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Dear Mr. Hickman, 

In the context of the BEPS Action Plan, Working Party No. 6 of the OECD has released on 

December 23, 2014, a discussion draft (the “Draft”) of the proposed modifications on revisions 

to Section D of Chapter I of the Transfer Pricing Guidelines (including risk, recharacterisation 

and special measures), issued simultaneously under Actions 8, 9 and 10 of the BEPS Action 

Plan.  

We wish to thank you for the opportunity to provide comments on this document.  Please note 

that our colleague Pat Breslin is providing a contribution on the rationale behind decision making 

and risks when dealing with early stages investments.  

In particular, we applaud the express introduction of relations between associated parties as the 

starting point for the application of the arm’s length principle in order to accurately delineate the 

actual transactions in a transfer pricing context.  We believe this will do justice to the text of 

article 9 of the OECD MTC. , and will potentially lift impediments in today’s state of the transfer 

pricing practice as a result of a too-direct, exclusive transactional focus and too-generic testing of 

outcomes.  As such, we would like to offer the following comments. 

1. Par. 1: The key aspects of a comparability analysis 

The Draft states:  

“There are two key aspects in such an analysis: the first aspect is to identify the 

commercial or financial relations between the associated enterprises and the conditions 

attaching to those relations in order that the controlled transaction is accurately 

delineated; the second aspect is to compare the conditions of the controlled transaction 

with the conditions of comparable transactions between independent enterprises.” 

However, there are circumstances where such direct comparison with comparable unrelated 

parties transactions is not possible. 

                                                 
1 These comments represent independent views of the authors and do not necessarily reflect the views of NERA Economic 

Consulting 
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In such circumstances, it is necessary to identify how unrelated parties would behave under the 

same set of relations and circumstances. The latter insight is needed all the more because, by 

nature, a large number of intercompany transactions is not of the type that unrelated parties 

engage in. 

In this respect it may be helpful to refer to what we call the Market Pricing Matrix, which 

reflects an indication of the most dominant transaction models in different types of relations.  It 

shows the patterns of behaviour of independent parties in price negotiations under different 

relationships.  It can help frame the bargaining position of the transacting parties and assess 

whether at arm’s length the parties would enter into transactions at the prevailing terms and 

conditions.  

The Market Pricing Matrix can be represented using a two dimensional diagram, where: 

 On the horizontal axis, one would see the impact of the relationship on capacity 

investment.  This impact can be either low when there are limited investments required 

to sustain the relationship or high when there are significant investments required to 

sustain the relationship.   

 On the vertical axis, one would place the nature of the relationship which can be either 

short term (at the bottom) or long term (at the top).   

Then, depending on the impact of the relationship and the nature of the relationship, it is possible 

to determine the most prevalent transactions models for price negotiations.   

 

 

An example of a relationship that requires a low investment in capacity and is essentially short 

term is the relationship between a traveller and any airline company.  Whilst there can be 

significant investments for an airline to maintain a fleet of planes and carry on its business, the 
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transactional relationship with any single traveller does not require any significant investment 

on either part.   

Arguably, a number of intra-group relationships are essentially long term in nature and may 

require significant investments in capacity. The Market Pricing Matrix would suggest that in 

such circumstance, the pricing would be open book / transparent between parties to a transaction 

or transactions.
2
  

At this stage, it is important to stress that the outcome in the table above do not have a direct 

implication on a preference in terms of transfer pricing method for testing purposes.  Namely, the 

open book transparent outcome does not mean that the profit split method will be selected in 

these situations.  

 

In similar circumstances, it is through bargaining analysis that conclusions have to be reached 

regarding the arm’s length nature of conditions for transactions.  It is by way of a value chain 

analysis that the respective bargaining positions of the relevant parties to a transaction can be 

assessed.  The explicit introduction of value chain analysis can be seen as the fruit of the BEPS 

Action Plan imperative that “rules to be developed will also require alignment of returns with 

value creation.”  

2. Par. 2: The role of contractual terms 

In line with the Draft, we are of the opinion that giving priority to contractual terms for 

transactions or dealings between related parties may be counterproductive as an analytical 

process approach in many if not most cases.  It is indeed, as the second sentence of par. 2 states, 

the conduct of parties as it follows from a functional analysis, augmented by a value chain 

analysis, which would reveal the relevant starting point.  This observation finds its confirmation 

in the reservations expressed in the Draft repeatedly, as can be seen in the examples in pars 4, 5, 

6, 7 and 8.  This is why we recommend that, in par 10, the contractual terms of the transaction 

would be presented as the last of the five comparability factors, as the relevance or 

appropriateness of related-party contracts can only be judged in light of the preceding ones.  

Placing it first might be seen as an encouragement to “structure reality through contracts” rather 

than seeing contracts as a confirmation or documentation of reality and, we think, would weaken 

the strong message that the OECD has been conveying through its latest publications, that 

economic substance should override contractual arrangements whenever the latter are not aligned 

on the former. 

3. Par. 12: Options realistically available 

We do believe, as pointed out by the OECD, that the consideration of the alternative options 

realistically available is a vital one and should be paramount to all transactions analysis.   

                                                 
2 The Market Pricing Matrix concept and the underlying principles are  discussed in further details in “The State of the Art in 

Comparability for Transfer Pricing,” International Transfer Pricing Journal, March/ April 2010 
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Transactions follow from the relational context which should be dealt with holistically, after 

having been reflected as per the value chain analysis and the other comparability factors.   

An essential part of the expression is the word “realistically”; it refers to the broad circumstances 

of the case at hand, and includes elements like imperfect knowledge and availability of 

information.  As such, we would suggest inserting the word “realistic (ally)” every time those 

available options are mentioned.  

4. Par. 16: Functional analysis 

It is stated in par. 16 of the Draft that  

“In particular, it is important to understand how value is generated by the group as a 

whole, the interdependencies of the functions performed by the parties with the rest of the 

group, and the contribution that the parties make to that value creation.”   

Enabling this understanding is the essential contribution of value chain analysis.  We encourage 

the OECD to be more explicit about what value chain analysis encompasses and what 

distinguishes it from functional analysis as it is reflected currently in the Transfer Pricing 

Guidelines.  We believe that the holistic starting point would be one of the distinctions.   

As a side remark, we note that sections D.1.1 to D.1.4 deal successively with the comparability 

factors whilst remaining silent about contracts. 

5. Section D.2: Risks and responsibility  

Par. 36 states 

“Identifying the risks included in commercial or financial relations is a critical part of a 

transfer pricing analysis.”   

We recommend adding “…risks and the allocation of responsibility for those risks …”  Indeed, 

in line with the OECD thinking as developed in this Draft, what we think is essential to a proper 

transfer pricing analysis is not only identifying the risk itself, but the allocation of the 

responsibility for managing it. Dealing with the risk, i.e., with the impact of uncertainty, requires 

the necessary capabilities and funding.  

We are convinced that an effective way to map the allocation would be to use the so-called 

responsibility profiles as developed for management control purposes.  These profiles 

(investment centers, profit centers, revenue centers, cost centers, expense centers) provide for a 

meaningful indication of roles and responsibilities in a way that descriptive terms like 

manufacturer, distributor, etc. cannot.  In line with this, we recommend, instead of speaking of 

“allocation of risks”, to refer to allocation of responsibility for risks. This recommendation may 

also concern the remainder of the draft. 
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6. The additional points (page 13 to 15 of the Draft) (1) 

We think that taking the above recommendations into account should hopefully help answering 

some of the questions raised in this section:  

 Considering the intra-group contractual arrangements at their right place,  

 Introducing the responsibility profiles,  

 Distinguishing a third aspect in comparability analysis, in combination with,  

 The extension of functional analysis by a value chain analysis,  

should allow for an improved practical application of the arm’s length principle. 

7. The additional points (2): Moral hazard 

As identified in the Draft, we believe the consideration of moral hazard to be one of the trickiest 

aspects of transfer pricing indeed. 

First, we would like to point out that moral hazard does exist in practice within MNEs.  As such, 

existing incentive mechanisms within MNEs (bonus schemes for managers for example), may 

turn out to be a relevant indicator of where effective control lies.  For this reason, we believe that 

control and risk are tied – as pointed out by the OECD notably in Chapter IX of the Guidelines.  

Yet, we agree with the OECD when it writes in its Draft that moral hazard may be more limited 

within MNEs compared with the marketplace.  This could be one of the reasons for the common 

existence of transactions within groups that are typically not seen between third parties. 

As regards the extent to which “contractual incentives [should] play in the allocation of risks”, 

we would like to observe that,  

 Contractual incentives between unrelated parties, as comparable points, may be useful 

references as part of a comparability analysis.  In essence, in order to provide incentives, 

contract need to remunerate each party in light of the value it has created.  This is what 

the arm’s length principle implies.  Hence, the fact that moral hazard should be reduced 

in an intra-group context should not be an argument for not using third party contracts as 

possible references.  

 We do not think contractual incentives in intercompany agreements should necessarily or 

systematically be taken into account in transfer pricing analyses.  First, it could be that 

the managers of the MNE entities are not evaluated on the basis of the intra-group 

agreements.  In such a case, the agreements do not provide real contractual incentives.  

Second, as made clear by the OECD in its Draft, what matters is the actual conduct of the 

parties: for instance, in some cases, one could argue that the entity that should be 
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rewarded for risk management is the one that actually manages the risk and not any other 

entity that is contractually responsible for or exposed to the risk.  

8. The additional points (3): Risk-return trade-off 

As economists, we believe that risk-return trade-off is an acceptable concept. As such, it is one 

of the foundational grounds of the Finance Theory (e.g., the Capital Asset Pricing Model). 

Risk transfer as part of risk management occurs routinely between third parties (through 

financial instruments) or within MNEs, for operational reasons: the centralization and 

streamlining of risk management, or the rise of the Chief Risk Officer in the C-Suite is a trend 

widely observable among MNEs.  Hence we believe that no prescriptive limit should be applied 

to risk-return trade-off or risk transfer transactions. 

We certainly acknowledge that this type of transaction does have a potential for BEPS, but more 

generally economic analyses are not immune to “manipulation” from malevolent taxpayers.  The 

answer may only come from more robust and accurate economic analyses.  Special measures or 

prescriptive regulations could trigger more uncertainty, regulatory burden, complexity and even 

BEPS potential.  They are not needed. 

As regards the ability to transfer risk without control, we would tend to believe that such transfer 

can only make sense if consistent with the results of a value chain analysis: if an enterprise were 

to transfer strategic risks, it would probably mean that it would change drastically its business 

model.  Such transfer of risk may seem unrealistic without transfer of control for the risks or 

significant changes in the organization.   

Please note that, as a principle, we would not advocate for specific rules specific to any industry 

(no ring-fencing) such as the financial industry, which abides by the same economic principles as 

other industries do.  Rules or guidance not applicable to a particular industry might be the hint of 

an inner flaw in the underlying concepts of such rules or guidance. 

9. Section  D.2.1: Categories of risk 

We praise the many clarifications brought by this section to elaborate on the nature and sources 

of risk. We think it does represent a considerable improvement to the previous risk section in the 

Transfer Pricing Guidelines.  However, we believe that the draft could be further completed and 

amended as suggested below:  

- Par. 41, 6
th

 sentence, speaks of “downside risk”; we would suggest replacing with 

“downside impact of risk.” 

- Par. 42 gives a list of sources of risk, as a “relevant framework in a transfer pricing 

analysis”.  By calling the list “non-exclusive” and denouncing any intention of suggesting 

a hierarchy of risk, the draft steps away from any analytical pretention of the list.  This 
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commands the question what the use of this categorization is.  Point is that the impact of 

risk differs for each category of risk.   

- a)  Strategic risks are regarded as similar to marketplace risks, and consequently as an 

externally driven phenomenon.  We would not support this view.  Indeed, we would tend 

to believe that strategic risks would be for instance the trigger for the decision to go for a 

certain industry, market and product range.  But the decision on how to implement those 

choices in practice, designing the business model, deciding which capabilities to build, 

what intangibles are relevant and how to develop the human capital is not external.  All 

those issues require managing internal challenges.  Consequently we think that two 

options would be possible: either include the intellectual (including human) capital (IC) 

risks in the strategic category, or distinguish them as a separate category.   

- b)  The aggregation of operational risks with infrastructure risks should be further 

thought about.  

- d)  The introduction of a category “transactional risks” is intriguing.  We believe those 

risks are rather the materialisation, or implementation consequences, of decisions 

regarding the strategic, IC, operational and/or financial risks.  Therefore, we would 

suggest that transactional risks are taken out of the list in the Draft.  

10. Section D.2.2: Allocation of responsibility for risk 

As discussed previously (see point 2. above), we don’t think that starting with contracts would 

send the right signal. We’d rather advocate for the following sequence: 

- Identify (through the VCA) the allocation of responsibility for risks; 

- Use responsibility profiles to confirm role and responsibilities of entities; 

- Only then, look at contracts as the confirmation. 

11. Par. 82: Introducing the “fundamental economic attributes” 

The Draft introduces a new term of art, the “fundamental economic attributes” of arrangements 

between unrelated parties.  We would advocate avoiding any new terms.  

As a matter of fact, the concept of “fundamental economic attributes” is the opening concept to 

the brand new section, D.4. which notably develops that:  

“Importantly, the mere fact that the transaction may not be seen between independent parties 

does not mean that it should not be recognised”.   

So, what does?   Section D.4.1 seems to give the drafter’s perception of why there is a need for 

non-recognition.  It appears that this has to do with the ability of MNE groups to create and 
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control “the environment in which transactions occur”.  MNE groups have “freedom to control 

their structures, including shareholding, capitalization and legal form”.  Par 86 goes on to say 

that “Structures based on multiple separate legal entities allow for separate legal ownership of 

assets, and location of activities and risks according to contracts between the separate legal 

entities.” 

In this perception, there is no place for the idea that enterprises in the first place try to be 

successful in carrying on their business, and then achieve continuity therein.  That requires 

designing a business model that meets challenges from the risk categories discussed above.  

Legal structures of enterprises are dictated by their business models, which have to take into 

account the operational requirements, and market and geo-political realities. The last two types 

of requirements don’t always coincide.   

Therefore, we would we recommend to reconsider the language and underlying principles of 

section D.4.1. 

12.  D.4.2: What now? 

In our first comment here above, we have suggested to distinguish a third aspect in comparability 

analysis, i.e., to identify how unrelated parties would behave and set conditions for transactions 

in circumstances that do not allow the identification of (conditions of) comparable transactions 

between independent enterprises.   

It is our opinion that, enabled by the imperative of alignment with value creation, this third 

aspect would take care of most of the concerns which drive the non-recognition propositions in 

the draft. 

On this particular point, the central concept of value creation makes explicit that the notion of 

value has always been an essential element in order to achieve a correct application of the arm’s 

length principle in transfer pricing.  As such, we would recommend that a next version of the 

Draft becomes more explicit about the concept of value, and consequently value creation, with 

value chain analysis as an analytical tool.  In this respect, we think that sections D.6 to D.8 

included in the Draft for convenience might deserve reconsideration as a result of a better 

understanding of drives and constitutes “value”.   

 

Pim Fris, Emmanuel Llinares, Vladimir Starkov 

London / Paris / Chicago 

February 2015 

 

 


