
      

 
Organisation for Economic Co-Operation and Development 
Centre for Tax Policy and Administration 
Mr. Andrew Hickman 
Head of Transfer Pricing Unit  
2 Rue Andre Pascal 
750016 Paris 
FRANCE 
 
February 5, 2015 
 
Dear Mr. Hickman: 
 
OECD Public Discussion Draft on Revisions to Chapter I of the Transfer Pricing Guidelines 
(Including Risk, Recharacterization, and Special Measures) 
 
We thank you for providing Praxity, AISBL1 with the opportunity to comment on the Discussion 
Draft on Revisions to Chapter I of the Transfer Pricing Guidelines (Including Risk, 
recharacterization, and Special Measures).  In an effort to reduce review efforts for OECD, we have 
compiled responses from several Praxity member firms; information about the contributors and 
cooperating firms is included in this letter.  
 
We welcome OECD’s efforts to create a set of measures to prevent abuse through transferring risks 
among group members, as discussed in the Draft.  What follows are our general thoughts on 
measures suggested in the draft, as well as answers to some of specific questions raised in the 
Discussion Draft.  
 
 
 On Behalf of Praxity, 
 
Steve Amigone, DHG LLP 
Will James, BKD, LLP 
Jerome Jonckheree, Plante & Moran PLLC 
Michael Schwartz, WeiserMazars LLP 
 
 
© Praxity - Global Alliance Ltd. All rights reserved. 
BKD, LLP; DHG LLP; Plante & Moran PLLC; MNP LLP; and WeiserMazars LLP are participant 
firms of Praxity - the world’s largest alliance of independent accountancy firms which has a presence 
in more than 80 countries. 

1 Praxity, also known as Praxity AISBL ("Praxity"), is a global alliance of independent firms. Praxity is organised as an 
international not-for-profit entity under Belgium law, with its registered office in Belgium. Praxity has its administrative office in 
London which is operated under Praxity - Global Alliance Limited, a not-for-profit company registered in England and Wales, 
limited by guarantee, with its registered office in England. Praxity does not practice the profession of public accountancy or 
provide audit, tax, consulting or other professional services of any type to third parties. The alliance does not constitute a joint 
venture, partnership or network between participating firms. The firms that participate in the alliance are independent separate 
legal entities, and Praxity does not guarantee the services or the quality of services provided by participating firms. 
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RESPONSE TO OECD DISCUSSION DRAFT ON REVISIONS TO CHAPTER I OF THE 
TRANSFER PRICING GUIDELINES (INCLUDING RISK, RECHARACTERIZATION, 

AND SPECIAL MEASURES) “Discussion Draft” 
 

Praxity Response Prepared by: 
 

Will James, BKD, LLP 
Jason Eberhardt, BKD, LLP 
Steve Amigone, DHG LLP 
Thanh Nguyen, DHG LLP 

Angeline Zioulas, MNP, LLP 
Christine Ballard, Moss Adams LLP 

Jerome Jonckheree, Plante & Moran PLLC 
Michael Schwartz, WeiserMazars LLP 

Irina Razumovskaya, WeiserMazars LLP  
 
 
BKD, LLP; DHG LLP; Plante & Moran PLLC; MNP LLP; and WeiserMazars LLP are participant 
firms of Praxity - the world’s largest alliance of independent accountancy firms which has a presence 
in more than 80 countries. The authors have made every effort to ensure commentary and factual 
information contained within this publication are accurate and current. The information/ views 
expressed are not official statements of position, and should not be considered as commercial or 
technical client advice without seeking professional guidance. This publication has been prepared 
only as a guide. No responsibility can be accepted by Praxity for loss occasioned to any person acting 
or refraining from acting as a result of any material in this publication. Any views expressed or 
advice given are those of the author/authors only and Praxity cannot be held responsible for them. 
 
General Comments 
 
We appreciate the continuing work and efforts of the OECD, the Committee on Fiscal Affairs and its 
working groups related to revision of the existing and introduction of new transfer pricing rules that 
aim at combatting base erosion and profit shifting. We recognize the importance of the goals of this 
work and the underlying logic of the suggested modifications and amendments. At the same time, we 
would like to express several concerns related to the impact of the suggested measures on our clients 
in small and medium enterprises (SME) sector and offer our thoughts in this regard. What follows are 
our general comments on the matter, as well as answers to certain specific questions raised in the 
Discussion Draft. 
 
We would like to express several fundamental concerns with the proposed revisions that may 
inadvertently affect bona fide taxpayers in their dealings with group members. 
 
Disregard of the value of a contractual arrangement between parties 
 
From our reading of the Discussion Draft, there appears to be an overall presumption that permeates 
throughout the Discussion Draft that multinational taxpayers are presumed to be non-compliant with 
the transfer pricing rules and are consciously structuring their intercompany dealings to evade paying 
taxes. The Discussion Draft intimates that arrangements between group members are not to be relied 
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upon prima facie. Specifically, it is pointed out in the Discussion Draft that “it should not be 
automatically assumed that that the contract accurately and comprehensively captures the actual 
commercial or financial relations between the parties.”  
 
First, it should not be the goal of the OECD to disregard bona fide contractual relationships between 
taxpayers that are members of a multinational group. Contractual arrangements are put in place by 
parties as a tool to manage liability and risks, hence a departure from contractual terms cannot be 
explained solely by tax planning motives. The Discussion Draft seems to intimate that even a slight 
departure or deviation from the terms of the contractual arrangement casts the entire arrangement 
into doubt and a recharacterization of the arrangement by the relevant tax authority could be the 
logical outcome. Second, Praxity member firms as practitioners as well as its SME clients are 
concerned that such a negative premise will open the door for protracted investigations and arbitrary 
adjustments by local tax authorities. As such, local tax authorities would appear to have the ability to 
pick and choose which contractual terms can be deemed to be invalid and/or completely disregard 
contractual framework of any relationship. Finally, jurisdictional (local) tax authorities may interpret 
contractual relationships between the parties in their own unique way and initiate their own 
adjustments without regard to the position of other affected local tax authorities that may be 
concurrently proposing an adjustment in a different jurisdiction.  
 
It can also be argued that such downgrading of the value of a contract may have an unintended 
consequence of the parties intentionally bypassing concluding intercompany contracts altogether or 
defining the terms of their contracts in an overly obscure or vague manner.  This would depart from 
the standard practice of taxing authorities in certain jurisdictions, particularly in the U.S., where the 
starting point of assessing an intercompany arrangement by a tax authority is based upon an 
evaluation of the contractual terms and conditions contained within the agreements.  As such, it is 
recommended that guidance be provided that if there are deviations from the contract in place 
between the related parties and their actual conduct, which does not have a material effect on the 
prices between the parties, that a recharacterization of the arrangement should not be the logical 
conclusion by the tax authority. It must be noted that in arm’s length dealings between related 
parties, the parties often deviate from terms of the agreement, which may or may not have an impact 
on the pricing outlined in the contract.  
 
Need for a Strong and Enforceable Dispute Resolution Mechanism   
 
It is paramount that the efforts made to revise the Guidelines go hand in hand with the improvement 
of the dispute resolution procedures to ensure an accessible mechanism for efficient cooperation 
between taxing authorities in different countries.  Without the checks and balances of an accessible 
dispute resolution procedure, a strong commitment by countries to agree to those procedures, and 
assurance that the decisions will be enforceable –  the goals of the revisions to Guidelines and many 
other BEPS actions are not likely to be achieved without detriment to bona fide taxpayers.  Since 
SMEs do not, by definition, have the resources of the large multinational corporations, having an 
accessible mechanism with a high likelihood that the results will be consistent across countries is 
very important. 
 
Failure to adopt such a mechanism will allow taxing authorities to take unilateral actions in the name 
of BEPS.  These unilateral actions will create substantial uncertainty and result in higher compliance 
costs for bona fide taxpayers without increasing compliance or otherwise adding value. This result 
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cannot be seen consistent with the goals of BEPS and will effectively impose double taxation on 
bona fide taxpayers.  
  
Specific Concerns of Small and Medium-Sized Enterprises 
 
We would like to stress the practical importance of safe harbors and bright line rules in the context of 
transfer pricing arrangements for SMEs, which are the majority of the clients Praxity represents.  
Often times, and in contrast to large MNEs, SMEs are especially sensitive to uncertainty, for they do 
not typically have sophisticated intra-group tax structuring in place, nor do they have a lot of 
resources and capacity to spare on resolving dispute resolution matters or in the preparation of 
extensive transfer pricing documentation. As written, SMEs would face an excessive compliance 
burden with regard to complying with the tenets of the Discussion Draft.  For instance, in the context 
of risk assessment, the extensive documenting, identifying and analyzing all risks may not be feasible 
in many situations for SMEs.  This is pertinent because a comparison between how a SME allocates 
the risks between its parties and the allocation of risks in a comparable uncontrolled arrangement is 
often not possible (i.e., information of the comparables assumption of various risks is often not 
available). Nonetheless, the current version of the OECD Guidelines does not relax compliance or 
the level of scrutiny for SMEs through implementation of safe harbors and similar techniques. 
Additionally, in the absence of safe harbor rules in OECD Guidelines local authorities may be 
tempted to wipe out existing safe harbors or similar mechanisms. 
 
Huge Emphasis on Risk as opposed to Functions of the Group Members in the Discussion Draft 
 
We believe that the analysis of the functionality of group members should be granted precedence and 
weight over the analysis of the allocation of risk, for the following reasons: (1) risks are harder to 
identify as opposed to functions of a group member; (2) the impact of a particular risk is not easily 
quantifiable; and (3) it is challenging in practice to determine comparables in the context of risk 
analysis.  
 
Interaction between Discussion Draft and Other BEPS Action Items 
 
The overall impact of the revisions to the OECD Guidelines per the Discussion Draft cannot be 
appropriately assessed by tax practitioners and SMEs without analyzing its interplay with the other 
measures proposed within the BEPS initiative, e.g. interest deduction rules or permanent 
establishment issues. Consequently, in our opinion, the most reasonable overall approach to 
implementation of the revisions to OECD Guidelines and related rules is to withhold finalization of 
separate drafts until the full scope of the BEPS rules implementation is clear. 
 
Specific Answers 
 
Below herein we address specific questions raised in the Discussion Draft:  
 
Re: Moral Hazard 
 
1. Under the arm’s length principle, what role, if any, should imputed moral hazard and contractual 
incentives play with respect to determining the allocation of risks and other conditions between 
associated enterprises?  
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In our view, moral hazard should not be regarded as a highly important factor in the context of risk 
analysis, for the reasons discussed below. The Discussion Draft emphasizes the connection between 
risk and management/control of an entity. In particular: “between the parties, the assumption of risk 
without the control exerted by management over the risk is likely to be problematic.” The above 
interdependence of risk and management/control is explained firstly, by difficulties in measuring a 
return for the party assuming the risk with no control over it; and secondly, by a moral hazard, i.e., 
reluctance of a party to assume risk with no control over it. 
 
Perhaps, the interdependence of risk and management is overstated in this approach.  For instance, 
the good faith principle that generally is applied to arm’s length contractual and business 
relationships is ignored. In practice, however, counterparties do not usually act as adversaries and 
may be willing to part with control due to various considerations, such as market entry difficulties, 
field of expertise constraints, etc.  It is typical, in a third party contractual arrangement, that risks are 
often transferred to another party where the transferor no longer has the ability to manage those risks.  
Any inclusion of the concept of moral hazard should be limited to a minor aspect of comparability 
assessment and the weight of which should not be a major determinant in how the arrangement is 
assessed and analyzed.   Moreover, the concept of moral hazard is not easily quantifiable.  
 
Additionally, the analysis of the risk as presented in various sections of the Discussion Draft ignores 
the risk associated with participation of other stakeholders in the business, such as shareholders of a 
corporation, that do not necessarily have access to management/control over separate transactions. It 
seems that more regard should be given to this issue, especially as it concerns special measures in 
Part II that go beyond the arm’s length principle. 
 
2. How should the observation in paragraph 67 that unrelated parties may be unwilling to share 
insights about the core competencies for fear of losing intellectual property or market opportunities 
affect the analysis of transactions between associated enterprises?  
 
In our view, this statement does not necessarily reflect the real life relationships between contracting 
third parties, as independent parties often share industry insights and intellectual property amongst 
each other for their own benefit. It is not unusual for independent companies to share a piece of its 
own intellectual property or know-how at no additional cost to a third parties with the expectation 
that the intellectual property adoption by a third party will generate a greater economic benefit in the 
future (i.e. greater market share) for the intellectual property owner compared to the case of not 
sharing and/or charging a royalty for the piece of intellectual property. For example, in electric car 
market, Telsa, a leading electric car manufacturers, is willing to share its proprietary fast-changing 
technology to third parties to promote its own plug-in electric cars in an effort to gain greater market 
share and market dominance against other competitors such as BMW or Nissan.  An extension of this 
might be found in the Prisoner’s Dilemma, from classical game theory, where unrelated parties can 
work together to mutually benefit and deriver great utility by coordinating their efforts than through 
taking a singular or myopic approach. 
 
Another example where third parties are willing to share proprietary insights is seen in independent 
alliances, such as Praxity itself. Even though member firms provide accounting and tax services and 
are in essence competitors, they often share new ideas and consult on interpretation of legal aspects 
that affect clients. Member firms may even join together to provide a consolidated view on certain 
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topics related to their practice or business operations, with the intent of promoting its own firm as 
well as creating benefit to the industry as a whole.  
 
 
 Re: Risk-return Trade-off 
 
4. Under the arm’s length principle, should transactions between associated enterprises be 
recognised where the sole effect is to shift risk? What are the examples of such transactions? If they 
should be recognised, how should they be treated?  
 
Transactions that involve the transfer of risk between associated enterprises are common 
occurrences.  Examples include captive insurance companies and distribution entities (both limited 
risk and commissionaire arrangements).  In these examples, risk must be valued using actuarial 
principals (captive insurance companies) or through the use of comparable companies (distribution 
entities). 
 
Captive Insurance Companies (“CICs”) involve the use of a specialized, regulated entity that handles 
only the risks of related operating companies.  As with any insurance product, companies shift risk 
related to its operations.  Some insurance coverages are predictable and can be estimated with a high 
degree of predictability (health insurance and workers compensation claims).  Other insurance 
coverages for low frequency, high exposure claims are able to be calculated with some accuracy over 
several companies, but difficult to accurately calculate for one company or for a few companies.  For 
example, prior to 9/11 very few businesses insured for terrorist exposures.  Now, many companies 
have insurance for risks related to terrorism, but the odds of a significant event is very low for one 
company.  The industry’s answer to quantifying the risks for CICs is to calculate higher premiums in 
the early years that start to decline after reserves are built up in the CIC over time.   
 
We suspect that the OECD may view the higher estimate of costs in the early years to be an action 
associated with tax evasion while it is an industry standard that is very prudent from the CIC point of 
view.  The CIC would, in many cases, be wiped out if a high exposure (although low frequency) 
event happened early in its formation.   
 
Another example would be that of a dealer that sells and services a particular manufactured product.  
In this case, the business arrangement could be that the dealer will assume some of the risk of 
defective product.  The manufacturer has reputational risk and is generally expected to manufacture 
quality products.  Initially, the dealer will negotiate and agree to a compensation based on expected 
defective product risk.  However, if the dealer experiences significant quality issues, then the dealer 
will learn from the experience and seek to adjust the compensation according to the risk as it 
materializes.  Going forward, the dealer may negotiate and require the manufacturer to bear certain 
servicing costs or all costs beyond a certain threshold or recall and replace products.  The dealer may 
also revise the terms and decide to sell and service products without bearing the risk of defective 
products by requiring the manufacturer to bear all of these costs.  Another extreme would be that if 
the dealer experiences that the manufacturer does not cooperate with product recalls or replacing 
defective parts, the dealer may make the business decision to discontinue selling the product from 
this manufacturer.  In all of these scenarios, the initial compensation is estimated based on 
“expectations” and the compensation going forward is adjusted based on “expectations as well as 
past experience.”  Generally, there is a time lag and experience gap between the realization of risk 
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and the adjustment of compensation.  It any case, it is common to see that any compensation 
generally results into a different actual profit or loss than that budgeted even among unrelated 
entities.  Therefore, it may be unfair to penalize associated enterprises simply for this reason by 
imputing that intercompany arrangements are intentionally designed with tax evasion in mind.      
 
Additionally, the use of limited risk or commissionaire arrangements is a common practice for most 
multinational manufacturers.  Forming sales entities in its global markets is prudent in that it allows a 
local entity familiar with the local markets and assists with isolating sales and profits in the countries 
to help them meet expectations of local taxing authorities.  It also helps U.S. companies, in particular, 
meet certain anti-deferral rules when products may flow through regional, rather than country, sales 
entities.  The allocation of risks between the manufacturer and limited risk or commissionaire entities 
must be based – as you stated in the Action Items – on the actual functions performed in the entities.  
However, where certain risks are arbitrary, legally enforceable documentation can shift product 
liability and warranty exposures to the (often) deeper-pocketed manufacturing entities.   
 
While we understand the OECD’s innate suspicion that contracts whose sole purpose is to transfer 
risk should be scrutinized, that innate suspicion comes through too strongly.  While risks are difficult 
to quantify, if two associated enterprises have a legally enforceable contract involving only risk, the 
contract should be valued using actuarial principals (for insurance or similar contracts) or using 
comparables when available.  In the case of CICs the initial premiums may seem high or otherwise 
disproportionate, but may be prudent from the CIC perspective.  The business purpose of both 
associated enterprises must be considered and balanced over time. 
 
Re: Special Measures 
 
Option 1 Hard-to-Value Intangibles 
 
In a third party situation, unrelated parties do not renegotiate the terms of an arm’s length transaction 
where the payment was in the form of a lump sum in the case when one of the parties realizes, 
several years later, that their forecast was not accurate at the time they were evaluating entering into 
the arrangement.  However, we recognize that related parties may be tempted to intentionally create 
forecasts that would have a beneficial impact on the value of the transfer and so there is a need to 
have safeguard against such a situation. This ex-ante requirement to review the value of the 
intercompany transfer should be balanced against the level of compliance and resources, especially 
for SMEs. The OECD, in its revision, should review the commensurate with income standard as 
outlined in Internal Revenue §482 for guidance with this concept.         
 
Generally, the suggested measure may be seen as a reasonable method to determine the taxable value 
of an intangible ex post. At the same time, the following should be pointed out: 
 

1. In practice thresholds could be established with respect to the valuation process. Care should 
be exercised when dealing with such requirements for evaluations or possible subsequent re-
evaluations (adjustments to initial valuation), so that the implementation of the said rules 
does not lead to constant need for re-adjustments. 

2. In the spirit of fairness in relationships between taxpayers and tax authorities, the question 
should be addressed on how to deal with decreases in value and losses related to hard-to-
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value intangibles. It is our opinion that downward adjustments should be permitted where 
upward adjustments are allowed, at the very least, to the extent of prior inclusions in income. 

 
Option 3: Thick capitalization 
 
The adoption of thick capitalization in addition to thin capitalization rules, would seem to be 
administratively difficult and imprudent. Thin capitalization rules provide countries with the ability 
to balance outlays from a local company to its parent between tax favored interest expense payments 
and less favored dividend payments.  Thick capitalization would, conceivably, do the opposite and 
would impose artificial debt requirements on local companies. 
 
The U.S. tried to impose bona fide debt regulations in the early 1980s (Internal Revenue Code/IRC § 
385) with the goal of defining what interest expense was bona fide and what interest was faux 
capital.  The IRS withdrew its Regulations within three years of their introduction.  The concept of 
Thick Capitalization seems to be getting at this same concept.  The U.S. was never able to finalize 
IRC § 385 due to public dissent on how it would or could be administered.  The U.S. relies upon a 
more flexible court system that considers up to twenty-four different factors when it determines what 
is bona fide debt or not.  The U.S. Supreme Court has described the debt vs equity as “vexing” 
(Pullman-Standard vs Swint 456 US 273, 288 (1982)) and “difficult” (Cooter & Gell vs Hartmarx 
Corp, 496 US 384, 401 (1990)).   
 
For such a regime to be effective and fair, it would have to be flexible with regard to industry norms 
and with regard to the global structure of the company as a start.  Work in, as appropriate, the other 
twenty-six factors that U.S. courts regularly apply to determining what bona fide debt is and you may 
have a workable definition of thick capitalization.  However, we have greater confidence that a court 
can administer such rules more appropriately than taxing authorities with the same guidance.  The 
U.S. Congress apparently agrees, also.  
 
Option 4: Minimal functional entity 
 
Qualitative Attributes:  The entity lacks the functional capacity to create value through exploiting its 
assets and managing its risks, and is mainly reliant on a framework of arrangements with other 
group companies in order to exploit its assets and manage its risks.   
 
In many instances, companies in a third party context outsource the majority of their functions to 
third parties. This is especially acute in the technology industry where development, sales, 
administrative and even management functions are outsourced.  Moreover, the strategy of 
coordinating a mass-assemblage of talent, capital and assets is in fact a strategy often used in many 
industries, including Pharma.  The value enhancing activities is the fact that one can create a 
coordinated approach to solving a myriad of issues by leveraging the experience and resources of 
other parties (either related or unrelated) to exploit a niche in the market and generate economic 
profits.  This is not unlike the professional sports coach, who alone does not have the athletic 
prowess to play the sport, but instead has the wherewithal to pool talent and resources to compete at a 
national level.  Thus, the notion that a related party outsourcing the majority of its functions should 
not condemn its intercompany arrangement to be classified as solely tax motivated.   
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Quantitative Measures:  The company in substance performs mainly routine functions, has a small 
number of employees; a substantial part of the company’s income is from arrangements with group 
companies;  and the value of the company’s assets is greater than or significant in proportion to its 
income, or an attribute based on a thick capitalization ratio.    
 
The determining factors to assess if a particular intercompany arrangement should be respected 
seems to suggest there should be a predefined number of employees associated with an entity that 
performs a specific function or it cannot have significant dealings with related parties.  This concept 
ignores basic business principles exhibited in successful businesses such as 1) being efficient with 
few employees, which could suggest the existence of process know-how, or 2) third parties that 
outsource many activities to third parties (such as technology companies which outsource 
manufacturing, sales, implementation and administrative functions). 
    
Overall, this option appears to be a significant departure from the arm’s length standard and appears 
to promulgate formulary apportionment by the OECD and provide the tax authorities with the 
unfettered ability to reallocate profits using formulary apportionment or even arbitrary apportionment 
methods.  Option 4 should be removed from any further consideration. 
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