EY

Building a better
working worid

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"”

5 September 2016
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
4 July 2016. 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. In considering our views on the proposed guidance and
questions raised, we have some overarching comments which we believe would be helpful to
consider and some more specific comments which are provided subsequently. The overarching
comments focus on two main aspects: (1) when to use the PSM; and (2) how to apply the PSM.

When to use the profit split method

We welcome additional guidance that clearly articulates when the PSM should be used to prevent
indiscriminate application of the PSM in circumstances in which the method cannot be reliably
applied and the associated increase in controversy and uncertainty that this would entail.! We also
believe that any such guidance should be consistent with the well-established principle that any
transfer pricing method should be assessed against alternative transfer pricing methods taking into
account the facts of the situation and the availability of data in order to choose the most
appropriate method. For this reason, we think the Discussion Draft needs not only to consider the
circumstances in which the PSM can address the theoretical issues raised in determining an arm'’s
length price but also what “evidence” will be necessary in order for the PSM to be applied with
reasonable reliability. It would be helpful if the OECD could provide examples of when the PSM is
considered the most appropriate method.

1 We also refer to our comments in response to the 16 December 2014 discussion draft on profit splits in which we noted
our concern about a proliferation of profit splits being seen in relation to the transfer pricing arrangements of MNEs,
largely predicated on the fact that MNEs are becoming increasingly integrated in the context of their global operations
and also the fact that some tax authorities are increasingly seeking to tax a greater share of an MNE's global profits.
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However, we do not want to imply that the guidance should be narrowly prescriptive. The most
appropriate method rule is necessarily flexible and sensitive to the particular circumstances of each
case. We believe that guidance should be similarly flexible (e.g., by acknowledging that the
guidance may not foresee all potential scenarios and by not being too prescriptive on when the PSM
can be applied) and reaffirm that the PSM should be assessed against alternative methods taking
into account the facts of the situation as well as the reliability and availability of data for each
option. This would help ensure that the “most appropriate method" is selected as already envisaged
by the OECD Guidelines. In addition, we recommend that specific wording be added to emphasise
that the transfer pricing method selected by a taxpayer should be respected by tax authorities
unless an alternative method can be demonstrated to be more appropriate. Hence, tax authorities
should not be allowed to replace one of the other four methods with a PSM, just because the
arrangement at issue shows some of the features described in the Discussion Draft (e.q.,
interrelated transactions, joint contributions to intangibles, or sharing of risks) which are peculiarly
conducive to the use of PSMs.

How to apply the profit split method

We question why the Discussion Draft is primarily concerned with applying the PSM to actual profits
rather than anticipated profits. In our experience the PSM is at least as likely to be applied to
anticipated profits.2 Further, notwithstanding the purported emphasis on actual profits, the
Discussion Draft provides only limited guidance on how the PSM is to be applied to either actual or
anticipated profits. We recommend the OECD develop more guidance on how to apply profit splits
including some examples demonstrating the various steps in applying the PSM.

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

Nicolas M Schaffer +1 6123716728 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

2 In fact, in some countries, notably the US, applying the PSM to actual profits is generally avoided as it might create a
deemed partnership.
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Detailed comments

Our detailed comments with respect to the Discussion Draft are presented in the sections below. As

requested, we respond to the questions included in the Discussion Draft, while at the same time also
commenting on some, in our view, important points not specifically covered by those questions. For

readability’s sake we have reiterated (or paraphrased) the questions in the sections below.

Questions to commentators (page 6)

The existing guidance on the application of the transactional profit split method envisages its
application to either projected or actual profits. The Discussion Draft proposes to explore these
distinctions further and provide clearer guidance on the different applications of the two
approaches.

1. Comments are invited on the usefulness of the explanation of and of the guidance on
transactional profit splits of anticipated profits. In particular: (1) is the distinction between
transactional profit splits of anticipated profits and transactional profit splits of actual
profits clear; and (2) is the distinction between the two profit split approaches described
useful?

2. Comments are also invited on the link between integration of business activities (and thus
the sharing of risks) and the appropriate application of a transactional profit split of actual
profits.

3. Examples of scenarios where each approach to splitting profits would be the most
appropriate (together with a brief explanation as to why) are also requested.

Response

As previously discussed, the Discussion Draft provides only limited guidance of how the PSM is to
be applied to either actual or anticipated profits. We think the discussion on how the PSM is to be
applied is currently inadequate.

We do appreciate that the revised guidance as per paragraph 3 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 be determined ex ante on the basis of information known or reasonably foreseeable")
may be read as suggesting that the profit split method cannot be used ex post to test the actual
outturn 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 that was known at the time of the transactions were entered into. We
therefore suggest the phrase be rewritten as follows: “must be determined on the basis of
information known or reasonably foreseeable ex ante".

Similarly, paragraph 5 suggests that the profit splitting factors must be determined ex ante, even
for a split of actual profits. We expect that the revised wording means to suggest that the approach
needs to be determined ex ante (e.g., how to determine the profit, define the factors to be used,
etc.) but that the actual split needs to be based on the actual outturn factors. For example, it can be
determined ex ante that headcount is used, but then the profits should be split based on actual
headcount in the period under review. If our understanding is correct, we suggest clarifying this in
paragraph 5.
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Further, we note that some companies / tax authorities prefer to use anticipated or actual
outcomes for other methods (e.g., the TNMM) and no distinction between anticipated and actual
results is made in the OECD Guidelines for these methods, so we are not convinced it is necessary
to make such a distinction for profit splits specifically.

The Discussion Draft puts a strong emphasis on the sharing of risks in cases where actual profits
are split and emphasises the fact that one company would be exposed to the risks associated with
the business activity of the other. Clearly the economic effect of risks can be shared between
associated enterprises, when the prices applied between the enterprises have that effect, but the
point of the guidance seems to be that the transfer pricing method chosen should not determine
the allocation of risk. Therefore we suggest stating clearer that the determining factor, in deciding
whether risks are economically shared between the associated enterprises, is whether each entity
is individually responsible for controlling economically significant risks that impact the outcome of
the overall transaction. In this regard, we note that it may not always be easy to assess whether
and to which extent risks are shared.

However, more importantly, we are concerned about the fact that the Discussion Draft implies that
where associated enterprises “share economically significant risks” they “should split the
unanticipated, actual profits arising from their combined activities” (e.q. in paragraph 9, 10, and
16). We recommend revising this wording to clarify 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.

Question to commentators (page 8)

4. Are the strengths and weaknesses of the transactional profit split method appropriately
captured and summarised?

5. Do transactional profit splits of anticipated profits and transactional profit splits of actual
profits have different strengths and weaknesses? If so, what are they?

Response

As noted above, we do not believe that the Discussion Draft provides adequate guidance on how the
PSM could be applied and this limits the extent to which we can comment on the relative strengths
and weaknesses.

Question to commentators (page 9)

6. The discussion draft introduces the sharing of economically significant risks as a factor
which may indicate that a transactional profit split of actual profits may be the most
appropriate method.

1. Do commentators have any suggestions for clarifying the notion of risk sharing in
this context?

2. Do commentators find the draft helps to clarify the circumstances where the
transactional profit split method is the most appropriate method? Please provide
explanations and/or examples supporting your views.
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Response

For our main comments with respect to the notion of risk sharing, we refer to our comments on
question 1, 2 and 3 above (which include the implied correlation between integration of business
activities and the sharing of risks as per question 2). In addition, we would like to point out that
profit split methods in our view can also be appropriate where parties are interdependent on each
other for the realisation of a profitable outcome, even though risks are not necessarily shared. This
may be the case in joint operations, in situations where outcomes are heavily interdependent, and
in case where joint contributions of intangibles take place (which of course may well manifest itself
in a sharing of risks). This is reflected in paragraph 20 as well, but paragraph 20 limits the
application to anticipated profits.

An examples 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 an increase 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,
profit split methods 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.

Question to commentators (page 9)

7. The discussion draft notes that a transactional profit split of anticipated profits can be used
in conjunction with certain valuation techniques. Examples showing the application of a
transactional profit split of anticipated profits are sought.

Response

The first sentence of paragraph 20 refers to a discussion in paragraph 6. This discussion is merely a
statement that in our view is incorrect. As developed further in our response to question 10,
neither the ex ante nor ex post application of the profit split method requires a sharing of risks.
However, the sharing of risks is a typical result of contributions by each party that are so
intertwined or so valuable that they are not appropriately rewarded with a routine return for one of
the parties. The remainder of the section is not helpful and is out of place in a discussion in relation
to the PSM. The question of valuation of intangibles, including HTVI, is dealt with in Chapter VI and
converting relative contributions into a lump-sum or series of recurring payments is not an
application of a PSM.
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Question to commentators (page 10)

8. Is the distinction between parallel and sequential integration of business operations a useful
refinement in determining when the transactional profit split method is likely to be the most
appropriate method?

9. If so, how should the concept of parallel integration be further defined?

Response

The distinction between parallel and sequential integration is in our view irrelevant. Third parties
are splitting profits based on both parallel integration of functions (e.g., geographical or focused on
a specific product category) and sequential integration of functions (e.g., focused on specific
functional expertise within the value chain such as R&D and manufacturing or marketing).
Therefore, we recommend deleting the guidance in this regards, or clarifying that the different
types of integration should not be determinative of whether (and if so, how) a PSM should be
applied.

Question to commentators (page 10)

10. Comments are invited on the relationship between the making of unique and valuable
contributions by both (all) parties to a transaction, and the sharing of economically
significant risks.

11. Are there situations where all the parties make unique and valuable contributions to a
transaction, but they do not share the economically significant risks associated with the
outcomes of that transaction? If so, what guidance on the appropriate use of profit splits in
such a situation should be provided?

Response

We don't think there need be any relationship between the making of unigue and valuable
contributions by both (or all) parties to a transaction, and the sharing of economically significant
risks. In many cases, the sharing of risks is the result of the contractual terms, which allocation
would be respected under the guidance of Chapter I. For example assume two parties, both of
whom control unique and valuable intangible assets. Further, there is "asset synergy" between the
assets. Assume that one of these parties sells its unique and valuable asset to the other for a single
fixed (and arm'’s length) payment and the buyer takes responsibility for any further development of
that asset and any assets of the buyer. Under these circumstances, the buyer takes on all the risk
of further development and the seller's return has become fixed (i.e., seller has no risk).

Question to commentators (page 11)

12. The Final BEPS Report on Actions 8-10 noted that group synergies were to be addressed in
the guidance on profit splits. The approach taken in this discussion draft is to make
reference to the incremental or marginal system profits arising from the group synergy,
which would then be shared amongst the relevant associated enterprises. The analytical
framework suggested in the draft, based on an accurate delineation of the actual
transaction, would not support the combining and splitting of total system profits on the
basis of group synergies alone. Comments on this point are invited.
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Response

Paragraph 23 suggests that the incremental profits associated with synergies should be shared by
members of the group in proportion to their contribution to the creation of the synergies. The
paragraph refers to paragraph 1.162 of the guidelines which says that “If important group
synergies exist and can be attributed to deliberate concerted group actions, the benefits of such
synergies should generally be shared by members of the group in proportion to their contribution to
the creation of the synergy. For example, where members of the group take deliberate concerted
actions to consolidate purchasing activities to take advantage of economies of scale resulting from
high volume purchasing, the benefits of those large scale purchasing synergies, if any exist after an
appropriate reward to the party co-ordinating the purchasing activities, should typically be shared
by the members of the group in proportion to their purchase volumes.” The two paragraphs
combined suggest that a central ‘co-ordinating’ company would not be included in the splitting of
the incremental profits, and would receive a separate “appropriate” reward. In our view, this is not
necessarily aligned to some third party arrangements. As such, it would be helpful to specifically
point out that any central co-ordinating party should not be automatically characterised as a
routine service provider and to clarify that the methodologies for determining the “appropriate
reward"” for such parties are not limited to cost based approaches but could indeed include
methodologies that are linked to the total incremental profits associated with the synergies. If the
guidelines are interpreted to infer that the benefits of synergies should automatically accrue to the
contributors of volume, with the central entity getting only a routine return, the result will be a
remuneration mechanism that is not in line with reality, and therefore not arm’s length.

Question to commentators (page 12)

1. Does this section properly describe a value chain analysis as a tool in helping to delineate
the actual transaction and in identifying features relevant in determining whether the
transactional profit split method is appropriate?

2. If commentators see a value chain analysis as serving a greater purpose in relation to profit
splits, then please provide an explanation for that view together with examples.

Response

As the Discussion Draft notes, all business operations can be expressed through a value chain.
Furthermore, a value chain analysis can be helpful for understanding the end-to-end processes of a
business and how these create value for the MNE. However, we see this as being fully integrated
with existing guidance on the functional analysis, which is undertaken to understand the
economically significant activities and responsibilities undertaken, assets used and risks assumed
by the parties. We therefore believe that developing an understanding of an MNE's value chain is
fully integrated with the functional analysis that is required as part of any transfer pricing study and
should be considered for any transfer pricing method. As such, the discussion on value chains may
be more helpful if addressed in the OECD Guidelines in relation to all methods (e.qg., in the
discussion on method selection) rather than being included only in the profit split guidance which
might lead to erroneous conclusions that it is only relevant for profit splits. However, while
understanding the value chain of a company may be important, we worry that the revised guidance
would inspire tax authorities to start asking for a separate description and documentation of the
value chain analysis in addition to the existing transfer pricing documentation (even when prepared
in accordance with the final Action 13 recommendations). While this is appropriate in complex
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situations, the guidance should clarify that this is not required and may be an inappropriate burden
on taxpayers when analysing routine functions.

Question to commentators (page 16)

15. What further guidance or clarification of existing guidance would be helpful in these
sections? Please provide practical examples in support of the response.

Response

In the previous Discussion Draft on Profits Splits that was issued on 16 December 2014, an
example was included where the PSM was applied using a RACI responsibility matrix (i.e. Scenario
6; paragraph 38 - 46). This approach relied on a RACI matrix and value drivers, which were
identified as part of a thorough functional analysis. This example illustrates the application of the
PSM using information that is readily available in most organisations, and should be collected as
part of a thorough functional analysis. It would be helpful if the guidelines were to clarify whether
this specific approach meets the three criteria of being independent, verifiable and supportable by
comparable / internal data.

Question to commentators (page 19)

16. The discussion of profit splitting factors sets a requirement that the factors must be
capable of being measured in a reliable and verifiable manner. Do commentators believe
that useful ways of splitting profits have been excluded? If so, please describe these factors
and explain how they meet the requirement of reliable and verifiable measurement.

17. More generally, examples are requested of scenarios where a transactional profit split of
actual profits or of anticipated profits are applied, together with a brief explanation as to
why the method and the approach to applying the method, is considered to be the most
appropriate in the circumstances of the case.

Response

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 roughly correct and consistent with the activities
of partners in partnerships (to the extent relative contributions can be assessed). Nevertheless,
microeconomic theory does not provide strong support for this assertion. Consequently, 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.

We also recommend that the OECD acknowledge that application of the transactional profit split
method using market comparables data aligns with the arm’s length principle, even when such
market comparables data are not exactly comparable to the controlled transaction, but are
sufficiently comparable (i.e., the use of so called “inexact comparables” may be appropriate).
Additional examples of market comparables could include licensing transactions, acquisition
transactions, or supply and distribution arrangements. The Discussion Draft can acknowledge that
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use of these comparables is most likely to be possible when such comparables are transactions that
an MNE has with unrelated parties (internal comparables) because the data necessary to use these
transactions for application of the transactional profit split method are not likely available for
external comparables but are more likely to be available for internal comparables.
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