EY

Building a better
working world

The Platform for Collaboration on Tax 21 February 2017
Organisation for Economic Co-operation and Development
By e-mail: GlobalTaxPlatform@worldbank.org

EY comments on the Toolkit for Addressing Difficulties in Accessing
Comparables Data for Transfer Pricing Analyses

Dear Madam/Sir,

Ernst & Young (EY) welcomes the opportunity provided to comment on the discussion draft
titled A Toolkit for Addressing Difficulties in Accessing Comparables Data for Transfer
Pricing Analyses (the Toolkit), as published on the OECD's website on 24 January 2017. We
appreciate the opportunity to contribute to the discussions about this topic. This letter
presents the collective view of EY's global international tax network.

General comments

The Toolkit seems to address more topics than just the difficulties in accessing
comparability data. The Toolkit provides guidance on a broader range of transfer pricing
issues and the guidance seems practical as well as helpful for practitioners that do not
have extensive transfer pricing experience.

Accordingly, we believe it would be helpful if the Toolkit would clarify how this document
relates to other transfer pricing guidance issued by the various parties to the "Platform for
Collaboration on Tax" (the Platform), specifically in the case of differences between the
various other sources of guidance/requlations and the guidance included in the Toolkit.
We also believe it would be helpful to clarify the purpose of the various country practices
included in the boxes throughout the document. Does the fact they are being mentioned in
the Toolkit transform these techniques into a best practice in emerging countries? In our
view, some of the practices may be controversial or even not desirable. Clarification of the
purpose of the inclusion of country practices is likely to prevent such practices spreading
to other jurisdictions without careful consideration.

We also believe that the Toolkit strongly focuses on the challenges and limitations
experienced by tax authorities when conducting transfer pricing audits. In order to reach a
more balanced approach to transfer pricing in emerging countries, it would be beneficial if
the challenges faced by taxpayers be studied and described as well (e.g., weak institutional
environment, tax administration’s lack of capacity). Once a tax authority decides to adopt
the arm’s length principle as part of its tax policy, we believe it should also take into

7



consideration the cost of the proper infrastructure to support the tax audits in such
specialty areas.

In our view, the Toolkit provides a good description of the various challenges arising as the
result of difficulties in accessing comparables data. In addition, we believe the Toolkit
demonstrates that there is not one clear solution. We therefore recommend that the
Platform emphasize that flexibility and reasonableness from tax administrations is
required when taxpayers make a reasonable effort to address some of the challenges
encountered, e.qg., by means of comparability adjustments.

We welcome the repeated statement that the selection of the most appropriate transfer
pricing method, on the basis of a detailed factual analysis, is central to the application of
the arm’s length principle, and in many cases, is likely to have a greater impact on the -
outcome than the accuracy of the data used in the method’s application. However,
inclusion of the profit split method in Part Il (approaches in the absence of comparables),
notwithstanding the caveats made, might be interpreted as the profit split being
acceptable because of the lack of comparables. Therefore, we strongly recommend
clarification of this point.

Finally, we note that a lack of international consensus about (potential) solutions for the
challenges in accessing comparability data could lead to additional disputes and additional
cases of double taxation. We therefore support the ongoing work of the Platform in this
respect.

Making use of available data

Section 3.2 of the Toolkit states that, in practice, application of the arm’s length principle
is heavily reliant on external comparables (i.e., transactions between two independent
parties, neither of which is a party to the controlled transaction). Although we believe this
is generally correct, in our experience internal comparables (i.e., comparable transactions
between one party to the controlled transaction and an independent party) are used more
often than this conclusion suggests. Specifically when dealing with developing markets
and smaller markets, multinational enterprises sometimes use third party distributors.
Such arrangements might be used to support the transfer pricing.

Other sources of comparability data that are often overlooked or rejected by tax
administrations are quotes and price offers. While we acknowledge that in principle such
information is theoretically not ideal, it would be helpful to provide guidance on the use of
such data, e.g., on the circumstances in which they may be used to support the transfer
pricing. In our experience, there can be cases in which such data is practically speaking the
best data available.

Another way to potentially expand the amount of comparables data, is to use the full
range instead of the interquartile range. We agree with the prevailing view that the
interquartile range can be used to account for unidentifiable and unquantifiable
comparability differences. However, it would be helpful if guidance were provided about
the trade-off between being conservative regarding such unknown differences and the
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need for a sufficiently sizeable set of comparables. In our view, it can be appropriate to
consider the full range in certain circumstances, where the set of comparables is
reasonably reliable, and not to ‘routinely’ rely on statistical approaches. This may be
particularly relevant when using internal comparables. While this view finds support in the
current guidance, a stronger statement in this regard would be helpful as, in our
experience, the use of the interquartile range seems to-be the standard and default
practice for many tax administrations. For similar reasons, we believe the suggestion
included in par 6.1, to limit the application of the range concept to relatively small ranges
is not correct and we recommend it be deleted.

In some (developing) countries, transfer pricing legislation also covers transactions with
third parties, for instance if they involve commodities. It may also include transactions
with joint ventures (JVs) which effectively transact on an independent basis. This adds a
challenge to the overall issue of finding reliable comparables, especially where external
comparable uncontrolled prices (CUPs) are not available or not reliable unless adjusted. In
these cases, profitability may be tested only on one side of a transaction, which party is
not necessarily the least complex entity. It would be helpful to elaborate on these cases.
First, we believe transfer pricing legislation should not cover such transactions with third
parties or JVs. Second, if nevertheless such transactions are included, we recommend
practical guidance on finding comparables for these transactions be included in the final
report. In our view, it can be helpful in these instances to focus on price setting processes
and negotiation procedures, and less on the outcome as such, to support the transaction
has taken place under arm'’s length circumstances.

Making comparability adjustments

The Toolkit mentions that many countries take a very cautious approach in the application
of comparability adjustments and notes the “comparability adjustment paradox” - that
small adjustments will not materially alter the resulting arm’'s length range of outcomes
and large adjustments may in fact mask more fundamental differences in comparability
with the controlled transaction. While this may be true, we note that there are cases
where: a) it is fairly clear that an adjustment would probably enhance comparability, and
b) the direction of the adjustment is known. The question arises whether in these
instances it is better to make no adjustment, merely because the reliability of the
adjustment cannot be fully guaranteed.

In practice, there are many cases in which it may be appropriate to consider a foreign
exchange (forex) risk adjustment, e.g., when testing a local distributor which assumes a
forex risk. In practice, a benchmarking study would often yield a set of “second tier
distributors” which are likely to buy from first tier importers and sell further. Limitations
with respect to the amount of information available regarding the comparables would
make it difficult to irrefutably demonstrate that those comparables do not assume forex
risk, even when such an assumption is very reasonable.

We believe it may be heipful to include some guidance on additional specific comparability
adjustments, for example, the acceptability of adjustments for volume, specifically in
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relation to commodities. In our experience, there is controversy around this kind of
comparability adjustments in practice.

Use of foreign comparables

The proposal of country risk premium does, in our view, not take into account experiences
in certain countries (e.g., in Latin America). The proposal in the Toolkit seems
conceptually flawed where it seems to suggest that a higher risk profile should necessarily
lead to a higher actual return. In our view, it would be helpful to clarify that higher returns
will be expected a priori from riskier activities and assets. On an ex post basis, the financial
results in riskier environments (e.g., emerging countries) are more volatile, not just
higher.

Some developing countries with no local comparables may have access to financial data
regarding independent comparables in neighboring markets. Even though such countries
may show similarities, there may also be significant differences. Comparability factors to
consider include whether those companies derive the majority of their revenue from sales
in markets other than the one where they are headquartered, local tariffs, local
government protectionist policies towards certain sectors/industries, number of
players/competitors in such market, recessions, inflation, and foreign exchange risks.

Finally, the way companies operate in developing countries is often different from their
operations in developed countries. Therefore, it should not lightly be assumed that the
functions performed are similar to those of group entities in developed countries.
Therefore, the accurate delineation of the transaction, including the functional analysis, is
very important, and may be even more important than focusing on availability of local
data.

Safe harbors

The Toolkit mentions that for the purpose of identifying data on comparables suitable for
setting a safe harbor margin, a solution would be to use data already in the hands of the
tax administration, sourced primarily from tax return information. We agree that this
could be a potential solution in the absence of sufficient comparability data (available to
taxpayers), in particular when combined with an “opt-out” or “opt-in" mechanism.
However, if a taxpayer does not want to make use of the safe harbor rule, it may be very
difficult to provide a robust alternative analysis, in particular if the lack of comparability
data was the main reason for the existence of the safe harbor rule in the first place.
Practically, this could seriously impede the effectiveness of the opt-out rules and make the
safe harbor rules, de facto, mandatory. Therefore, we recommend the use of opt-in rules,
instead of opt-out rules. Furthermore, we believe that a stronger statement should be
made with respect to the transparency and fairness of the approach used by the tax
administration to determine the safe harbor. The Toolkit refers to the transparency as a
good practice. We recommend that this transparency be mandatory.

The Toolkit also mentions bilateral safe harbors. In our view, the use of bilateral or even
multilateral agreements has the potential to significantly decrease the number of transfer
pricing disputes and help overcome the problem of lack of comparables. A mechanism
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similar to the Multilateral Instrument as per OECD BEPS Action 15 may help introducing
multilateral safe harbors on a large scale.

Secret comparables

We recommend the Platform provide additional gquidance and take a firmer position
towards the use of secret comparables. The Toolkit includes some examples of countries
that allow the use of secret comparables by the tax administration. In our view, tax
administrations should not be allowed to use secret comparables to adjust the transfer
pricing of taxpayers that have taken a reasonable position. Also for that reason, we
believe that it is very important that detailed guidance be provided regarding the
standards to be applied and procedures to be followed (and documented) by tax
administrations when compiling sets of comparables, for whatever purposes, based on
information that is only accessible to them.

We recommend that the Toolkit encourage tax administrations to disclose, on a no-name
basis, comparables data for certain functional profiles, obtained from the tax returns, to
guide taxpayers, possibly as an intermediary step towards the implementation of an
obligation for the disclosure of companies’ financial information.

Commodities .

Section 2.4.2 of the Toolkit addresses “Commodity pricing and prescriptive approaches”
and, among others, touches upon the issue of using quoted prices for controlled
transactions involving an intermediary company. We would like to point out that when an
intermediary is involved, it is not always required to make an adjustment to the CUPs to
establish an intermediary's margin. In some industries it is predetermined that a third
party sale may involve an intermediary too, and that therefore an adjustment to external
CUPs would arguably not be required. It would be helpful if this scenario would be included
in the Toolkit.

Furthermore, it would be helpful if guidance were included regarding some more specific
comparability adjustments, for example, on volume differences. We refer to our comments
above.

Anti-avoidance measures

As the Toolkit acknowledges, the topic of anti-avoidance measures is very broad. The
examples described seem to be generic (relevant to intra-group transactions), and not
limited to the lack of comparables data. We question whether the Toolkit should address
such general anti-avoidance measures, specifically since the OECD BEPS project has
already covered these.

The approach described with respect to the deduction of royalties is of particular concern.
It is suggested that countries could introduce a cap on royalty deductions, based on the
ratio of royalties payable to EBITDA, or similar. The amended OECD guidance (par. 6.144)
strongly rejects a rule of thumb approach. Furthermore, the analogy of such cap with the
approach recommended in the BEPS Action 4 report is not correct. Where a muitinational
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enterprise may have certain freedom to choose between the use of capital or debt, such
freedom is not present when dealing with intangibles. The tax authorities of an entity
providing the right to use an intangible to an associated entity will require an arm’s length
compensation. When the receiving country would restrict the deduction of the royalty
payment, this will inevitably lead to double taxation.

Examples

In our view, the inclusion of examples is helpful. In general, we believe the Toolkit could be
enhanced by including more examples where the practical approach used by the taxpayer
is accepted, as opposed to being challenged by the tax administration. The examples
throughout the Toolkit seem to be extremely simplified. It would be helpful if the Toolkit
more explicitly mentions this and if it were clarified that these examples are merely to
illustrate the concept or issue discussed.

Without being exhaustive, we have commented below on some of the examples provided.

In our view, the example in Box 2, Sugar Producer, is not complete. The conclusion seems
to rely on product comparability, and not based on an analysis of the functions performed.

Section 5.4.3 in part Il discusses netback approaches. When a netback adjustment is
discussed for the transportation cost, it would be helpful to clarify that the tax authorities
should consider the same transportation route as chosen/ used by a taxpayer and not to
suggest any alternative route which, in the view of the tax authority, may be more
economically justifiable, as we have seen in practice. Moreover, we believe that netback
approaches require a deep functional analysis that was not provided in examples described
in the Toolkit (i.e. box 15 and box 16).

If you have any comments or questions, please contact:

Peter Algar +44 207 951 3570 palgar@uk.ey.com

Ronald van den Brekel +31 884079016 ronald.van.den.brekel@nl.ey.com
Milton Gonzdlez Malla +54 114318 1602 milton.gonzalez-malla@ar.ey.com
Paulo Mendonca +3512 179 12045 paulo.mendonca@pt.ey.com
Katherine Pinzon +55 11 2573 4009 katherine.pinzon1@br.ey.com
Michel Verhoosel +27 11502 0392 michel.verhoosel®za.ey.com
Evgenia Veter +7 495 660 4880 evgenia.veter@ru.ey.com

Yours sincerely,

On behalf of EY

Peter Griffin Ronald van den Brekel
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