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Deloitte & Touche LLP
800 - 100 Queen Street
Ottawa ON K1P 5T8
Canada

Tel: 613-236-2442
Fax: 613-236-2328
www.deloltre. ca

MNovember 30, 2006

Mr. Jeffrey Owens

QOECD Cenire for Tax Policy & Administration
2, rue Andre-Pascal

75775 Parig

Cedex 16

France

Dear Mr. Owens;

The member firms of Deloitte (hereinafier referred to as “Delojtte’) are pleased to provide the following
comments in response to Working Party No, 6 (WPG) of the OECD Cornmittee on Fiscal Affairs’ public
invitation to comment on the series of Issue Notes regarding comparability, dated 10 May 2006.

Deloitte agrees that the issue of comparability iz an important concern. for the buginess and tax
practitioner commumities that has significant implications for the practical application of transfer pricing
rules by taxpayers arcund the world. The comparability issue alse has significant implications for the
resolution of double taxation under the Mutual Agreement Process (MAP). Despite the increased
attention that transfer pricing has received globaliy since the release of the 1995 Transfer Pricing
Guidelines for Multinational Enferprises, we have not observed any convergence in the approaches
adopted by local tax authorities regarding the identification, selection, or application of comparable data.
If anything, the divergence of views has increased. In some ways this is not surprising, given that
national governments proportionately have the greatest interest in the outcome of the analysis, assuming
related taxpayers are taxable in the relevant jurisdictions at relatively the same rate. Furthermore, the
growth i both the vertical integration and centralization of global operations has made it increasingly
more difficult to find good quality comparable data,

Deloitte applauds the Working Party’s efforts to provide practical guidance and clarification on the issue
of comparability, and looks forward to the results of this work. Please find our detailed comments on the
Issues Notes attached as an appendix to this letter.

Sincerely,
’ ]

o Ms. Caroline Silberztein

i s N . . Member of
Aundit. Tax . Consulting . Financial Advisory. Deloitte Toucha Tohmatsu
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Appendix: Deloitie’s Comments on a series of WP6 Issue Notes on Comparability

Issue Note: Putting a Comparability Analysis and Search foxr Comparables In
Perspective

Delofite agrees that it i3 important to congider the “conditions” that would have been imposed between
independent parties. However, practical experience suggests that as a result of both vertical integration
and the centralization of certain activities, it is conumeon for MMNEs to have commercial arrangements and
“conditions™ that differ significantly from those found between independent parties. These differences
usually result from differences in fundamental business operations, and not from any plan to redirect
functions or risk to a specific locale. In addition, independent parties often enter into a wide range of
business arrangements, which are supported by agreements with an equally wide range of terms and
conditions (e.g., short- and long-term contracts),

We agree that a review of the “conditions™ of both the controlled and uncontrolled transactions must be
considered as part of a transfer pricing review. However, we would strongly suggest that the revised
guidance specify those instances in which deviations from the “conditions” found in independent
transactions should be respected, and how those deviations should be factored into the pricing model.

Relating the functional analysis to both the tested party and potential comparables is the key issue. Ina
practical sense, determining what constitutes a reasonable “standard of comparability” remains a difficult
concept. The fimctional details available regarding comparables may not always be as comprehensive as
the finctional detail of the taxpayer. Comparability is an even greater problem in those countries that
lack publicly available financial information on local companies (that is, when there is a need for
additional adjustiments, including accounting and geographic market adjustments).

We agree that further clarification of the “prudent business management™ principle would be helpful. A
cost/benefit analysis should certainly be a consideration in this discussion. We also agree that transfer
pricing rules have become quite cumbersome and that pragmatic solutions would be helpful, not only for
the small and mediwm-sized business commmunity, but also for large MNEs.

Although it may become increasingly more difficult to apply the arm’s length principle because of the
lack of good comparable information, and although we agree that some pragmatic solutions would be
desirable, it is not clear to us how creating a “theoretical arm’s length environment” as suggested in
paragraph 20 of the Issue Note would increase the objectivity or the certainty surrounding the process.
This suggestion seems to promote the concept of recharacterizing the structure of actual transactions.
Assuming that tax savings are not the motivation for the conditions of a controlled transaction, we belicve
that to recharacterize the transaction solely for the purpose of facilitating valuation may increase the
likelihood of double taxation, and seems to ignore the reality of the MINE’s environment. In our view,
this suggestion is also contrary to the existing guidance in the 1995 OECD Transfer Pricing Guidelines.

Issue Note: Timing Issues in Comparability

In general, Deloitte considers it unfair and unreasonable to expect taxpayers to be able to set transfer
prices contemporaneously using data not available at the time those transfer prices are set.

The discussion in this section of the Issue Note seems to focus on the timing issue irrespective of the
terms and conditions of the particular transaction or the transfer pricing method applied. Obviously,
arm’s length parties do set pricing prospectively, and do enter into contracts that specify the pricing for
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extended periods of time - certainly beyond the fiscal period in which they are signed. For example, a
long-term off-take agreement may be required to obtain the appropriate local financing and project
approvals. In those situations, arm’s length parties would be restricted to the data available at the time
the deal was negotiated. In this arm’s length setting, discussion of the pricing terms would not be
reapened except in extenuating circumstances. This is similar to APA negotiations between tax
authorities, whereby the agreement would be revisited only if a critical assumption is violated. For
revenue administrations, comparability analyses are typically used to check transfer prices ex post facto.
Taxpayers, conversely, face igsues associated with the differences between setting prices ex ante and
verification of those prices ex post. Deloitte suggests that the revised guidance discuss sifnations
whereby amm'’s length transactions would have longer terms for legitirnate business reasons, and we
support the Worlang Party’s efforts to clarify what information arm’s length parties would consider in
their dealing.

In our view, the Issue Note does not attempt to address the relative impact timing issues may have,
depending on the methodology chosen. We would expect that the timing of the relevant data would have
a more significant impact on the measurement under the CUP method than under the TNMM.  Arguably,
when profit-based methods are used, the relevant data canmot ever be contemporaneous. In addition, we
believe it is important to consider the impact business cycles may have on otherwise comparable
transactions or outcomes from a different time period. 'We suggest that elarification of these timing
aspects by the Working Party would be a useful addition to the guidance.

Issue Note: Internal Comparables

Deloifte agrees that internal comparables (involving the tested party and unrelated parties) should be
considered. However, it is our experience that internal transactions with third parties are often carried out
on different terms or under very different circumstances than related-party transactions involving the
same good or service. We frequently encounter situations in which tax authorities argue that a product
transferred to a related-party distributor that sells to third-party end users should be priced the same as the
“game product” sold to end customers in the local market, even though the local sales functions are
performed by the related-party distributor. In such a case, the similarity of the products is only one of the
characteristics to be considered.

The Issue Note takes a strong position that internal comparables are preferable to external comparables.
In our view, it should be very clear in any guidance that internal comparables are not by default more
reliable than external comparables. Further, we recommend that an internal comparable should not
automatically be escalated to the level of exact comparable sitnply because the products are the same.
Internal comparables should be subject to the same comparability analysis (functional differences,
volume, level of the market, ete.) as external comparables to demonstrate whether they are in fact more
reliable. We suggest that any guidance should make clear that the standard should be centered on the
comparability of the transaction, not on whether the transaction is internally or externally derived.

In paragraphs 7 and 8, the Issue Note questions the use and motivations for the use of external
comparables. In our experience, the increased use of external information is a reflection of the lack of
internal information, and not a lack of diligence on the part of taxpayers in trying to identify internal
comparables. We suggest that the Working Party not make general assertions on taxpayers’ motivation
for using external comparebles.
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Issue Note: Determination of Available Sources of Information and Their Reliability

While Deloitte understands the concerns regarding taxpayers® use of confidential information, we note
that similar concerns alzo may arise between treaty pariners when one jurisdiction makes use of secret
comparables.

Deloitte concurs with other commentators that the use by tax administrations of ¢onfidential information
that cannot be verified -- secret comparables -- is highly problematic, for reasons of fairness and
transparency. Given the lack of fransparency, we also question secret comparables’ ultimate reliability in
an audit, competent authority negotiations, or court progess. With respect to MAP cases, we suggest that
taxpayers should not be exposed to double taxation simply because tax avthorities in one jurisdiction are
umable to discuss or investigate information the other jurisdiction obtained in confidence.

Ag discussed earlier, finding reliable information regarding benchmark controlled transactions is
becoming increasingly more difficult, at any cost. In our experience, detailed comparable information at
the transactional level exists only in a small minority of cases. We anticipate that locating reliable
comparable information will continue to be a challenge for taxpayers and tax authorities alike. While we
agree that publicly available databases may have shortcomings, we also believe that in the vast majority
of cases those databases offer the only cost effective means of verifying compliance with the arm’s length
principle. We recommend that the Working Party provide more specific guidance regarding the selection
of comparables in publicly available databases.

There may be sources of information, such as customs data, that when avajlable would provide evidence
of trends within an industry that could be used to validate the results of more traditional approaches. This
is a potential source of third-party pricing data that can add to the existing sources of information. We
suggest the Worldng Party provide further guidance on the use of customs end other sources of
comparable information not found in public databases.

Issue Note: Uncontrolled Transactions

Deloitte belicves that the selection of comparables involves a series of relative judgments, including
judgments about the reliability of methods given the availability of information. In many situations in
which detailed comparable data are not available, judgments are required t0 decide between, for exampie,
comparables in the same industry but different geographic market, or those in the same geographic
market but different industry., When these judgments are made, it is important that they be explicit and
explanations should be provided. We welcome any guidance regarding when and how ¢omparable
searches should be expanded,

We agree fhat transactions between associated parties should not be considered evidence of an arm’s
length transaction. We would expect that an explanation of the underlying logic and support for this
principle may provide some insight for taxpayers and practitioners. We suggest that the Working Party
congider including discussion on this point within the guidance.

Issue Note: Examining the Five Comparability Factors

Deloitte agrees with the comment that in practice the level of information available regarding external
comparables is often insufficient to reliably assess differences in the five comparability factors.
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What constitutes an appropriate ‘standard of comparability” remains an elusive concept. We agree that
the five comparability factors represent 2 goed checklist of issues that must be congidered in a
comparability analysis, although practicaily it may be unfeasible to apply all five factors in a TNMM
analysis. Focusing on these factors will improve the quality of comparability analysis. Their relative
significance will vary, but functional analysis of both the tested party and comparables is a key element.
However, a detailed comparability analysis using the five comparability factors may not be possible due
to the paucity of available information on third-party comparables. Nonetheless, a comparability analysis
ghouid focus on identifying the differences between the tested party and the comyparables along the five
comparability factors, determining the effect of such differences in the analysis to be undertaken, and
maldng adjustments to the differences, if possible. It must be recognized, however, that even if
adjustments cannot be made, the extemal information may remain the most objective measure or test of
an arm's length resnlt. We acknowledge that the reliability of the analysis may be reduced in such casges.
We recommend that the Working Party recognize the relative value of external comparables, even if one
or more of the five comparability factors cannot be analyzed.

We recommend that the guidance clearly recognize the practical constraints regarding the comparable
information and lirnit any subjective interpretation that could promote double taxation.

The contractual terms of an agreement are an important considetation; however, paragraph 26 of the

Issue Note seems to imply that recharacterization of a transaction would be relatively routine, We agree
that when the substance of a transaction does not conform with its legal formm, the tax authorities should
have the ability to recharacterize the transaction. Having said that, in our experience MNEs often operate
under an integrated model, with structures and transactions that would not always exist in an arm’s length
enviromment. Furthermore, even in an anm’s length setting, parties frequently adopt a variety of
structures based on each party’s relative aversion to rigk. The 1995 Guidelines support the recognition of
transactions as struetured. Clearly, arbitrary recharacterization of a tranga¢tion would have a significant
impact on the relative profitability of an entity, and significantly increases the risk of double taxation.
Guidance that promotes recharacterization as a routine matter leads to an environment of reduced
certainty for taxpayers, and should be discouraged. Therefore, we recommend that any guidance
reemphasize the importance of respecting the legal structure adopted by the taxpayet, the uniqueness of
MNE operations, and the limited circumstances under which a tax authority may disregard the legal
gtructure of a transaction.

Issue Note: Selecting or Rejecting Third Parties or Third-Party Transactions: Degree of
Objectivity of the List of External Comparables.

Deloitte believes that any practical guidance on the issue of how to undertake a comparability analysis is
a positive step. The objective of such analysis is clear -- to derive the best available data -- but the
analysis must be a transparent, systematic, and repeatable process, whether the additive approach or the
deductive approach is adopted. We note that the process may depend in part on the information sources
used — in North Ametica databases tend to be comprised of public companies and provide more
qualitative information, whereas European databages tend to contain more private companies and focus
on quantitative aspects,

Issme Mote: Determination of and Making Comparability Adjustments When Appropriate
Deloitte believes that taxpayers and tax guthorities globally have historically invested a significant

amtount of time and money in searching for comparable tfransactions and making adjustments. Improving
the reliability of the comparable information through comnparability adjustments is a key consideration.
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The concept that adjustments should be made only if the outcome Improves comparability by improving
reliability appears theoretically sound, Obviously, not kmowing whether an adjustment improves the
reliability of the outcome may simply be reflective of the lack of detail available on the comparable, and
may not suggest that the unadjusted result is any more or less religble, Given the practical limitations of
the comparable information available, consistency in the application of transfer pricing rules would help
to reduce the potential for double taxation. We therefore recommend that the Worldng Party provide
further guidance regarding adjustments, in particular regarding the commonly used working capital
adjustments, as well as accounting and geographic market adjustments.

Issne Note: Multiple-Year Data

Deloitte’s experience is that arm’s length parties often enter into long-term agreements and relationships.
It seems logical to agsume in those situations that arm’s length parties would consider multiple years in
determining an appropriate price. We acknowledge that multiple-year information may evidence a trend
in a partictlar industry or product line. However, based on the practical limifations of data available, we
suggest that, unless there is evidence that the comparables are, in fact, in a similar business and product
cyele, one should not make that assumption subjectively. To the extent there is no evidence that the
cotnparables are, in fact, in a similar business and product cycle, multiple-year data may often be a
reasonable benchmark of anm’s length profitability.

We concur that the suggested guidance outlined in paragraph 21 of the Issue Note would be helpful.
However, with regard to the yearly assessment of taxpayer’s results, Deloitte believes that the fact that a
result for an individual year is outside the comparable range for that particular year should not suggest
that it is non-arm’s-length if the result is within the range for a longer period of time and there is limited,
ot no evidence that the comparables and the tested party are in the same business and product cycles.
This highlights the problem that single-year or current-year data are often not available on a
contemporaneous basis. It should also be noted that some tax jurisdictions may require that only a single
year of taxpayer data be compared with multiple-year averages of comparable company data. This
approach requires the even more difficult task of finding companies that are at the same stage of the
business cycle ag the tested party. Guidance from the Working Party addressing these aspects would be
welcome.

Issue Note: Aggregation of Transactions

Deloitte agrees that there may be instances when, based on the independence of the transactions and the
availability of information, a transactional approach may be the most appropriate method. However, we
do not believe that a transactional approach should be assumed to be the most reliable in all cases. Many
MNEs have very integraied operations whereby a variety of products and services are interdependent on
one angther within the overall business strategy, This interdependence often makes it difficult to create
internal segmented financia) staternents without making significant assumptions regarding the revenue
and expense allocations. Similarly, other MINEs at the same level would also be expected to have a
¢omplimentary mix of products and services. Independent patties which may be available as
comparables that operate solely in either the product or the service side generally have a completely
different business strategy and would not be directly comparable to the corresponding produets or
services within the MINE’s overall business strategy. For this reason, the transactional approach often
promotes disputes regarding the existing business strategies (e.g., loss leaders). Furthermore, there are
the obvious limitations regarding the availability of comparable information at the transactional level,
The reality is that, more often than not, aggregate transactions are a practical necessity in a transfer
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pricing analysis. The Issue Note makes some statements that support this view. We would welcome
inclusion of further guidance by the Working Party as to when aggregation may be used.

Issne Note: Definition of the Arm’s Length Range, Extreme Results, Methods to Enhance
Reliahility, Loss-Making Comparables

Deloitte agrees that statistical methods should not be used as a substitute for comparability and an
examination of the five comparability factors. Nonetheless, statistical methods are a nseful tool in
situations in which the only data available do not meet the theoretical standard of comparability. We
would welcome additional guidance from the Working Party on the appropriate use of statistical methods.

As to the ranking of the points in the range, it ig difficult to vnderstand how comparables could be ranked
without making fairly significant assumptions about the companies® operations. One would think that if
the detail required to determine a ranking were available, one would be able to meet the theoretical
standard of comparability.

We agree that financial results should not drive the selection process. Loss-making comparables should
not be rejected sitply because they are in a loss position, but may be rejected because the loss refiects a
comparability issue. In this scenario, the business cycle of the tested party and the comparable
companies should algo be congidered to ensure that the loss is not simply related to a low period in the
business cycle. We agree that loss-making comparables should be considered individually.

Issue Note: Documenting a Search for Comparables

Deloitte supports the QECD’s efforts to develop guidelines for supporting and documenting transfer
pricing, Transfer pricing i3 a sigmificant issue for MINEs and tax authorities, and guidelines would be
nsefil to reduce misunderstandings and conflict between these two constituencies. If possible, it would
be very useful to outline sample searches in common situations showing the scope of the search,
acceptahle screens, what adjustments should be made, and whether reconciliations are necessary.



