
Imported mismatches. If a group finance company
is capitalized with a hybrid instrument, and its interest
deduction offsets its interest income from affiliated bor-
rowers, the report sees an imported hybrid mismatch in
the borrower’s country of residence. The report recom-
mends a linking rule to deny the borrower’s interest
deduction.

The OECD will look at the effect of this proposal
on group finance companies, according to Achim
Pross, head of the OECD’s International Cooperation
and Tax Administration Division, who spoke at the
OECD technical discussion of the proposals. Recent
tax reforms, like the U.K. tax reform, have accommo-
dated group finance companies.

Treaty Changes
Switchover clause. The OECD model treaty already

contains an optional switchover clause that denies
parent-subsidiary exemption for dividend payments that
are deductible by the payer (article 23A, para. 4). The
hybrid report suggests that exemption method countries
include this clause in their treaties.

Treaty benefits for passthroughs. A new addition to
the residence article (article 4) would extend the benefit
of the 1999 OECD partnership report to all types of
passthroughs, provided their owners were subject to tax
in one of the signatory countries (the passthrough en-
tity need not be a resident). New commentary would
say that this clause cannot be used to achieve nontaxa-
tion.

Regulatory capital. Banks asked that hybrid securi-
ties issued to bolster regulatory capital be excused from
any new rules. They argued that ownership of publicly
offered hybrids could not be traced. The hybrid report
raised the threshold for related party treatment and
asked for more comments on these problems.

Implementation
As previously recognized, the central weakness of

the proposed hybrid rules is that tax administrators
need to know how other countries are treating the pay-
ments. The tax administrator of the country that pro-
poses to deny the deduction needs to know when the
other end is taxing it. The payee’s country of residence
needs to know whether payments are being deducted
on the way in.

The hybrid report doesn’t have a good answer to the
information conundrum, other than to say countries
should share information. The proposed rules are sup-
posed to apply automatically once the other side’s
treatment is known. The report states the pious hope
that all BEPS participating countries will adopt the
same set of rules with the same effective date. And
hoped-for coordination will prevent double taxation
when national rules conflict with each other.

♦ Lee A. Sheppard is a contributing editor to Tax
Analysts. E-mail: lees@tax.org

BEPS Action 8 (Intangibles)

Arm’s Length Is Still the Mantra

by Ajay Gupta

‘‘When the facts change, I change my mind. What
do you do, sir?’’ Though oft attributed to him, John
Maynard Keynes probably never uttered those words.
Keynes’s prolixity attracts several spurious ascriptions.
Or, as Yogi Berra once put it, ‘‘I didn’t really say ev-
erything I said.’’

By comparison, the 130-page report on action 8 of
the base erosion and profit-shifting project, ‘‘Guidance
on Transfer Pricing Aspects of Intangibles,’’ released
September 16, is properly ascribed to the OECD. But
all that text doesn’t amount to much. And unlike
Keynes, changing facts don’t seem to change the
OECD’s institutional mind. Even as the scope and
scale of intangibles in multinational enterprises’ busi-
nesses continue to undergo a rapid transformation, the
OECD’s instruction on the appropriate transfer pricing
standard remains unyielding — arm’s length continues
to be the polestar for OECD guidance in this area.

The OECD’s single-minded devotion to the arm’s-
length standard, however, stultifies thought and ossifies
action. The result is an incomplete exposition and
many ill-suited prescriptions. Pointedly, the OECD re-
port suffers from two major shortcomings, both appar-
ently arising from an unwillingness to recognize the
limits of the arm’s-length standard. The report neither
formulates an adequate explanation of value creation
nor provides feasible alternatives to the comparable
uncontrolled price method when no valid comparables
exist.

Background

In the 35 years since the OECD first issued transfer
pricing guidelines, global business has been turned on
its head. Bits and molecules have replaced bricks and
mortar, growth is increasingly driven by original re-
search, and comparative advantage is largely repre-
sented by proprietary technologies. Those technologies,
residing in human minds and captured in patents and
copyrights, are referred to as intangibles and are the
most valuable assets of large enterprises today.

The centrality of intangibles to a multinational en-
terprise’s existing and new ventures, the breakneck
speed of their continual evolution, and the ease with
which their legal ownership can be moved among the
constituents of an MNE group all combined a long
time ago to render obsolete Chapter VI of the original
OECD transfer pricing guidelines, ‘‘Special Consider-
ations for Intangible Property.’’ Belatedly, in 2010, the
OECD embarked on a project to revise and update the
chapter. A discussion draft emerged in 2012. The
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BEPS action plan, released on July 19, 2013, brought
that ongoing project under its auspices.

Three of the BEPS action items address transfer
pricing issues: action 8 (intangibles), action 9 (risks and
capital), and action 10 (other high-risk transactions).
The three action items focus, respectively, on moving
intangibles within a group; transferring risks among, or
allocating excessive capital to, group members; and
engaging in transactions that would rarely occur be-
tween third parties.

On July 30, 2013, the OECD issued a revised dis-
cussion draft on the transfer pricing aspects of intan-
gibles. A public consultation followed in Paris on No-
vember 12 and 13. The September 16 report on action
8 represents the outcome of that deliberative process.

A Work in Progress
That outcome remains a work in progress. The re-

port acknowledges that ‘‘strong interactions exist be-
tween the work on ownership of intangibles under Ac-
tion 8 and the work on risk, recharacterisation of
transactions, and hard to value intangibles.’’ Clearly,
the OECD found it ‘‘challenging to finalise guidance in
one area without also addressing other issues in an in-
tegrated manner.’’

In light of those challenges, the report says, ‘‘a deci-
sion has been made not to finalise the work on some
sections of this document at this time.’’ The text of
many sections of the report has been bracketed and
shaded to indicate ‘‘interim drafts of guidance, not yet
fully agreed by delegates, that will be finalised in 2015
in connection with other related BEPS work,’’ it says.

At a press briefing September 12, Pascal Saint-
Amans, director of the OECD’s Centre for Tax Policy
and Administration, said that even though the text in
these sections awaits finalization, ‘‘there is agreement
on the goal.’’

The report recommends discrete amendments to
chapters I and II of the OECD transfer pricing guide-
lines. Moreover, it proposes deleting and restating all of
Chapter VI.

The language in Chapter II, paragraph 2.9, of the
2010 edition of the guidelines, which discusses an
MNE’s ‘‘freedom to apply methods not described in
these Guidelines,’’ remains to be finalized. ‘‘That lan-
guage will be revised and updated as part of the 2015
transfer pricing work on BEPS,’’ the report says.

Many paragraphs of the proposed new Chapter VI
of the guidelines have also not been finalized. These
include paragraphs seeking to provide guidance on the
ownership of intangibles, intangibles whose valuation
is uncertain at the time of the transaction, and the ap-
plication of the profit-split method in transfer pricing.
Several examples within an annex to Chapter VI that
demonstrate those provisions also have not been final-
ized.

That lack of finality only accentuates the report’s
lack of clarity.

Inadequate Theory of Value Creation

In text that is yet to be finalized, the OECD makes
a welcome, and long delayed, move away from the
simple-minded notion of imputing to the legal owner
all profits derived from the use of an intangible. In its
place, the report advances the principle of tracing the
sources of intangible value creation within the MNE.
Paragraph 6.32 states that ‘‘although the legal owner of
an intangible may receive the proceeds from exploita-
tion of the intangible, other members of the legal own-
er’s MNE group may have performed functions, used
assets, or assumed risks that are expected to contribute
to the value of the intangible.’’

The report, however, seems content to rest on these
and other equally vapid statements on collaborative
value creation. In particular, it fails to develop any ro-
bust theory of how a valuable intangible may be devel-
oped in an iterative process, and how these processes
may vary across industries and sectors. For example,
pharmaceutical conglomerates developing new drugs
rely not only on basic research, but also on feedback
from clinical and field trials and controlled studies on
animals and humans, which might be conducted by
subsidiaries in other jurisdictions. Similarly, relentless
innovation in software development is the result, in
part, of evaluating user responses and making assess-
ments in many different geographic markets.

Instead of recognizing the organic bottom-up nature
of value creation in intangibles, the report appears to
subscribe to a hierarchical top-down approach. Thus,
yet-to-be finalized paragraph 6.56, in identifying poten-
tial sources of value for ‘‘self-developed intangibles, or
for self-developed or acquired intangibles that serve as
a platform for further development activities,’’ empha-
sizes the ‘‘design and control of research and market-
ing programmes, direction of and establishing priorities
for creative undertakings including determining the
course of ‘blue-sky’ research, control over strategic de-
cisions regarding intangible development programmes,
and management and control of budgets.’’

To be sure, control over research and development
activities that succeed in creating a valuable intangible
may not be as easy to game as the legal ownership of
that intangible. Placing title to the intangible in a tax
haven subsidiary would no longer suffice for shielding
from tax the profits earned from the use of that intan-
gible. Nonetheless, a criterion that relies on control
over R&D remains amenable to both base erosion and
profit shifting.

To attribute profits from an intangible to a tax haven
subsidiary, the MNE would have to, at a minimum,
vest in that subsidiary nominal control over R&D func-
tions leading to the development of the intangible. But
that requirement may be satisfied by the subsidiary’s
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hiring of a few resident managers who ostensibly retain
supervisory authority over R&D decision-making.

In contrast, headcount and payroll would have to be
taken into account to determine the true measure of
R&D in creating intangible value. Also, accounting for
user-generated evaluations would entail a sales-based
factor. The OECD report steers clear of any such
multifactor-driven approach, presumably because such
an approach may be construed as approving formulary
apportionment.

As detailed below, any hint of formulary apportion-
ment is viewed by the prevailing transfer pricing ortho-
doxy as an attempt to breach the edifice of the arm’s-
length standard constructed in the 1960s, largely at the
direction of Stanley Surrey, assistant secretary of the
Treasury for tax policy under presidents Kennedy and
Johnson. A refusal to countenance such a breach, and
unswerving allegiance to the arm’s-length standard,
may underlie the OECD’s apparent reluctance to fully
develop a framework of value creation for intangible
assets.

Mealy-Mouthed Alternative to the CUP
More important, and more troubling, is the report’s

failure to develop meaningful alternatives to the CUP
method for transfer pricing situations lacking meaning-
ful comparables. The reason again appears to be a
stubborn reluctance to renounce the arm’s-length stand-
ard, despite its irrelevance.

The modern-day MNE owes a large, often predomi-
nant, share of its total worth to its intangibles.
Multibillion-dollar businesses are built around some of
these high-value intangibles, such as Medtronic’s pace-
maker technology or Amazon’s order fulfillment sys-
tems. The fact that intercompany transactions involving
these intangibles have no applicable comparables is a
truism.

Pricing these transactions inevitably requires think-
ing outside the arm’s-length box. I wrote earlier that
policymakers’ inability to do so is perhaps best under-
stood as an example of ‘‘paradigm capture.’’ I defined
that phenomenon as one ‘‘in which a theoretical con-
struct, such as the arm’s-length standard, so permeates
all thinking on the matter that it becomes the universal
organizing principle for the various perceptions of real-
ity — of not just the regulated, but also the regula-
tors.’’

The report on action 8 makes it clear that for per-
ceiving the reality of intercompany transfers of intan-
gible assets, the OECD is not quite ready to discard
the lens of the arm’s-length standard that was be-
queathed upon it, and much of the Western world,
more than 45 years ago by Surrey.

Some two decades after he left government to return
to academia, the U.S. Treasury, advancing the profit-
split method in a 1988 study on intercompany pricing
of intangibles in the absence of adequate comparables
(Notice 88-123; 1988-2 C.B. 458), nonetheless found it

necessary to pay homage to Surrey. The Treasury study
pretended to synthesize the profit-split method with the
arm’s-length standard, devising the mouthful ‘‘basic
arm’s-length return method’’ for that purpose.

Today, over a quarter of a century later, the OECD
twists itself into a pretzel in yet-to-be-finalized para-
graph 6.145 when it claims that ‘‘a transactional profit
split method can be utilised to determine the arm’s
length conditions for a transfer of intangibles or rights
in intangibles where it is not possible to identify reli-
able comparable uncontrolled transactions for such
transfers.’’ It is difficult to tell which of the two terms
is more imaginative, or a greater oxymoron: ‘‘basic
arm’s-length return method’’ or ‘‘transactional profit-
split method.’’

The profit-split method splits the combined residual
profit of the two related parties based on a formula
reflecting market rates of return assigned to the com-
parative functions performed by each. If it sounds like
formulary apportionment, it is only because it is indeed
such an apportionment, albeit a more flexible one than
the static versions based on assets, payroll, headcount,
sales, and so on, used for state tax purposes in the
United States. In treating the enterprise as a unit, the
profit-split method represents the antithesis of a trans-
actional method. Yet the OECD perseveres in attaching
a transactional label to the profit-split method.

Faulting the OECD for that is not merely an argu-
ment over form; there is substance at stake as well.
Characterizing the profit-split method as yet another
transactional approach under the benign shade of the
arm’s-length standard, as the OECD report does, only
ends up shrouding the method in a dense mist. There
is no visibility in that mist for tax administrators and
taxpayers alike on how to proceed with the profit-split
method in real-life cases.

Specifically, the OECD provides little guidance on
what would be aggregated for purposes of computing
the combined residual profit and how that aggregate
would be apportioned. Instead, the report is replete
with nebulous and conclusory statements, such as
those contained in yet-to-be-finalized paragraph 6.146,
which says that ‘‘a full functional analysis that consid-
ers the functions performed, risks assumed and assets
used by each of the parties is an essential element of
the analysis.’’ As a result, the use of a profit-split
method is likely to degenerate into a down-and-dirty
haggle between the MNE and the taxing authority over
sharing the spoils.

A refusal to admit that the profit-split method is a
unitary rather than a transactional approach, and thus
a break from the arm’s-length standard, is sure to be
confusing; it is also likely to be counterproductive. As I
argued earlier, the ‘‘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 standard, only serves to hand the regulated a
stout stick with which to forestall any meaningful re-
form.’’ By giving license to appeal to the arm’s-length

HIGHLIGHTS

TAX NOTES INTERNATIONAL SEPTEMBER 22, 2014 • 989

(C
) T

ax A
nalysts 2014. A

ll rights reserved. T
ax A

nalysts does not claim
 copyright in any public dom

ain or third party content.



standard, notwithstanding that a CUP method is un-
tenable, the OECD report is supplying to an MNE
doctrinal and rhetorical ammunition with which to as-
sail the taxing authority’s practical attempt at appor-
tioning combined residual profits.

Ironically, the OECD report, in paragraph 6.201,
admonishes that ‘‘vague assertions of the existence and
use of unspecified intangibles will not support a reli-
able application of a profit split method.’’ If only the
OECD itself had heeded its warnings against vague
assertions.

Conclusion
The arm’s-length standard has long outlived what-

ever utility it may once have had for intercompany
pricing of intangibles. The theoretical underpinnings of
that construct were always suspect. Positing a market
within an MNE flies in the face of the enterprise’s rea-
son for existing as an integrated firm: minimizing
transaction costs by eliminating the pricing mechanism
in favor of command and control.

As commerce goes electronic and economies turn
digital, an ever-larger share of an MNE’s profits will
arise from, and be invested in, intangibles. Persisting
with the fiction of arm’s length in imputing prices to
intercompany transactions in intangibles can only en-
able MNEs to divert a greater proportion of those
profits to the promised land of double nontaxation.

♦ Ajay Gupta is a legal reporter with Tax Notes
International. E-mail: agupta@tax.org

BEPS Action 6 (Treaty Abuse)

The U.S. Gets Its Way

by Kristen A. Parillo

Score one for the U.S. Treasury Department and
U.S. multinationals: While the result wasn’t a total
shock, they successfully persuaded the OECD to water
down its anti-treaty-shopping proposals under the base
erosion and profit-shifting initiative.

In a report released September 16 outlining its final
recommendations for carrying out action 6 (preventing
the granting of treaty benefits in inappropriate circum-
stances), the OECD offered a more flexible approach
to tackling treaty shopping. The report says that as
long as countries have a minimum level of protection
against treaty abuse, they can use the policy choices
that are most appropriate for them. The U.S. approach
— a limitation on benefits article combined with do-
mestic antiabuse rules — will satisfy that minimum
standard.

In other words, the United States got its way. Nei-
ther Treasury nor business wanted open-ended treaty
abuse clauses that were being embraced by European
governments. So they managed to convince the BEPS
drafters that objective LOB provisions are a viable al-
ternative to subjective treaty abuse clauses.

After the OECD released a discussion draft on
March 14 that proposed layering a main purpose test
over an LOB article, U.S. practitioners and business
representatives mounted a vigorous lobbying campaign
urging the OECD to abandon that plan. The U.S. del-
egation argued that the approach would cause uncer-
tainty, discourage cross-border investment, undermine
the purpose of tax treaties, and reverse much of the
work that the OECD has done to reduce trade barriers.
(Prior coverage: Tax Notes Int’l, Apr. 28, 2014, p. 321.)

U.S. Treasury officials also voiced criticism of the
proposal, arguing that main purpose provisions are too
vague and subjective and that having a clear set of ob-
jective, mechanical tests like those offered under a U.S.-
style LOB provide a high level of certainty to both tax-
payers and treaty partners on how the treaty provisions
will apply and whether treaty benefits will be available.
Treasury officials have said the United States will re-
serve if a main purpose provision is added to the
OECD model. (Prior coverage: Tax Notes Int’l, Sept. 15,
2014, p. 884.)

The OECD’s September 16 report says a review of
treaty practices shows that countries have developed
different approaches to addressing treaty shopping.
Those approaches include adding specific antiabuse
rules (such as an LOB) or general antiabuse rules (such
as main purpose(s) or principal purpose(s) provisions)
to tax treaties themselves, developing domestic anti-
abuse rules, and relying on judicial doctrines (such as
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