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Dear Mr. Bradbury:

EY appreciates the opportunity to submit these comments to the OECD on the Discussion Draft on BEPS
Action 11: Improving the Analysis of BEPS dated 16 May 2015.

Action 11 is a foundational component of the BEPS project. An economic analysis of the occurrence of BEPS
is critical to the determination of appropriate responses. Equally critical is an economic analysis of the
economic implications of any counter-measures being considered for recommendation under the other BEPS
Actions. Indeed, the work with respect to Action 11 should be considered integral to the work with respect
to all the other BEPS Actions.

The Action 11 Discussion Draft raises key questions that deserve additional consideration. We also believe
that there are broader economic questions that should be addressed as the BEPS Action Plan approaches its
final target dates and Action 11 is the appropriate framework for consideration of those questions.

The first and most fundamental issue that must be addressed is defining BEPS in a measurable way. Chapter 2
of the Discussion Draft points out that in order to correctly estimate the scale of BEPS, it is critical to define
the “counter-factual”, which is a world without BEPS where the location of profits is aligned with the location
of the economic activities that generated those profits. However, there is, conceptually, a lack of agreement
in the economic literature on how to define this counter-factual. We are concerned that the lack of a better
understanding of what the world would look like without BEPS necessarily limits the usefulness of the BEPS
indicators and also the insightfulness of the empirical evidence that is found in the economic literature.
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Chapter 2 of the Discussion Draft discusses several specific potential BEPS indicators in detail. All of these
indicators suffer from this underlying uncertainty over what a world without BEPS would look like. Each of
these indicators needs a defined baseline against which BEPS-related activity can be evaluated.

Indicator 1 is an indicator of concentration of foreign direct investment. It compares the ratio of net FDI
stock to GDP for the top 15 countries to the same ratio for all other countries. This is a good example of an
indicator that is hard to interpret without a conceptual and empirical baseline. Businesses invest in countries
for a whole range of non-tax reasons including geographic location, natural resources, sophisticated legal
system, political stability, skilled workforce, labor costs, customer base, infrastructure and facilities, language,
education system, etc. This ratio of FDI stock to GDP indicator will vary widely across countries due to these
and other economic factors even in the absence of BEPS-related activity. Any such statistical distribution will
produce extreme values at the tails. Changes in variance or skewness will alter the ratio of those extreme
values to the mean. There currently is no basis on which to evaluate what value this indicator might have in
the absence of BEPS-related activity. If the indicator is looking for “abnormally high” values, what value
would be considered “normal”? Furthermore, this indicator’s relationship to tax policy is very indirect
because there is no tax measure that is included in the indicator or used in its evaluation. Indicator 6, which
is an indicator of concentration of royalty payments relative to R&D expenditures, suffers from similar issues.

Indicator 7, on interest expense to income ratios in affiliates of multinational enterprise (MNE) groups in
countries with above average statutory tax rates, inappropriately mixes affiliate capital structure choices with
BEPS-related activities. As a matter of basic corporate finance principles, companies will choose to finance
themselves with more debt and less equity in higher tax jurisdictions in order to minimize their cost of
capital.! This principle applies to both wholly domestic firms and MNE affiliates. In the case of this indicator
as well, it is important to establish a good counter-factual or baseline to guide interpretation of the indicator.
Even in the absence of BEPS activity, companies in high statutory tax-rate countries generally will have higher
interest-to-income ratios. It also is true that entities with above average interest-to-income ratios must, all
else equal, account for more than half of all interest expense. Combining these two observations, it is
inevitable that MNE affiliates in countries with above average statutory tax rates and with above average
interest-to-income ratios will account for the largest share of interest expense. In order to use this indicator
as an effective indicator of BEPS activity, it would be necessary to determine what the value of the indicator
would be in the absence of BEPS.

Indicators 2-5 have, to a greater or lesser extent, similar issues as discussed above. In addition, Indicators 2-5
place a heavy reliance on the use of profit rates as a function solely of assets as measured by financial
statements. Chapter 3, paragraph 123 of the Discussion Draft makes the relevant point that a properly
specified production function includes numerous other factors of production in addition to assets, with many
of such other factors poorly measured, or not measured at all, by company financial statements.

Economists’ theory of the multinational enterprise emphasizes the central role played by intangible assets
and management services in the organization and activities of MNEs.” It is the deployment of these assets

! Richard A. Brealey and Stewart C. Myers, Principles of Corporate Finance, Fourth Edition (New York: McGraw-Hill,
1991).

> See, for example, Elhanan Helpman, “A Simple Theory of International Trade with Multinational Corporations,” Journal
of Political Economy 92 (1984): 451-471; James R. Markusen and Anthony J. Venables, “Multinational firms and the new
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across national borders that explains the role of MNEs in international trade and investment. These firm-
specific assets are not easy to measure directly, but they are highly valued by market participants.? It is vital
to the success of the OECD’s work under Action 11 that the work be approached with the understanding that
MNEs are distinct from purely domestic enterprises.

Another fundamental component of the economic analysis of BEPS is having the data needed to apply any
indicators that are developed. The Discussion Draft acknowledges that there are significant limitations on the
data sources that are available currently and that any economic analyses of the scale and impact of BEPS
activity would have to be heavily qualified. The Discussion Draft further suggests that more comprehensive
and more detailed data regarding MNEs is needed. In this regard, we would underscore the additional
reporting that will be required of MNEs under other elements of the BEPS Action Plan, particularly Action 13.
The country-by-country report will require that MNEs gather information of a type and in a manner that it are
not required for any other accounting or tax purpose. The master file/local file framework for transfer pricing
documentation will require extensive quantitative and qualitative information about the MNE group and
about the individual entities in the group. We would urge that the OECD look first to the data that will be
collected through this new information reporting before considering any new reporting requirements. At the
same time, we urge that the limitations of the country-by-country reporting information be carefully
considered if such information is to be used for any purpose other than the high-level risk assessment for
which it was specifically intended.

In addition to the matters addressed in the Discussion Draft, we would urge the OECD to undertake a broader
economic analysis of the implications of the recommended BEPS counter-measures. Action 11 calls for an
analysis of the effectiveness and economic impact of the actions that are taken to address BEPS. That
analysis should include a study of the impact of measures recommended under the various BEPS actions on
global trade and investment and global welfare. We are concerned that some of the measures being
developed have the potential to have impacts well beyond targeting BEPS-type activity. Some of the
measures are not structured to appropriately target artificial activity and instead sweep in real economic
activity that should not be attacked by the BEPS effort. Measures that interfere with real economic activity
will have adverse consequences for global trade and investment and global welfare. Just as the OECD should
measure the effectiveness of BEPS counter-measures, they also should measure the adverse impact of
measures that go beyond targeting BEPS activity.

Moreover, in looking at the broader economic implications, the OECD should focus particular attention on
elements of the economy that have gotten less attention to date. While there is much discussion of the

trade theory,” Journal of International Economics 46 (1998): 183-203; David L. Carr, James R. Markusen, and Keith E.
Maskus, “Estimating the Knowledge-Capital Model of the Multinational Enterprise,” American Economic Review (2001):
693-708.

* Randall Morck and Bernard Yeung, “Internalization: An event study test,” Journal of International Economics 33 (1992):
41-56.
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biggest MNEs, it is important also to consider the effect of the BEPS project —and recommended BEPS
measures —on smaller businesses given that with today’s technology even small businesses can be global.
The burdens of new complexity arising from the BEPS project will fall on small businesses as well as large
MNEs. While the OECD has focused on the implications for emerging economies, that attention has largely
been from the perspective of inbound investment into those countries. Consideration also should be given to
the economic implications for the growing outbound investment from emerging economies. Finally, the
OECD should analyze the impact of the recommended BEPS counter-measures, particularly those that shift
the balance between source and residence based taxation, on overall foreign direct investment.*
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If you have questions or would like further information regarding any of the points discussed above, please
contact Bob Carroll (robert.carroll@ey.com), Barbara Angus (barbara.angus@ey.com), or me, Alex Postma
(alex.postma@ey.com).

Yours sincerely
On behalf of EY

(d-

Alex Postma

* See Alex Postma, “Understanding the Economic Impact of the BEPS Project”, Tax Notes International, Volume 75,
number 13 (September 29, 2014).



