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Discussion Draft on BEPS Action 10:  Use of Profit Split in the Context of Global 
Value Chains 

Comments by NERA Economic Consulting  

 

Dear Mr. Hickman, 

 

NERA is pleased to comment on the important question of using profit splits to “Assure that 

transfer pricing outcomes are in line with value creation” in the context of “other high-risk 

transactions” of the BEPS Action Plan.  NERA wishes to thank you for the opportunity to 

provide comments on the Working Party No. 6 Discussion Draft dated 16 December 2014. 

 

The Discussion Draft does an admirable job to identify and describe a broad range of potential 

situations where a transactional profit split method or some variant thereof might guide 

taxpayers and tax authorities in determining a transfer pricing outcome consistent with the 

arm’s length standard and the underlying economics of value creation.  The “scenarios” 

identified in the Draft are wide-ranging and provocative, as are many of the hypothesized 

methods proposed to be applied in determining an arm’s length result based on applying the 

profit split method.  This being said, whether they are called scenarios or examples, 

illustrations of this kind should always be recognized for what they are: simplified, hypothetical 

case situations.  The challenge in judging the arm’s length character of related party 

transactions in a specific real-life situation is in the first place in establishing the relations 

between the parties of which the transactions are the expression.   

 

We believe that profit split methods will play a critical role in OECD’s realization of its BEPS 

objectives and that the consequences of establishing a proper framework for profit splits 

consistent with the arm’s length standard and the principles of value creation are profound in 

terms of promoting both underlying tax principles and global economic efficiency.  

Accordingly, we applaud OECD in its ongoing review of the role of profit splits in future 

transfer pricing policy and their implications for the overall structure of global transfer pricing 

regimes, policies, methods, and documentation standards. 

 

Historically, profit split methods have come to be recognized more prominently in transfer 

pricing guidance only recently, beginning with the revised US Section 482 regulations in 1994 

and the subsequent OECD Guidelines published in 1995.  The development of the residual 

profit split method (RPSM), in particular, which arguably was articulated initially in the 1988 

U.S. Treasury White Paper
1
, provided the needed integration between “one-sided” transactional 

                                                 
1
 Treasury Department & Internal Revenue Service, “A Study of Intercompany Pricing,” October 18, 1988, pp. 99-

102.  Available at http://www.archive.org/stream/studyofintercomp00unit#page/n21/mode/2up.  See also Eli 

Lilly & Co. vs. Commissioner, 84 T.C. 996, 1151-67 (1985), wherein the Tax Court applied RPSM to 

http://www.archive.org/stream/studyofintercomp00unit#page/n21/mode/2up
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methods to value functions and risks for which suitable independent transactions are available 

as comparators and inherently “two-sided” transactional methods for which such external 

evidence is absent or unreliable.  And while the 2010 revisions to Chapters I-III of OECD’s 

Transfer Pricing Guidelines have upgraded the profit split method from a “method of last 

resort” to one of equal stature with other one-sided methods, depending upon the transactional 

circumstances and available alternatives, OECD’s guidance on its applicability and mode of 

application still remains relatively vague and tenuous.  The BEPS initiative provides an 

opportunity to revisit these provisions and to strengthen them in light of what is referred to as 

the “digital economy” and in response to perceived abuses or ambiguities that may be 

addressed thereby. 

 

In this regard, an important consideration is the degree to which tax administrations may need 

and indeed require consolidated value chain data in order to ascertain potential profit anomalies 

that are at variance with arm’s length principles and the economics of value creation.  The 

underlying theoretical basis for such requirements is the economic theory of the firm, which 

recognizes the fundamental joint nature of collaboration between a firm’s participants in 

combining their talents and resources to create value in excess of what they are able to achieve 

as separate economic agents.
2
  The effect of the digital economy is the intensification and 

fragmentation of that collaboration, rendering integrated business models more prominent, 

entities more and more interchangeable, and the location of activities less and less fixed, 

permanent or even traceable.   

 

Yet, country-by-country reporting of MNCs financial results, as proposed in the Discussion 

Draft in response to the BEPS Action Item 13, should not be viewed as a proxy or a substitute 

for value chain analysis. Value chain analysis focuses on the series of related-party transactions 

that lead to the ultimate arm’s length transaction at a given destination (e.g., specific 

geographical market, customer group, etc.) while country-by-country reporting provides 

financial results for one or several legal entities located in specific territories and will, in most 

cases, reflect a multitude of diverse and potentially unrelated  transactions. 

  

It should not be presumed, however, that application of the value chain analysis to 

intercompany transactions will inevitably lead to a broader use of profit split methods.  One-

sided methods do have their proper place in circumstances where the relationships between 

related parties are sufficiently proximate to independent third-party transactions for such 

transactions to be reliably probative as comparators (including the cases when sufficiently 

reliable adjustments can be made to account for the differences between related-party and arm’s 

length transactions).  The pricing of intercompany transactions in accordance with the 

principles of value creation should take into account the joint venture nature of integrated 

                                                                                                                                                           
determine the split of consolidated operating income between Eli Lilly & Company and its Puerto Rican 

subsidiary. 

2
 See R. Coase, “The Nature of the Firm,” 4 Economica (New Series) 386 (1937) and O. Williamson, 

“Transaction-Cost Economics: The Governance of Contractual Relations,” 22 Journal of Law & Economics 

233 (1979) and related economic literature derived from these papers. 
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undertakings within a firm whenever such joint venture relationships are evident, such as in 

cases when all parties to the transaction provide valuable non-routine contributions or create 

synergies through group activities. 

 

OECD’s January 2014 Discussion Draft on Transfer Pricing Documentation and CbC 

Reporting would require disclosure of consolidated financial statement information together 

with country-by-country reporting of revenues, earnings, assets, employee headcount, and 

intercompany payments and receipts, although not necessarily at a segmented level for 

individual value chains or identifiable business segments.
3
  While one cannot predict with any 

certainty the extent to which such requirements may be implemented or enforced in the future, 

it seems clear that the role of profit splits will continue to expand under the OECD BEPS 

initiative.  The immediate question is what additional guidance may be needed to facilitate 

proper application of profit split principles so as to avoid opportunistic profit allocations and 

tax incentives that are ultimately inefficient or counter-productive.  The 1988 Treasury White 

Paper articulated in this respect: 

 

 “There are, therefore, two types of arm’s length 

transactions to consider - - one in which the parties remain 

independent and another in which the two parties make an arm’s 

length agreement to affiliate by merger, joint venture, acquisition, 

or simply through the hiring of local labor and capital within a 

subsidiary.  Restricting attention to transactions between parties 

that remain unrelated can fail to accomplish the objective of 

allocating to each party its contribution to income, if such 

transactions do not accurately reflect the actual relations between 

the related parties. 

“Another way of describing the arm’s length agreements that have 

to be considered is to say that they are the arrangements that 

would be made between unrelated parties if they could choose to 

have the costs of related parties - - i.e., to use the related party 

technology.  In general, tax rules should distort business decisions 

as little as possible because rules that minimize such distortions 

will lead to the greatest possible production efficiency.  Transfer 

pricing rules will allow the most efficient production technology to 

come to the fore if, holding the cost functions constant, they result 

in the same tax burdens whether or not the parties are related.  In 

other words, if unrelated parties somehow had access to the 

technology available to related parties, their operations should not 

result in more or less total taxes than would be paid by a 

multinational using this technology.  The difficulty, of course, is 

                                                 
3
 Cf. Annexes I-III of the Discussion Draft. 
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the practical application of this interpretation of the arm’s length 

standard.”
4
 

 

NERA proposes that the above observations are an appropriate lens for OECD in its 

examination of potential solutions to the numerous and varied scenarios presented in the 

December 2014 Discussion Draft.  That implies taking as a starting point the relations between 

parties involved in a joint value creation (“cohesive business operations” in the wording of the 

discussion draft for BEPS Action 7) prior to mapping the role of individual entities and to 

identifying relevant transactions.  We summarize the scenarios briefly as follows, with an 

understanding that considerably more attention is required as the Working Party No. 6 dialogue 

continues on this topic. 

 

Scenario 1 posits a multi-country trading situation wherein conventional technology 

intangibles have been licensed-in by all parties, and the trading partners create incremental 

value primarily through entrepreneurial decisions concerning their product portfolios, strategic 

marketing, and similar choices.  Conventional entrepreneurial profit drivers like R&D and 

advertising are assumed to be relatively unimportant as success factors as compared with other 

business management factors that are arguably less self-evident or objectively measured.  The 

question is whether or not transactional profit split methods are applicable in such situations 

and, if so, what allocation methods are most appropriate.  One such method described later in 

the Discussion Draft (paragraph 37) suggests applying a three-factor formula based on 

production capacity, headcount, and value of production to divide the post-royalty residual 

profits of the parties.  Viewed from the perspective of value creation and the arm’s length 

standard, such a three-factor formula approach might capture the relative entrepreneurial 

contributions appropriately, but this would need to be a finding of fact and not an a priori 

condition or safe harbor.  A deeper understanding of the relevant success factors and their 

drivers is needed, again from a value chain and value creation perspective, to elucidate the 

relative entrepreneurial contributions within the group and to enable an objective determination 

consistent with RPSM principles.  OECD guidance and examples concerning processes for 

evaluating and documenting the relevant weightings in such a contribution analysis (i.e., the 

contribution to a joint value creation by each of the parties involved) would be welcome.  

These could include, for example, guidance on how to infer value contributions based on salary 

and bonus compensation arrangements that leverages evidence from labor markets.  Another 

such area where guidance would be helpful is in establishing objective factors based on expert 

surveys and similar assessments by personnel with relevant knowledge and understanding of 

the value creation process within the given organization. 

 

Scenario 2 describes an internet services business that combines a sophisticated global 

technology platform with locally developed adaptations and demand generation activities.  If a 

transaction profit split method is to be applied in this situation, the challenge is how to value 

the relative contributions of the parties, consisting of relatively long-duration investments in the 

overall global platform, on the one hand, and comparatively short-duration local marketing and 

                                                 
4
 U.S. Treasury 1988 White Paper, page 88. 
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local adaptations on the other.  Unlike Scenario 1, the nexus between entrepreneurial 

investment outlays and their realization in terms of software functionality and sales revenues is 

visible and in principle measurable consistent with RPSM principles applicable in other 

industries.  This would include, as with any RPSM application, a possible determination that 

the functions and risks undertaken by the local subsidiaries can be reliably benchmarked using 

one-sided methods in place of the RPSM.  A comparable profit split method based on internal 

transactions with third-party local service providers may also be relevant if such transactions 

exist and are sufficiently comparable to the related party transactions. 

 

Scenario 3 highlights the concept of “unique and valuable intangibles” as being an essential 

feature of bilateral (or even multilateral) transactional profit split applications, and it questions 

how such contributions are most appropriately defined.  In practice, the conventional “litmus 

test” for determining entrepreneurial, non-routine contributions is whether or not the 

contributions in question can be evaluated reliably based on third-party evidence from one-

sided transactions.  This is a facts and circumstances test that is ultimately a matter of judgment 

based on the available evidence and the availability of suitable comparators.  Future guidance 

could emphasize the significance of this distinction and factors to consider in establishing 

findings with respect to it. 

 

Scenario 4 posits a similar situation in which the different entities within a multinational 

enterprise (MNE) share in development risks in an integrated value chain.  A transactional 

profit split approach seems appropriate, based on the joint venture analogy and the 

entrepreneurial nature of the underlying risks undertaken by each party.  The discussion 

following Scenario 4 goes on to pose a related question of whether or not a high degree of 

integration in terms of functions, assets, and/or risks in the context of a fragmented value chain 

structure within a MNE is not sufficient rationale to employ a transactional profit split method 

in lieu of one-sided transactional methods.  The RPSM using a return on assets approach to 

evaluating “routine” or “functional” rewards prior to allocating the residual profits or losses 

attributed to entrepreneurial contributions is currently the leading paradigm for determining 

arm’s length results in such situations.  Since all relevant value chain assets, functions, and 

risks are accounted for in this approach, it appropriately addresses “the broader context of the 

MNE group’s business operations… and their contribution to value creation” in a value chain 

context.  It also takes into account the economies of integration, scale, and scope that are 

achieved by the parties and rewards each party in proportion to its value contribution, 

consistent with the underlying tax policy objectives outlined above.  Future guidance should 

consider the appropriateness of establishing “routine” or functional returns based exclusively 

on localized country-by-country profit level indicators (PLIs) and associated arm’s length 

ranges or if these indicators need to be aligned across countries and under what circumstances 

such alignment is indicated to ensure an overall arm’s length result.
5
 

 

                                                 
5
 See section 10.4 of “Profit Split Methods,” Chapter 10 in the Practical Guide to U.S. Transfer Pricing (Lexis 

Nexis) for additional perspectives on this. 
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Scenario 5 posits a similar problematic situation for potential application of a transactional 

profit split method where reliable comparators are not available for evaluating functions and 

risks that ordinarily might be treated as routine contributions.  In the example given, a global 

supplier of stationary has a mix of local and regional business relationships in each of several 

countries, and the mix varies year to year making one-sided methods impractical or unreliable 

in application.  Assuming, further, that the business operations are predominantly routine, so 

that entrepreneurial profits are relatively immaterial, can a profit split approach nonetheless be 

justified in place of one-sided transactional methods?  Factors contributing to making such an 

approach more appropriate than other alternatives would include: (1) the significance of 

regional accounts whose servicing in effect creates a joint venture proposition for the entities 

selling to those accounts, and (2) considerations described above in connection with Scenario 4 

concerning the integration of routine results across group members.  Future guidance could 

address the tradeoff between interquartile ranges and similar regulatory prescriptions as “safe 

harbors” and the ultimate goal of achieving an allocation of group profits that is consistent with 

the value creation principle and the contributions and risks undertaken by the group members. 

 

Scenario 6 suggests a framework for determining such an allocation based in part on an 

assessment of the multinational group’s key value drivers and the role of group personnel in 

achieving results through their individual contributions and accountabilities.  As suggested 

above in connection with Scenario 1, compensation arrangements with key personnel may 

provide objective third-party evidence from the labor market that may be directly relevant to 

such determinations.  Guidance could be developed further in terms of examples and 

illustrations, in addition to the regulatory context (e.g., Advance Pricing Agreements, Mutual 

Agreement Procedures, etc.) in which such approaches could be applied by tax administrations. 

 

Scenarios 7 through 9 raise the question of whether, in the absence of a specific contractual 

relationship establishing the risks of the parties to a joint undertaking, ex post outcomes could 

be adjusted to reflect imputed ex ante risk assignments notwithstanding actual outcomes.  Thus, 

for example, in the illustration posed for Scenario 7, the parties might be deemed to split the ex-

ante combined profits based on their budgeted development cost contributions notwithstanding 

an actual variance in development costs vis-à-vis budgeted amounts.  A similar example is 

when actual outcomes are affected materially by some unforeseen external event that is 

fundamentally unrelated to the entrepreneurial investments undertaken by the parties but which 

nonetheless significantly impairs the outcome achieved: while the entrepreneurial contributions 

of the parties might appropriately be rewarded based on the ex- ante contributions in the 

absence of the external event, the ultimate risk-taking vis-à-vis the external event may be more 

appropriately be viewed as an overall enterprise risk that is not directly shared based on 

entrepreneurial contributions.  Unforeseeable enterprise risks are a similar category of risks that 

may require such exceptional treatment.  Future regulatory guidance should recognize such 

exceptions and provide insights as to how to administer transactional profit splits in such 

circumstances.  Scenario 9 provides an example of how independently determined group 

compensation arrangements may provide useful guidance concerning dealing differently with 

losses vis-à-vis profits in specific situations.   
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To summarize, we feel that the current Discussion Draft has done a good job of setting forth the 

scope of generic case situations and transactional circumstances within which the transactional 

profit split method can provide needed guidance consistent with the underlying premises of tax 

policy and value creation that are at the heart of the BEPS initiative.  The RPSM in particular 

has promised to be a constructive and versatile framework within which to develop and 

administer transfer pricing policy effectively, and we welcome the articulation of further 

guidance that will provide insights to practitioners in its proper use and effective guidance to 

tax administrations in its application.  For such guidance to be effective, OECD is encouraged 

to be more explicit than currently in Chapters I-III of the Transfer Pricing Guidelines in respect 

of the concept of value creation, which constitutes the core consideration for judging the 

correctness of intercompany profit attributions for tax purposes, and of the analytical metrics 

applied to establish the relevant relative relations within the MNE or other relevant business, 

i.e., the value chain analysis. 

 

 

Harlow Higinbotham, Emmanuel Llinares, Pim Fris 

Chicago / Paris / London 

February 2015 

 


