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The demand for companies to

be transparent about how they
operate internationally and where
they pay tax Is ever increasing.
As a consequence, businesses
need to improve the way

they explain their operating
models and tax approach to
stakeholders. More than ever
before, this means being able to
understand and readily explain
the commercial facts of their
business and align with profit and
tax outcomes.

KPMG's Value Chain Analysis: A better perspective on your business

-XECULve SUmma

The changes brought in by the OECD’s Base Erosion
and Profit Shifting (BEPS) Action Plan have the potential
to radically change tax outcomes for many taxpayers.
The realignment of taxing rights with economic
substance is at the heart of the initiative. The OECD
defines this as the need for aligning transfer pricing
outcomes with value creation.

Value Chain Analysis (VCA) is a vital tool for evaluating
and communicating how a multinational enterprise
(MNE) works.

l’ Through harnessing the power of
VCA, taxpayers can more easily
assess the relative importance of
different value drivers in a global
business — which has many useful
tax applications in the new post-
BEPS world. ”

KPMG has developed a scalable and flexible
methodology for analysing a business value chain.
This approach has been implemented with many
organisations across different industry sectors. We
have refined and updated our methodology to reflect
the latest OECD guidance resulting from BEPS. Our
targeted deliverables have been tailored to assist
taxpayers to manage their response to BEPS across
the different applications, from ensuring a tax model
is BEPS compliant or assisting with the new OECD
Master File through to the design of a new transfer
pricing model that underpins the wider business.
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KPMG's Value Chain Analysis: A better perspective on your business
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A Value Chain Analysis (VCA) considers an end to

end view of a company’s activities, enabling a better
perspective on the way a business works and how each
component contributes value.

l In a tax context, a VCA considers
the relative value of business
activities, assets and risks to
one another and how they
correspond to a group’s success
or failure — aligning tax with the
commercial view of a business ”

There is an ever greater demand for tax transparency
among governments and the public. The OECD’s
(BEPS) Action Plan is a direct result of this. Two key
pillars of the BEPS Action Plan are: ensuring that
substance and value creation are consistent with

the location of taxable profits (Action 8 and 10); and
requiring transparency in an Multinational Enterprise’s
(MNE) profitability, tax outcomes and global business
value chain (through country by country reporting and
the Master File, as per Action 13). By ‘substance’, the
OECD increasingly means ‘people’. Other value drivers
and features, for example intangible assets and the
terms of contracts, are important — only if they are
properly aligned with key people.

As acknowledged by the OECD, global value
chains are also very diverse across industries
and enterprises. A VCA situates the relative
value of these functions, assets and risks

in the context of a company’s industry
competitors.

AVCA therefore involves the examination of:

1. All facts and circumstances surrounding
how group companies interact with
one another in their economic and
commercial context.

This means that companies need a coherent and
holistic picture of their business, which articulates how
and where value is created, as well as help identify and
explain profit and tax outcomes.

AVCA can be an important tool in demonstrating to How that interaction contributes to the

both internal and external stakeholders that the location
of a company'’s taxable profits is consistent with the
location of key substance.

rest of the value chain.

What the interactions involve in terms
of the role that each party performs,
the assets it employs, and the risks it
assumes and manages.
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KPMG's Value Chain Analysis

KPMG has developed a flexible approach to using VCA
in a tax context. Our approach includes three phases
with six core steps which can be scaled depending

on its application as well as the size and needs of the
business. The core methodology is tried and tested
across many years and multiple industries. It has been

KPMG's Value Chain Analysis: A better perspective on your business
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We have also designed a series of tools to capture our
findings and present our analysis in the most useful
manner for the multiple tax applications of VCA. In
addition to a traditional functional analysis, we focus on
pictorial/ graphical presentation to illustrate the value
chain, bringing greater insight and clarity.

refreshed and updated to help ensure the latest OECD

BEPS guidance is fully reflected. Our VCA approach combines management observations

with objective industry and company data to evaluate
key business processes, how value is created,
commercial success factors and risks - both for the
company and relative to competitors in its industry.
Using the collected data, a ‘value hypothesis’ for the
business can be formed and tested through value
focused interviews with key business experts.

@D Phase 1: Map - Outlining the value chain

The mapping of the value chain in the first 1) Prepare an ‘activity map’, capturing activities across the value - Product
phase is obtained through a series of value chain. gesiol
focused interviews with key personnel 2
and a review of internal and external data.

In this phase we:

11 Store numbers.

Identify all intellectual property assets and key risks, and
map them to activities.

12 Store locations. 22 Iital feedback onthe | 3

calloction concept

3

Prepare supporting materials including functional analysis. 13 S 23 Stetch dovlopment

o closures /
rationalisation.
qi 24 Matzg

é} Phase 2: Evaluate — Relative value assessment ﬂ

This second phase helps to qualify and
quantify the relative importance of various
value drivers in an MNE value chain. The 2
relative value assessment is validated

with key personnel in the business and
supported through company and industry
data. The key steps in this second phase are:

1) Analysing the relationship of assets and risks with key
activities.

Product
design

Developing a ‘value heat map’ from the ‘activity map’,
assessing the relative value of each activity.

@«

Mapping the value drivers to legal entities reflecting each
of people functions, contractual risk allocation and
ownership of IP assets. /

@ } Phase 3: Apply — Overlaying VCA to tax applications BN

In this phase, additional steps are performed 1) A review of whether contractual risk is aligned with business
depending on how VCA is being applied. conduct (given new OECD Chapter | guidance).

The following steps would be applied at

a minimum in order to analyse a business’s
alignment with the new BEPS guidance:

2) A review of whether intangible assets are being properly
rewarded (given new OECD Chapter VI including guidance
on ‘DEMPE’ functions).

3) Areview of transfer pricing method and outcomes,
specifically whether the transfer pricing model properly
reflects the value drivers as identified in the VCA.

/
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Assess your transfer pricing model’s @
alignment with the OECD BEPS principles

AVCA can help assess the risk of a transfer

pricing model for multinational groups and test
whether the location of key value drivers and

business substance is appropriately connected

with the location of taxable profits.

In the UK, a VCA can support and corroborate
the analysis undertaken to determine
whether companies have an exposure under
the Diverted Profits Tax legislation or the
more recently introduced Profit Diversion
Compliance Facility.

©

Support your Master File and Country by
Country Reporting

AVCA can help you explain the drivers of
business profit and principal contributions of
value creation for your group, as required under
the new OECD Master File.

It will also help explain your Country by
Country Reports and the location of taxable
profits.

Deepen your understanding of how your
business functions

A well-executed VCA can help you align your
operating model to reality, and enable you
to articulate this simply and objectively. As
businesses evolve, change and restructure,
a VCA can ensure that the tax outcomes
continue to align with the new operating
model. It can then be used to develop the
most appropriate transfer pricing approach
to apply.

Ioressed!|
5 Chain Analysis
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Develop a more sustainable model

AVCA can identify a fundamental change in
the way a company operates, or may simply
reinforce the validity of its existing model.

In several recent projects, we could identify
previously undervalued functions by asking
the difficult questions to the right people and
mapping the whole value chain, supporting a
more sustainable model.

Prepare for discussions with tax authorities
and stakeholders

AVCA can help you clearly and transparently
demonstrate to tax authorities and other
stakeholders how a legal entity’s share of the
total business profit correlates with their role in
the value chain.
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LaSe Studies

A VCA has multiple applications and potential benefits

Here are some examples of cases where KPMG helped its clients overcome different challenges by applying VCA:

Case 1

Master File
and reporting

Case 2

Operating
model

Case 3

BEPS risk
review

A company was concerned about

the margins being reported in its
markets by comparison to the
business model adopted by its
competitors.

One of our clients had a large
amount of unutilised tax losses
and was concerned about
ensuring the ongoing BEPS
compliance of their transfer
pricing model.

A company was leaving a
valuable intangibles return
in a high tax location with
no meaningful substance
or value drivers.

Result

The company was able to explain
why and how its business
operated differently to its
competitors. This meant the risk
of challenge from tax authorities
could be mitigated, with the VCA
also being used as part of the
group’s Master File.

Result

It was established that the head
office drove most strategic and
operational decisions in the
business, yet was compensated
as a cost centre, which was
neither BEPS-compliant nor
tax-efficient. KPMG used VCA to
advise on and implement a new,
compliant transfer pricing model
for the business, enabling them
to access tax losses.

Result

VCA enabled the company to
bring its tax model up to date
with the latest OECD thinking,
whilst managing tax risks and
improving the tax outcome.
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KPMG’s Value Chain Analysis is a clear
and established methodology for
analysing a business value chain. It can
help in:

1. getting valuable insights in relation to
the value drivers of the business

2. clearly articulating value creation within
the business

3. engaging in discussions with tax
authorities

LONIACTS

If you would like to discuss further and find out how we
can help, you can speak to a member of the KPMG team:

Tim Sarson Richard Murray

Partner Partner

T: +44 (0)20 7694 4831 T. +44 (0)20 7694 8132

E: tim.sarson@kpmg.co.uk E: richard.s.murray@kpmg.co.uk

Erica Perry
Director

T. +44 (0)20 7694 4891
E: erica.perry@kpmg.co.uk

www.kpmg.com/uk/tax

The information contained herein is of a general nature and is not intended to address the circumstances of any particular individual or entity. Although we
endeavour to provide accurate and timely information, there can be no guarantee that such information is accurate as of the date it is received or that it will
continue to be accurate in the future. No one should act on such information without appropriate professional advice after a thorough examination of the

particular situation.
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