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Sanitizing Monikers

In the world of structured tax-advantaged transac-
tions, the structuring frequently extends to the trans-

actions’ names. Thus, SILO, LILO, BOSS, son-of-
BOSS, and so forth. Clearly it is a lot less pejorative to
say ‘‘sale in, lease out’’ than to admit that we are pre-
tending first to sell to an accommodating party an asset
that is already in use and next to lease that asset back
to the same end-user. SILO is even better. It at once
evokes imagery of intercontinental ballistic missiles
and obliterates any notions of cheating the fisc.

The benefits of conjuring up names that sanitize the
underlying transactions, and acronyms that encrypt
even the sanitizing monikers, are obvious to those who
develop and market these tax-reducing products — ac-
countants, bankers, and lawyers. It appears, however,
that the disinfecting virtues of branding aren’t lost even
on those tasked with mediating the reaction to them.

Witness the recent public outcry in developed coun-
tries over systemic practices by multinational enter-
prises to lighten their tax load. This pattern of deliber-
ate tax planning is termed ‘‘base erosion and profit
shifting.’’ The phrase is wonderfully value neutral. It
has ecological overtones. The first half, ‘‘base erosion,’’
suggests powerful forces of nature at work — much
like the ocean eroding the coast or the wind eroding
the soil. The latter half, ‘‘profit shifting,’’ represents
what could only be the inevitable consequences of
those forces. Using the noun form, erosion, and the
participle, shifting, eliminates the need for a subject,
and thus any hint of individual human actors. The un-
mistakable impression: Even though the phenomenon
may be real, nobody in particular is to blame for it —
much like climate change. And also like climate
change, fighting it will entail going against the grain.
Finally, the acronym BEPS sweeps it all — erosion and

debris — under the rug. That rug was much in evi-
dence in Paris on November 12 and 13 at the OECD’s
public consultation on transfer pricing aspects of the
BEPS action plan.

BEPS and Transfer Pricing

The action plan, released July 19, a day before the
G-20 finance ministers met in Moscow, comprises the
OECD’s response to the G-20 countries’ demand for
proposals for reforming the existing regime for taxing
MNEs — a patchwork of national laws and interna-
tional treaties, frayed by internal and cross-
jurisdictional inconsistencies. The action plan lists 15
items intended to strengthen and streamline the regime
and thereby ‘‘address BEPS in a comprehensive and
coordinated way.’’

Transfer-pricing-related issues constitute three of the
action items. The action plan acknowledges the poten-
tial, and practice, of abusing the pricing of intragroup
transactions to artificially assign income to low-tax ju-
risdictions. It seeks to ‘‘assure that transfer pricing out-
comes are in line with value creation.’’ Specifically, the
three transfer pricing action items target: (1) moving
intangibles within a group; (2) transferring risks
among, or allocating excessive capital to, group mem-
bers; and (3) engaging in transactions that would rarely
occur between third parties.

On July 30 the OECD issued a revised discussion
draft on transfer pricing aspects of intangibles and a
white paper on transfer pricing documentation, and
invited comments. Those comments formed the core of
the November public consultation in Paris.

The Stranglehold of the Arm’s-Length Standard

It is now 45 years since Stanley Surrey came down
the mount that is Capitol Hill, bearing the dictates of
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the arm’s-length standard. In the world of transfer pric-
ing, those dictates have had an influence of biblical
proportions. Indeed, for most transfer pricing practitio-
ners, they rival the commandments brought down from
another mount some three and a half centuries earlier.
The arm’s-length standard’s continuing sway over all
things transfer pricing was palpable in Paris.

The BEPS Monitoring Group, a coalition of inde-
pendent academics, practitioners, and developmental
organizations, was a lone voice in the wilderness, en-
couraging a move away from ‘‘a narrow view of arm’s
length and transaction-based approaches.’’ Almost all
other commentators urged fealty to the standard. And
the absence of a Greek delegate notwithstanding, al-
most every proposal not in complete harmony with the
arm’s-length standard was met with suspicion worthy
of a Trojan horse. Thus, a suggestion that country-by-
country reporting be made publicly available was
strongly resisted lest it become a tool of convenience
for imposing a crude form of formulary apportion-
ment.

Much has been written about the irreconcilable con-
flict of the arm’s-length standard with the theory of
the firm. The latter suggests that an MNE exists if
command and control is cheaper than transacting with
third parties. The arm’s-length standard posits a mar-
ket, even though it has been rejected in favor of au-
tarky. Much has also been written about how manipu-
lable the arm’s-length standard is and why that might
supply one more reason for MNEs to exist. Operating
overseas through an integrated enterprise, instead of
partnering with local businesses, allows for not just
tighter managerial control but also easier tax gaming.

Principal Agent Game
Those arguments focus largely on the principals in

the game — MNEs, which at least under the Anglo-
Saxon creed of corporate governance are mandated to
maximize long-term shareholder, rather than stake-
holder, value. An MNE, however, is an inanimate en-
tity that can act only through agents — in the first in-
stance, the officers directing its affairs. But such an
officer’s interests are rarely, if ever, identically aligned
with those of her employing MNE’s. Her typical bias
in favor of the short term is exacerbated by stock-based
compensation structures. In a world of earnings volatil-
ity, she has a natural affinity for a tax planning instru-
ment such as the arm’s-length standard, which offers
the allure of smoothing out after-tax cash flows by fa-
cilitating accommodating adjustments to the tax bill.

But another set of agents is also at play here. The
benign shade of the arm’s-length standard has spawned
a vibrant ecosystem of support professionals — ac-
countants, lawyers, economists, and consultants. With
sophisticated theories and intricate analyses, they create
an artificial reality of a market that never existed and
of prices that were never paid.

To these professionals, the arm’s-length standard
represents not a way to adjust the tax bill but a license

to ply a trade. Such a professional’s zealous advocacy
in favor of fidelity to the arm’s-length standard may
well embody rent seeking behavior on his part instead
of shareholder maximizing behavior on the part of his
client MNE.

But what about the tax administrators? How does
one explain their abiding faith in the arm’s-length stan-
dard?

Paradigm Capture

The reluctance of tax administrators, at least in de-
veloped countries, to forsake the arm’s-length standard
is perhaps best understood as an instance of ‘‘paradigm
capture.’’ The concept of regulatory capture — the
idea that regulatory agencies tend to become the cap-
tives of the industries they are purporting to regulate
— is well known. The phenomenon of paradigm cap-
ture may be viewed as a special case of regulatory cap-
ture. Paradigm capture describes a situation in which a
theoretical construct, such as the arm’s-length standard,
so permeates all thinking on the matter that it becomes
the universal organizing principle for the various per-
ceptions of reality — of not just the regulated but also
the regulators.

Those who formulate, articulate, and administer tax
policy in the Western world, having long internalized
the arm’s-length standard, find it difficult to detach
themselves from it even when they confront its limita-
tions. The U.S. Treasury’s 1988 study on intercompany
pricing of intangibles in the absence of adequate com-
parables, despite advancing the profit-split method, still
found it necessary to depict the proposal as compatible
with the arm’s-length standard. For this exercise in pro-
fessing allegiance to the orthodoxy, the study devised
the fanciful term ‘‘basic arm’s-length return method’’
(BALRM). Though BALRM was mercifully dropped
from the final regulations that followed in 1994, the
spirit of paying homage to the arm’s-length standard at
every turn, even if the turn ever so slightly deviates
from the standard’s directions, endures.

This regulatory waving of a ritual wand, invoking
the blessings of the gods of the arm’s-length standard,
over even the most timid of moves away from the stand-
ard, only serves to hand the regulated a stout stick with
which to forestall any meaningful reform. Hence the
constant refrain in Paris that any solution devised to
tackle BEPS be kept segregated, analytically and in
implementation, from the prescribed treatment of in-
tangibles, which should continue to conform to the
arm’s-length standard.

‘I Stand Astonished at My Own Moderation’

Arm’s-length distance in intragroup transactions was
the subject of another public consultation held almost
240 years ago to the day. What eventually turned out
to be the largest and most successful MNE ever to have
existed, the British East India Company, had back then
attracted scrutiny analogous to, though considerably
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harsher than, that being brought to bear on modern-
day MNEs. In 1773, in response to an inquiry opened
a year earlier, the British Parliament heard from Robert
Clive, one of the company’s most celebrated officers,
who had established the company’s economic, politi-
cal, and military supremacy in the province of Bengal
and secured the foundations of British India.

Over the course of three successive tours of duty in
India, Clive had set up an extensive system of subsidi-
ary alliances under which local rulers accepted the
company’s protection, disbanded their armies, and
agreed to pay for maintaining the company’s troops
within their states to protect them from attack. Those
vassal states were, in style and substance, ‘‘subsidiar-
ies’’ of the company.

Clive stood accused of diverting for his personal use
large sums of money from the subsidiary states — in
effect, of failing to maintain a proper arm’s-length dis-
tance between the company and its subsidiaries, and
consequently depriving the company and, through it,
the British exchequer of their rightful due. In his de-
fense, Clive resorted to what the arm’s-length standard
terminology might today embrace as the comparable
uncontrolled price (CUP) method. He pointed to the
company’s regional competitor, the French East India
Company, and its commanding officer, General Du-
pleix, who had pioneered the practice of establishing
and exploiting subsidiary states. Drawing a comparison
with his own much less egregious behavior, Clive con-
cluded by famously declaring, ‘‘I stand astonished at
my own moderation.’’

‘We Learn From History . . .’

The present-day practitioners of the CUP method,
the adherents of the arm’s-length standard, are deliber-
ate and methodical, a study in contrast with the gran-
diose and self-righteous Clive. And the current clamor
for change in what is perceived to be a malleable and
easily gamed system of international taxation is but a
tempest in a teapot compared with the political turmoil
caused in late-18th century Britain by the East India
Company’s campaigns abroad.

Yet it may be instructive to recall the outcome of
the parliamentary inquiry into the company’s practices
and Clive’s role in them. His spirited defense both pre-
served his fortune and vindicated his honor — Parlia-
ment voted to completely exonerate him. Alas, neither
the company nor its franchise — India — fared as
well. Almost immediately after the vote against Clive
failed, the British government began directly interfering
in the company’s affairs until, following the bloodbath
of the Indian mutiny of 1857, the company was effec-
tively nationalized and subsequently dissolved.

The lesson we would learn from this story, if we
could learn from such stories: Rational agents of an
MNE who are engaged in furthering their self-interest
or enhancing their self-esteem, when confronted with
an altered political environment, cannot be relied on to
effect adequate entity-level adaptations — not even
when the long-term survival of the MNE and its habi-
tat are at stake. ◆
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