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Document No.167
September 5, 2016

The Tax Treaties, Transfer Pricing and Financial transactions Division

Organisation for Economic Cooperation and Development

Accounting & Tax Committee

Japan Foreign Trade Council, Inc.

Comments on Discussion Draft on BEPS Actions 8-10
(Additional Guidance on the Revised Guidance on Profit Splits)
of the BEPS Action Plan

The following are the comments of the Accounting & Tax Committee of the Japan Foreign
Trade Council, Inc. (JFTC) in response to the invitation to public comments by the OECD
regarding the “BEPS ACTIONS 8-10: Public Discussion Draft on Revised Guidance on
Profit Splits” released on July 4™ 2016.

The JFTC is a trade-industry association with Japanese trading companies and trading
organizations as its core members. One of the main activities of JFTC’s Accounting & Tax
Committee is to submit specific policy proposals and requests concerning tax matters.
Member companies of the JFTC Accounting & Tax Committee are listed at the end of this

document.

General Comments

The transactional profit split (hereinafter referred to as “PS”’) method is useful when business
operations are highly integrated and reliable comparables are not identified. We therefore
basically support the OECD’s efforts to stipulate the detailed guidance with regard to
application of the PS method.

Especially, we appreciate that the OECD issued a specific guidance on application of the PS
method such that splitting actual profits is not an appropriate transfer pricing method when
one of associated enterprises performs only simple functions, only the fact that reliable
comparables are not identified does not necessarily form a solid basis for applying the PS

method, etc.

However, the draft guidance is still unclear in many points. It is essential that these be
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clarified further to ensure consistent application of the PS method.

In addition, as the OECD also indicated the difficulty in application of the PS method in the
discussion draft as weakness of the PS method, it is difficult to reach consensus on its
application between a taxpayer and a tax administration, or between (among) tax
administrations of two (or more) countries. We are concerned that taxpayers might be forced
additional burdens, which may unduly harm the competitiveness of taxpayers. We are also
concerned that the difficulty in applying the PS method leads to inefficiency of tax

enforcement.

Therefore, the PS method should be applied in cases where each party to the controlled
transaction possesses unique, valuable, and significant intangible assets and consequently it
becomes impossible to find reliable comparables. The PS method should not be easily applied
solely because it is difficult to identify reliable comparables with complexity of value chain or

business integration.

It is also necessary to clarify that the burden of proof should be imposed on the tax

administrations if the opinion of tax administrations differs from that of taxpayers.

Specific Comments
Actual profits and anticipated profits (Q. 1 and 2)

The situation where the PS of anticipated profits should be applied is unclear. In order to
prevent tax administrations from abusing the PS of anticipated profits against taxpayers’
intension, the guidelines should set out clearly the cases where the PS of anticipated profits
is the most appropriate/not appropriate. For instance, it should be made clear that the PS of
anticipated profits should not be applied in cases where only one party has significant
intangibles.

We understand that the PS of actual profits provides solution in cases where business
operations of two or more associated enterprises are highly integrated and they share
economically significant risks. However, the definitions of “highly integrated business
operations” and “sharing of economically significant risks” are not clearly stated, which
could unduly expand tax administrations’ discretion with regard to application of the PS of
actual profits and reduce predictability for taxpayers. Therefore, in order to ensure
predictability for taxpayers, the applicability of the PS of actual profits should be clearly
indicated such that applying it only when each party to the transaction has significant
intangibles and value is created by mutual use of those intangibles. In other words, it
should be made clear that the PS of actual profits should not be applied in cases where only
one party has significant intangibles
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Strengths and weaknesses of the PS method (Q. 4)

We understand that strengths and weaknesses of the PS method are appropriately recognized
and summarized. The practical difficulty of applying the PS method is a particularly major
weakness, as noted in the discussion draft. That is, (1) deciding the scope of revenue and cost
information to be gathered in application of the PS method, (2) how to gather the revenue and
cost information (it is doubtful whether the information can be gathered adequately), and (3)
taxpayer’s administrative and cost burden is expected to increase by the analysis of such
information even when the information can be gathered and the PS method is susceptible to
many estimates. Moreover, as the discussion draft notes, “in most cases tax administration
will not be able to perform the analysis or verify the information without full co-operation
from the taxpayer”, and we are concerned that a considerable administrative burden will be
imposed on enterprises in cooperating with attempts by tax administrations to verify transfer
pricing based on the PS method. If the PS method is widely applied, this burden may unduly
harm the competitiveness of enterprises in practice. In light of these factors, the PS method

should be applied carefully.

Most appropriate method

Q. 6)

The definition of “risk sharing” should be made clear, otherwise the discretion of tax
administrations regarding application of the PS method may be unduly expanded. As noted
above, a typical example of “risk sharing” could be defined as each associated enterprise to
the transaction possesses significant intangibles and value is created by mutual use of those
intangibles; and application of the PS method should be limited to the situation where some

significant intangibles are involved.

Q. 7)

Our understanding is that the PS of anticipated profits requires less “highly integrated
business operations” and “sharing of economically significant risks” than the PS of actual
profits. However, it is inappropriate to easily conclude that the PS method based on the
splitting of anticipated profits should be automatically applied in case where there are no
“highly integrated business operations” and ‘“sharing of economically significant risks”
between (among) parties to the transaction even if there are no comparables. In other words, if
there are no comparables, the most appropriate method should be selected from among

transfer pricing methods including other than the PS method.
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Value chain analysis (Q. 13)

We acknowledge that a value chain analysis can be useful to understand the actual
transactions in some cases. However, there are situations where transactions can be accurately
delineated without such an analysis. In such situations, legal obligation for taxpayers to
conduct a value chain analysis would put an unnecessary cost burden on them. Therefore, a
value chain analysis should not be made mandatory as long as taxpayers accurately delineate
transactions. Also, it should be stated clearly that, if a value chain analysis is required, a tax
administration has the obligation to explain the necessity of analysis to a taxpayer. (We are
concerned about the fact that a certain country legally obliges taxpayers to perform a value

chain analysis.)

Profit splitting factors (Q. 15)

It should be clearly indicated with some examples how Contribution Profit Split Method
and Residual Profit Split Method are applied differently.

Examples should be provided with the same level of complexity as the actual business. For
example, questions arise when a contribution analysis concludes that each party of A and B
contribute fifty-fifty, but the currency value in the country where A is located is
significantly higher than that in the country where B is located, whether it is appropriate to
divide profits by fifty percent.
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