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for Transfer Pricing sponsored by the Office of Tax Policy Research
of the University of Michigan on October 25, 1991. It addresses a
number of economic issues involved in determining, for tax
purposes, the appropriate terms governing transactions among
commonly controlled corporations when those corporations are
located in different taxing jurisdictions. The paper notes that in
almost all industrialized nations the accepted standard in this regard
is the so-called arm’s length standard. The paper then discusses the
underlying economic logic of U.S. Treasury Regulations governing
the application of that standard, noting discrepancies in some recent
Court decisions. The paper argues that compliance by multinational
corporations could be improved significantly if the basic economic
thrust of these Regulations were better and more widely
understood. The authors, however, also note the inherent ambiguity,
in some instances, of the arm’s length standard, and welcome a
recently proposed U.S. alternative administrative procedure for

dispute resolution.
Charles H. Berry James R. Hines, Jr.
David F. Bradford John F. Kennedy School of Government
Princeton University Harvard University
Woodrow Wilson School of 79 J.EK. Street
Public and International Affairs Cambridge, MA 02138
USA

Princeton, NJ 08544-1013
UsSA



1. Introduction

An inceme tax, including one lavied on corporatlions, ls based
on the terms of transactlons -- the terms at which goods and
sarvices are bought and sold. A transfer priclng problem may
arise when those transactions (lncluding financlal transactions)
take place between entitlea that are commonly controlled., Much
as an individual could wrlte arbitrary contracts with himself
without affecting in any material way that individual's.
economic circumstance, commonly owned corporations could wrlte
contracts amcng themselves without necessarily implying anything
about the actual economlc conduct of those flrms.

For commonly controlled corporations that are resldent within
the United States, and for federal tax purposes, the abllity to
write such contracts deoes not generally create a problem. Income
that is artificially reduced by cne such firm in contracting with
an affiliate will be captured and reparted by that afflliate.

The aggregate income of the twe, and hence their total federal
tax liability, will not be altered by the terms of any contract
between them.!

The sltuation, of course, is5 qulte dlfferent when the commonly

owned or controlled carporations resids In differant tax

Wa are conaglously ignoring a myriad of other problems that
are lndeed present -- fncluding the interests of minority
shareholders In corporations that are commonly gontrolled but not
totally commonly owned, as well as the abillty, or lack thereof,
to offset losama in one area by galns in others. There is also,
of coursa, the possibillity that such contracts can affect the
aggregate llabllity of such flrms for state lncome taxes or thelr
proxles, which presumably ls why state allocatlen formulas have
developed. See also below at page 6.
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jurisdicticons. In this setting, the self-cancelling which
renders errors Iln tha terms of such inter-company contracts
unimportant for federal tax purposes 1s not present. Section 482
of the Internal Revenue Code has therefore cone to impose the
requirement that the terms of transactlons among commonly
cantrolled corporations in this setting correspond to those that
would be expected were the corporations in question not commonly
owned or contreolled. Thia is the "arm's length pricing" standard
that is currently the basic underpinning of U.S. taxatlon of
multinational corporatlons.

This standard relies on economiecs. It lnvolves the
determination or estimaticn of what would have been true had the
transactlions in question been carrled out by unrelated, as
opposed to commonly controlled, firma. 1In thls paper, we accept
that starting point. Our paper ls not, therefore, (as
advertised) "anp economist!s proposal" to re-define the basis for
the taxation of multinational corporations. It is rather an
economlst's reactlion to the ways in which some others have
interpreted the economics lmplicit in the arm's length standard
itsolf. our thesls is that many problems in implementlng the
arm's length principle could be substantially alleviated if the
Courts had a better grasp of the economlst's loglc, and a better
sense of what one can reasonably conclude from ecanomic data.

Wa begln with an econonic lnterpretation of an arm's length
standard. We then relate that interpretation to the flrst three

methods prescrlbed by Treasury Regulations for defermining am's



length prices, and illuatrate the differences between our lagic
and tho logic that the Courta have, on occasion, turned to., Our
purpose 1s not to propose a "fourth' or even a “fifth" method,
but rather to comment primarily on those areas where economics
may have something to offer, and where, perhaps, economic

inference has been misunderstocd.

2. The Arm'e Length 8Stsndard in Theory.

gection 482 does not explicitly prescribe an arm'a length
standard. Indeed, Section 482 merely enables tha Secretary of
the Treasury, or his delegate, to re-allocate gross income in
order properly to "reflect" the source of that income. The
standard, however, for properly reflecting that income has
becomo, not just in thia country, but in virtually all other
major taxing Jurisdictions, the income that would have been
earned at arm's length.? While it might be tempting, in a paper
such as this one, to suggest alternative means of sllocating
income, such as a formula method of the type employed by American
states in their corporate income tax accounting, it seems to us

that formula allocation could be a viable ajiternative only with a

lof the 25 industrialized countries surveyed by Lawlor
{1285}, 24 applied the arm's-length principie to taxation of
related-party transactions: Hong Kong was the sole exception.
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very radical change In world-wide tax procedures.¥ The
differences that have persisted among allocation formuias in
different states suggest further that the deveiopment of an
acceptablie international forcula allocation system would itself
not be without conflict.

The appeal of the arm's length standard is that it purports to
place, in each taxing jurisdiction, the commonly controlled firm
on the same footing as an equivalent uncontrolled firm, thereby
providing no competitive advantage or disadvantage to commonly
controlled firms, and hence no incentive to alter the ownership
atructure of corporations as a consequence of the way in which
tax liability is defined. Ideally applied, the tax liability of

a given firm would be unaffected were it to be totally

‘Nevertheless, there have been a variety of proposals to
introduce formula methods to detegmine the US~sourca taxabla
income of multinational firma [see, for exasple, Summecs (1988))
and to allocate tax bases within the European Ccamunity ( McLure
{1989) and Weiner (1991)). While relatively simple in
application, the ad hoc nature of tax base allocation by formula
can introduce distressingly large distortlons in the incentives
that firma face, aa Gordon and Wilson (1986) show, For an
alternative method of taxing multipnational corporations that
attempts tao avoid the distortions inherent in formula methods and
dces not rely on arm's length pricing, see Giovannini and Hines
(1991}. The implementation of this alternative method would,
however, require extensive internationsl cooperatlon in its
enforcement.



controlied, dealing only with its corporate parent, or wera it to

be sold and operated totally independently.®

3. The Arm's Length Standard in Practice.

That comparieon -- the terms of transactions between unrelated
parties in contrast with those within commonly controlled groups
-- le the starting point in the application of an arm's length
standard. That application begins, therefore, with a firm that
deals, not at arm's length, but with another firm, or set of

firms, with which it has a common interest by virtue of either

‘Note that thim neutrality condition, which has substantlial
appeal on grounds of fairness, is not necessarily compelling on
grounds of economic efficiency. In terms of pures sconomics,
second best censiderations (the presence af scme inefficiency
elsewhere) could well lcad to the conclusion that efficiency
gains overall might be had by the introduction of non-neutrality
In the treatment of firms with overseas subsidiaries. Arguments
of this sort are at the core of many tax policy debates. To taka
a familiar example, it is generally (though not universally)
accepted that a sheltered treatment of qualified retirement
saving is a good policy even though that policy is inconsistent
with the treatment of other saving that, from the standpoint of
the taxpayer, is economically identical. 1In effect, the "wrong"
{(nen- neutral) traatment of certain retirement saving is regarded
as a corrective to the result that would apply Af pure neutrality
were the rule. It ls also true, as we note later, that true
neutrality may ke impossible because the controlled transactions
would, for organlzational reasons, never take place among
independent entities.

)

direct or indirect common ownership.? The relevant question is
how the tarms of that firm's transactlons would have been
affected had that common ownership been absent. What would hava
happened, for example, had the ownership link been severed, and
had the filrm in question been motivated only by its own
independent self-interest?

The first impertant point is that the assumption of
independence im relevant, not just to that single firm, but alsc
to the cther firms in the commonly coentrolled chain. For
example, suppose a US firm, Bausach & Lomb, totally owns an Irish
manufacturer, B&L Ireland. Suppose further that the lssue
caoncerns transactions in both directions between Bausch & Lomb
and B&L Ireland. To judge the arm'a length nature of those
transactions it is not sufficient to ask what would have Leen in
B&L Ireland's self-interest had ghat firm been independant. Tha
other side of the coin is equally important. Wwhat would have

been in Bausch & Lomb's self-interest had tha: firm alec been

*Far the purposes of this paper we assume that the forelign
affiliates of the multinational firms in question are 100% owned
by their parent companies. Hence we do not address the
interesting question of at what point indirect control becomas
strong enough to warrant government scrutiny of the prices used
te record international transacticns. For an analysis of scme of
the channele of indirect control, and overlapping centrol, seae
Gordon (1990)., Note, however, that minority ownership in an
overseas subsidiary acts, from the astandpoint of the contrelling
parent, as an additional tax to oversaas earnings, and can very
mruch affect relative U,5 and overseas marginal "tax" rates, since
the parent's net overasas earnings will be Ailuted by
distributions to overasas =minority sharsholders. For a
formalization of this affect, see Kant (1990).
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independent (whilch of course 1t would have been had B&L Ireland

been independent).

Method Ons - Comparable Vnoontrolled Price

It la precisely this palr of questiona which underlies the
ecanomic logic of the first mathod -- the comparable uncantrolled
price (or "CUP") method -- of the Treasury Regulationa. Why
should the prevailing market price of a wldely traded product be
the bagls for establishing an “arm'as laength prica" for
transactions between commonly controlled parties trading in that
same product? The answer is not simply that there is an arm's
length price for that product. The answer is that the
self-interast of any independent firm would dictate that such a
firm would never pay more for any product than the price at which
the same product could be obtained from an alternatlive seller,
and that no jndependent firm would ever accept less, ln selling
that product, than the price it c¢culd obtain from an alternative
buyer.

In the case of Bausch & Lomb, had soft contact lenses been a
standardized product selling in world markets at & known and
standardized price, the parent, had it been independent, would
not have been Willing to pay anyone {(including an independent B&L
Ireland} morg for those lenses than that known and standardlzed
price, and an independent B&L Ireland would not have been willing
to accept legs from anyone (including Bausch & Lomb) than that

known and standarxdized price. Thus the interest of the assumed

independent firms, each acting in its own asaumed independent
self-intarest, dictates that at arm's length the two parties --
Bausch & Lomb and BEL Ireland -- would have traded at that same
known and standardized price. That ls the intellectual
under-pinning of the CUF method. It looks to the self-interest,
under the assumption of independence, of gach of the commonly

cantrolled firms.

Hethod Two - Resale Erice Method

This same legic, moreover, le implicit in the resale price
method -- Method Two of the Treasury Regulations, Methed Two,
however, is8 not given the same priority as Methed One -~ the CUP
method -- {n the Regulations. The reason is not hard te find.
ff a known and standardized price ls available, there is no need
for any other method. Tho logic just outlined is binding. The
other methode relate to procedures toc be followed when such a
known and standardized price is ngt available, usually because
tho product in question is significantly differentiated -- the
product is not the same as the products purchased from other
firma or sold to other firms.

If the product is different, then of course the lcgic of the
CUP method is not appliicable -- the buying or selling firm cannot

readily turn to another equivalent source to either acquire or

1Q



dispose of {ts preduct -- though even that statement can easlly
be carried too rar.?

Even if a known and standardized price ig available, the
controlled transactions will always be to some extent
differentiated. The product has a different label, it ie solad in
different amounts, it has preferential credit terms, and so
forth. From an ecenomist's standpolnt, these are not worrisome
differences., It ls relatlvely straightforward to adjust “known
and standardized" prices to correct for these differencas by
valuing them to the buyer and to the seller. The CUP method
fails, however, when such an adjustment is not possible -- when,
for example, the product is unique. & Sony tolevieion set is not
an RCA set, and the price of the latter, even if it were known,
is not a measure of the price that would be paid for a Sony set,
even 1f the twoc have ldentical features.

What do you do, then, as an economist attempting teo predict
the price that would have been pald had the commonly controlled
buyer and seller in fact been lndependently owned and motivated?
The answer, agaln, ia to ask what the best options of each would
have been had each been independent and had each been concerned

enly with its own independent self-interest, Method Two -- the

°A problem in Section 482 proceedings is that when it 1la
Favorable to do sao taxpayers willl assert that their products preg
differant, and hence that the cup Rethed is not to be applled,
Indesd, as wa discuss below, products and transactions are never
£Eactly ldentical. The issus s whether the praducts or
Cransactions in guestion are sufflciently similar sa that

reasonable sdjustrents for piertinent differences among them may
be made,
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Resale Price Methed -- however, views the plcture more narrowly.
It aska what the lntarest of the galler would have been had that
soller been unaffillated with ite buyer. In other words, thae
logic is that the seller, at arm's length, would not have
accepted a price from any buyer less than the price that would
have been offered by an alternative buyer.

The issue is how that alternative pricea is to be determined.
Mathcd Two looks to the gross profit margln generally realized by
the buyers (and re-sellers) of other similar preducts. If, for
example, the product is a television set, the method aska what
wargln is obtained by re-sellers of other similar televlsion sets
{or cther electronic devices) when those re-sellers deal with
their supplliers at arm's length. The rationale for sc doing is
that the manufacturer in question, had it indeed dealt with auch
independent re-sellers, would have had to concede a simllar
margin to obtain the services of thosae re-sellers. It wguld not,
therafore, hava conceded a greater margln to itas affillated
re-seller had the two not been affiliated, Agaln, the leogic is
that the manufacturer -~ the seller -- will concede nothing
bayond its next best alternative. But unlike the CUP method, the
resale price method looks only at one side -- the optlcna
hypothetically facing the seller. The other side -- the options
hypothetically fecing the buyer {(or re-seller) -- are addreased

by Methed Three, the cost plus methed.

12



HMathogd Three - Cost Plug

The cost plus method, like the resale price method, is
applicable when the product in question is sufficiently
differentiated so that there is no market directly establishing
clear alternatives for both the buyer and the seller, However,
the cost plua method looks only to the alternatives facing the
buyer of the praduct in question. It reasons that the buyer --
the re=-seller ~- would, were it independent of its suppllier, pay
no more for the product {t re-sells than the price at which that
game (identical) product could have been obtained from an
alternative geller. But the problem, by definition, ie that
there are never perfectly identical preducts. The product in
question is alvays (at leasat to some degree} unigue. wWhat
options, then, does the buyer -- the re- seller -- have? The
answer is that the buyer would elther have to arrange to havae
that "unique™ product manufactured by somecone else, or the buyer

would have to do the job jtgelr.”

The issue of whether a particular product is "unique® lies,
of course, at the heart of the chojce among the methoda, TIf the
product 1s_standardized, then Method One of the Requlations gives
a8 good estimate of what it would cost the buyer, or an
alternative manufacturer, to make that product -- the price at
which other manufacturers are able to make and profitably eell
that product -- or the prevailing market price. TIf the product
in question is "nearly" standardized, then a good estimate might
be the prevafling market price of a "closely similar" product
adjusted for the estimated cost of the particular ditferences:
What “"clogely similar® means is necessarily a judgment call, but
as the discussion balow attenpts to indicate, the objective of
the methods is the same -- estlmpation of the cost of acqulring
the product in question.

13

The conventional application (and lnterpretation) of the cost
plus method fe to estimate the price that would be paild in the
event that another manufacturer were engaged., This estimated
price is formed by adding a grosa profit to the direct
manufacturing costs reallzed by independent manufacturers engaged
in the production and sale of other similar preoducts., The loglc
of the method ls that the buyer -- the rc-seller in question --
would not, were it independent of lts supplier, pay that suppller
more for lts manufacturing services than tha price it would have
had to pay ancther manufacturer to do the job instead. Tho
quegtion ia, what would be the terms of a contract the buyer
could have obtalned from an independent geller.?

In some cases, the independent seller would be what is known
in the trade jargon as a "contract manufacturer," that is, a firm
that custcomarily produces goods to the specification of, and
under contract to, other firma. In tho context of litigation, a
great deal is made of the question of whether the gubsidiary

manufacturer "looks" like a contract manufacturer or like a

8An alternative procedure would be to allocate to that
panufacturer net income equal to a competitive rute of return on
the seller's invested capital -- what has now come to be known as
the "Basic Arm's Length Rate of Return Method" [BALRM]. The
appeal of thio procedure is that it follews directly from
standard economic principles -- competitive Ffirms earn a
competitive rate of return on their investment, and the seller in
question is assumed to be competitive. The difficulty with BALRM
ig the difficulty in many instances of identifying the true value
of the relevant investment —- book values of capital aszets can
vary greatly from the economhic value of those asseta, The ugse of
gross profit mark-ups from comparable firms is an attempt to
avoid this difficulty. For a more detailed discussion of this
point, see Berry (1989).

14



full-scale inteqgrated manufacturer. The courts seem to regard
the demonstration that the subsidiary does not look like a
contract manufacturer as lmplying that the cost plus methodology
is inappropriate. This completely misses the economic legic of
the appreoach, which is to ask what sort of contract would one
have becn able to draw up with an independent manufacturer,
regardless of what that firm looks like, to render attractive the
production of the good or service in question. The margins
beyond operating costs realized by other, independent
manufacturing concerns producing and selling gimllar products
provide a measure of what that payment would have to have been,
That payment therefore provides an upper bound to the price that
would have been palid to the affiliated manufacturer had the

affiliation heen severed.

Hethed Two - or HMethod Thresl

The resale price methed looks therefore only at the options of
the manufacturer or seller, while the cost plus method looks only
at the options of the buyer. The obvious question is why not
look at both? That is what the CUP method does, W®Why ignore
either the options of the seller or the optlons of the buyer?
Logically the answer is that one should not, Under competitive
conditions, both methods (indeed, all three methodsa), correctly
applied, should produce the same answer, For example, Suppose
that there is a standardized product, widely produced and sold at

“standardized and known" prices -- to use our earlier wording.
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Suppose further that both a geller and a buyer of that product
are commonly owned, and that we want to apply an arm's length
atandard to the “controlled transactions" betwcen them. The CUP
method is clearly called for. But suppose for 50We reason wWe
turn instead to the resale price method, We look in this
instance to the margina on resale realized by independent
re-sellers of that product. Since the product is standardized,
the re-selling prices of thoase buyers should be nearly jidentical,
They buy, for resale, at thoae ugtandardized and known" prices.
They thereofore all have very similar if not identical margins.
If we deduct those margins from the re-selling prices, we have
accurately estimated what we knaw beforehand -- those
“standardized and known" prices.

We could have done it the other way -- we could have used
Method Three, the coat plus method. In that event wa would look
at tha margins, over direct operating costs, realized by
independent manufacturers of that product. Since the product is
standardized, and since there are many such producersa, taking
their average gross profit margins over coats (the "gtandardized

and Known" prices, less average operating costs) and adding those

16



margins to those costs will again give ua what we knew to begln
with -- the prices prevailing in the market place,?

That example, however, indicates the rationale for the
preference for the CUP method only when the CUP methed can ke
applied. It says nothing about the relative advantages of
Methods Two and Three under other circumstances. How does cne
choose among the methods in that setting -- where tha preduct is
not standardized, and when the "standardized and known* pricea deo
not exist? The answer, from an economist's viewpoint, ia that
tha method should be employed which is meoat likely to be the most
accurate -- and that includes the CUP methed as well. It may
be, for example, that the moast accurate method is to adjust the
market prices of similar products to take account of the features
that differentiate those products from the product at issue --
Clearly the preferred procedure when the differcntiation arises,
for example, because of the terms of payment, delivery charges,

or some cther minor (and tractable) variation.

Most price informaticn, even for highly standardized
producta or services, will shew come varfation both over tims and
acrocs different sellers. Markets are never absolutely perfect
or without fricticn. Wwhat these methods are seeking, however, ia
an "average” or competitive porm -~ what would be reasonable to
expect under average circumstances. There is thercfore a strong
case, from an economist's perspective, to use average experience
and not, as is sometlees suggested, to restrict the comparison to
a particular comparabie or to experience which is strlctly
contepporaneous. This is a variation on a these noted earlier --
to estimate an arm's length price cne would liks, logically, to
use all methods, and all the information that k= avalilable, and
not to be arbitrarily restricted gx ante to a partlecular
procedure or a partlicular comparison, That, however, is not a
very vlable theme for the writing of regulatlons which mugt
prescribe procedures.
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But suppose that is not the case, Suppose, again, that we
have the case of tha Sony television set. Suppose further that
there is nothing special about the Sony set. It is different
from other models, but there is nothing, other than the Sony
name, which would prevent its replication by any of a number of
electronics manufacturers. Which of the tweo other methods would
ba likely to be the more accurate? The answer is that the resale
price method is likely to be preferred, and for two reasons,
First, there are likely to be relatively standardized mark-ups
for the distrlibution of such equipment which aither might be
obtained directly, or could be estimated from the gross profit
rates of independent distributora. Those would probably provide
a better guide than the alternative of estimating the mark- up on
costs that an independent manufacturer would demand to provide
the equivalent set developed to Sony's specification. The first

is an estimate of the price that Sony could have obtained at

arm's length for its sers. The second is an estimate of the
cost -- to Sony or to Scny's distributor -- of obtaining those
sets elsewhere. The second procedure would also raise a variety

of issues involving the quality of the alternative source, and
the questlon of whether the egquivalent of Sony's product could in
fact be obtained elsewhere. But lt 1s nonetheless still
perfectly true that the cost plus methed is not legically
inappropriate.

The preoblem lles 1ln the fact that 1t is gulte posslble, and

even likely, that cost plus method, properly applled, in this

18



context would yield a price legs than the price estimated by
deducting the standard distribution margin from the re-seller's
net price of the Sony sets. The reason ls that the name "Sony"
itself adds value, By stamping the name "Sony" on the set, its
selling price, or marketability, is increased. If that is the
case, then the choice of the method ls dictated by the location
of the ownership of the right to the use of that name. If it
belongs to the manufacturer, then the resale price method is to
bhe preferred, since that price Includes the value added by the
Sony name. If the sole right te that name rests with the
distributor, then the cost plus method is to be preferred, since
that price excludes the value added by the Sony name, which the
manufacturer would not, under this assumption., be able to applv.
The preference, ln the Section 482 Regulations, for the resale
price method, makes the assumption that such intangible rights
will in general be the property of the selier or manufacturer.!?
This point, and ita implications, can also he iilustrated by
Bausch & Lomb. Here the issue was not just the Bausch & Lomb
name, but also the propriletary (and highly efficient) technology
involved in the manufacture of the soft contact lenses in
question. Bausch & Lomb licensed its subsidiary, B&L Ireland,

enabiing that firm to employ that technology to manufacture and

“This is not necessarily the case, and indeed in many
instances of dispute under Section 482, therce has been an
explicit effort to transfer the ownership of such rights to
cither a controiled manufacturer or to a controiled distributor
in order to justify the method that is advantageous to the
taxpayer.

19

sell the lenges in question to ilts parent as well as to other
(ftoreign) affiliates. Those lenses competed in the market place
with the lenses of other, less efficlent manufacturers who did
not have access to the superior Bausch & Lomb technology.

on the basis of the (arm's length) prices of those other
lenses, the Court accepted the reported B&L transfer price as the
correct one for the lenses manufactured in Ireland, and focused
on the arm's length royalty to be pald for the license as a
meparate lssue. But conslder the starting point. Bausch & Lomb
owns tho name Bausch & Lomb, and gll the proprietary technology
relating to the relevant contact lenses. Hypothetically, Bausch
& Lonb 1s to consider whether it should agree to buy those lenses
{for itself and its foreign affiliates) from an independent
manufacturer (which happens to be called B&L Ireland). Bauach &
Lomb, wara it purely self- interested, would in that setting
enter into such an agreement ppnly if the cost to Bausch & Lomb
ware leas than the cost at which it could obtain the same lenses
from an alternative source, jingluding its own in-house

manufacturing of those lenses. This dictatea the cost plus
method, Method Three -- estimation of the price at which an

independent manufacturer would have been willing to supply the
lenses to Bausch & Lomb under the assumption that tha

manufacturer was glven access to the proprietary techhology but
not given the right to sell to anyone other than Bausch & Lomb,

That price would leave with Bausch & Lomb all value assoclated

20



with the brand name and the technoleogy, both of which, e¢x ante,
are indisputably the property of Bausch & Lomb, !

In fact, in this case, the silmplest method for limiting the
price which would have been acceptable to an independent Bausch &
Lomb might have been to estimate the cost (including capltal
costs) to Bausch & Lomb of manufacturing those lensea in the
United States, The Court rejectad this atandard on thae grounds
that Bausch & Lomb did not manufacture the lenses., That ls not

the point. The point is that lt could have, and that its cost

"Wote that this procedure would structure Bausch & Lomb as
the sole pbuyer of the lenses in question, for U.5 as well as for
overseas distribution. It does not, therefore, avold the
guestion of an arm's length price for the sale of those lenses to
other foreign affiliates. Indeed, one could argue that the
Court, by accepting the Irish transfer price as an arm's length
price, and focussing on a royalty for the use of the Bausch &
Lomb technology was impliclty adopting exactly thls structure,
though 2 more direct route to the per unlt royalty would have
been the difference betwesn the two arm's length prices -- the
price at which the finished lenses could have been sold by Bausch
and Lomb, and the price at which Bausch & Lomb could have
acquired (or made) those lenses.

Cur concern here, however, as we indicate helow, is that the
Court in its deliberation explicltly rejected conslderation of a
clearly relevant alternative -- the “"make-or-buy" option. In
Lilly, Ehe Court also rejected the use of Internal data for a
different resson -- the data did not relate tc a "third party",
and hence wers not relevant to an arm's-length determination.
Again, from the standpoint of economics, the Court was wrong.
4ll the optlons of the buyer or the seller are relevant,
including the in-house optlon.

Hote also, and it is {mportant, that in Bausech & Lomb were it pot
for the presence of sales of the Irish lenses ta other overseas
atfllistes there would ba no need to conslder separately the
mattar of a transfer price and a royalty. The correct transfer
price to Baumch & Lomb would end the matter -- and would also
elimipate the ability to treat the implicit royalty as foreign
source incomo.
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per unit of so doing would have placed an upper limit on the
price Bauseh & Lomb would have been prepared to pay any
indapendent manufacturer, ingluding B&L Ireland, for

panufacturing those lenses.

The auestion of Intangibles

Wwhat we have tried to lllustrate thua far is that the arm's
langth standard is not a standard which is somehow determined
without raference to tha particular setting of the comnmonly
controlled firms., It ie rather a standard which aske how tha
commonly controlled firms would be cxpected to behave ware they
net commonly controlled. Each of those firms is therefore
postulated to look to the best options that would, under that
assumption of jpdependent ownership, confront that firm. The
standard assumes that no such firm would engage in a tranaaction
whiech would ba inferior to an alternative transactlon which can
reasonably be argued to exlst. This is the polnt which has been
aifficult for economista to communicate, It says that the
starting point is to define those options in their entirety --
including the ownership of proprietary rights whatever those
righta may be, and including any transfer of those rightsa within
the commonly controlled framecwork.

We have also tried to show, when the ownership of those rights
13 unambiquous, that the choice of methods among those of the
Treasury Requlations is also unambiguous. When the intapngible

property is owned by the seller, the resale price method is
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applicabla, When that property is unambiguously owned by the
buyer, the cost plus method is applicable., In either case, the
owner is to be viewed as contracting with another firm for the
added eervices -- either with a manufacturer or with a
distributor -- and bounded in that framework by the option of
doing the added work in-house. The reason is that those options
are the options that wguld confront any independent firm. If
this point could be learned, much of the dispute about arm's
length pricing couid be avoided."?

But that would not end the matter, and a major reason for this
is that the ownership, and economic contribution, of intangible
property may frequeontly be unclear. 1In part, thie arises becauso
intangible property need not be uniquely or exclusively
associated with patents, copyrights and trademarks. Consider
again the case of Sony. Suppose that a hypothetical US firm,
Sony US, is established as the whelly owned subsidiary of its

Japanede parent. Initially, the name Sony means nothing. But

ZNote the consistency of this reasoning with the concept of
a “super-royalty" that is "commensurate with income." Some
intangible property, particularly (but not only) in tha case of
pharmaceuticals, can be extrépely valuable, Its posssssion would
generate very large income streams over and above thaesme that
w9u1d be possible without the posces=zion of that property. The
size of such an incame stream can also vary over time as market
conditions change. At arm's length, the owner of such property
would be expected to capture that income through whatever
combination of transfer prices and royalty payments is developed.
In a non-arm's length setting, the notion both that a royalty
paymant should be commeansurate with such income, and that the
extent of that incowe ahould be perfodically re-exsmined, is
certainly not inappropriate. As we argue below, haowever, the
problen is more difficult when the ownership of such intangible
praperty is in doubt or is shared.
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over the years, Sony US advertises the Sony name {and deducts the
coet of that advertising from its taxable ;ncome). The name
becomes familiar, and people learn that the name denotos quallty.
The name now has economlc value. Who owna it -- the firp that
promoted the product in the US market, or the Japanese
manufacturer whose products are of high quality? After all, part
of the value of the Sony name in the US derives from the fact
that the Japanese firm produces high-quality products outside thae
US, The ownership is mmbigucus, and it is not a minor or
isolated problem. It ia also present in the case of
Mercedez-Renz, Honda, Toyota, Panasonic, Porsche, Seiko, and any
number of cther houschold names, In any such case, it is
entirely possible that the use of a cost plus metheod would
produce a lower estimate of a transfer price than would the use
of a resale price methed., The difference between the two
representa the contribution of intacgible property which can

qulte properly be regarded as at least in part commonly owned.
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This is the economlc foundation for a "fourth™ methed, cor soma

kind of profit sharing.'®

Ecemomies of Scopq

Finally, to make the matter even more cloudy, there is the
reverse of this situation -- in which the cost plua method,
properly applied, would yield a higher transfer price than the
resale price methed, yet the commonly owned firms are nontheleas
profitable, In other words, the commonly owned firms together
are more profitable than the two would be were they independent
yet performing the same functions. Economlsta refer to this
altuation as one which displays "economies of scope," and the
rise of major multinational corporations 1s frequently attrlbuted
to economics of scope. Flrms In dlfferent countries, or firms
doing dlfferent things are linked together by ownership because
there is mome internal cconomy generated by that ownershlp link

== whethor that be quality control, managerial efficlency, an

e have not attempted here to propose a method for dealling
with intangible proparty that {s jointiy or commonly owned.
Others have. For a relatively sophisticated argument for income
splitting, see Hart and Mas-Colell (1988, 1989), For discusaion
of the efticlercy consequences 0f this proposal, as well as
discussion of an alternative based on historlcal costs, sec Hines
{1990). Rules designed to allocate income from intangibie
property will of course inevitably Influence the incentives that
tirms have to develop such Intangible property in the first
place, In general, those rules will promote efficlency only 1If
it is not posalble for flrms to allocate those costs of creating
intangible propacty -- R&D expenditures, advertising, and se
forth =~ te high- tax jurlsdictions while reporting the
resultant lncome im low-tax jurlsdictions. Hinas (1990) suggests
requiring that such income be allocated in accordance with the
location of those costs,

improvement of information flow, or whatever, There can be
little doubt that such eccnomies of scope do indeed exist.

Honda, for examplo, has been successtul in assembling automcbiles
in the United States in a manner which, apparently, has aluded US
manufacturers, and the US locatlon has apparently also provided
advantages to the Japanese parent,'

From the standpoint of Section 482, this meana that 1f each
taxing jurisdiction plcks the arm's length atandard that
maximlzes that juriasdiction'c tax revenues, then double taxation
will inevitably be the result. For example, suppose there ia an
economy from the joint manufacture and distribution of
automobilea, Conalder a case in which the US epploya a resale
price method to gauge the lncome of a controlled diatributor in
this country, and Japan employs a cost plus standard for the
manufacturer. It 1s possible to do that, Cchrycler has
distributed Japanese cars under its name. The mark-ups on those
arn'se length transactions could be eatlimated, Similarly, the
mark-ups on the cost of those Japanese cars could also be
estimated by the Japanese. But those two mark-upa, applied to
the Integrated operations of, say, Toyota, could more than equal

that firm's total operating earnings on cars exported to the

“It i3 interesting in this context that now almost all
foreign automobile manufacturers employ in the US only
distributors that are controlled subsldiaries. The last major
independent importer was Subaru of Rmerica., The well publiclized
cancellation of Nissan's contract with an indepandent lmporter in
the Unlted Kingdom suggests that the reason for this commen
ownership is very much related to the fallure of arm's-laength
contracting to be efficlent -- a gocd example of an economy of
scope,
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United States, precisely because the major competition in the
market ls between integrated entitles with economies of scope,
and hecause the Chrysler example - the purchase of automobiles
for resale from an independent manufacturer -- i{s the exceptlan
and not the rule,'

In this context, therefore, it is not tax avoidance, hut
double taxation, that is at lasue, and this, presumably, is
exactly the appropriate setting for appeal to Compatent Authority
involving the tax authorities of both nations. The task of
Competent Authority then becones one of agreeing on a common
mathod to be employed by hgth taxing authorities so that the
aggregate income subject to tax dees not exceed the total income
actually realized. The source of this problem is not an

incorrect application of arm's length method(s), but the

“The point is that if, for the most part, market
competition is among efficient integrated firms, the combined
"arm's length" income of the two commanly owned firms could
excieed their actval joint income if the two taxing jurisdictions
seplay different methods. As illustrated above, this would occur
if the country of the exporting firm were to employ the cost plus
method while the country of the importing firm elected the resala
prlce mathod. While this is not a vlalation of the application
of an arm's length standard, it does eontradict a principle that
taxpayers would generally consider equltable -- that taxable
income should not exceed total incomes. Huch of the dlspute ahout
stute allocation formulas also relates ta the fact that
allpcation formulas which differ amcong states can have exactly
this same effect. States tend to select allocation formulas
which cperate in fheir favor. 5Sse, for example, Weiner {1991) .
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{genarally universal) presence of economles of ascape in

question.'t

4, Egonomic Risk
Thus far we have emphasized largely ccnceptual matters -- the
rationala for, and some problems with -- the application of an

arm's length standard. There is a further area, howaver, in
which some comment may ba helpful, and this relates to the
ganeral guestion of form yarpus substance in theso transactiona
among commonly controlled firms. It is a general principla of
tax law that a taxpayer has tha freedom to structure activities
in such a famhlon as to take full advantage of any relevant
provisions of the tax code. In the casa of multinational

organizations, this has meant that contracts between and among

"“The possibility aof the presence of economies of scope has
led several analysts to conclude that an arm's length price will
for this reason he the "wrongY transfer price. See, for example
Witte and Chipty (199¢). It can be the "wrong" transfer prlce if
the "right"” transfer price is the ona that provides the managers
of decentralizeg units of a commonly owned firm with the corract
{profit- maximizing) Incentives, and, indeed, there is an older
literature which addresses this problem, For example, sa
Hirshlaifer {(1956) and Gould (1964). HBut this does not maan that
the arm's length standard is inherently wrong for tax purpomses,
since the object is to determine taxahle income, not to design
the internal management incentives of an integrated firm. As we
noted earller, the arm's length standard implies that a
coptrolled firm is to be treated as though it were pnot a part of
its parent, and tha guestion of any econony of scope ls therefore
ignored. This does mot, incidentally, involve perversc
incentives since if market eonditions are sct by non-lntegrated
firma, the application of the arm's length standard to the
components of an integrated firm will, lf an cconamy of acope o
present, rasult in the taxation of income which ls lgsg than the
total income of the integrated flrm. In other words, the
incentive to efficient integration will not he ramoved.
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related taxpayers ln different jurlsdlctlcons are written {or
congtrued) in auch a fashion as to minimize cverall tax
liabilities.'™ Section 482, however, by lts very nature,
provides an exception to that freedom: contracts may not be
written in such a fashion as to distort the aource of income,
Although the primary focus of Section 482 has been the prices
at which products or services are transferred, thera are other
iBsues as well, at least one of which we have mentioned -- the
ownership of intang{ble property. Thia doesd not, however,
relate simply to the transfer of the ownership of intanglble
property, such as the transfer of excluslve patent rlghts to a
Possessions Corporation as a part of paid-in capital. cConsider,
again for lllustration, the case of a major Japancso mapufacturer
salling to ite (wholly-cwWwned) American importer- distributor.
The Anerican firm advertises and prowmctes the brand name, and the
brand name, after a while, has valuo —-- as do the names Selka,
Honda, Toyecta, and so forth. That valuo is intangible property.
Who owns it? It could be the exclusive property of the Japancse

parent -- lf the parent had contracted with its subsidlary to

It is this behavior that attracts attention -- and not
just from taxing authorities. For example, Lall (1973) apalyzes
the pricing of pharmuceutical imports from Columbia. Koplts
{1976) relates royalty payments by the oversecas subsidiarics of
U.S, multinationals to the excess foreign tax credlts of the
parent companies. Jenkins and Wright (1975) and Bernard and
Welner (1%%0) allege that U.S. petroleum companies report
above-average protit rates in tax-advantaged locations. Harris,
Mork, Slemrcd and Yeung (1%%1) report that U.S. corporations with
forelgn affiliates have lower U.S. tax liabllities per dollar of
Sales than U.S. firms without scch affillates. Sae also Hines
and Rice (1990) whao relute financial and non- financial data for
U.S. multinationals te tax rates in 59 foreign tax jurisdictions.
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provide the necessary advertising and promcticn on a fee basis,
retaining no permanent right te any intangible property created
as a consequence, Alternatively, the criginal contracts might
havo provided that the exclusive rights to the name in the U.S.
market would be the permanent property of the American firm,

At arm's length, tha contract might have been written either
way. Other terms of the contractual agreement would have
differed, but Iln regard to the intangible property the contract
could have been written either way. Aftor the fact, it is
entirely likely, in the case of Section 482 disagreement, that
the parties to the disagreement wlll characterize the terms of
the implicit agreement ln tho way that suits tho particular
positions taken."

These issues, however, go beyond the guestion of intangible
property, and become particularly interesting if the so-called
"pasic Arm's Length Rate of Return Method" is to be considered.

Again, recall Bausch & Loob. B4L lTteland was established to

“rhe problem is vexing, since it jg possible that contracts
even among independent flrms dealing truly at arm's length may be
written in alternative ways which would affect the terms of
compensation. To take an example, Honda, had it dealt u@th an
independent distributor-importer to the United States, might, at
the outset, have given that independent firm exclusive and
perpetual rights to the name Honda or Acura in this country -- in
which case that property, which is now valuable, would rest wlth
the American firm. But on that basis, the payment, at arm's
length, to that importer for its services would have beien
expected to be less than 1f the importer had no such permanent or
exclusive rlght. This is the problem that has led some analysts
to arquo that the income from such intangible property, in the
absence of a spocific contractual commitment to do otherwise,
ooght to be shared in proportlon to the relative contribetions to
the cost of creating that property. See, for example, Hines
{1550).
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manufacture soft contact lensea on behalf of the parent. Tha
investment in the new firm could readily be estimated, and it was
therefore tempting to ask at what rate of return an independent
firm would have been willlng to undertake an equivalent
investment. But the terma of the lmplicit contract make a
difference when that guestion is addressed., Who bore the risk of
an unfavorable devalopment in the market for those lenses? If (it
wag the parent -- l,a., the parent implicitly agreed to buy a
specific quantity of lensea at a speclfiad price over a specified
period of time -- the reguired rate of return might be close to a
risk frea one. Alternatively, If that risk had been assigned to
the subsidiary, then the lnvestment in queation might have beean
one that an independent firm would have becn leoathe to undertake,
even at very substantially higher rates. Bausch & Lomb could
change lts mind overnight, and the investment would be loat.
Aqain, in this setting, the taxpayer and the taxing authority can
each be expected to pick the contract structure that is
individually advantageous.

What does economics have to offer In this context? Again, the
answer lles In the self-interest of the firms ¢x ante. Bausch &
Lomb had the option of manufacturing the lenses itself {at home),
or contracting for their manufacture {either at home or abroad).
Had it selected the in-house option, there would have been sope
risk, and Bausch & Lomb would have borne it. 1ln contracting with
an independent firm, that same risk could have been accepted,

through the contract terms, by Bausch & Lomb, or it could have

EDS

been transferred to the contractee, 1In either case, the cost --
to Bausch & Lomb =-- would have been the same. It either pays
the manufacturer to accept the risk, or it retains the risk
itself and bears the lmplicit cosat.

But a greater degree of risk could also have been transferred
to the contractee -- the risk that Bausch & Lomb would do
something itself to adversely affect that contractee -- in which
case the rlsk premlum would have been increased, to the detrlment
of Bausch & Lomb. The answer iam, therefore, that acting in its
own self- lnterest, taking into sccount all gptions, a contract
would not have been written at arms length which asaigned
non-market risk to the contractee, and therefore, under Section
482, such implicit or explicit contract terms need not be

accepted.w

Ypuch the same thing can arise in the case of subsldiarles
funded largely by debt. 1t ls somatlmes alleged that some
multinationals have funded thelr American eubsidlaries almost
entirely by debt, with the result tThat the net carninga of those
subsldlaries, after payment of interest to their parents, are
very low or non- exlstent. For example, Grubert, Goodspead and
Swenson (1991} flnd that the debt to asset ratio of Japanase
subsidiaries in the United States ls on the average about tan
percentage points higher than the corresponding ratio for
domestically controlled firms, with, of course, correspondingly
higher (deductible) interest expense. There is nothing in
Section 482 which would prevent the treatmsnt of some interest
payments in such instances as consbructivi dividends on the
grounds that, at arm's length, investment is not made in
corporations with debt equity ratica mppreaching infinity. The
economics llterature, howsver, will ke searched in vain for the
specification of a corrazh “arm's laerngth" dabt-oguity ratio,
Just as contracts may ba written in various ways, investment can
be financed in varicns ways, and the tax law will affect the
choices made!l
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5. GConcluding Thoughts

Section 482, and the arm's length standard that has evolved,
is not a neatly contalned topic, and this paper has touched on
only some of the many iesues that might be addressed. It is
therefore hard to draw sweeplng conclusions, Mevertheless,
firat, it secms to us that the arm's length standard in
international tax matters is firmly in place and unlikely to be
either rapidly or unilaterally replaced, whatever the merits may
be of so dolng,

Second, 1t is clear that there are, and will continue to be,
Section 482 disputes that will not be resclved easily by appeal
to an arm's length standard. While the stapndard itself may be
ceonceptually clear, the application of that standard can be made
ourky. Hevertheless, we believe that in many instances the
record of compliance could be greatly improved if the arm's
length standard, as interprcted by the Courts, were to look more
broadly to the alternatives which would have faced each of the
commonly controlled entities, had that common ownership not been
present. This means that the stigma of "contract® nanufacturing
or distributing should be eliminated, as should the presumption
that the internal make-buy options of the controlling firm are
not relevant. To cite Baysgh & Lomb one final time, we would
take issue with the Court's findlng that:
respondent arqgues that B&L gould have produced the contact
lenses purchased from B&4L lreland itself at lesser cost.

However, B&L did not produce the lenses itself. The more power
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to determine whe in a controlled group will earn income cannoct
justify a Section 482 allocatlon of the income from the entity
who actually earned the income. (92 T.C. Ho. 33)

Qur point, once again, is that if Bausach & Lomb goyld have mada
those lenseg, that fact would have been taken into account in any
arm’s length negotiation with any independent firm. That fact
must not simply be lgnored. It is exactly this kind of
information that ghould form the basis for a Section 4B2
allocation.

Finally, we would also suggest that with the increasing
complexity of International transactlons, the Courts will, to an
increasing degree, not be the optimal site for the reseclution of
many of these issues., We menticned Honda earlier. Honda exports
tractors, outboard motors, pumps, lawn mowers, motorcycles, cars,
trucks, replacement parts, as well as partlal assemblies for ite
manufacturing activities in this country. It is literally beyond
comprehension that arm's length prices for each of these items
could meaningfully .be evaluated in an adversarial courtroom
setting without enormous expense and enormous uncertainty. The
same thing is true, not only for other auto importers, but
certainly for many major c¢lectronic and heavy equipment
manufacturers. That setting is also ripe for enforcement abuse
== thoe threat of litigation to extract concessions even when
coopliance has been attempted in good faith and is reasonable.

He have not attempted here to design a response. We wWould,

however, note that the recent guidelines of the lnternal Revenue
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Service for the determination of Advanced Pricing Agreements may
provide a welcome step toward the development of settlement in a
non-adversarjial setting, with, posaibly, the cooperation of other
taxing authorities which may be involved, Those guidelines are

potentially a very important innovation. They may become widely

used. Indeed, they may ultimately provide the forum within which
international agreement on simpler and more direct procedures can

be forthcoming.
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