative value contributed by each of the parties). The difference between the two ways of pricing
is that in the case of a lump sum payment, Company A will not share in the way the market risk plays out.
If a royalty percentage is set, Company A will share in how the market risk plays out. In both situations,
the anticipated profits are used to set the price (value the lump sum / determine the royalty percentage).
In this example, the contractual arrangements made by and between related parties should be respected
unless the specific guidance of section D.1.2.1 of the Transfer Pricing Guidelines applies.

Also in relation to example 2, we see that the ESRs of Company A and Company B can be separated.
Company A is assuming the development and production risks and Company B is assuming all the risks
relating to exploitation. According to the Discussion Draft, the contributions by both parties are UVCs that
need to be remunerated. While a PSM may be an appropriate method in this case, it would be helpful to
clarify that other methods may be appropriate as well, e.g. by using a resale price method for price setting
purposes. The margin in the resale price method might be determined by comparables with a somewhat
lesser degree of reliability, by adjusting comparables for the "extra” contribution, potentially by
performing a process contribution analysis. If the OECD would consider the determination of the margin
based on a process contribution analysis a profit split, it would be helpful to explicitly state this.

In relation to example 3, our conclusion would be similar to our conclusion on example 2. Also in relation
to example 4, one could come to the conclusion that the resale price method would be the most
appropriate method to use, however, the margin will be set at a significantly lower level than the level of
the margin in example 3. As, in our view, it is possible to conclude differently on the most appropriate
method in the examples, we recommend further elaboration on why the contributions are considered
unique and valuable and why application of a one-sided method would not be equally or more appropriate.

Different uses of the PSM

We appreciate that the revised quidance as per paragraph 46 seeks to further clarify the caution that
should be taken to prevent the use of hindsight in applying the PSM. While we appreciate the additional
emphasis, we note that revised wording (e.g. that profits to be split and the splitting factors “must
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generally be determined on the basis of information known or reasonably foreseeable™) may be read as
suggesting that the PSM cannot be used ex post to test the actual results. In our view, such ex post use
of the PSM for price testing purposes (also in cases where other methods were used to set prices) can be
useful and appropriate, so long as care is taken only to use information to split the profits that was known
at the time of the transactions were entered into.

Anticipated versus actual profits

When determining whether anticipated profits or actual profits seems appropriate, the decisive factor
according to the Discussion Draft is whether there is a shared assumption of ESRs or a separate
assumption of closely related ESRs. It appears that specifically mentioning the separate assumption of
closely related ESRs as an indicative factor for application of the PSM (on actual profits), leads to the
wrong conclusions. The consequences of materialisation of the risks will play out differently when each
of the parties assume different risks than when there is a sharing of the same risk. This is even the case
if the risks are closely related. In a situation where parties are assuming separate risks, the party
assuming the risk will be the one controlling the risk and will therefore be the party that should bear the
costs of the materialisation of the risk. In those situations, a sharing of the costs of materialisation of the
risks does not make economic sense, as a party that has no control over the specific risk will be required
to share in the cost associated with the materialisation of the risk or will receive profits associated with a
risk that it did not control. This seems contrary to the guidance in Chapter 1. This can be illustrated by
the examples in the Discussion Draft where development on the one hand and the risk of marketing and
sales on the other hand are considered as closely related risks. Transactions in many of these instances
can be priced through a one-sided method. Therefore, it seems more important to identify whether the
contractual arrangements (as accurately delineated) between the parties determine a sharing of the risk.
As noted above, we would welcome guidance for the situations that parties other than the party assuming
the risk is contributing to the control as described in paragraph 1.105 of the Transfer Pricing Guidelines.
However, such contribution should not necessarily lead to application of a PSM.

Another important question in relation to using anticipated or actual profits is what the nature of the
deviations could be that would lead to a difference between the anticipated and the actual profits. These
could be tied to a broad set of costs that may or may not be related to a materialisation of shared risks.
Even if these costs are tied to the materialisation of shared risks, it may be that the materialisation of the
risk will impact the actual costs of each of the parties roughly in the same way, which would not make it
necessary to create some form of “balancing” payments in the form of splitting the actual profits. Given
the fact that splitting of actual profits is complex, it may be that parties would prefer to avoid these. We
would assume that the use of actual profits to be split is appropriate in two situations: (1) the associated
enterprises choose a profit split based on actual profits, as this reflects their contractual arrangements in
relation to the allocation of risks that neither of the parties significantly controls, such as market risks; or
(2) a profit split based on actual profits is the most appropriate method in the respective circumstances
given the fact that the materialisation of shared risk is likely to impact the costs of each of the parties
quite differently, which means that balancing payments will be required to reflect the sharing of the risks
in an appropriate way.

Application of the PSM

Paragraph 44 mentions that “the assumption is that independent parties would have split combined
profits in proportion to the value of their respective contributions (...)"” and that “arm’s length parties can
be assumed to split combined profits on the basis of their relative contributions to the creation of those
profits". We think this is generally correct and consistent with the activities of partners in partnerships
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(to the extent relative contributions can be assessed), but we think the Discussion Draft should provide
more scope for taxpayers to use alternative approaches in determining the appropriate allocation of
profits. For example, a bargaining analysis could also be a useful tool in assessing profit split outcomes.

The previous Discussion Draft on Profits Splits included an example on the application of the PSM using
a RACI responsibility matrix (i.e. Scenario 6; paragraph 38 - 46). This approach relied on a RACI matrix
and value drivers, identified as part of a thorough functional analysis. It would be helpful if the guidelines
were to clarify whether this approach meets the criteria of being independent, verifiable, and supportable
by comparable / internal data. In addition, we suggest that the OECD clarifies whether a process
contribution analysis may be used, e.g. to deconstruct a value chain into different elements and to
qguantify the contribution per element using some of the factors mentioned in the Discussion Draft, or
other data, including management interviews.

We also recommend that the OECD acknowledges that application of the transactional PSM using “broad”
market comparability data aligns with the arm’s length principle, if the data are sufficiently comparable
to the intercompany transaction under review. Examples of market comparables could include licensing
transactions, acquisition transactions or supply and distribution arrangements. The Discussion Draft can
acknowledge that the use of these comparables is most likely to be possible in cases of internal
comparables (i.e. transactions between an MNE and an unrelated party): the data necessary for
application of the transactional PSM are typically available for transactions that an MNE has with
unrelated parties, but not publicly available for transactions that are identified from database searches.
For example, an MNE may license intangible property from an unrelated party and pay that unrelated
party a royalty on revenue for use of that intangible property. The MNE may prepare financial projections
estimating the profit it expects to earn from the exploitation of the intangible property licensed from the
unrelated party. This data would allow for observation of how the MNE shares profits in the uncontrolled
transaction with the unrelated party by dividing the royalty payment to the unrelated party (i.e. the
licensor's share of profits) by the total expected profit from exploiting the intangible.

When looking at what level the profits should be split, the contractual allocation of risks as accurately
delineated should also be guiding. If the sharing of risks only relates to the revenue line, a revenue split
would be appropriate.

EY would like to emphasize that the current Transfer Pricing Guidelines already include guidance which
stipulates that synergetic benefits need to be allocated to the parties contributing to these benefits. It is
not necessary to do so by using the PSM, but can also be done by adjusting the margins of one-sided
methods. In addition, the updated Transfer Pricing Guidelines already include guidance which makes it
possible to address information asymmetry in relation to transfers of intangibles by assuming the actual
profits received are a proxy for the price set at the time such an intangible is transferred, which can also
be its licensing associated parties. We believe that the suggestion that only a PSM allows parties to a
transaction to share in the (anticipated) profits of a transaction reflects a misconception of the working
of the existing transfer pricing rules.

Specific questions for commentators

Our thoughts with respect to the specific questions raised in the Discussion Draft are presented below.

1. The Discussion Draft addresses situations in which profit splits of anticipated profits or profit splits
of actual profits are appropriate. Where it is established that the transactional profit split is the most
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appropriate method, please comment on the factors which should be taken into account in
determining whether a profit split of anticipated profits or a profit split of actual profits should be
used.

We refer to our comments above, which effectively cover this topic.

2. A number of profit splitting factors are addressed in the Discussion Draft. Comments are particularly
invited on:

a. Whether the existing references to capital or capital employed as a potential profit splitting
factor in the current guidance should be retained, and if so, what factors need to be taken
into account for its selection and application as a reliable profit splitting factor.

Reference to capital or capital employed as a potential profit splitting factor should be retained. Capital
or capital employed is used as a profit splitting factor in practice, e.g. with regard to financial services
and this can be appropriate where capital (employed) is an appropriate indicator of contributions made
to value creation. The existing guidance provides useful indicators when selection and application of
capital or capital employed can be (un)reliable, e.g. whether components of the relevant formula can be
manipulated by entering into unnecessary financial transactions, by the deliberate location of mobile
assets, by requiring that particular companies within an MNE group maintain inventory levels in excess
of what normally would be encountered in an uncontrolled company of that type, and so forth.

b. Should headcount of similarly skilled and competent employees be included as a potential
profit splitting factor, and if so, in what circumstances would it be relevant?

Headcount could be used as a factor, provided it is a good proxy for value-add as reflected by actual
functions performed and risks controlled, and is better able to capture value-add than similar types of
proxies such as labour costs (i.e. similarly skilled and competent employees would only be suitable to base
a profit split on if they undertake similar functions and control similar type of risks).

c. Given the existing guidance in Chapters | and IX of the Transfer Pricing Guidelines, should
adjustments for purchasing power parity be made for profit splitting factor amounts, and if
so, in what circumstances?

Adjustments for purchasing power parity may be useful in some circumstances where they would improve
the reliability of the profit split methodology and provided application would not be unnecessarily complex
and administratively burdensome.

d. What other profit splitting factors should be included in the guidance, and in what
circumstances?

The guidance should, in our view, not necessarily provide an exhaustive list of profit splitting factors that
may be used in practice, but primarily stress flexibility of use of (different types of) profit splitting factors
and potential application of multifactor keys, such that taxpayers can apply the profit split methodology
taking into account their specific facts and circumstances. We would recommend including additional
guidance on alternative profit split methodologies, e.g. based on process contribution analysis (e.g. using
RACI matrix) and bargaining analysis. Finally, the guidance should, in our view, acknowledge that where
(broad) market comparables, e.g. related to acquisitions, are available as profit splitting factors then such
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data aligns with the arm’s length principle and may result in a more reliable application of the PSM than
applications that use profit splitting factors that are not based on market data.

3. Additional examples of scenarios in which a transactional profit split is found to be the most
appropriate method due to the high level of integration of the business operations are sought,
together with an explanation as to the reasoning thereto.

Global trading is an example where the PSM typically is the most appropriate method, given that in these
circumstances the functions of the related entities are integrated and assets and thus risks are shared.
However, the relevant factor may be more the sharing of the risk, than the integration. Further,
integrated functions within a company that are similar in nature could, as a total, be remunerated using
a one-sided method, such as a cost-plus. For example, if there is a matrix HRM organisation that services
the top 200 managers of an MNE group, it does not matter much if such activity is remunerated by a cost-
plus which is then split, or whether a cost-plus is applied to the local cost of each of the contributors.

Another example in which PSM is commonly applied is when confronting the problem of “asset synergy”
by which we mean a circumstance in which the value of two or more assets (typically technology
intangibles) together is greater than the additive value of the separate assets. As an example, consider a
transaction involving two members of the same MNE group that are located in different jurisdictions.
Assume Party A is located in Jurisdiction 1 and Party B is located in Jurisdiction 2. Party A has worldwide
patents on Enzyme A. Party B has worldwide patents on Enzyme B. Neither Enzyme A nor Enzyme B is
particularly valuable as a pharmaceutical because of marginal utility. However, combining Enzyme A and
Enzyme B creates a drug that is very effective in treating certain diseases. Assume the worldwide value
of Enzyme A is 30 and the worldwide value of Enzyme B is 40 but, combined, Enzymes A and B have a
worldwide value of 300. In other words, combining Enzyme A and Enzyme B results in anincrease in value
of 230. Assume now that Party A transfers all its rights in Enzyme A to Party B. Determining the arm'’s
length price of such a transfer raises the issue of how much of the 230 increase in value, attributable to
synergy, will be captured by Party A at arm’s length and how much of the 230 will be captured by Party
B. In our experience, PSMs are often well suited to addressing this difficult issue because the standalone
value of each party’s contribution can be determined and used as a basis on which to assign returns.
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