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Accounting & Tax Committee
Japan Foreign Trade Council, Inc.

Comments on the Discussion Draft on
Action10 (the use of profit splits in the context of global value chains)
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 Action 10: Discussion Draft on the
use of profit splits in the context of global value chains," released on December 16,
2014.

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 method (PS method) is useful for highly integrated
operations for which a one-sided transfer pricing method such as the
transactional net margin method (TNMM) would not be appropriate, and we
basically support the OECD's action with regard to evaluating complex high-level
functions and risk-bearing relationships between MNE groups in such operations,

and determining appropriate arm’s length prices.

But it would be a rush decision to conclude that the PS method should be applied

proactively simply because activities between associated enterprises are
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integrated or some functions that comparable companies do not have are
performed. The TNMM or the other transfer pricing methods could be applied
with a high degree of reliability even in such transactions. Taking into account
that there is a difficulty in application of the PS method which has been pointed
out in paragraph 2.114 and the other paragraphs of the current OECD Transfer
Pricing Guidelines (difficulties such as inadequate calculation of combined
revenue and selecting appropriate split factors) and large administrative burden
on taxpayers, it is not appropriate to apply the PS method extensively to cases in
which other transfer pricing methods could be applied.

Therefore, the PS method should be applied in cases in which related parties use
the assets, undertake the functions, and assume the risks in a highly integrated
and complex manner, and consequently it becomes impossible to find
appropriate comparable transactions, or more specifically in cases in which
parties to transactions between associated enterprises each possess key intangible
assets that are unique and valuable. Care must be taken when applying the PS
method in other cases. If the opinion of the tax authorities differs from that of the

taxpayers, the burden of proof should be borne by the tax authorities.

In addition, whether or not the PS method is applied should be determined after
considering the functions performed and risks assumed by the parties in MNE

group in a comprehensive manner.

Specific Comments
Concerning Scenario 1

- It seems not to be necessary to apply the PS method in a way of splitting the
profits between three OEMs simply because of their integrated activities. If the
activities of each OEMs are similar to the one of comparable company, it may be
appropriate to allocate each party the profit calculated by the TNMM.

It is necessary to perform the functional and risk analysis of the whole parties
including the Non-EU parent company, the contract manufacturing company
and the distributing company, and to consider the activities of comparable when

deciding whether the application of PS method is appropriate.

- Regarding Question 4, guidance would be necessary with regard to the method
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for specifying the profits and losses (gross profit or operating profit) to be subject
to profit splitting, and with regard to the method for selecting the key for profit
splitting.

Concerning Scenario 2(questions 5,6)

- If the technologies developed and acquired by Company R produce non-routine
return, the functions performed and of the risks assumed by its subsidiaries may
be relatively insignificant. In such a case, we would consider it is appropriate to
apply the TNMM testing subsidiaries' profits and losses.

- Even in cases where technologies acquired initially by Company R have already
become obsolescent, if subsidiaries only support Company R's development
activities to some extent, do not to generate their own new technologies, or do not
assume development risk, we would consider it is appropriate to apply the
TNMM testing each subsidiary.

- The profit split method would be appropriate only in the case where
1)technologies acquired initially by Company R have already become obsolescent,
2)subsidiaries undertakes development activities of new technologies at the
same or similar level compared with Company R, which successfully achieves

new technologies, and 3) subsidiaries assume the related development risk.
Concerning Scenario 3

- (regarding question 7) we support the use of "unique and valuable" as it is
defined for intangibles for the term "unique and valuable contribution" in
relation to the PS method.

- It could be interpreted that the profit split method is more appropriate as
transfer pricing method in this transaction, but the judgment as to whether
Company S is "not merely a routine distributor" and is a key source of
competitive advantage for that company is quite difficult.

If taxpayers recognize its role as “merely a routine distributor”, nevertheless tax
authorities insist different argument, tax authorities should bear the burden of
proof.

In deciding whether to apply the PS method in this scenario, the contributions of
company S which sells high technology industrial equipment is highly

—HtEEA BEESR
Japan Foreign Trade Council, Inc.



appreciated, but it is also necessary to consider from the aspect of the value
creation in the Group whether the activities of company S are important
compared with the value of equipment itself (It is described that customers place
high value on the reliability and performance of the equipment also in this
scenario.).

If the contribution to value creation is relatively low, it is not always necessary
to apply the PS method even though the activities of company S are not “merely
a routine”.

Moreover, if the information about the other company which operates similar
activities is available, one-sided methods such as the TNMM could be applied.

Concerning Fragmentation

- It is not appropriate to apply the PS method based on the only fact of
fragmentation. With regard to transactions in which no appropriate allocation
key can be found, it would be appropriate to apply the other transfer pricing
methods.

Concerning Scenario 5

- The potential lack of reliable comparables is referred to with regard to Scenario
5, but individual companies of the MNE group in this case are not considered to
undertake unique and highly valuable activities which makes it impossible to
select appropriate comparables. Therefore, we believe that it is possible to find
highly reliable comparables for applying the other transfer pricing methods.
Care should be taken not to reject the application of the other transfer pricing
methods purely on the basis of there being a mix of local business and regional

business.

- In view of this, the PS method should be considered only in cases in which it is

impossible for reliable comparables to be selected.

- Profit splitting factors would have to be rational, objective, and quantitative.
Since determining a standard split factor for all transactions would be difficult
and extremely cumbersome from a practical standpoint, it would be appropriate

to select them carefully for each transaction.

Aligning taxation with value creation
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- It 1s difficult to determine the uniform profit splitting factors applicable to MNE
because the process of its value creation varies from its industry or transaction.
Eventually profit splitting factors have to be determined by transactions, and to
avoid the conflict of view between tax payers and tax authorities, it is relevant
that appropriate measures have to be determined with advanced mutual
consultation between both parties by means of a process such as APA or more

convenient one.
Concerning Scenario 6

- Since profit splitting factors vary according to the distinctive characteristics of
industrial fields, it would be difficult to develop a common framework for
conducting multifactor profit split analysis, and there is a risk that it could
inadvertently give rise to double taxation. Given this, rather than conduct
compulsory multifactor profit split analysis, it will be important to choose
transfer pricing calculation methods based on considerations of transparency

and simplicity.
Concerning Scenario 7

- If unanticipated results create circumstances that are not routine, the causal
relationship between the residual profit split factors and the causes of the
unanticipated results should be assessed and classified. If the relationship is
close, there is no problem with using previously determined split factors, but if
the relationship is weak, the split should be made in accordance with different

factors.
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