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on the losing end of a high-profile case regarding a taxpay-

er’s use of the comparable uncontrolled transaction (CUT)
method to evaluate cost-sharing arrangements. In Veritas
Software Corp. v. Commissioner, the U.S. Tax Court looked
at buy-in payments pursuant to a cost-sharing arrangement
that a software development company made with its foreign
subsidiary for the transfer of pre-existing intangible property
as a way to determine whether or not the property was
priced properly for tax purposes. The Tax Court found that
the CUT method was the best method to price the transaction
between the parent and subsidiary at arm’s length, despite the
IRS’s arguments to the contrary. The IRS solidified its position
against the decision one year later, when the agency released
its Action on Decision (AOD) for Veritas. In its AOD, the IRS
argues not only that a portion of the Tax Court’s findings of
fact were erroneous but also that, despite the court’s criticisms
of the use of an “akin to a sale theory” used in the CUT meth-
od, the IRS will continue to use this method when it “provides
the most reliable measure of an arm’s length result.”! As the
opposing position demonstrate, reasoned analysts may dif-
fer as to which method produces a result that more closely
mirrors an arm’s length transaction, but there should be no
disagreement that the facts of each case are determinative of
the proper method to be applied.

Recently, following the codification of the economic sub-
stance doctrine (a long-standing common law doctrine requir-
ing that transactions have an economic purpose aside from

I n December 2009, the Internal Revenue Service found itself

mere tax avoidance in order to be valid) in the 2010 Health
Care Reconciliation and Education Act, there have been pro-
posals to codify fact-specific approaches to pricing methods
for transferring products made in the United States, and the
CUT method is one example. In September 2009, the Joint
Committee on Taxation (JCT) recommended that Congress
adopt legislation that would render the CUT method improp-
er in a wide range of cases.? There is no reason to believe that
the codification of the economic substance doctrine will pro-
duce any real change in the analysis of a transaction; in fact,
Bryon Christensen, deputy tax legislative counsel for the IRS,
stated that analysis as to the applicability of the doctrine to a
transaction should be made as if the doctrine were still only
governed by common law.? The same cannot be said for the
JCT’s proposal, which all but eliminates one method of valu-
ating a transaction that completely changes the analysis for
transactions such as the one at issue in Veritas. The changes
raise two particularly serious concerns. (1) Does a code that
restricts the use of the CUT method, particularly in a manner
that renders its use universally inapplicable, conflict with the
United States’ standing tax treaties? (2) Does this restriction
ultimately undermine the goal of replicating the result of an
arm’s length transaction?

Background

Transfer Pricing
Multinational corporations often have subsidiaries
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abroad with which the parent company engages in inter-
company transactions. This is, of course, one of the great
features of a corporate structure of this kind: the ability of
the parent and subsidiary to make use of the other’s com-
parative advantages. However, in order to satisfy financial
reporting and tax requirements, a “transfer price” must
be computed that determines how much the controlled
entities (a term used to refer to two or more organiza-
tions, businesses, or trades owned or controlled directly or
indirectly by the same interests) must pay for the good or
service received from the other. The purpose of 26 U.S.C.
§ 482 is to ensure parity between taxpayers in controlled
transactions and taxpayers in uncontrolled transactions.
The appropriate standard for pricing the transfer is “arm’s
length,” or market value—meaning that the payment for
the transfer should be the same as an amount that would
have been paid on the open market if the parent and
subsidiary companies were just two uncontrolled entities.
Even though the codified two-pronged test of economic
substance doctrine can, for the most part, be met by any
significant amount, in absolute terms, there is still a very
real chance that the price is not the same at that of an
arm’s length transaction, which would undermine the
goal of parity. For this reason, there is a need for transfer
pricing regulations that require the transfers of goods and
services be priced as they would be in the open market.

The aim of 26 U.S.C. § 482, the statute that authorizes
the IRS to propose corrections to the tax liabilities of
related entities based on the result of arm’s length pricing,
was to make specific corrections to the distortions to the
net incomes of controlled entities that result from transac-
tions that have the effect of creating a tax advantage that is
not available in an arm’s length transaction.’> Because it is
meant to reflect the price that would be found in the free
market, the hypothetical arm’s length price is an objective
standard and does not depend on any intent by the tax-
payer to price the transfer inaccurately.® The overarching
goal is to put taxpayers who control multiple entities on
the same level as those who do not.

Methods
Five acceptable methods for U.S. transfer pricing are
enumerated in the regulations promulgated under § 482:

* the comparable uncontrolled price method (CUP),
* the resale price method,

¢ the cost-plus method,

* the comparable profits method (CPM), and

¢ the profit split method (PSM).

These methods are generally consistent with the guidelines
prescribed by the Organisation for Economic Co-operation
and Development (OECD). The regulations contained in
§ 482 apply to transfers of both tangible property and intan-
gible property. Tangible property is defined as assets, such
as machinery, that have a physical existence and may be
assigned a market value; intangible property is defined as
assets, such as the knowledge resulting from research and
development in the case of Veritas, that comes in the form
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of proprietary information, ideas, good will, or another
nonphysical commercial asset. The proposal accepted by
the Joint Committee on Taxation deals only with cases of
transfers or uses of intangible property—specifically, the
appropriateness of the application of the CUT method (an
intangible analog of the CUP method).

Comparable Uncontrolled Transaction Method (CUT
Method)

The CUT method involves making a direct price com-
parison between controlled transactions and transactions
of reference. This method is assumed to be the most direct
and reliable measure of an arm’s length price as long as
the reference transactions are substantially similar to the
controlled transaction, meaning the reference transaction
should be as close as possible to an exact comparison.
The further the reference transactions are from exact com-
parable transactions, the less reliable the CUT method is
considered to be.”

The IRS has two requirements for the comparability of
intangible property, both of which must be satisfied for the
product to be considered comparable for purposes of the
CUT method. First, the intangibles must be used for simi-
lar products or processes in similar industries or markets.
Second, the level of prospective profits to be made from
intangibles must be similar. Even though the first require-
ment may be somewhat open-ended, the second is more
definitive and more easily calculated. The best measure-
ment of profit potential is a direct calculation of the net
current value of the benefits to be realized (either through
prospective profits or cost savings) through the use or
subsequent transfer of the intangible property. (Up-front
costs and capital investments should be taken into account
when determining the value of these net benefits). The IRS
provides eight factors by which to measure the compara-
bility of the transactions specifically:

e the terms of the transfer, including rights and restric-
tions on use;

e the stage of development of the intangible, including,
where necessary, any governmental approvals or autho-
rizations;

* the rights to receive updates, revisions, or modifications
of the intangible;

e the uniqueness of the property and the period for
which it remains unique (often as a result of protection
of intellectual property rights);

e the duration of the license or use agreement and any
termination or renegotiation rights;

¢ the risk allocation between the parties for any economic
or product liability;

* the existence and extent of any collateral transactions
or ongoing business agreements between the two par-
ties; and

e any functions, including ancillary and subsidiary ser-
vices, to be performed by the parties.®

One reality the IRS has recognized is that the profit
potential for reference transactions is not always readily



available. As a result, the IRS has promulgated regulations
that provide for the indirect comparison of profit potentials
using the eight factors listed above, but this method may
be relied upon only for transactions that have relatively
small potential profits in terms of the total amount and
rate of return. Another weakness with the CUT method is
that, for intangible property, which is often only a compo-
nent of a final asset, it can be difficult to isolate the profit
that is attributable to the intangible from that of the final
asset. The ability to isolate profit potential has a direct
correlation to the reliability of the method; as it becomes
difficult to isolate this value, it becomes less likely that the
CUT method is the appropriate calculus for reaching an
arm’s length transfer price.” Even though the CUT method
may be the most accurate way to reach an arm’s length
result, the restrictions and lack of ascertainable values for
intangible property may make it difficult to apply the CUT
method in practice.

The Joint Committee on Taxation’s Proposal

In its proposal, the JCT states the following: “Future
legislation could consider additional measures that would
further ensure that the CUT method is used only where
there are appropriate comparable transactions (for exam-
ple, in the case of unique intangible property, an ‘exact’
comparable involving the same intangible), as well as
endorse the present use of income-based methods (and
other methods that do not rely on comparable transac-
tions) in circumstances where comparable uncontrolled
transactions are unavailable.” The proposal demonstrates
a widening gap in the understanding of the arm’s length
standard—one that leaves the current administration and
the Treasury Department on one side, and taxpayers and
U.S. trade partners on the other.

The OECD’s Guidelines

Although U.S. taxpayers are subject to the regulations
imposed by § 482, the terms of tax treaties to which the
United States is a party are also relevant when determining
pricing of transferred property. The Technical Explanation
offered for Article 9 of the United States Model Income
Tax Treaty of Nov. 15, 20006, states that “with respect to
Article 9, the United States generally interprets the arm’s
length standard in a manner consistent with the OECD
Transfer Pricing Guidelines. ... Thus, any of the methods
used in [the Pricing Guidelines], including profits methods,
may be used as appropriate and in accordance with [the
guidelines].”’® One example of the United States’ applica-
tion of the OECD’s guidelines can be found in the use of
IRS’s best-method rule pertaining to selection of a transfer
pricing method. This rule requires that the arm’s length
result of a controlled transaction be determined by using
the method that, under the particular facts and circum-
stances, provides the most reliable measure of an arm’s
length result. If one method is subsequently shown to
produce a more reliable result than another method pro-
duces, the more reliable method must be employed. The
most objective basis for determining whether the results
of a controlled transaction are at arm’s length is provided

by data based on the results of transactions between
unrelated parties. Accordingly, the two most important
factors to consider when determining the best method are
the degree of comparability (between the controlled and
uncontrolled transaction) and the quality of the data and
assumptions used in the analysis."

The OECD’s analog to the best-method rule is the “most
appropriate method rule.” This rule provides that the tax-
payer must select the “best estimate” of an arm’s length
price and recommends taking into account the respective
strengths and weaknesses as well as the appropriateness
of application of the methods recognized by the OECD
when choosing a method."? The Technical Explanation of
Article 9 emphasizes the harmony in which the OECD’s
Transfer Pricing Guidelines and § 482 were meant to oper-
ate: “This article incorporates in the Convention the arm’s
length principle reflected in U.S. domestic transfer pricing
provision, particularly code section 482.”

Treaties and Conflicts of Law

The Supremacy Clause, the widely cited second clause
of Article VI of the U.S. Constitution, states that: ... Laws of
the United States ... and all Treaties made, or which shall
be made, under the Authority of the United States, shall
be the supreme Law of the Land, and the Judges in every
State shall be bound thereby, anything in the Constitution
or Laws of any State to the contrary notwithstanding.” In
order for treaties to take effect, the Constitution requires
the U.S. Senate to ratify them.” As evidenced by the
Supremacy Clause, treaties are on par with federal statues
(Laws of the United States)."" When reconciling the rela-
tionship between statutes and treaties, the U.S. Supreme
Court tries to construe the federal statute in a manner
that is consistent with the United States’ treaty obliga-
tions, absent clear congressional intent to supersede those
treaties.”” When a conflict between a treaty and a federal
statute is unavoidable, the one that is enacted last in time
will prevail.’® The enforceability of treaties by individual
citizens and taxpayers depends on whether or not the
treaty is self-executing; individuals in court may enforce
only treaties that are self-executing.!”

Discussion

Congress should not adopt the Joint Committee on
Taxation’s proposal, because its provisions are inconsistent
with U.S. tax treaties. The JCT’s proposal would have U.S.
transfer pricing guidelines deviate from the OECD’s, even
though the OECD’s guidelines were the ones contem-
plated in treaties and the guidelines that the United States’
trade partners have generally accepted as the ones that can
best produce the arm’s length standard.

The Reason Courts Would Not Defer to the Treasury
Department’s

At first glance, the need for congressional action on a
treaty may not be entirely obvious. Courts give deference to
the legal interpretations of a treaty’s meaning to the agency
that is charged with negotiating the treaty and enforcing its
terms. The U.S. Department of the Treasury could simply
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assert that the reliability of the CUT method is seriously
diminished when exact comparables are not available and
that, in cases when inexact comparables are used, the CUT
method will be considered the least reliable under the
best-method rule analysis. However, courts have repeat-
edly failed to give much weight to technical explanations
of treaty obligations that are drafted unilaterally. In Xilinx
v. Commissioner, the Ninth Circuit stated that the Technical
Explanation offered for the 1997 U.S. Ireland Income Tax
Treaty “does not justify disregarding the all costs require-
ment when determining deductible costs. A Technical
Explanation is not subject to the Administrative Powers Act’s
notice and comment requirement and does not carry the
force of law. Certainly, it cannot trump the plain language. ..
of the regulation, which does have the force of law.” Xilinx
Inc. v. Commissioner, 598 F.3d 1191, 1200 (9th Cir. 2010).

Ambiguity

The 1997 Technical Explanation acknowledges that
“[tlhe implementation of [the arm’s length standard] in Sec.
482 is in accordance with the principles [of this treaty] as
interpreted by the OECD Transfer Pricing Guidelines.”
There can be little doubt that the OECD’s guidelines place
no bright-line restriction on the use of the CUT method
when exact comparables are unavailable, but the Treasury
Department’s Technical Explanation states that “[it] is
understood that nothing in [paragraph 1 of the treaty] limits
the rights of the Contracting States to apply their internal
law provisions relating to adjustments between related
parties.” There may be some ambiguity as to whether this
provision allows for the unilateral restriction of the use of
the CUT method. If the court finds this statement to have
created some ambiguity, then the court will resolve this
ambiguity by looking at evidence of the parties’ under-
standing that surrounds the agreement.!®

Contradictory Evidence

A great deal of evidence contradicts the notion that the
1997 Technical Explanation empowers either the United
States or Ireland to unilaterally restrict the terms of the
agreement through provisions of their internal law.

A treaty must be construed in accordance with the
intent of both signatories. In Xerox Corp. v. U.S., the
Federal Circuit was reluctant to accept the IRS’s conten-
tion that the other country acquiesces to the terms of the
IRS’s Technical Explanations when the country fails to
object to them prior to ratification. The court stated that
“it would violate any reasonable canon of construction to
infer mutual assent by the signatories to the position taken
by the Treasury.” In addition, in cases in which courts
inquire into an ambiguity such as the one presented in
the 1997 Technical Explanation, assuming the nondrafter’s
acquiescence to terms that were unilaterally drafted and
are ambiguous would greatly undermine the principle
of signatory intent. In the example discussed above, for
example, even if Ireland had acquiesced to the terms of
the 1997 Technical Explanation, there is a great deal of
evidence that its interpretation of the terms did not allow
for the restriction of the CUT method.” A treaty partner’s
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silence after receiving the Technical Explanation does not
constitute direct evidence of an agreement on the interpre-
tation of the terms. When there is more reliable evidence
of the mutual understanding of treaty terms at the time
of negotiation—the OECD Transfer Pricing Guidelines,
for example—the other country’s interpretation of the
terms should be limited by this evidence.?® Ireland’s silent
acceptance of the 1997 Technical Explanation should
not be read to have been an agreement to contradict the
principles of the OECD guidelines. Moreover, because the
interpretation also contradicts the notes to Article 9 of the
2006 Model Treaty, which does not deviate in this respect
from its 1996 predecessor, it is hard to believe that the
United States even assented to the ability to restrict the
CUT method in the proposed manner.

When interpreting treaties, courts have failed to give
much weight to any unilaterally drafted interpretations
or explanations, such as Technical Explanations or leg-
islators’ ex post facto statements. Instead, in accordance
with the canons of construction, the court’s inquiry has
been focused on an attempt to understand the treaty
as it was mutually understood by the signatories. The
1997 Technical Explanation deserves little weight, and it
appears that, even if given weight, it does not support the
contention that it is permissible to restrict the CUT method
as proposed by the JCT.

For these reasons, and in light of the Ninth Circuit’s
holding in Xilinx, it would be necessary for Congress
to enact this restriction legislatively in order for it to be
upheld by the courts. As this article argues, however, such
action is not advisable.

The Inconmsistency of Proposed Restrictions to the
CUT Metbod With U.S. Treaty Obligations

Tax treaties are agreements between nations that are
enacted with the purpose and effect of preventing double
taxation of taxpayers operating within both countries. As
a result, a zero-sum game is created between the two
countries for the right to tax a portion of a multinational
corporation’s income. The terms of the treaty represent
the rules under which this zero-sum game is to operate.
For example, in Veritas, the IRS proposed that the tax-
payer be forced to make a payment of $1.675 billion from
its Ireland-based subsidiary, Veritas Ireland, to its parent
company based in the United States, Veritas Software
Corporation, for the transfer of pre-existing intangibles—
an amount almost 10 times greater than the $166 million
actually paid by Veritas Ireland. The difference between
these two amounts represents more than $1.5 billion of
taxable income. If this income were taxable by the IRS, as
it had proposed, it would represent approximately $187.5
million in lost tax revenue for the Republic of Ireland.
The Tax Court found that, under the rules of the Internal
Revenue Code, which reflect the agreement reached by the
United States and Ireland on how transfers between con-
trolled taxpayers are to be treated, the proposed additional
income was not attributable to the parent company that is
based in the United States.

Demonstrating its discontent with this outcome, the Joint



Committee on Taxation wants to make changes that all but
eliminate the application of the CUT method in determining
the arm’s length price of a transfer. Even though the change
could not be applied retroactively to recoup the income tax
to which the IRS feels it was entitled in Veritas and even
though the IRS may be presented with future transactions
in which less income is taxable in the United States because
the CUT method was inapplicable, the change would still be
inherently unfair to the United States’ trading partners. Any
change that unilaterally restricts the use of the CUT method
would change the rules of the game without the consent of
all of the players involved. Beyond the inherent unfairness
of such an action, it undermines the credibility of the United
States’ tax treaties and places global cooperation on taxation
at risk.

The JCT proposes applying the CUT method to unique
intangible property only when an “exact” comparable
involving the same intangible can be found. This proposal
rules out the use of inexact comparables even when the
reliability of the results is properly discounted and the CUT
method is still the best method under the OECD’s most-
appropriate-method analysis. The JCT considers the use of
inexact comparables to determine an arm’s length price
for a unique intangible to be improper because it leaves
too much room for gamesmanship on the part of the
taxpayer entity. This claim may be supported by empiri-
cal evidence that suggests that multinational corporations
based in the United States shift the income they earn to
their subsidiaries in foreign jurisdictions that have lower
tax rates—countries like Ireland—by transferring valuable
intangible assets to subsidiaries based in these jurisdic-
tions at prices that are lower than those available at arm’s
length. Although many factors may influence the location
of investments, data shows that multinational corporations
based in the United States report a greater level of accu-
mulated earnings and profits in Ireland than in jurisdictions
that have relatively high taxes—such as the Great Britain
and Germany—despite the larger populations and markets
in these two countries.

In addition, the JCT highlights some flaws in the appli-
cation of the CUT method to value intangibles. First,
taxpayers who develop high value intangibles rarely ever
transfer that property to third parties, making it difficult
to determine the comparable terms under which an arm’s
length transfer would occur. Second, economic risk does
not shift when the transfer is made between controlled
entities, because the multinational corporation’s control
over its subsidiaries allows it to reap the future profits
generated by the intangible asset. The multinational corpo-
ration’s equity interest in the subsidiary companies assures
that it may ultimately obtain the benefit of future profits,
even those that were not anticipated, regardless of the
price set for the transfer.?!

There should be no question that the Joint Committee
on Taxation raises issues that may cast serious doubt over
the reliability of the CUT method in replicating an arm’s
length result for controlled transfers of intangible property
that has a high value; however, the United States must first
consider its obligations to its trade partners before taking

steps to restrict the application of that method. One obliga-
tion is that any method deemed acceptable by the OECD
and applied in accordance with its guidelines, should also
be deemed acceptable by the IRS and the courts of the
United States in determining an arm’s length transfer price.
There seems to be an unavoidable conflict presented by
placing restrictions on the CUT method that would make
it virtually impossible to apply this method to high-value
intangibles. This is because, in spite of courts’ attempts to
construe federal statutes in a way that is consistent with
U.S. treaties absent clear congressional intent to supersede
those treaties,” the OECD guidelines already give great
weight to the issue of the acceptable use and reliability of
various transfer pricing methods and leave no room for
further restrictions on their applicability. Despite the con-
flict, courts and taxpayers would be forced to defer to the
restriction on the use of the CUT method as it would be
enacted subsequent to enactment of the treaty.?

Unlike cases in which the Treasury Department’s guid-
ance conflicts with the terms of a treaty, taxpayers will
have no recourse on the basis of the statute conflicting
with U.S. treaty obligations because the provisions of the
tax treaties are not self-executing.?! (This is not the case in
the scenario in which IRS guidance or a treaty’s Technical
Explanations conflict with a more reasonable interpretation
of a treaty.) In Medellin v. Texas, the U.S. Supreme Court
held that treaties are not binding domestic law unless they
are implemented by legislation or are self-executing. Since
the legislation proposed would necessarily conflict with
the treaty, the treaty would need to be self-executing in
order for its provisions to be enforceable by individual
taxpayers. However, because tax treaties require imple-
mentation by legislature of parallel tax provisions in order
to have any meaning for a taxpayer, these treaties are not
self-executing and they grant no right of private action to
taxpayers. The taxpayer is bound by the federal statutes
found in the Internal Revenue Code at 26 U.S.C.

An issue of greater concern involves the global implica-
tions resulting from the United States’ failure to honor the
commitments made in its tax treaties. Countries are obliged
to refrain from acts that would defeat the object and pur-
pose of the treaty. Moreover, a party to a treaty may not
invoke the provisions of its domestic law as justification
for not abiding by the terms of a treaty. A material breach,
or a breach that violates a provision essential to the object
or purpose of the treaty, entitles the party affected by the
breach to invoke it as grounds for suspension or termina-
tion of the treaty.” The purpose of the tax treaties of the
United States is clear: to avoid double taxation and to
prevent fiscal evasion with respect to taxes on income and
capital gains. The way to achieve this purpose is through
the agreed-upon terms that are the result of a consensus
between the two nations. In almost all tax treaties to which
the United States finds itself a partner, this consensus is
normally to give deference to the OECD Transfer Pricing
Guidelines in matters regarding methods used to deter-
mine the pricing of transferred property.

The United States commits a material breach of the
terms of a treaty if it follows the JCT’s suggestions and
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passes legislation that places further restrictions on the
CUT method. For this reason, any country that has a treaty
with the United States that is breached by the United States
is within its rights to dissolve or suspend all provisions of
its tax treaty with the United States.” The United States will
find little support or sympathy if it were to make a case to
the international community that a material breach has not
been committed, and there are two reasons for this reac-
tion. First, the OECD is made up of 34 member nations,
all of which have entered into tax treaties with the United
States. Second, the restrictions on the use of the CUT
method have only one underlying purpose: to increase
the taxable income pool of the United States. However,
the zero-sum nature of this income, which is created by
the agreements to avoid double taxation, means that any
increase in multinational corporations’ U.S. taxable income
is a decrease in another nation’s taxable income of these
entities. Because the United States currently has one of
the highest corporate tax rates in the world,” it would
normally be irrational for a multinational corporation to
make a meritless claim that income should be attributed
to its partner based in the United States rather than to
the one based in a foreign country. Absent the many
external international relations factors that may play into
a country’s decision to acknowledge the material breach
of a treaty—a necessary element to avoid giving implicit
consent to changes in the United States’ interpretation of
its obligation®*—there appears to be no reason for another
country to acquiesce to the United States’ newly found
interpretation of its obligation, especially when that step is
taken directly at that country’s expense.

Breaching tax treaties would ultimately do a great deal
of harm to the United States, which finds itself at a com-
petitive disadvantage in terms of its corporate tax rate.
Therefore, the United States has a much greater interest
in preventing fiscal evasion of tax liability than almost any
other country with which it enters into a tax treaty. If the
treaties are deemed void, many of the protections against
international tax evasion that are built into them will no
longer be available to the United States. The tax revenue
lost as a result of failure to cooperate is likely to be greater
than any tax revenue to which the IRS believes it is cur-
rently entitled—as was the case in Veritas. Even worse is
the damage to the credibility of agreements entered into
by the United States, which is an underlying necessity
for remaining an economic and political hegemon. By
adopting the proposed restrictions to the CUT method the
United States would be, in effect, cutting off its nose to
spite its face.

The JCT Proposal vs. the Best Method Principle and
the Arm’s Length Standard Espoused by [ 482.

The most effective way to reach an arm’s length result
is to select the transfer pricing method that is most appro-
priate for the particular case at hand. No single method
can be considered the most suitable for every possible
scenario, and it is not necessary to prove that a particular
method is not suitable under certain circumstances.” These
are the principles that comprise the best method rule of
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§ 482. These principles run in stark contrast to the bright-
line rule promoted by the Joint Committee on Taxation:
that data from uncontrolled transactions cannot be used
if the comparables are not exactly similar to those of the
controlled transaction. Both the OECD and § 482 recognize
that the reliability of traditional transactional methods such
as the CUT method must be discounted for comparability
(or lack thereof).*® Useful information that can be derived
from uncontrolled transactions should not be completely
disregarded in favor of another method just because the
comparables do not meet an arbitrary standard of exact-
ness. Instead, as is the current state of transfer pricing
requirements in the United States, a taxpayer should be
forced to show why the method chosen to determine pric-
ing provides the most reliable replica of an uncontrolled
transaction price. If the IRS can successfully show that one
method is more reliable than a method relied upon by the
taxpayer, a court will apply the more reliable method.?!

In its Action on Decision, the IRS claimed that the Tax
Court erred in concluding that the CUT method was the
best method to determine an arm’s length result, given
the circumstances surrounding the Veritas transaction. The
IRS’s main argument in the AOD is that factual findings
made by the Tax Court were erroneous. Although the
IRS is certainly entitled to make this claim and therefore
refrain from acquiescing to the decision, cases such as this
cannot justify the response suggested by the JCT, which
would undermine the best method principle and thus the
arm’s length standard. The AOD makes no claim that the
Tax Court erred by applying the CUT method to a case
involving the transfer of high-value intangibles but only
that the Tax Court’s finding that the CUT method was the
best method for reaching an arm’s length transaction was
the result of erroneous findings of fact.’> Thus, it logically
follows from the AOD that the IRS recognizes that there
are circumstances in which the CUT method provides the
best measure of an arm’s length transaction involving inex-
act comparables with high-value intangibles, but that these
circumstances were not present in Veritas.

By eliminating the use of the CUT method when exact
comparables are unavailable, the JCT’s proposal essen-
tially eliminates the choice of a best method and leaves
only the profit split method available. Because of its reli-
ance on comparable transactions to determine the profit
margins of the unrelated entities, the comparable profits
method is rejected for the same reason the CUT method
is found unreliable. In addition, because economic risks
are not shifted in controlled transactions and because the
CPM is not reliable when it comes to data related to profit
margins, the CPM tends to be inapplicable for determining
pricing of valuable intangible property that is transferred.
Section 482 recognizes these problems and states that the
tested party used in the CPM analysis should not be a party
that owns valuable intangible property that distinguishes
it from an uncontrolled taxpayer, essentially excluding the
CPM in cases such as Veritas.

The profit split method is not without its flaws when
it comes to determining pricing of high-value intangibles,
because the PSM is assumed to be less reliable than both



the CUT method and the CPM. In addition, it may be dif-
ficult to measure combined revenue and costs for all of the
related entities participating in the controlled transaction
because it would require starting books and records on
a common basis and making adjustments to accounting
practices and currencies. Also, when the PSM is applied to
the operating profit of an entity, it may be difficult to deter-
mine how the operating expenses should be allocated
between the transaction and the entity’s other activities.”
This may be even more difficult in the case of high-value
intangibles when the technology and intellectual property
developed may be used for various business ventures.

It should be noted that the transfer prices for unique
intangible property must be “commensurate with the
income attributable to the intangible.” This rule allows the
IRS to require annual adjustment of the transfer price to
reflect unanticipated changes in the income the intangible
property generates, as long as that income is outside of a
20 percent margin of error for the profits anticipated at the
time the parties entered into the agreement.*

The JCT’s elimination of the CUT method when exact
comparables are unavailable undermines the principles
behind the best method rule and virtually eliminates the
use of the rule for controlled transactions involving the
transfer of high-value intangibles. In doing so, the JCT
compromises the reliability that the resulting transfer price
reflects an arm’s length standard in such transactions.
Moreover, when one considers the protection afforded
to the IRS as a result of the “commensurate with income”
rule, the case that the JCT’s proposed rules are necessary
to protect the IRS from abusive use of the CUT method is
weakened.

Conclusion

Even though the Joint Committee on Taxation highlights
some real problems that exist in the practice of pricing
property that is transferred—specifically regarding the use
of the CUT method for unique high-value intangibles—the
JCT’s proposal is an overreaction to the current situation.
By adopting the proposal, the United States would find
itself in the awkward position of needing to explain its
breach of international agreements with many nations.
In addition, U.S. transfer pricing guidelines would be
at odds with the widely accepted guidelines prescribed
by the Organisation for Economic Co-operation and
Development.

The proper protocol would be for the United States to
present the JCT’s proposal to the OECD and its member
nations, but it is unlikely they would be persuaded by the
JCT report. The cynical view is that, despite the merits of
the JCT’s proposal, the zero-sum nature of taxable income
discourages the international community from adopting
any rules that are bound to increase the amount of taxable
income for a country that has a high tax rate, such as the
United States, and thus decrease the amount of income
taxable elsewhere. A more in-depth view reveals that the
JCT’s proposal undermines the best method rule and ulti-
mately the arm’s length standard—a standard that reflects
the entire purpose of transfer pricing. Consequently, it

would not be prudent for the United States to adopt the
Joint Committee on Taxation’s proposal to limit the use of
the comparable uncontrolled transaction method to cases
in which only exact comparable values are available. TFL
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sion. Tapia now appeals to the U.S.
Supreme Court, contending that the
plain meaning and legislative history of
the Sentencing Reform Act confirm that
rehabilitation is an inappropriate con-
sideration in prison sentencing. The
United States agrees with Tapia and
urges vacating the lower court deci-
sion. Writing as amicus curiae by invi-
tation of the Supreme Court, Professor
Stephanos Bibas asserts that district
courts may properly consider the reha-
bilitative potential of in-prison targeted
treatment programs when determining
a prison sentence. Full text is available
at topics.law.cornell.edu/supct/cert/10-
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n 2002, the Jicarilla Apache Nation

filed a breach of trust action against
the United States, alleging mismanage-
ment of funds held in trust for the tribe.
In 2008, the Jicarilla Apache Nation
moved to compel the production of
a few hundred documents exchanged
between the government and its attor-
neys, but the government refused to
disclose nearly 160 documents on the
grounds of attorney-client privilege.
The Court of Federal Claims subse-
quently granted Jicarilla’s motion to
compel production of the documents,
and the Federal Circuit affirmed. Now,
the United States argues that disclosure

of the documents was unwarranted,
because no statute or regulation spe-
cifically requires the disclosure. The
Jicarilla Apache Nation, however, con-
tends that the government must be
treated like an ordinary private trustee
and forced to disclose information
exchanged with its attorneys. Full text

is available at topics.law.cornell.edu/
supct/cert/10-382. TFL
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