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Comments on the Public Discussion Draft on  

REVISED GUIDANCE ON PROFIT SPLITS 

These comments have been prepared by the BEPS Monitoring Group (BMG). The BMG is a 

network of experts on various aspects of international tax, set up by a number of civil society 
organizations which research and campaign for tax justice including the Global Alliance for 
Tax Justice, Red de Justicia Fiscal de America Latina y el Caribe, Tax Justice Network, 

Christian Aid, Action Aid, Oxfam, and Tax Research UK. These comments have not been 
approved in advance by these organizations, which do not necessarily accept every detail or 

specific point made here, but they support the work of the BMG and endorse its general 
perspectives. They have been drafted by Jeffery Kadet, with contributions and comments 
from Tommaso Faccio, Sol Picciotto and Cristián Garate. 

We appreciate the opportunity to provide these comments, and are happy for them to be 
published. We would also be willing to speak at the public consultation in November.  

September 2017 

GENERAL REMARKS 

This discussion draft (DD) offers a rewrite of Section C in Part III of Chapter II of the 
Transfer Pricing Guidelines. Such a rewrite is overdue, as there has not been a comprehensive 
re-examination of the profit-split method (PSM) since it was included in the Guidelines in 

1995.  

This DD is written in a much clearer way than the existing section and we welcome the effort 

that has been made. However, we regret that the opportunity has not been taken to develop 
and extend the PSM to make it easier to use. In our view this would be the most effective way 
forward to achieving the central mandate of the BEPS project, to ensure that multinationals 

are taxed ‘where economic activities occur and value is created’. In these comments we 
provide a specific approach that would allow easy use for tax authorities and taxpayers alike. 

The principal reason for this is that solely objective factors (e.g. personnel, assets, etc.) are 
used to apportion profits. This approach would ignore internal group-controlled and tax-
motivated arrangements such as intercompany contractual terms. It would also dispense with 

the need for subjective value judgments, greatly reducing the potential for conflict and 
uncertainty. 

The BEPS 

Monitoring 

Group 

https://bepsmonitoringgroup.wordpress.com/
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It is evident from this DD that there remain deep divergences both among OECD member 
states as well as the much wider group now participating in the BEPS process through the 

Inclusive Framework, on how this can be done. Hence, we are grateful for this opportunity to 
restate and amplify some of our earlier suggestions, as well as adding some new ones, which 

we hope will contribute to the wider debate that is clearly still necessary.  

SPECIFIC COMMENTS 

1. Inappropriate Focus on Risk Rather Than on What Creates Value  

The mandate for the BEPS project was to align profit with value creation. Focusing on an 

MNE and its operations, the factors that create value are assets, personnel, and activities. 
Business and commercial benefits and risks are of course inherent to the entire business 
process. However, any assignment of risks to an MNE’s group members, even when focusing 

on the people who manage and control that risk or the entities that have the financial 
capability to undertake risk, will always be terribly subjective. Especially the financial 

capability to undertake risk, that is something that is fully contro llable through internal (and 
often tax motivated) decisions and intercompany transactions. Even focusing on the people 
who manage and control risk can sometimes provide nonsensical results. For example, 

personnel in one location who make decisions concerning advertising spend in multiple 
jurisdictions should not create a highly weighted “risk” factor that warrants the recognition of 

significant profit within that location. 

The power and benefit of the PSM as a fair approach to better align profits with value 
creation is the ability to apply profit shifting factors that are objective and not subject to MNE 

manipulation. 

Despite this ability to focus on the objective, the Discussion Draft includes over 80 uses of 
the word “risk”. We understand that some of the focus on “risk” is to identify where a 

situation might call for application of the PSM. However, we recommend that this over-
weighted focus and attention on “risk” be reassessed so that more attention can be paid to 

objective factors that reflect integrated operations for which the PSM will be appropriate. 
Paying more attention to such objective factors that are not subject to MNE manipulation will 
strengthen the PSM. 

2. Time for Practical Approach for Common Business Models 

Section C.3, paragraph 31 on Guidance for Application appropriately notes: 

Application of the method will depend on the facts and circumstances of the case and 
the information available…  

Paragraph 51 includes: 

…It is therefore not desirable to establish a prescriptive list of criteria or allocation 
keys. … 

We of course agree that applying the facts and circumstances of each taxpayer situation will 
provide the “best” and most “correct” answer. It must be accepted, however, that the 
application of any transfer pricing method, including even the comparable uncontrolled price 

method, is simply an estimate. Each application of any transfer pricing method will involve 
significant subjective judgments that will materially affect the outcome. These subjectively 

determined outcomes will often be a range of possible pricing. 

Despite the individual and factual nature of functional and other transfer pricing analyses, the 
inherently subjective application and the ranges of estimated outcomes means that this is, at 

best, an inexact science. Labeling it an “art” is probably more accurate. When the amount of 
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time and effort that taxpayers and under-resourced tax authorities must expend to deal with 
transfer pricing is considered along with the estimated range of outcomes, it is high time to 

accept a practical balance between theoretical correctness and practicality for certain 
commonly used business models. Unless practical approaches are developed and 

implemented for such models, there will be little or no meaningful reduction in BEPS 
motivated structuring attributable to tax authority efforts.  

We are not suggesting that the profit split method with concrete allocation keys and 

weightings should be used for all situations, or even necessarily a majority of situations. 
Rather, we believe that a significant number of MNEs operate through a limited number of 

sufficiently similar business models. For these models, the Working Group, along with other 
interested groups (e.g. the Committee of Experts, the OECD Forum on Tax Administration, 
etc.), could after some study arrive at concrete allocation keys and weightings. Guidance 

would also be provided for each model on the use of operating profits or gross profits and 
other issues of application such as application of the contribution analysis or residual 

analysis. Such keys, weightings, and other guidance would create easy-to-determine transfer 
pricing results that are both reasonable estimates and fair to taxpayers and tax authorities 
alike. They will achieve a reliable approximation of the division of profits that would have 

been agreed between independent parties.  

Several factors demonstrate in a compelling fashion that it is now time to provide taxpayers 

and tax authorities with a convenient and low-resource consuming approach under the PSM 
to determine transfer pricing or assess the acceptableness of transfer pricing used. One is the 
serious disadvantage of relevant tax authorities in knowledge of an MNE, its actual 

operations, and its industry. Another is the reality of the pervasiveness amongst MNEs of 
BEPS structures including aggressive transfer pricing. MNEs have full freedom, and they 

exercise that freedom liberally, to create from a blank page whatever structure of multiple 
entities and intercompany agreements will best minimize their tax obligations by separating 
the creation of value from the recording of revenues and profits. A further factor is the stark 

mismatch of the resources available to tax authorities versus those available to taxpayers. 
There is no level playing field. 

If the Working Party wishes to make a real difference, then it must consider approaches that 
will make the application of the PSM a practical reality.  

The BEPS Monitoring Group has consistently suggested the creation of concrete allocation 

keys and weightings that would be applied to common business models. It is time to take up 
this approach by identifying those common business models and deciding upon the keys and 

weightings. While the Working Party may choose to apply the “residual analysis” (Section 
C.3.1.2) to some common business models, we recommend that the “contribution analysis” 
(Section C.3.1.1) be applied to keep the process as simple and straightforward as possible. 

Once allocation keys and weightings have been created, the TPG should provide that such 
keys and weightings would apply except in those limited cases where a taxpayer is able to 

establish to the satisfaction of the relevant tax authority that modifications are warranted to 
the keys and/or weightings. 

For the convenience of the reader, we have included as Appendix B an article that describes 

this practical approach and includes details with specific examples. This article, “Expansion 
of the Profit-Split Method: The Wave of the Future”, dated 30 March 2015, was published in 

Tax Notes International (77 TI 1183). It is also available at: 
http://ssrn.com/abstract=2593548. 

3. Use of the Profit Split Method in Determining Profits of a Permanent Establishment  

http://ssrn.com/abstract=2593548
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In some instances, where a non-resident enterprise maintains a permanent establishment (PE) 
in a host country, whether through its own personnel or through a dependent agent PE, the 

most appropriate approach to determining the profit attributable to that PE will be through the 
PSM. See our separate comments also of September 2017 on the 22 June 2017 discussion 

draft on profits attributable to PEs. It explains economically why in certain situations the 
profit split method will often be the most appropriate transfer pricing method for determining 
the profits of a PE. 

Paragraph 14 provides, in part: 

…Where the accurate delineation of the transaction determines that one party to the 

transaction performs only simple functions, does not assume economically significant 
risks in relation to the transaction and does not otherwise make any contribution 
which is unique and valuable (e.g. contract manufacturing or contract service 

activities in relevant circumstances), a transactional profit split method typically 
would not be appropriate since a share of profits (which may be impacted by the 

playing out of the economically significant risks) would be unlikely to represent an 
arm’s length outcome for such contributions or risk assumption. …  

We of course agree this this is clear and appropriate guidance. Say, however, that the 

activities of a related party (ServiceCo) that conducts contract service activities causes a 
permanent establishment of the other party (SalesCo or WebAvertisingCo) to exist in the host 

country under the newly expanded Article 5 permanent establishment rules. While this 
guidance that the PSM will not likely be appropriate for determining the profits of ServiceCo, 
the PSM may well be the most appropriate basis for determining the profits of the permanent 

establishment under Article 7. 

To provide details of why this may well be the case, we have included as Appendix A 

comments we made in an earlier submission made on 12 June 2015. 

While we would prefer to see additional guidance in the text and perhaps the addition of an 
appropriate example, we suggest at a minimum that a footnote be added at the end of the 

above quoted sentence from paragraph 14. The footnote could read as follows: 

Although the profit split method would be unlikely to represent an arm’s length 

outcome for the contract manufacturer or contract service provider, where the 
activities of that provider cause the other party to maintain a permanent 
establishment under Article 5, then the profit split method may provide the most 

appropriate method to apply as a basis for determining the profits of the permanent 
establishment. 

4. Comparables vs PSM 

Paragraph 14 of the current DD states: 

An appropriate method using uncontrolled transactions that are comparable, but not 

identical to the controlled transactions is likely to be more reliable than an 
inappropriate use of the transactional profit split method. [Emphasis added.] 

The Toolkit for Addressing Difficulties in Accessing Comparables Data for Transfer Pricing 
Analyses published by the Platform for Collaboration on Tax in June 2017 identifies the lack 
of appropriate data on comparables as one of the of key challenges in conducting 

comparability analyses by tax administrations.  

Developing countries in particular face problems of a lack of data, the often low quality of 

the limited data that is available, and the need for imprecise and subjective comparability 
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adjustments. The Toolkit reports that for more than 164 countries in 2013 there was not 
sufficient comparable data. This is a key flaw in the use of any method that utilizes 

comparables as the basis to allocate profits to an associated enterprise. The problem is not 
just a lack of data; rather it is because true comparables generally do not exist. This is due to 

the real competitive advantages enjoyed by MNEs resulting from their economies of scale 
and their operational integration and the synergies that result therefrom. 

There is simply no evidence available to support an argument that using uncontrolled 

transactions that are comparable, but not identical to the controlled transactions, is likely to 
be more reliable than a use of the transactional profit split method. We recommend that the 

above paragraph be removed.  

Furthermore, where there is a lack of information on close comparables, we recommend that 
the PSM also be used to corroborate the results of the comparables analysis. When applying 

both methods results in significantly different outcomes, we recommend that the difference 
should be reconciled. 

5. Applicability of Profit Split Method to Modern Business Models 

The introductory comments to the discussion draft includes: 

… The discussion of the transactional profit split method in this discussion draft 

should not be taken to imply any change to this wider framework [of the Transfer 
Pricing Guidelines as amended by the October 2015 Final Report and subsequent 

developments]. 

We of course agree that defining the appropriate situations where the PSM should apply and 
providing guidance for applying the method must be made within the “wider framework” of 

the TPG. Without questioning this wider framework at all, though, it must be said that the 
environment of MNEs and how they operate has significantly changed over the past several 

decades. 

Reality today is that there are many situations where none of the other methods can be 
practically applied. Or, where other methods are applied, the transfer pricing results are not 

only very subjectively determined, but they typically include wide ranges of outcomes that 
simply encourage additional taxpayer/tax authority disputes. Some applications of transfer 

pricing structures have been used by MNEs to buttress their profit shifting structures.  

Paragraph 7 reads: 

The transactional profit split method can also provide a solution for highly integrated 

operations in cases for which a one-sided method would not be appropriate. See 
section C.2.2.2, below. 

We agree that Example 6, which concerns a contract manufacturer that is operating with no 
unique or valuable contribution of its own at the direction of its related party, may well be a 
situation where a one-sided transfer pricing method may be appropriate. However, many 

modern business model situations, especially where the core functions are marketing and 
customer support, local warehousing and delivery, etc. are such that a one-sided transfer 

pricing method is inappropriate. Placing operations in locations close to customers and 
conducting those operations within the MNE’s integrated and proprietary business model are 
critical to the group’s worldwide and local success. The group has invested in a worldwide 

business that crucially requires certain local and regional activities to make the model work. 
Where this is the case, a one-sided transfer pricing method is simply not appropriate. The 

discussion in paragraphs 25 and 26 concerning shared assumption of economically significant 
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risks and separate assumption of closely related risks strongly support this. See further 
discussion in Appendix A. 

We applaud this clear recognition expressed in Paragraph 7 that some MNEs can and do 
operate in such an integrated manner. As explained in the below section “Comments on 

Examples – Examples 3 and 4”, we recommend that at least one example be added to this 
guidance that will make clear that “highly integrated operations” may include BEPS 
motivated structures as applied to modern business models such as supply chain structures.  

6. Sympathy for Purported Computational Difficulties 

Paragraph 10 provides, in part: 

... However, associated enterprises and tax administrations alike may have difficulty 
accessing information from foreign affiliates. In addition, it may be difficult to 
measure the relevant revenue and costs for all the associated enterprises participating 

in the controlled transactions, which could require stating books and records on a 
common basis and making adjustments in accounting practices and currencies. …  

Without suggesting at all that this is not an issue that must be realistically dealt with, this is 
not an excuse that should ever dissuade a tax authority or taxpayer from choosing to apply the 
PSM. Guidance should make this point clear. 

While admittedly there are different accounting and tax rules and systems in various 
countries, most MNEs have management and other accounting systems in place that will 

provide the operating information that will allow reasonable calculations of combined 
operating results and the objective factors on which an allocation will be made. Further, with 
such a high percentage of MNEs creating complex structures specifically to further BEPS 

objectives, there is little reason to be sympathetic to claims of computational difficulties.  

7. Availability of Reliable Information (Section C.2.3) 

Paragraph 28 provides, in part: 

… if information on reliable comparable uncontrolled transactions is available to 
price the transaction in its entirety, it is less likely that the transactional profit split 

method will be the most appropriate method. …  

While we agree that this will sometimes be the case, the synergy and nature of many modern 

business models involve core functions critical to the success of a group’s business model 
being performed in specific local or regional locations and using the group’s integrated and 
proprietary business processes. Where this is the case, certain functions may on the surface 

appear to be ones for which reliable comparable uncontrolled transactions are available. Such 
functions, though, clearly meet the criteria as set out in section C.2.2.2 regarding highly 

integrated business operations. 

With this being the case, we suggest that the following additional line be added immediately 
after the above quoted sentence in paragraph 28: 

On the other hand, it will still be possibly the most appropriate method when factors 
set out in section C.2.2.2 are in evidence.  

8. Profit Splitting Factors (Section C.5.1, Paragraph 57) 

We recommend the inclusion of incremental savings alongside incremental sales as another 
profit splitting factor that may be appropriate depending on the particular circumstances.  

9. Comments on Examples 
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Example 1 – This pharmaceutical example is excellent. Given, though, the aggressive nature 
of many groups in this sector and the need for guidance to both tax authorities and taxpayers 

alike, we suggest adding the following paragraph at the end of this example. This additional 
paragraph covers ground similar to what was very effectively covered in Example 4 through 

its changing of certain facts provided in Example 3.  

While this example assumes that Company S through its own resources does perform 
important functions that are unique and valuable in the creation of the group’s 

profits, tax authorities and taxpayers must be alert to factual situations where 
Company A has never relinquished its control over the process of bringing the new 

product through further development and regulatory approvals. In such cases, the 
functional analysis may indicate that Company S has not performed functions that 
were unique in the creation of those profits. Such a finding would affect the 

determination of the most appropriate pricing method. 

Example 3 – There are cases where marketing and distribution activities create unique and 

valuable intangibles, e.g. customer lists, etc. We therefore suggest that the following sentence 
be added at the end of paragraph 80: 

Company B also has developed and maintained a unique and valuable ex tensive 

customer list. 

Examples 3 and 4 – These examples involve one group member conducting the design, 

development, and manufacturing of a product with another group member conducting the 
marketing and distribution. We applaud these examples.  

While this format of group operations is common and deserves the attention given it, there is 

another format that should be directly dealt with in this PSM guidance.  

Many MNEs transfer product and service-related IP to one or more related parties outside 

their home country. Such transferred IP may cover worldwide exploitation or it may relate 
only to sales and services provided to customers outside the MNE’s home country or 
geographic region. Such effective transfers occur in legal form through sales, licensing, and 

cost contribution agreements. Following the IP transfers, the group member transferees either 
manufacture on their own, or more commonly source their products through unrelated 

contract manufacturers, and then sell the manufactured products and/or provide services in 
their defined territory. 

In such situations regarding products, on the surface, there are no intercompany sales of 

products to which transfer pricing will apply. However, a functional analysis would find that 
personnel of the IP transferor are conducting one coordinated product sourcing function on 

behalf of both itself and the IP transferee. There may be an intercompany service or similar 
agreement that reflects the performance by the IP transferor of these functions. This product 
sourcing function, which is critical to the operations of each of these group members, 

includes activities such as managing all relationships with contract manufacturers, 
negotiating all agreements with them, component suppliers and other vendors, working 

directly with contract manufacturers, suppliers, and vendors on all engineering and 
production details, deciding all raw material and component vendors, negotiating pricing, 
conducting quality control functions, deciding which contract manufacturers will produce 

which products, determining the quantities and timing of production to meet the group's 
worldwide needs, etc. In many cases, the group member for which a manufactured product is 

destined will not be known until it is placed in a box by the contract manufacturer for 
shipment to the IP transferor, the IP transferee, or the customer of either of these two group 
members. 
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The above focuses on production of products. As for product sales, transferor personnel may 
be involved with the transferee’s more major customers as well as actually maintaining the 

online platforms through which the transferee records online sales of products into its 
geographic territory. For these latter sales, typically the transferee will conduct little or no 

sales activities of its own. Often its principal function in support of these online sales will 
involve making product deliveries from local or regional warehouses.  

The IP transferor’s involvement in product sourcing and some sales represents far more than 

merely providing policy direction and guidance. This is adding critical value to the business 
of the transferee for functions that it has no ability to perform on its own. The point is that 

although there may be no intercompany product sales, many MNEs are conducting highly 
integrated and interdependent businesses, but are recording transactions in separate group 
members as if they were totally separate businesses with each operating its own supply chain. 

It would be very helpful for there to be an additional example that deals with this supp ly 
chain model actually used by so many MNEs. 

We have prepared the following Example for you to consider for inclusion along with the 
other Annex 1 examples. 

Example X 

Company A and Company B are members of an MNE group that designs, 
manufactures (through group members and unrelated contract manufacturers), and 

sells certain products. Company A, the parent company resident in Country A, owns 
all intellectual property concerning the manufacture of products. To allow its 
subsidiary, Company B, which is located in a low-tax jurisdiction, to independently 

conduct the group's business for sales outside Country A, Companies A and B have 
entered into a license agreement covering all IP necessary so as to allow Company B 

as licensee to either manufacture the products or have them manufactured by contract 
manufacturers. 

The MNE manages and conducts this business from its headquarters in Country A. 

Although group members other than Companies A and B perform some of the 
manufacturing in their own production facilities, third-party contract manufacturers 

both within and outside Country A produce the bulk of the group's products. In 
addition to R&D and product design, which occur within Country A, Company A 
personnel manage on behalf of both Companies A and B all relationships with the 

contract manufacturers, negotiate all agreements with them, work directly with them 
on all engineering and production details, decide all raw material and component 

vendors, negotiate pricing, conduct quality control functions, decide which contract 
manufacturers will produce which products, and determine the quantities and timing 
of production to meet the group's worldwide needs.  

In addition to the above noted product sourcing functions, Company A personnel 
oversee and take an active role in Company B sales to major customers and resellers 

in Company B’s territory. Company A also created and maintains on behalf of both 
Companies A and B the MNE’s online platforms through which each of Companies A 
and B make sales and provide services directly to consumers within their respective 

territories. 

The functional analysis concludes that Companies A and B conduct highly integrated 

business operations in relation to the design, development, manufacturing, marketing 
and distribution of products. Under these circumstances, the transactional profit split 
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method is the most appropriate method for determining the profits of each company 
from the sale of products. 

In the absence of comparable uncontrolled transactions or other direct evidence of 
how independent parties would have split the profits in comparable circumstances, 

the allocation of profits can be based on the relative contributions of Company A and 
Company B. In particular, a headcount-based splitting factor may be appropriate, 
provided that the functional analysis concludes that there is a strong correlation 

between the personnel of Company A and Company B and the creation of value in the 
context of their highly integrated business operations.  

Examples 5 and 7 – Both Examples 5 and 7 involve situations where the related group 
members each possess active operations and personnel that allow them to conduct different 
and unique functions that create combined value.  

Too many MNEs have similar legal structures, but all or substantially all of the active 
operations and personnel are within only one of the two or more related group members. We 

suggest that an additional example be included for such situations.  

We have prepared the following Example for you to consider for inclusion along with the 
other Annex 1 examples. 

Example Y 

Company A and Company B are members of an MNE group that maintains an online 

platform through which the two companies conduct income-producing services into 
their respective territories. They each charge customers for cloud application services 
and earn commissions from the sale or rental of third-party-owned applications, 

music, etc. 

Company A, the parent company resident in Country A, legally owns all intellectual 

property (IP) concerning the online platform and the services that are provided 
through it. However, this IP was created under a cost contribution agreement (CCA) 
that provides economic ownership to each of Companies A and B allowing them to 

exploit the platform and provide the applicable services within their respective 
territories. Under this CCA, the extensive work to create the online platform, 

including its design, software architecture, and coding, was performed by Company A 
personnel in Country A, though group personnel in various of the MNE’s foreign 
offices contributed by helping translate the online platform's pages and user 

instructions into the local language of each target market, many of which are in 
Company B’s territory.  

Ongoing management, operation, and maintenance of the online platform and the 
service provided through it are performed primarily by Company A in Country A. 
This includes decisions concerning what services to offer, at what prices in each 

jurisdiction, etc. Company B pays Company A a service fee for this active operation 
of the online platform and performance of services through it. 

The functional analysis concludes that Companies A and B conduct highly integrated 
business operations in relation to the performance of services through the online 
platform. Under these circumstances, the transactional profit split method is the most 

appropriate method for determining the profits of each company from the provision of 
services. 

In the absence of comparable uncontrolled transactions or other direct evidence of 
how independent parties would have split the profits in comparable circumstances, 
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the allocation of profits can be based on the relative contributions of Company A and 
Company B. In particular, a headcount-based splitting factor may be appropriate, 

provided that the functional analysis concludes that there is a strong correlation 
between the personnel of Company A and Company B and the creation of value in the 

context of their highly integrated business operations.  

10. Examples to Illustrate Guidance on the Transactional Profit Split Method for 

Procurement Activities 

We have prepared the following Example for you to consider for inclusion along with the 
other Annex 1 examples. 

Example Z 

Company A, resident in country A, and Company B, resident in country B, are 
members of a MNE group which operates in the pharmaceutical industry. Both 

companies are responsible for the distribution of pharmaceutical products in their 
respective and non-overlapping territories. A and B also undertake procurement 

activities within their respective territories.  

The two companies share a number of common suppliers across different countries 
and have decided to create a strategic partnership to develop global relationships 

with their suppliers. 

In order to do so, they have set up a dedicated team made up of employees of both 

companies. By working together, these employees are able to share supply chain and 
procurement expertise, pricing information and develop, lead and manage both 
existing and new global relationships. This strategic partnership has allowed the two 

companies to significantly increase combined purchase volume offered to individual 
suppliers and this additional bargaining power has resulted in significant savings 

(through rebates and volume incentive savings) in the prices paid to A and B’s 
suppliers, above and beyond what the individual companies could have secured in 
absence of this strategic partnership. 

Under these circumstances, the transactional profit split method is likely to be the 
most appropriate method for determining the profits of Company A and Company B 

resulting from the above transactions. 

In the absence of comparable uncontrolled transactions or other direct evidence of 
how independent parties would have split the profits in comparable circumstances, 

the allocation of profits can be based on the relative contributions of Company A and 
Company B. In particular, a headcount-based splitting factor is likely to be 

appropriate in this case, as both parties to the transactions performed important 
functions that were unique and valuable in the creation of those profits. As the volume 
of purchasing related to each company’s territory is also a significant factor, this 

volume will likely be a second splitting factor.. 

RESPONSES TO SPECIFIC QUESTIONS POSED ON PAGES 2 AND 3 OF DISCUSSION DRAFT 

1.  The discussion draft addresses situations in which profit splits of anticipated profits 
or profit splits of actual profits are appropriate. Where it is established that the transactional 

profit split is the most appropriate method, please comment on the factors which should be 
taken into account in determining whether a profit split of anticipated profits or a profit split 
of actual profits should be used. 

Response: 
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We believe that many, if not a significant majority of MNEs, have adopted modern centrally 
managed business models that centralize many management and functional operations and 

place functions and activities in localities only when they are core functions integral to the 
production, sale, and delivery of the MNE’s products or services. Recognizing this plus the 

serious need for simplicity, we recommend that the use of actual profits be designated as the 
default manner of calculation. Despite this designated default, for simplicity, certainty, and to 
encourage taxpayer use of the profit split method where appropriate, we suggest that 

guidance provide that tax authorities should accept either approach as long as it is used 
consistently and in good faith by the applicable taxpayers.  

Elsewhere in this comment letter we have recommended the use of concrete allocation keys 
and weightings for common business models. If the Working Group sees fit to accept this 
recommendation and to develop such keys and weightings for common business models, 

additional detailed guidance could include whether actual or anticipated profits should be 
used for a particular common business model.  

2. A number of profit splitting factors are addressed in the discussion draft. Comments 
are particularly invited on: 

a Whether the existing references to capital or capital employed as a potential profit 

splitting factor in the current guidance should be retained, and if so, what factors need to be 
taken into account for its selection and application as a reliable profit splitting factor. 

Response: 

All references to capital or capital employed should be eliminated. 

Profit splitting factors (allocation keys) must be real operational factors that are measurable 

and that reflect the actual assets, personnel, and activities of the various group members. This 
is how to ensure that profits of associated enterprises are aligned with the value of their 

contributions. The placement and location of capital within an MNE is fully controllable 
through internal (and often tax-motivated) decisions, and therefore should not be included as 
a profit splitting factor. 

b Should headcount of similarly skilled and competent employees be included as a 
potential profit splitting factor, and if so, in what circumstances would it be relevant?  

Response: 

The goal is to ensure that profits of associated enterprises are aligned with the value of their 
contributions. The value of a contribution is not affected by fluctuating exchange rates and 

the relative levels of wages and salaries across borders. Accordingly, we believe that the 
headcount of similarly skilled and competent personnel will provide better profit splitting 

factors in contrast to the use of compensation. However, in evaluating whether personnel are 
similarly skilled, it may be relevant to have regard to compensation, making appropriate 
adjustments to take account of differences in relative wage rates between countries (see next 

answer). 

c Given the existing guidance in Chapters I and IX of the Transfer Pricing Guidelines, 

should adjustments for purchasing power parity be made for profit splitting factor amounts, 
and if so, in what circumstances? 

Response: 

In the interest of simplicity (and consistent with the immediately preceding response), we 
recommend that concrete factors be used whenever possible (e.g. headcount, units of assets, 

etc.). Where it is necessary to use currency units, then some appropriate convention should be 
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applied to convert all currencies into a common base for use within the profit splitting factor. 
Appropriate conventions, which must be used on a consistent basis, could include average 

exchange rates, year-end exchange rates, etc. Where reference is made to compensation of 
employees, we consider that it is appropriate to make adjustments to purchasing power parity 

rather than apply a standard currency exchange rate.  

Elsewhere in this comment letter we have recommended the use of concrete allocation keys 
and weightings for common business models. If the Working Group sees fit to accept this 

recommendation and to develop such keys and weightings for common business models, 
additional detailed guidance would include one or more currency conversion conventions that 

would have to be used on a consistent basis.  

3. Additional examples of scenarios in which a transactional profit split is found to be 
the most appropriate method due to the high level of integration of the business operations 

are sought, together with an explanation as to the reasoning thereto. 

Response: 

See Examples X and Y and accompanying discussion that have been provided above in the 
section headed “Comments on Examples”.  
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APPENDIX A – From “Comments on BEPS Action 7: Revised Discussion Draft on 

Preventing Artificial Avoidance of PE Status” Submitted 12 June 2015  

 

E. Profit attribution to PEs and interaction with action points on transfer pricing  

We of course recognize that work on attribution of profit issues related to Action 7 cannot 
realistically be undertaken before the work on Action 7 and Actions 8-10 has been 
completed. As such, we agree that this area should be the subject of follow-up work to be 

carried out after September 2015 with a view to providing the necessary guidance before the 
end of 2016. 

While we understand that this area will be focused on in the months ahead, we feel compelled 
to cover one important issue so that it can be considered and emphasized when work on this 
important area begins after September 2015.  

The following is from paragraph 19 of the Discussion Draft and was repeated several other 
times (paragraphs 28 and 54), but in all cases without any comment within the Discussion 

Draft either agreeing or disagreeing with the point made by the complaint.  

A complaint that was also found in many comments and that was made during the 
consultation meeting was that these options (as well as many of the other options included in 

the discussion draft) would create a multitude of PEs to which no or little profits could be 
attributed. 

This ‘complaint’ of the many MNE representatives and the legal and accounting firms that 
act as their paid professional advisors strongly implies that nothing should be done to broaden 
the definition of permanent establishment since most if not all new permanent establishments 

created under broadened rules would have little if any income associated with them. They are 
saying, of course, that if the local commissionnaire, agent, or other party whose actions create 

the permanent establishment has been paid an arm’s length amount, then there will be little or 
no additional income to be reported by the principal that is making the sales or selling 
services. 

It has been clear from the start of the BEPS process that commissionnaire and similar 
arrangements have been an important part of the worst BEPS excesses; such an important 

part that the language of Action 7 itself is specifically concerned with ‘the use of 
commissionnaire arrangements’. Considering this, we believe that this representation by 
MNEs and their paid advisors is misinformed at best and dishonest, misleading, and 

disingenuous at worst. 

Considering these MNE and advisor representations, we discuss briefly below why total 

taxable income from an expanded definition of PE should always be higher than under non-
PE treatment for situations where a PE is avoided because important functions occur within 
a commissionnaire, agent, or other service provider. 

Say that an MNE, resident and headquartered in country A, has separated its centrally 
managed operations amongst its group members so that the group member (X) making 

product sales to customers in country B has no local activities or employees of its own in 
country B. To support its sales to country B customers, X contracts with Y, a group member 
resident in country B, for various support operations. These various support functions could 

include, for example, marketing activities, sales efforts, local warehousing and delivery, etc.  
Further, Y could be legally a commissionnaire, an agent, or only a service provider. Under 

the contractual relations between X and Y, Y is at limited risk so that the commissions or 
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service fees it receives are relatively low reflecting its low level of assumed risk. Assume for 
purposes of this discussion that the commissions or service fees are at arm’s length.  

Assume that under the current Article 5 definition of PE that X has no PE in country B, but 
will have a PE under a future expanded Article 5 definition. For both simplicity and to clearly 

illustrate a key point, assume that X’s PE is considered to include solely the activities that Y 
is conducting for X. 

Y will of course be taxable in country B on its own profits, which as noted above are based 

on its arm’s length commissions and/or service fees received.  

Before the expansion of the Article 5 PE definition, X as an overseas seller has no PE and 

will be free of any country B tax. After the Article 5 expansion, X will have a PE and wil l be 
taxable in country B, but on what? 

Needless to say, specifically how profits attributable to the PE are determined is beyond the 

scope of this comment letter. However, there’s one important point to make.  

Y’s level of profits from its activities reflect its contractually lowered assumption of risk. 

Assume that in this particular case Y will get paid at least its expenses incurred plus a limited 
profit element no matter whether its services result in any sales for X or whether it 
inventories, warehouses, or delivers any of X’s products, etc. On the other hand, X’s profits 

from those same activities conducted by Y reflect X’s full commercial business risk. If X 
sells insufficient product to recoup its expenses including its local expenses in country B (i. e., 

the commissions and services fees paid to Y), then X will have a loss. If X sells plenty of 
product, then X will be the sole beneficiary with Y receiving no additional commission or 
service fees. 

Clearly, X is in business to make profits. It believes that paying for Y’s activities will allow it 
to make sales and a profit on sales to customers in country B. The point of course is that the 

value of Y’s local activities to X, an overseas seller, is much higher to X since X is taking the 
business risk of paying Y for these local support operations irrespective of how many local 
sales are made. The portion of X’s profits (assuming of course that X has made some 

sufficient level of profits) that will be attributable to its PE cannot be the same as the limited 
risk commissions and service fees earned by Y under its artificial limited-risk position. 

In addition to the above, of course, there will also be many situations, especially for MNEs 
operating in the digital economy, where X is selling or providing products or services to 
country Y customers where that customer base itself is a relevant asset of the X PE in country 

B. That will further increase the profits attributable to X’s PE far above any commissions and 
service fees paid to Y. 

In short, we believe consideration should be given to making clear in future guidance why an 
expansion of the PE definition in Article 5 is fully expected to result in increased levels of 
taxable profit within the country of the PE, taking into account both the taxable income of 

any local commissionnaires, agents or service providers and the taxable income of the PE.  
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Appendix B 

Expansion of the Profit Shift Method: The Wave of the Future 

 

Jeffery M. Kadet 

Tax Notes International, 77TI1183, 30 March 20151 

 

December 2014 saw the OECD issuing a number of BEPS (Base Erosion and Profit Shifting) 

discussion drafts, one of which was titled: BEPS Action 10: Discussion Draft on the Use of 
Profit Splits in the Context of Global Value Chains (“DD10”). Issued on 16 December, DD10 

is a response to both BEPS concerns about “value chain” planning articulated in Action 10 of 
the 2013 BEPS Action Plan and transfer pricing issues raised in Addressing the Tax 
Challenges of the Digital Economy, issued on 16 September 2014 in connection with Action 

1 of the BEPS Action Plan. As a discussion draft, DD10 of course is not a final document and 
only invites responses about how current transfer pricing guidance might be amended. The 

guiding principle of DD10 is how the profit split method can achieve the G20 mandate, 
which states: “Profits should be taxed where economic activities deriving the profits are 
performed and where value is created.”  

This article first provides background on why expanded use of the profit split method is 
needed. It next provides some description of the method. Finally, it suggests a simplified 

approach to applying the method. As is covered below, resource-constrained tax authorities in 
most countries are normally unable to administer or intelligently analyze and contest transfer 
pricing results presented by multinational groups. The overriding need at the present juncture 

is for rules which are easily administered and that provide results for taxpayers and countries 
that all regard as fair. 

BACKGROUND 

Despite all the continuing rhetoric about how arm’s length pricing and the separate entity 
principle are sacrosanct, there are compelling reasons why the OECD BEPS project has 

focused on the possible expanded use of the profit split method, a method which clearly flies 
in the face of these sacrosanct icons. In short (and definitely with pun intended), a principal 

reason is the extreme shortcomings of the separate entity principle and arm’s length pricing 
of transactions as applied to the big picture effort to match transfer pricing outcomes with 
value creation. Recognizing this, DD10 in paragraph 3 comments, in a very understated 

manner: 

The integrated nature of many MNE groups and the ways in which they interact with each 

other means that finding comparables (or comparables for which reasonably reliable 
adjustments can be made) can give rise to practical difficulties. In some such cases, 
transactional profit split methods may provide an appropriate solution.  

To provide more background, a combination of factors has strongly motivated the highly 
successful tax structures that have so significantly lowered the effective tax rates of 

multinational corporations (“MNCs”) and eroded the tax bases of so many countries. The 
existence of these factors means that some of the transfers pricing methods are a part of the 
problem; they are not a part of the solution. These factors include: 

                                                 
1
 This MS Word version of the article as published in Tax Notes International (TNI) does not include stylistic 

changes made by the TNI ed itors. 

http://www.oecd.org/ctp/transfer-pricing/discussion-draft-action-10-profit-splits-global-value-chains.pdf
http://www.oecd.org/ctp/transfer-pricing/discussion-draft-action-10-profit-splits-global-value-chains.pdf
http://www.oecd.org/ctp/BEPSActionplan.pdf
http://dx.doi.org/10.1787/9789264218789-en
http://dx.doi.org/10.1787/9789264218789-en
http://www.g20.utoronto.ca/2013/2013-0906-declaration.html
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 The Separate Entity Principle—Internationally, pretty much all countries accept each 

legal entity as being a separate legal person for tax purposes, independent of its 
owner(s) and related entities, including those who control it and direct its activities. It 
doesn’t matter whether the country of formation is a major country, an island tax 

haven, or someplace in between. 

 Fragmentation—Similar to an artist who starts with a blank canvas, an MNC’s in-

house tax personnel and its outside advisors start with a blank sheet of paper. On that 
sheet of paper, they can create whatever legal entities they choose to create and they 
can define exactly what functions and activities each entity will conduct, what assets 

each will own, and what risks each will bear. In so doing, they minimize profits in 
higher tax countries and maximize profits in low or zero-tax countries. The 

Discussion Draft on Revisions to Chapter 1 of the Transfer Pricing Guidelines 
(including Risk, Recharacterisation, and Special Measures) (“DD8-10”), issued 19 
December 2014, recognizes this by saying in paragraph 21: 

A particular feature relevant in a functional analysis is that an MNE group has the capability 
to fragment even highly integrated functions across several group companies to achieve 

efficiencies and specialization, secure in the knowledge that the fragmented activities are 
under common control for the long term and are coordinated by group management 
functions. … 

DD8-10 goes on to say in paragraph 85: 

Attributes of non-arm’s length arrangements can be facilitated by the ability of MNE groups 

to create multiple separate group companies, and to determine which companies own which 
assets, carry out which activities, assume which risks under contracts, and engage in 
transactions with one another accordingly, in the knowledge that the consequences of the 

allocation of assets, function, and risks to separate legal entities is overridden by control.  

With the grave respect given to the separate entity principle by tax authorities and courts 

worldwide, all this careful construction of an MNC’s organization chart is treated as real and 
is the basis for taxation in each relevant country.  

 Respect of Related Party Contracts—As a corollary to fragmentation, tax authorities 

and courts have for the most part fully respected related-party contracts, despite their 
having been carefully drafted to a large extent to achieve profit shifting goals.  

 The Arms’ Length Standard (“ALS”)—The ALS, which has been for the past few 
decades the guiding principle in transfer pricing, has required that the pricing between 

related parties reflect the pricing that would occur between unrelated parties 
considering the functions, assets, and risks relevant to each group member. By its 

nature, and despite all the detailed discussion in the 2010 OECD Transfer Pricing 
Guidelines for Multinational Enterprises and Tax Administrations (“Guidelines”), 
transfer pricing analyses under the ASL approach normally only provide highly 

subjective ranges of acceptable pricing. So, in addition to using fragmentation to shift 
profits out of higher taxed countries, MNCs will also seek to set pricing within the 

subjectively-determined ranges that further skew profits into low or zero-tax 
countries. 

 Inability to Effectively Audit MNC Transfer Pricing—The Guidelines require a 

serious analysis of matters that include (i) the various legal effects of forms of 
intangible property concerned, (ii) the various commercial and legal effects of any 

contractual terms concerning those intangibles, and (iii) the functions performed, 

http://www.oecd.org/ctp/transfer-pricing/discussion-draft-actions-8-9-10-chapter-1-TP-Guidelines-risk-recharacterisation-special-measures.pdf
http://www.oecd.org/ctp/transfer-pricing/discussion-draft-actions-8-9-10-chapter-1-TP-Guidelines-risk-recharacterisation-special-measures.pdf
http://www.oecd.org/tax/transfer-pricing/transfer-pricing-guidelines.htm
http://www.oecd.org/tax/transfer-pricing/transfer-pricing-guidelines.htm
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assets owned and risk assumed by the various parties. Each MNC that has 
implemented BEPS structuring has a relative army of in-house legal, tax, and other 

specialty personnel whose jobs it is to understand and protect the MNC's interests. 
Most MNCs also engage outside counsel, tax advisors, economic analysts, and other 

specialists as well. On the other hand, the tax authorities of most countries in this 
world, if not all countries, have neither the sophisticated specialists nor the budgetary 
resources to truly conduct the work necessary to critically review the integrated and 

complex structures of most MNCs. This is particularly true for the many developing 
countries in this world. It may be noted that recent reporting has indicated that even 

the United States tax authorities have hired outside counsel to help them with an on-
going transfer pricing review of Microsoft at a cost in the millions of dollars.  

 What the Capital Markets Value—Capital markets reward successful reductions in an 

MNC’s effective tax rate through higher share prices.  

 Personal Motivation and Greed—MNC managements are highly motivated to 

minimize effective tax rates due to equity-based compensation based wholly or partly 
on share price. 

THE PROFIT SPLIT METHOD 

Expanded use of the profit split method would counteract and seriously discourage the profit 
shifting that has been so prevalent and successful, and which is so dependent on the separate 

entity principle. What is the profit split method and why would it discourage BEPS 
behaviour?  

Paragraph 2.108 of the Guidelines gives a concise statement of what the profit split method 
is.  It states: 

The transactional profit split method seeks to eliminate the effect on profits of special 

conditions made or imposed in a controlled transaction (or in controlled transactions that are 
appropriate to aggregate…) by determining the division of profits that independent 

enterprises would have expected to realize from engaging in the transaction or transactions. 
The transactional profit split method first identifies the profits to be split for the associated 
enterprises from the controlled transactions in which the associated enterprises are engaged 

(the “combined profits”). … It then splits those combined profits between the associated 
enterprises on an economically valid basis that approximates the division of profits that 

would have been anticipated and reflected in an agreement made at arm’s length. …  

Additional guidance in the existing Guidelines (paragraphs 2.132ff) makes clear that the 
criteria or allocation keys on which the combined profits are split should be “…independent 

of transfer pricing policy formulation…”.  Hence, these criteria and allocation keys 
“…should be based on objective data (e.g. sales to independent parties), not on data relating 

to the remuneration of controlled transactions (e.g. sales to associated enterprises)…”. 
Paragraph 2.135 makes this objective basis clear by stating: 

In practice, allocation keys based on assets/capital (operating assets, fixed assets, intangible 

assets, capital employed) or costs (relative spending and/or investment in key areas such as 
research and development, engineering, marketing) are often used. Other allocation keys 

based for instance on incremental sales, headcounts (number of individuals involved in the 
key functions that generate value to the transaction), time spent by a certain group of 
employees if there is a strong correlation between the time spent and the creation of the 

combined profits, number of servers, data storage, floor area of retail points, etc. may be 
appropriate depending on the facts and circumstances of the transactions.  

http://services.taxanalysts.com/taxbase/tni3.nsf/Current+Edition/847BA5D4C4B7EE4785257DC20007D11E?OpenDocument
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Further discussion in the Guidelines provides various approaches to splitting the combined 
profits amongst the relevant group members. While these approaches need not be detailed 

here, the point to make is that the approaches set out and discussed required a facts and 
circumstances case-by-case analysis before they can be implemented.  

A SIMPLIFIED APPROACH 

The Guidelines require a facts and circumstances case-by-case analysis for determining the 
most appropriate transfer pricing method for any particular case. Once it is determined that 

the profit split method is the most appropriate method for a particular case, then again, a facts 
and circumstances case-by-case analysis is required to determine how the combined profits 

are to be split amongst the relevant group members.  

The reader may recall the bullet point in the Background section above headed: “Inability to 
Effectively Audit MNC Transfer Pricing”. Any time that transfer pricing rules require a facts 

and circumstances case-by-case analysis for a complicated MNC structure, the chances are 
very high that the relevant tax authorities will have neither the in-house expertise nor the 

budgetary resources to effectively analyze anything. As stated at the start of this article, there 
is an overriding need for transfer pricing rules that are easily administered and that provide 
results for taxpayers and countries that all regard as fair. 

We believe the following approach answers the needs for simplicity, fairness and ease of 
administration. Further, given the investment of time of in-house personnel and the exorbitant 

costs of outside legal, tax, and economic consultants, it should as well be attractive to any 
MNC that chooses to focus more on its business and less on aggressive BEPS motivated tax 
structures. 

The first step of this simplified approach is that the profit split approach will be deemed to 
be the most appropriate transfer pricing method for various categories of MNC businesses. 

Such categories would include: 

 Any MNC operating a value chain involving multiple group entities conducting 

operations in multiple countries, and 

 Any MNC involved in the digital economy that maintains supporting group members 
in various countries. 

To provide concrete guidance, we suggest that the Guidelines include both a listing of these 
categories as they exist today and the principles on which such categories are determined so 

that as MNCs evolve new forms of business conduct and organization, these new forms can 
be added to this listing. 

This presumption that the profit split method is the most appropriate method to apply would 

be rebuttable to the extent that an MNC establishes to the satisfaction of all relevant tax 
authorities the clearly superior applicability of one of the other methods.  

The second step of this simplified approach is the allocation of combined profits amongst the 
relevant group members. 

Specifically, we suggest that the Guidelines include clear guidance stating concrete objective 

allocation keys and relative weightings for all business models now commonly being used. 
Anticipating the likely emergence of new business models, the Guidelines should also 

articulate the principles on which concrete objective allocation keys and weightings should be 
determined. There would be no facts and circumstances case-by-case analysis. 

Such a simple and clear approach would be easy to administer, and greatly reduce conflicts 

both between tax authorities and companies, and among tax authorities. They would make an 
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enormous step towards achieving the aim set by the G20 that: “Profits should be taxed where 
economic activities deriving the profits are performed and where value is created.” 

An obvious question is whether such a simplified allocation approach would achieve 
reasonable results that governments and taxpayers can be comfortable with. We strongly 

believe the answer to this is “yes”.  

It is clear that any allocation of profits of a complicated corporate structure that results from 
the current approach based on a detailed facts and circumstances case-by-case analysis of 

functions, assets and risks will, by its inherently subjective nature, only result in a very wide 
range of possible profit allocations. The use of simple-to-apply concrete objective allocation 

keys that are appropriate for the particular business model used will result in profit 
allocations that will virtually always fall within this wide range.  

With tax authorities no longer hobbled by a need for detailed analyses, which they seldom 

have the resources or expertise to achieve, the adoption of such a simplified approach will 
greatly enhance their ability to actually administer and collect taxes. It will also reduce 

conflicts both between tax authorities and taxpayers and among tax authorities. In addition, 
the application of such rules should result in a reduction in complex BEPS motivated 
structures since all combined profits will be spread amongst the group members that actually 

conduct activities with little or none left within low-taxed group members that do not conduct 
economic activity and thereby contribute little if any to value creation. In sum, a simplified 

and standardized approach for each common business model will provide significant benefits 
as well as give results that are fair to MNCs and all relevant governments.  

To provide an idea of how this simplified approach would work, the box beginning on page 

__ includes examples of allocation keys and weightings for two business models.  
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EXAMPLES OF ALLOCATION KEYS AND WEIGHTINGS FOR TWO COMMON 

BUSINESS MODELS 

Example 1 

This example is taken from DD10’s Scenario 2.  

“The RCo Group provides a number of internet services (e.g. search engines, email services, 
advertising, etc.) to customers worldwide. On one side of the business model, advertising 
services provided through an online platform are charged to clients for a fee that is generally 

based on the number of users who click on each advertisement. On the other side, online 
services are offered free of charge to users, whose use of the services provides the RCo 

Group with a substantial amount of data, including location-based data, data based on online 
behaviour, and data based on users’ personal information. O ver the course of years of data 
collection, refinement, processing, and analysis, the RCo Group has developed a 

sophisticated technology that enables it to offer to its clients the ability to target specific 
advertisements to certain users. The more extensive the online services, and the greater the 

extent of the associated data, the more valuable and attractive the other side of the business 
model becomes for clients wishing to advertise.  

“The technology used in providing the internet advertising services, along with the various 

algorithms used to collect and process data in order to target potential customers, were 
originally developed and funded by Company R, the parent company of the RCo Group.  

“For larger markets and in order to deal with key clients for advertising services, the group 
has established a number of local subsidiaries. These local subsidiaries perform two 
functions: they promote the use of online services provided free of charge to users, translate 

them into the local language, tailor them to the local market and culture, ensure that the 
services provided respect local regulatory requirements, and provide technical consulting to 

users. In addition, they generate demand for and adapt advertising services. In doing so, they 
also regularly interact with staff members in Company R in charge of developing the 
technology and make suggestions, notably on the algorithms and technologies used and their 

adaptation to local market features, and on new features that would be attractive to users in 
their market.” 

Simplified Allocation Keys 

For the combined profits of this common business model, two equally weighted allocation 
keys are defined as follows: 

 Users 

Using users as an allocation key reflects the importance of each market and the value of 

Aco’s users to the global business of Aco and Aco’s fee-paying third-party customers seeking 
advertising services. The country is determined by the location of the user and not the legal 
terms of any contracts, licenses, or other documents with either users or the third-parties that 

pay Aco for advertising, aggregate user data, etc.  

 Operating Expenses 

This allocation key recognizes all operational inputs. As such, it covers all research and 
development, website maintenance, sales, marketing, distribution, management, support 

functions, etc. 

This key would include categories of expenses such as: 

Salaries and bonuses of all operations personnel (allocated by location of personnel)  
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All other direct and allocated operating expenses (allocated by location of personnel or 
facility to which the expenses relate) 

Commissions and service fees paid to other parties for all operational functions (allocated by 
location where the other party provides the services) (These payments economically include 

all personnel costs, office and manufacturing costs, etc. of the legal entity performing the 
relevant operational functions for the taxpayer. Payments to any related parties whose profits 
are included in the combined profits for the profit split would of course be excluded.)  

Example 2 

This example is taken from DD10’s Scenario 3.  

“Company P, located in country P, is a manufacturer of high technology industrial 
equipment. Company S, a subsidiary of Company P, markets and distributes the equipment to 
unrelated customers in country S. Both companies are members of Group X. Company P 

conducts extensive R&D activities to develop and improve the technological features of its 
equipment. It funds and has legal ownership of all the technology intangibles it develops. 

Company P also owns the global trademark, and provides broad guidance to its subsidiaries 
around the world on its overall marketing strategy. There are several global competitors 
making equipment which is similar (in terms of functionality, performance, and reputation) to 

that made by Group X. These global competitors also operate in Country S, which is a large 
market for such equipment.  

“Company S is responsible for sales of the equipment and undertakes marketing activities. 
Due to the nature of its business, this entails developing very close relationships with 
customers, including providing on-site services (often in remote locations), carrying an 

extensive stock of spare parts, and a highly proactive maintenance programme to detect likely 
problems before they arise. Company S also provides extensive advice to customers on 

equipment choice, makes modifications for particular local conditions, and for maximising 
performance efficiency and effectiveness. These activities provide a significant competitive 
advantage as customers place high value on the reliability and performance of the equipment. 

In this case, Company S is recognised as not merely a “routine” distributor, but its activities 
constitute a key source of competitive advantage for the Group.” 

Simplified Allocation Keys 

For the combined profits of this common business model, three allocation keys with the 
indicated weighting are defined as follows: 

 Sales (weighted at 25%) 

The inclusion of sales as one of the allocation keys reflects the importance of each market 

and its customers to the global business of Companies P and S. The country of sale should be 
determined by the location of the customer and not the legal terms of the sales contract. (See 
further comment below concerning this sales allocation key.)  

 Marketing and Distribution Expenses (weighted at 25%) 

Total marketing and distribution expenses make an excellent allocation key that reflects the 

amount of resources that a taxpayer invests in each market. This key would include 
categories of expenses such as: 

Salaries and bonuses of marketing and distribution personnel (allocated by location of 
personnel) 

Advertising expenses (allocated by market that advertising targets)  
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All other direct and allocated expenses of marketing and distribution, not including 
transportation costs of inventory (allocated by location of personnel or facility to which the 

expenses relate) 

Commissions and service fees paid to other parties for marketing, distribution, and after-sales 

services and support (allocated by location where the other party provides the services) (A 
taxpayer will often pay other legal entities, whether related or not, for sales activities, other 
sales support, and/or after-sales service and support activities.  These payments economically 

include all personnel costs, office and warehouse costs, etc. of the legal entity performing the 
marketing and/or distribution functions for the taxpayer. Payments to any related parties 

whose profits are included in the combined profits for the profit split would of course be 
excluded.) 

 Expenses Other than Marketing and Distribution Expenses (weighted at 50%) 

This allocation key recognizes all inputs other than those for marketing and distribution.  As 
such, it covers all manufacturing activities, research and development, management and 

support functions, etc. 

This key would include categories of expenses such as: 

Salaries and bonuses of all personnel other than those involved in marketing and distribution 
functions (allocated by location of personnel) 

All other direct and allocated expenses other than those related to marketing and distribution 

functions, not including transportation costs of inventory (allocated by location of personnel 
or facility to which the expenses relate) 

Commissions and service fees paid to other parties for all operational functions other than 
marketing, distribution, and after-sales services and support (allocated by location where the 
other party provides the services) (For example, this category includes situations where a 

taxpayer pay another legal entity, whether related or not, for contract manufacturing services. 
These payments economically include all personnel costs, office and manufacturing costs, 

etc. of the legal entity performing the relevant operational functions for the taxpayer. 
Payments to any related parties whose profits are included in the combined profits for the 
profit split would of course be excluded.) 

There is no allocation key suggested for either property or inventory. Regarding property 
(including rented and leased property), the value and extent of facilities will most typically be 

reflected by the labor retained by each group member. This reliance on labor thus avoids all 
the difficult property valuation issues that inevitably arise if property is included as a direct 
allocation key. It also avoids the many varying methods, lives, and inconsistent treatments if 

depreciation (book or tax) were used. Regarding inventory, the sales allocation key measures 
the importance of the source market and suggests that inventory and inventory transportat ion 
costs could be duplicative, to some extent.  

Note that neither risks nor intangibles (e.g. patents, manufacturing processes, trade names, 
knowledge of market channels, etc.) are directly included. Consistent with the guidance in the 

Guidelines regarding objective allocation keys and given the integrated nature of the 
associated companies’ businesses and the fact that both parties are contributing their own 
unique and valuable intangibles, it is both appropriate and simpler to ignore these risks and 

intangibles as separate allocation keys. Both are, however, indirectly included through the 
other factors. For example, to the extent that risks and intangibles are related to 

manufacturing that is solely conducted in the home country or elsewhere outside the source 
country, then the higher-weighted allocation key (50%) for all expenses other than those for 
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marketing and distribution will reflect them.  Such expenses include on-going R&D, the bulk 
of which will be in country P. As for marketing risks and marketing intangibles, the 

marketing and distribution expenses factor will similarly reflect them. For example, if 
relatively higher paid marketing executives in country P make sales and credit decisions 

regarding buyers, then relatively more profit will be allocated to Company P and relatively 
less to Company S, thereby reflecting the risk that is being managed from Company P.  On 
the other hand, if sales personnel in Company S are performing important functions such that 

they are paid bonuses based on their productivity, then the value they add will be reflected in 
their bonuses with relatively more profit allocated to Company S.  

Finally, an alternative approach would be to eliminate the “sales” allocation key and then 
equally weight the remaining two keys. This would leave the “sales” key to be used only in 
cases where there has been a meaningful creation of value due to participation of local users 

and consumers. If the “sales” key were eliminated, then consideration should be given to 
including a key for the value of inventory allocated by location where maintained.  

 

 


